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LETTER OF TRANSMITTAL

Congress of the United States,

Joint Committee on Taxation,
Washington, D.C., March 12, 1979.

Hon. Al Ullman, Chairman,
Hon. Russell B. Long, Vice Chairman,
Joint Committee on Taxation,
U.S. Congress, Washington, D.C.

Dear Messrs. Chairmen : While committee reports explain the posi-

tion of the House Committee on AVays and Means or the position of

the Senate Committee on Finance, they do not in all cases explain

the tax legislation which is finally passed by the Congress. This be-

comes particularly important in the case of major legislation in which
there are many differences between the bill as passed by the House and
as passed by the Senate, and the bill which finally becomes public law.

The Revenue Act of 1978, because of its comprehensive scope and the

many changes which were made in the House bill by the Senate and
subsequently by the conferees, is an illustration of a case where the dif-

ferences were especially significant.

This document represents the effort by the staff of the Joint Com-
mittee on Taxation to provide an explanation of the Revenue Act of

1978 as finally enacted and is comparable to a number of similar

documents prepared by the staff on other revenue acts in recent years.

For the most part, where provisions were unchanged in conference

and described in either the House or Senate report, that explanation is

used in this document. No attempt is made here to carry the explana-

tion further than is customary in the case of committee reports; there-

fore, this explanation does not deal with issues which are customar-
ily explained in regulations or rulings.

The first major part of the document provides the legislative history

of the Revenue Act of 1978, including references to the sources of leg-

islative history for provisions that were added as Senate amendments
where there were separately reported bills on those provisions. The sec-

ond part is a summary of the various provisions. The third part
presents the general reasons for the legislation. The fourth part con-
tains the revenue estimates on the legislation as finally enacted ; and the
fifth part is an explanation of the provisions in the order in which
they appear in the public law.

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

Sincerely yours,

Bernard M. Shapiro,
Chief of Staff,

(in)
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I. LEGISLATIVE HISTORY OF REVENUE ACT OF 1978

A. CHRONOLOGY OF THE ACT

The following is a chronology of the legislative history of the Reve-

nue Act of 1978 (H.R. 13511 ; Public Law 95-600) .^

• House Committee on Ways and Means hearings on the Presi-

dent's 1978 tax reform and reduction proposals (H.R. 12078

introduced as the Administration proposal)—January 30-31;

February 1; March 6-10, 13-17, 20; April 3-7, and 24, 1978.

• House Committee on Ways and Means markup on Administra-
tion's proposals—April 17-20, 1978.

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

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

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

.

• House Committee on Rules—hearing on August 8, 1978, and re-

ported on August 9, 1978 (House Resolution 1306; House Report
95-1461).

• House of Representatives floor action—considered and passed

on August 10, 1978.

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

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

• Senate Committee on Finance markup—September 7-8, 11-12,

14, 18-21, and 25-26, 1978.

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

• Senate floor action—October 5-7, and 9-10, 1978.

• House-Senate conference on H.R. 13511—October 12-15, 1978.

• Conference report on H.R. 13511—October 15, 1978 (House Re-

)X)rt 95-1800).
• House Committee on Rules action on conference report—Oc-

tober 15, 1978 (House Resolution 1444; House Report 95-1802).
• House and Senate agreed to conference report—October 15,

1978.
• H.R. 13511 signed by the President—l^ovember 6, 1978 (Public

Law 95-600).

^ Title VII of the Act. which contains technical corrections to the Tax Reform
Act of 1976, was considered as a separate bill. H.R. 6715, by the House of Repre-

sentatives and Senate Committee on Finance. That bill was reported by the

House Committee on Ways and Means on October 12. 1977, passed by the House
of Representatives on October 17, 1977. and reported by the Senate Committee

on Finance on April 17. 1978. The provisions of H.R. 671ii, as approved by the

Senate Finance Committee, were added to the Revenue Act of 1978, with several

minor changes by a Senate floor amendment. The following portion of this part.

Sources of Legislative History, provides references to the relevant committee

reports for these provisions and for other provisions which were added to the

Revenue Act of 1978 by the Senate and which were identical or similar to pro-

visions contained in other bills reported separately in the 95th Congress. Foot-

notes in the text also refer to the appropriate House and Senate reports for these

other tax bills, provisions of which were included in the Revenue Act of 1978.

(1)



B. SOURCES OF LEGISLATIVE HISTORY

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

(2)
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II. SUMMARY OF THE ACT

The Revenue Act of 1978 provided tax reductions to stimulate con-

sumer and investment spending in order to increase economic growth.

In addition, it contained many tax changes designed to improve the

equity of the tax system and to simplify it.

Overview

Principal provisions

The principal provisions of the Revenue Act of 1978 are the

following

:

• A reduction in individual income tax rates, a major element of an

individual income tax reduction of approximately $12.8 billion for

calendar year 1979.
• A permanent tax rate reduction for corporations, amounting to

$5.1 billion for calendar year 1979.
• A major expansion of the earned income tax credit for the work-

ing poor, which will amount to $1 billion in 1979. In addition, the

credit is simplified and will be reflected in an employee's paychecks,

rather than being paid out in one lump sum as a tax refund.
• An increase (beginning in 1979) in the zero bracket amount and

the corresponding floor under itemized deductions (which had replaced

the standard deduction) from $2,200 to $2,300 for single persons and
heads of households, and from $3,200 to $3,400 for married couples.

• An increase in the personal exemption from $750 to $1,000 (begin-

ning in 1979) to replace the expiring general tax credit.

• A doubling of the tax credit for political contributions and repeal

of the itemized deduction for political contributions.
• Repeal of the itemized deduction for nonbusiness State and local

gasoline taxes.

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

• Changes to limit certain tax shelters.

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

• An increase from 50 percent to 60 percent in the portion of long-

term capital gains deductible from gross income.
• A once-in-a-lifetime election to exclude from taxable income the

first $100,000 of gain from the sale of a principal residence by tax-

payers who are age 55 or older.
• Elimination of capital gains and adjusted itemized deductions

from the list of tax preferences subject to the add-on minimum tax for

individuals.
• A new alternative minimum tax at rates up to 25 percent on tax-

able income increased by the capital gains deduction and certain ad-
justed itemized deductions (generally, certain itemized deductions in

excess of 60 percent of adjusted gross income) , which individuals will

(7)
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pay only if it exceeds their regular income tax. An exclusion for capital
gain from the sale of a principal residence is provided.

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

• A capital gains tax rate reduction for corporations.
• Deferral of carryover of basis at death until 1980.
• Denial of business deductions for use of certain entertainment

facilities, such as yachts and hunting lodges.
• An expansion of the WIN-welfare tax credit to encourage both

business and nonbusiness employers to hire WIN registrants and wel-
fare recipients.

• A targeted jobs tax credit, to replace the general jobs tax credit,
designed to encourage people to hire needy youths and other categories
of people who frequently have difficulty finding jobs.

• A permanent 10-percent investment tax credit.

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

• Revised subchapter S rules.

• Additional fundinar of S0.4 billion (a total of $2.9 billion) for
social services under Title XX of the Social Security Act for fiscal

year 1979.

• A Congressional policy statement regarding the rate of growth
in Federal outlays for fiscal years 1979-1983, and possible further in-

come tax reduction.

Overall revenue effect

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

revenue reduction of $19.3 billion.

Of the new tax cuts for 1979, $12.8 billion represents cuts in individ-
ual income tax liabilities, $8.7 billion represents business income tax
cuts and $2.2 billion represents reductions in canifal gains taxes for
individuals and corporations.^ The remaining $.2 billion in tax cuts for
1979 relate to certain excise and estate and gift tax changes.

Individual Income Taxes
The Revenue Act of 1978 provides three principal individual income

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

* The revenue loss from the capital pains tax cut for individuals, except for the
special provision for residences, is reduced by one-third ($1 billion in calendar
year 1979, $1 billion in 1980, and $0.1 billion in fiscal year 1979) to take account
of the offsetting revenue gain expected from additional sales of appreciated
assets resulting from the capital gains tax reduction.



15 wider brackets. Also, it increases the zero bracket amount and the

corresponding floor under itemized deductions, which had replaced the

old standard deduction, from $2,200 to $2,300 for single persons, and

from $3,200 to $3,400 for married couples.

The Act significantly expands the earned income tax credit for the

working poor. Previously, the credit was 10 percent of the first $4,000

of earnings and was phased out as income rose between $4,000 and

$8,000. Under the Act, the credit is 10 percent of the first $5,000 of

earnings (an increase in the maximum credit from $400 to $500), and
the phaseout range is increased to between $6,000 and $10,000.

The credit is also simplified so that it will be easier to compute.

Finally, instead of being paid out as one lump sum upon filing a tax

return for the taxable year, the credit will be reflected in employees'

paychecks, making it a more effective work incentive and distributing

the tax relief more evenly throughout the year. The credit is treated

as earned income for purposes of determining eligibility for, and bene-

fits under, certain Federal assistance programs. The tax cut and addi-

tional outlays from the increased earned income credit will amount to

$1 billion for 1979.

The Act repeals the deduction for nonbusiness State and local gaso-

line taxes in order to simplify preparation of individual tax returns.

In addition, the Act doubles the tax credit for political contributions

to encourage wider political participation and, to simplify the income
tax return, it repeals the alternative itemized deduction for political

contributions.

Business Taxes
Corporate tax rate

The Act provides a sizable reduction in the corporate income tax

rate. The top corporate tax rate is reduced from 48 percent to 46 per-

cent, and a system of graduated tax rates is established for small busi-

nesses. In place of rates of 20 percent on the first $25,000
of taxable income, 22 percent on taxable income between $25,000 and
$50,000. and 48 percent on taxable income in excess of $50,000, the new
rate schedule is 17 percent on the first $25,000 of income, 20 per-

cent on income between $25,000 and $50,000, 30 percent on income be-

tween $50,000 and $75,000, 40 percent on income between $75,000 and
$100,000, and 46 percent on income above $100,000. This tax reduction,

amountino; to about $5 billion in 1979. is designed to increase business

investment and encourage the formation and expansion of small busi-

nesses. About $1 billion of the tax cut will be received by businesses
with incomes below $100,000.

Investment tax credit

The Act makes permanent the existing 10-percent investment tax
credit, as well as the $100,000 limitation on the amount of used prop-
erty eligible for the credit and extends for 3 years the extra investment
credit for contributions to Tax Reduction Act employee stock owner-
ship plans (TRASOP's). The availability of the credit is also liber-

alized by increasing the tax liability limitation from 50 percent to 90
percent on a phased-in basis. The credit is amended to clarify its appli-
cation to single purpose agricultural structures. Also, the Act extended
the investment chedit to expenditures for rehabilitation of commercial
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and industrial buildinars. The full investment credit is extended to

pollution control facilities for which the taxpayer has elected 5-year
amortization. (These facilities received only one-half the normal in-

vestment credit under prior law.) There are also a number of technical
amendments to the provision giving an extra investment credit to em-
ployers who contribute to employee stock ownership plans.

Targeted jobs credit ; WIN credit

In place of the general jobs tax credit, which expired at the end of

1978, the Act increased the rate of the existing WIN-welfare recipient

tax credit and provided a new targeted jobs credit to encourage busi-
nesses to hire needy youths and others who often have difficulty find-

ing jobs even when the economy is prosperous. For trade or business
employers who hire welfare recipients and WIN registrants, the WTN-
welfare tax credit is 50 percent of the first $6,000 of wages for the first

year of employment and 25 percent for the second year. Businesses will

not receive a deduction for wages equal to the amount of the credit. In
addition, there is a 35-percent credit for the first year of employment
for welfare recipients (limited to the first $6,000 of wages per employee
and $12,000 total qualifying wages per employer) who are hired out-

side of a trade or business. The categories of people eligible for the new
targeted jobs credit include needy youths, needy Vietnam-era veterans,

SSI recipients, convicted felons, recipients of general assistance, cer-

tain handicapped individuals, and high school students in cooperative
education programs. The credit is 50 percent of the first $6,000 of wages
for the first year of employment and 25 percent of such wages for the
second year of emplovment. The expanded earned income credit and
WIN and welfare credits were designed to increase the employment of
people who are now on welfare, and the new targeted jobs credit was
designed to help alleviate the serious unemployment problems of the
covered groups.

Entertainment facilities

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

Capital Gains and Minimum and Maximum Tax Provisions

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

Specifically, the Act increases the percentage of long-term capital
gains deductible from gross income from 50 percent to 60 percent,
effective for sales after October 31. 1978. To ensure that this tax cut
does not result in high-income indi\adnals paying very low effective

rates oftax, the Act imposes an alternative minimum tax on taxable
income increased by the caj^ital gains deduction and certain adiusted
itemized deductions, with rates up to 25 percent. Individuals will pay
this alternative minimum tax only if it exceeds their tax computed the
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regular way. The 15-percent add-on minimum tax is continued from
prior law except that it does not apply to capital gains deductions or

adjusted itemized deductions. Neither the add-on nor alternative min-
imum tax applies with respect to a capital gain from the sale of a prin-

cipal residence. Another significant capital gains tax change under
the Act will allow an individual, who is at least age 55, to elect to ex-

clude from income up to $100,000 of any gain realized on the sale of

his or her principal residence. However, this exclusion may be elected

only once in a lifetime. The present rollover provision for gains on a

principal residence where the proceeds of the sale are reinvested in

another principal residence remains in effect.

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

maximum tax.

The 50-percent maximum tax on personal service income is also lib-

eralized by expanding the definition of earned income for businesses in

which both capital and labor are used to produce income.

The Act also reduces the alternative corporate capital gains tax rate

from 30 to 28 percent.

The application of the provision for carryover of basis at death,

enacted in 1976, is deferred through the end of 1979.

Tax-Exempt State and Local Government Bonds
The Act makes a number of changes in the provisions relating

to tax-exempt bonds. The elective $5 million limit on small issues of
industrial development bonds is raised to $10 million and the limit

on the amount of capital expenditures for the project is raised to $20
million for urban development action grant facilities. The Act permits

advance refundings for certain industrial development bonds used to

finance certain public projects. The Act also includes a transitional

rule to exempt certain bonds issued in connection with advanced
refundings of certain exempt industrial development bonds. It exempts
interest from industrial development bonds for certain water projects.

The Act also contains provisions for the treatment of industrial de-

velopment bonds issued in connection with the local furnishing of elec-

tric energy and advance refunding arbitrage profits where profits

are donated to a public charity. The Act also provides judicial review

for private letter rulings relating to the tax exempt status of proposed

bond issues.

Small Business Provisions

In addition to the substantially lower corporate tax rates for the

first $100,000 of taxable income, the Act contains several provisions re-

lating to small businesses. The Act liberalizes the rules for eligibility

for subchapter S corporation treatment, which generally provides for

the passthrough of income and losses to shareholders without the inci-

dence of taxation at the corporate level. Also, the Act simplifies and
liberalizes the provision which permits ordinary loss treatment (i.e.,

full deductibility) for investments in common stock of certain small

business corporations.

Employee Compensation and Retirement Plans

Tlie Act allows employees and independent contractors who perform
services for a State or local government to defer annually an amount
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equal to the lesser of $7,500 or 331/^ percent of their currently in-

cludible compensation. In addition, compensation deferred under un-
funded deferred compensation plans maintained by taxable employers
will be subject to the principles of law applying on February 1, 1978.

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

Also, the Act provides rules under which participants in "cash or
deferred" profit sharing plans can defer tax on amounts paid by their

employers into the plan.

The Act provides for simplified pension plans.

The Act provides favorable treatment for a sale of an annuity con-

tract by a life insurance company to a public employee retirement plan.

Under the Act, self-insured medical and accident reimbursement
plans will be required not to discriminate in favor of officers, share-

holders or highly compensated employees in order for those partici-

pants to obtain favorable tax treatment. In addition, if certain require-

ments are met, the value of educational assistance provided by em-
ployers under a nondiscriminatory plan would be excluded from an
employee's income.

Tax Shelter and Partnership Provisions

The Act contains several changes designed to limit the use of tax
shelters. The coverage of the provision limiting loss deductions to the

amount a taxpayer is at risk (the at risk provision) is expanded from
four specific activities (farming, oil and gas, motion pictures, and
equipment leasing) to all activities except real estate. This provision
is also extended to certain closely held corporations, and the separate
partnership at risk provision is repealed.

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

limitations with respect to partnership income, deductions and credits

flowed through to the partners.

Other Tax Provisions

The Act exempts from corporate income tax State-chartered cor-

porations set up as general stock ownership corporations (GrSOCs)
for the residents of any State. ITnder these plans, the shareholders of
the corporation (i.e., all residents of the State) would be taxed cur-

rently on their pro rata share of the corporation's taxable income in a
manner similar to shareholders of subchapter S corporations.
The Act provides a deficiency dividend procedure for mutual funds

similar to that provided for real estate investment trusts.

Under the Act, contributions in aid of construction to regulated
gas and electric utilities are treated as nontaxable contributions
to capital (the same treatment previously given to water and sewer
utilities).
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Current law regarding employer reporting of tip income is extended.

The 4-perc6nt excise tax on investment income of private fomida-

tions is reduced to 2 percent. The existing excise tax credit for State

taxes paid on coin operated slot machines is increased from 80 per-

cent to 95 percent for 1979 and 1980, and the Federal tax is repealed

entirely thereafter.

The Act extends the exclusion for amounts received by participants

in the Armed Forces health professions scholarship program and the

Public Health Service/National Health Service Corps scholarship

program, pending a study of these issues.

Also, the Act extends through 1982 the moratorium on taxation of

certain student loan cancellations.

The Act postpones for two years the effective date of the rules adopt-

ed in the Tax Reform Act of 1976 relating to trafficking in net operat-

ing loss carryovers.

The Act extends for 3 years the 5-year amortization of expendi-

tures for rehabilitation of low-income housing.

The Act provides relief through 1979 for taxpayers involved in con-

troversies with the IRS about employment tax status reclassifications

of workers whom the taxpayers had not considered to be their

employees.
It expands the exception to the source rules for interest on deposits

in foreign branches of U.S. commercial banks to interest on deposits

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

The Act provides a safe harbor rule for real estate investment trusts

from the tax on prohibited transactions.

The Act extends the family corporation exception to the rules re-

quiring the accrual method of accounting and capitalization of pre-

productive period expenses by farm corp>orations to certain two- and
three-family corporations. In addition, there are changes in account-

ing rules for sod farms, florists, nurseries and certain other farmers.

The estate tax rules are changed to exclude a portion of the value

of iointly owned property from a decedent's gross estate in recognition

of the participation by a surviving spouse in the joint operation of a

farm or other business.

There is an exemption from the investment credit recapture rules for

the bankrupt railroads which transferred property to ConRail and
there are changes in the net operating loss carryover rules as they
apply to transferors of property to ConRail.
The Act provides for Treasury Department studies of the tax treat-

ment of foreign owners of U.S. real estate, of the appropriate deprecia-

tion or amortization of equipment required by occupational health and
safety (OSHA) or mine safety (MSHA) regulations, and of simplifi-

cation of income tax returns for individuals.

The Act also expands the volunteer income tax assistance program
of the Internal Revenue Service by authorizing the IRS to enter into

training and technical assistance agreements with nonprofit agencies

to prepare volunteers to provide tax counseling to elderly individuals.

Further, the Act includes various technical, clerical, and conform-
ing amendments to the Tax Reform Act of'l976.
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Amendments Relating to the Social Security Act
Grants to States for social services

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

ing for title XX social services to $2.9 billion for fiscal year 1979. After
fiscal year 1979, the ceiling will revert to its permanent level of $2.5
billion in the absence of further legislation.

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

The Act increases the matching rate and ceilings in fiscal 1979 for
public assistance programs for Puerto Rico, the Virgin Islands, and
Guam. The matching rate is increased from 50 percent to 75 percent,

up to a maximum amount of Federal funding for the fiscal year of $72
million in Puerto Rico, $2.4 million in the Virgin Islands, and $3.3
million in Guam. In the absence of further legislation, the matching
rate and limitations will revert to their permanent-law levels after
fiscal year 1979.

Policy with Respect to Additional Tax Reductions
The Act also contains the following congressional policy statement

regarding Federal outlays and possible future tax reductions

:

"As a matter of national policy the rate of growth in Federal outlays,

adjusted for inflation, should not exceed 1 percent per year between
fiscal year 1979 and fiscal year 1983 ; Federal outlays as a percentage
of gross national product should decline to below 21 percent in fiscal

year 1980, 20.5 percent in fiscal year 1981, 20 percent in fiscal year
1982 and 19.5 percent in fiscal year 1983; and the Federal budget
should be balanced in fiscal years 1982 and 19'83. If these conditions
are met, it is the intention that the tax-writing committees of Congress
will report legislation providing significant tax reductions for indi-

viduals to the extent that these tax reductions are justified in the light

of prevailing and expected economic conditions."



III. GENERAL REASONS FOR THE ACT

Congress believed that a major tax reduction for both individuals

and business was needed to maintain the vigor of the current eco-

nomic recovery and to compensate for tax increases which would other-

wise occur in 1979. Tax reductions for individuals were considered

necessary to offset the increase in social security taxes which was en-

acted in 1977 and which takes effect in 1979, as well as the automatic

tax increase that will result from the inflation expected during 1978

and 1979. Tax reductions for business and capital gains tax reductions

were considered necessary to stimulate investment, which was consid-

ered inadeqilate during the last five years.

In addition, Congress believed it was appropriate to review the tax

system periodically to see whether it is having the appropriate impact
on the economy and whether tax burdens are in accordance with tax-

payers' ability to pay. The Act was part of that periodic review. Fur-
thermore, Congress was concerned about the complexity of the tax sys-

tem. Specific tax changes in the Act were designed to make the tax

system more equitable, simpler, and more conducive to economic effi-

ciency and growth. The following discussion covers the general reasons

for the maior areas of the Act : individual income taxes, business taxes,

and capital gains and the minimum tax.

Individual Income Taxes
In deciding on the appropriate level and distribution of individual

income tax reductions, Congress took into account the expected tax in-

creases in 1979 from inflation and from the legislated social security

tax increases. While it was impossible to give every individual taxpayer

a tax cut large enough to compensate for these tax increases, Congress
structured the individual income tax cuts so that almost every income
class will receive a tax cut large enousrh to compensate for the inflation

and social security tax increases in 1979 over 1978.

Congress concluded that the appropriate size of the income tax cut in

1979 liabilities for individuals was $12.8 billion. This amount of tax

reduction for individuals was believed to strike the appropriate bal-

ance between the need to keep consumer spending at a level high
enough to maintain the vigor of the economic recovery and the con-

flicting need to bring the Federal budget into balance by the early

1980's.

Congress also believed that the individual income tax should be as

simple as possible, and several of the individual income tax changes in

the Act are designed to help achieve this goal. These changes include

the substitution of a $1,000 personal exemption for the complicated
general tax credit, the repeal of the itemized deduction for nonbusiness

State and local gasoline taxes, and the repeal of the itemized deduction
for political contributions (while doubling the credit for such con-

tributions) .

(15)
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Business Taxes
Congress believed that a substantial business tax cut was necessary

to stimulate business investment in plant and equipment, which is the

key to improving productivity, reducing the rate of inflation, and
improving the balance of trade. While consumer spending is substan-
tially above its peak prior to the 1973-75 recession, it is only recently

that investment spending has attained its pre-recession peak. Further-
more, an increasing portion of investment is needed to meet Federally
mandated requirements under environmental, occupational health and
safety, and other laws. Because of these regulations and because the
labor force growing rapidly, Congress concluded that the rate of
growth of investment must be higher than in the past to achieve the
same rate of growth of productivity.

Testimony presented to the Congress strongly suggested that the
most effective way to increase business investment was a reduction in

the corporate tax rate. The 48-percent top corporate tax rate had not
been reduced since 1964. In addition, to provide help to small businesses,

a 5-step graduated rate structure was provided to replace the 3-step

rate structure under prior law.
Another major concern of Congress with respect to business taxes

was the need to provide incentives to encourage businesses to hire the
hard-core unemployed—people who have trouble finding jobs even
when the economy is prosperous. In 1977, Congress enacted a tem-
porary jobs tax credit to encourage increased hiring. Since then, the
unemployment rate had fallen from above 7 percent to below 6 percent,

and the problem in 1978 was not so much general unemployment but
rather structural unemployment. Therefore, Congress concluded that
the general jobs tax credit should be allowed to expire at the end of
1978, and should be replaced by an expanded WIN-welfare tax credit

and a new targeted jobs tax credit directed toward categories of people
with chronic unemployment problems. Congress believed that the tar-

geted jobs credit and the expanded WIN-welfare tax credit will pro-
vide a strong incentive for businesses to hire the hard-core unem-
ployed and should make a major contribution to reducing unemploy-
ment in the years ahead.

Capital Gains and the Minimum Tax
Congress believed that the capital gains treatment under prior law

was counter-productive in the sense that it could discourage investment
and sales of appreciated assets to such an extent that it did not provide
as much revenue as would result from lower capital gains tax
rates. In addition, the prior rules regardina: capital gains, which in-

volved a regular tax, a minimum tax. an alternative tax and a maxi-
mum tax, were believed to be unnecessarily complex. As a result, the
Act included a maior restructuring of the tax on capital gains and the
prior minimum and maximum taxes.

The main feature of this restructurins: was an increase from 50 per-
cent to 60 percent in the amount of capital gains deductible from gross
income. Consrress believed that this tax cut will encourage addi-
tional sales of appreciated assets and that the tax revenue from these

unlocked capital gains will be sufficient to offset much of the revenue
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loss from the tax cut and possibly lead to an actual revenue increase.

In addition. Congress concluded that the improved mobility of capital

and increased after-tax profitability of potential investments will lead

to a substantial increase in investment activity.

Although the decrease in capital gains taxes was intended to stimu-

late investment activity, Congress did not approve of situations in

which individuals take advantage of the law to escape income taxation
entirely. The add-on minimum tax alone was not considered an ade-

quate response to this problem ; it provided too high a tax on people
paying substantial amounts of regular income tax, and it provided too

little tax on taxpayers paying very little regular income tax. Thus, the
Act removed the preferences for capital gains and adiusted itemized
deductions under the add-on minimum tax and provided an alterna-

tive minimum tax based on taxable income increased by the amount
of long-term capital gains deductions and adjusted itemized deduc-
tions. Taxpayers will pay this alternative minimum tax, the top rate

of which will be 25 percent, only if it exceeds their regular income tax.

The Act also provides an exclusion for capital gains from the sale of
a principal residence under the new alternative minimum tax.





IV. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT

Table I-l.—Estimated Revenue Effects of Tax Provisions of the Revenue

Act of 1978 (H.R. 13511), Calendar Year Liabilities 1979-83*

Part A, Tax Reductions and Revisions

[Millions of dollars]

Provision

Calendar year liabilities

1979 1980 1981 1982 1983

•1,029

Title I—Individual Income Tax Pro-
visions

A. Individual income tax reductions and
extensions:

Sees. 101 and 106—Widening tax
brackets, rate cuts, increase in zero
bracket amount —11, 735

Repeal general tax credit 10, 397
Sec. 102—Increase in the personal
exemption

Sees. 104 and 105—Increase in and
simplification of the earned income
credit'

B. Itemized deductions; unemployment
compensation; credits:

Sec. Ill—Repeal of nonbusiness
deduction for State and local taxes
on gasoline and other motor fuels .

.

Sec. 112—Taxation of unemployment
compensation benefits at certain
income levels

Sec. 113—Political contributions
Sec. 121—Child care credit for pay-
ments to related individuals

C. Deferred compensation provisions:

Sec. 131—State and local government
deferred compensation plans __

Sec. 132—Certain private deferred
compensation plans

Sec. 133—Deferred compensation
payments to independent con-
tractors

-13,873 -16,428 -19,482 -23,137
10,985 11,618 12, 302

11,681 -12,382 -13,125 -13,913

-987 949 -910

13, 039

-14,747

-873

1, 151 1, 358 1, 602 1, 890 2, 231

251
-20

-35

(.*)

261
-33

-36

0)

259
-20

-37

0)

263
-20

-38

0)

268
-20

-39

{*)

The revenue estimates in Part A are the tax reductions from levels which would have
prevailed had the existing temporary tax cuts been extended. Thus, where the bill merely
extends an expiring tax cut, the table does not show any revenue effect ; and where the bill

replaces an expiring tax cut with a new provision (such as substituting graduated corporate
tax rates for the corporate surtax exemption) , the revenue loss from the new provision is only
the excess of its gross revenue loss over what the revenue loss would have been had the

expiring provision been extended. A revenue gain is shown for failing to extend the general

tax credit and general jobs tax credit. Part B shows the revenue losses which would have
occurred had certain existing temporary tax provisions been extended through 1983, both
the provisions actually extended in the bill and the provisions replaced by other provisions.

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

(19)
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IV. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT—Cont.

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

Part A. Tax Reductions and Revisions—Continued

[Millions of dollars]

Calendar year liabilities

Provision 1979 1980 1981 1982

0)

(0
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IV. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT—Cont.

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

Part A. Tax Reductions and Revisions—Continued

[Millions of dollars]

Calendar year liabilities

Provision 1979 1980 1981 1982 1983

Title III—Provisions Primarily Af-
fecting Business Income Tax

A. Corporate rate reduction:

Sec. 301—Corporate rate reduction.. —5,069 —5,551 —6,078 —6,655 —7,288
B. Investment credit provisions:

Sec. 312—Increase in limitation to
90 percent of tax liability —287 —629 —1,169 —826 —728

Sec. 313—Increased investment credit

for certain pollution control facili-

ties -8 -25 -53 -91 -112
Sec. 314—Investment credit for single

purpose agricultural or horticul-

tural structures —22 —22 —23 —25 —27
Sec. 315—Investment credit for cer-

tain rehabilitated buildings —166 —193 —210 —229 —249
Sec. 316—Investment credit for co-

operatives —33 —34 —36 —38 —40
Sec. 317—Investment credit recap-

ture under the Conrail reorganiza-
tion

C. Targeted jobs credit; WIN credit:

Sec. 321—Targeted jobs credit -388 -608 —705 —86 —86
Sec. 322—Work incentive program
(WIN) credit changes -106 -177 -216 -248 -296

Repeal of general jobs credit 2, 458 2, 458 2, 458 2, 458 2, 458
D. Tax-exempt bonds; Industrial devel-

opment bond provisions:

Sec. 331—Increase in limit on small
issues —2 —11 -21 —32 —43

Sec. 332—Local furnishing of elec-

tric energy -2 -8 -14 —21 —26
Sec. 333—Industrial development
bonds for water facilities —5 —24 —46 —68 —95

Sec. 334—Advance refunding of in-

dustrial development bonds for

certain public projects (2) (2) («) (a) (»)

E. Small business corporation provisions:

Sees. 341-343—Subchapter S cor-

poration provisions 0) 0) (0 0) 0)
Sec. 345—Small business corpora-

tion stock ".. (2) (2) (2) (2) (»)

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

Table I-l.—Estimated Revenue Effects of Tax Provisions of the Revenue

Act of 1978 (H.R. 13511), Calendar Year Liabilities 1979-83—Continued

Part A. Tax Reductions and Revisions—Continued

[Millions of dollars]

Provision 1979

Calendar year liabilities

1980 1981 1982 1983

Title III—Provisions Primarily Affect-

ing Business Income Tax—Continued

F. Farm accounting rules'

Sec. 351—Treatment of certain close-

ly held farm corporations for ac-

crual accounting purposes (^) (^) (?) (^) (^)

Sec. 352—Accounting for growing
crops « {') (') (') (')

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

accrual accounting (^) {') {') (') (')

G. Other business tax provisions:

Sec. 361—Entertainment facility-

expenses 28 30 33 36 40

Sec. 362—Deficiency dividend pro-

cedure for regulated investment
companies--. « 0) 0) (0 0)

Sec. 363—Safe harbor rule for Real
Estate Investment Trusts (*) (*) (') (') (')

Sec. 364—Contributions in aid of

construction to regulated electric

or gas public utilities 8 -96 -98 -101 -103 -107
Sec. 365—Liabilities of controlled

corporations {') {') (') (') i')

Sec. 366—Medical expense reim-
bursement plans {') (2) Q) {') «

Sec. 368—Postponement of effective

date for special limitations on net

operating loss carryovers (^) (^) (^) H (^)

Sec. 369—Use of certain expired net

operating loss carryovers and re-

demption of certificates of value

in a tax-free reorganization of a

transferor railroad 0) (') 0) 0) 0)

Sec. 371—Product liabihty net op-

erating losses —2 —10 —10 —9 —9
Sec. 372—Accounting for maga-

zine
,

paperbacks, and records

returned after the close of the
taxable year —11 —12 —13 —14

Sec. 373—Accounting for qualified

coupons redeemed after the close

of the taxable year -10 -10 -10 -10 -10

Total, Title III -3,710 -4,923 -6.213 -5.960 -6,632

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

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

Part A. Tax Reductions and Revisions—Continued

[Millions of dollars]

Calendar year liabilities

Provision 1979

Title IV—Capital Gains; Minimum
Tax; Maximum Tax

A. Capital gains provisions:

Sec. 401—Repeal of alternative tax
for noncorporate capital gains 133

Sec. 402—Increased capital gains
deduction for individuals —1, 763

Sec. 403—Reduction of corporate
alternative capital gains tax —117

Sec. 404—One-time exclusion of

gain on sale of residence —415
Sec. 405—Rollover of gain on sale

of residence incident to a job-
related move —4

Tax increase from induced capital
gains realizations ^ 573

B. Minimum tax provisions:

Sec. 421—Repeal certain preferences
in the minimum tax —1, 274

Sec. 421—Alternative minimum tax
for individuals 739

Sec. 422—Minimum tax treatment
of intangible drilling costs (*)

Sec. 423—Amendment to definition
of foreign source capital gain tax
preference (2)

C. Maximum tax provision:

Sec. 441—Capital gain tax prefer-

ence offset

Sec. 442—Limitation on personal
service income

Total, Title IV

Title V—Other Tax Provisions

A. Administrative provisions:

Sec. 501—Reporting requirements
with respect to charged tips

Sec. 504—Refund adjustments for

amounts held under claim of right.
B. Estate and gift tax provisions:

Sec. 511—Jointly owned farms and
closely held businesses

Sec. 512—Attribution rules for ex-

tension of time to pay estate tax

Footnotes at end of table.

1980 1981 1982 1983

143



24

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

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

Part A, Tax Reductions and Revisions—Continued

[Millions of dollars]

Calendar Year Liabilities

Provision 1979 1980 1981 1982 1983

Title V—Other Tax Provisions—Con.

B. Estate and gift tax provisions—Con.

Sec. 513—Subordination of special

liens for estate tax attributable
to special valuation property (') (}) (') (') 0)

Sec. 514—Time to amend govern-
ing instruments of charitable
split interest trusts

Sec. 515—Deferral of carryover basis
rules -93 -162 -185 -190 -200

C. Excise tax provisions:

Sec. 520—Reduction of excise tax
on private foundation investment
income —40 —40 —40 —40 —40

Sec. 521—Excise tax on certain
gaming devices —4 —6 —7 —7 —7

Sec. 522—Treatment of certain pri-

vate foundations for purposes of

section 4942 0) C) (») O 0)
D. Other tax provisions:

Sec. 530—Employment tax status of

individuals as independent con-
tractors or employees C°) 0") C")

Sec. 531—Tax treatment of cooper-
ative housing corporations (^) (?) (?) (?) (?)

Sec. 540—Source of interest income
on deposit in Puerto Rican
branches of U.S. savings and loan
associations (?) (*) (^) (') («)

Sec. 541—Taxation of Alaskan Na-
tive Claims Settlement Act Corp-
orations

Sec. 542—Involuntary conversion of

livestock
Sec. 543—Exclusion for certain cost-

sharing payments

(")
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IV. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT—Cont.

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

Part B. Revenue Effects of Extending or Making Permanent Temporary
Income Tax Reduction Provisions

[Millions of dollars]

Calendar year liabilities

Provision 1979 1980 1981 1982 1983

Individual Income Taxes
Per capita credit 13 —6,449 —6,642 —6,842 —7,047 —7,258
Optional taxable income credit 1' —3,949 —4,344 —4,778 —5,256 —5,782
Earned income credit —1,061 —1,019 —978 —938 —900
Sec. 311—Investment tax credit at 10-

percent rate —722 —773 —829
Sec. 367—Amortization for low-income

housing (») -4 -9 -13 -16
Jobs tax credit 1* —983 -983 -983 -983 -983

Total, individual -12,442 -12,992 -14,312 -15,010 -15,768

Corporation Income Taxes
Rate reductions —2,060 —2,255 —2,470 —2,704 —2,961
Sec. 311—Investment tax credit at 10-

percent rate —4,000 —5,201 —5,894
Sec. 141—TRASOP investment credit

at l>^-percent rate —396 —508 —592
Sec. 367—Amortization for low-income

housing (1) -3 -6 -9 -11
-Jobs tax credit 1* -1,475 —1,475 —1,475 —1,475 -1,475

Total, corporate -3,535 -3,733 -8,347 -9,897-10,933

Total, Temporary Tax Reduction Ex-
tensions -15,977 -16,725 -22,659 -24,907 -26,701

GRAND TOTAL, PARTS A AND B:
TAX REDUCTIONS, REVISIONS
AND EXTENSIONS -34,877 -39,268 -49,258 -54,554 -60,891

1 Less than $1 million.
2 Less than $5 million.
^ This estimate includes both the reduction in revenues and increase in outlays from the

changes in the earned income credit. The Congressional Budget Office estimates that these
changes will reduce revenues by $36, $91, $48, $50, and $55 million and outlays would be
increased by $198, $965, $782, $786, and $792 million in calendar years 1979-1983.

* These provisions continue the existing tax treatment of these types of plans, within
certain limitations, and therefore have a negligible effect on budget leceipts.

5 No direct revenue effect is expected.
^ The estimates were derived assuming that the position taken by the IRS is the correct

one. The figures do not allow for revenue effects of additional charges the utilities may make
in order to get reimbursement for the additional taxes payable under IRS ruling.

Footnotes continued on next page.
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^ The revenue effect from induced capital gains realizations agrees with that from the
Congressional Budget Office. Using the Senate Finance Committee methodology, the addi-
tional revenue would be $738, $799, $864, $934, and $1,011 million for calendar years 1979-
1983.

* The revenue loss of this provision has been included in H.R. 5263, the Energy Tax
Act of 1978.

" This provision has the effect of overturning Revenue Rulings 75-400 and 76-231. If the
employer reporting requirements contained in these rulings were to take effect, increases

in budget receipts could be substantial. This revenue is not being collected at the present
time; therefore, no change in budget receipts is estimated.

'" The revenue effect cannot be estimated because the provision affects liabilities being
contested by taxpayers in administrative and judicial proceedings.

" The liabilities cannot be estimated before the contested issues are settled by the courts.
>2 There is not enough information to predict what the responses of the many govern-

mental units will be with respect to this bill. However, this proposal is not expected to have a
significant revenue effect over the next few years.

" These items are not extended by H.R. 13511, but are allowed to expire after 1978 and
are replaced by an increase in the personal exemption from $750 to $1,000.

" The expiring general jobs tax credit is not extended and an offsetting entry is shown in

part A of this table.
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IV. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT—Cont.

Table 1-2.—Estimated Revenue Effects of Tax Provisions of the Revenue
Act of 1978 (H.R. 13511), Fiscal Year Receipts 1979-83*

Part A. Tax Reductions and Revisions

[Millions of dollars]

Fiscal year receipts

Provision 1979 1980 1981 1982 1983

Title I—Individual Income Tax
Provisions

A. Individual income tax reductions
and extensions:

Sees. 101 and 106—Widening tax
brackets, rate cuts, increase in

zero bracket amount —7,317 —13,057 —15,453 —18,317 —21,742
Repeal general tax credit 7,278 10,809 11,428 12,097 12,818
Sec. 102—Increase in the personal
exemption' -8,177 -12,171 —12,902 -13,677 -14,497

Sees. 104 and 105—Increase in and
simplification of the earned in-

come credit -82 -1,227 —976 —937 -900
B. Itemized deductions; unemployment

compensation; credits:

Sec 111—Repeal of nonbusiness
deduction for State and local

taxes on gasoline and other
motor fuels 471 1,237 1,458 1,720 2,029

Sec. 112—Taxation of unemploy-
ment compensation benefits at

certain income levels 251 261 259 263
Sec. 113—Political contributions —20 —33 —20 —20
Sec. 121—Child care credit for pay-
ments to related individuals —5 —38 —39 —40 —39

C. Deferred compensation provisions:

Sec. 131—State and local govern-
ment deferred compensation plans. _

Sec. 132—Certain private deferred
compensation plans

Sec. 133—Deferred compensation
payments to independent con-
tractors

(*) 0) (*) {*) (*)

* The revenue estimates in Part A are the tax reductions from levels which would
have prevailed had the existing temporary tax cuts been extended. Thus, where the bill

merely extends an expiring tax cut, the table does not show any revenue effect; and where
the bill replaces an expiring tax cut with a new provision (such as substituting graduated
corporate tax rates for the corporate surtax exemption), the revenue loss from the new pro-
vision is only the excess of its gross revenue loss over what the revenue loss would have been
had the expiring provision been extended. A revenue gain is shown for failing to extend the
general tax credit and general jobs tax credit. Part B shows the reveue losses which would
have occurred had certain existing temporary tax provisions been extended through 1983,
both the provisions actually extended in the bill and the provisions replaced by other pro-
visions.

(Other footnotes are at the end of the table.)
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IV. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT—Cont.

Table 1-2.—Estimated Revenue Effects of Tax Provisions of the Revenue
Act of 1978 (H.R. 13511), Calendar Year Liabilities 1979-83—Continued

Part A. Tax Reductions and Revisions—Continued

[Millions of dollars]

Fiscal year receipts

Provision 1979 1980 1981 1982 1983

Title I—Individual Income Tax Pro-
visions—Continued

D. Employee stock ownership plans:
Sec. 142—Estate tax exclusion for

certain lump sum distributions (')

Sec. 143—^Voting rights on employer
securities for qualified plans (0

E. Retirement plan provisions:
Sec. 152—Simplified employee pen-

sions —6
Sec. 153—Defined benefit plan limits. (^)

Sec. 154—Custodial accounts for

regulated investment company
stock (2)

Sec. 155—Pension plan reserves (2)

Sec. 156—Rollover of distributions
from a tax-sheltered annuity (2)

Sec. 157—Individual retirement ac-
count technical changes —25

F. Other individual tax provisions:
Sec. 161(a)—Uniformed Services

Health Professions Scholarships '.

(*)

Sec. 161(b)—National Research
Service Awards —52*

Sec. 162—Cancellation of student
loans (2)

Sec. 164—Employer educational as-

sistance —18

0)
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IV. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT—Cont.

Table 1-2.—Estimated Revenue Effects of Tax Provisions of the Revenue

Act of 1978 (H.R. 13511), Calendar Year Liabilities 1979-83—Continued

Part A, Tax Reductions and Revisions—Continued

[Millions of dollars]

Provision

Fiscal year receipts

1979 1980 1981 1982 1983

Title III—Provisions Primarily Af-
fecting Business Income Tax

A. Corporate rate reduction:

Sec. 301—Corporate rate reduction.. -2,281 —5,286 -5,788 -6,338 -6,940
B. Investment credit provisions:

Sec. 312—Increase in limitation to 90
percent of tax liability -129 -441 -872 -1,015 -782

Sec. 313—Increased investment credit

for certain pollution control facili-

ties -6 -18 -42 -76 -104
Sec. 314—Investment credit for single

purpose agricultural or horticul-

tural structures -53» -33« -22 -24 -26
Sec. 315—Investment credit for cer-

tain rehabilitated buildings -67 -181 -205 -222 -238
Sec. 316—Investment credit for co-

operatives -20 -33 -35 -37 -39
Sec. 317—Investment credit recap-

ture under the Conrail reorgani-
zation —3*

C. Targeted jobs credit; WIN credit:

Sec. 321—Targeted jobs credit -141 -483 -651 -426 -86
Sec. 322—Work incentive program
(WIN) credit changes--.- -39 -136 -197 -234 -264

Repeal of general jobs credit 689 2,458 2,458 2,458 2,458
D. Tax-exempt bonds—Industrial de-

velopment bond provisions:

Sec. 331—Increase in limit on small
issues 0) -3 -14 -26 -37

Sec. 332—Local furnishing of elec-

tric energy 0) -3 -10 -18 -23
Sec. 333—Industrial development
bonds for water facilities (0 —7 —31 —59 —78

Sec. 334—Advance refunding of

industrial development bonds for

certain public projects (sec. 335) («) («) («) (2) (?)

E. Small business corporation pro-

visions:

Sec. 341-343—Subchapter S corpora-
tion provisions (0 (') (0 0) C)

Sec. 345—Small business corpora-
tion stock (») (2) (2) (2) (»)

Footnotes at end of table.
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IV. REVENUE EFFECTS OF TAX PROVISIONS OF THE ACT^Cont.

Table 1-2.—Estimated Revenue Effects of Tax Provisions of the ReVeniie

Act of 1978 (H.R. 13511), Calendar Year Liabilities 1979^3-^Contiiiu6d

Part A, Tax Reductions and Revisions—Continued

[Millions of dollars]

Provision 1979

Fiscal year receipts

1980 1981 1982 1983

Title III—Provisions Primarily Affect-

ing Business Income Tax—Continued

F. Farm accounting rules:

Sec. 351—Treatment of certain

closely held farm corporations for

accrual accounting purposes (}) {') (^) C^) C^)

Sec. 352—Accounting for growing
crops (») (») (2) (2) (2)

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

accrual accounting (') (*) {^) Q) (^)

G. Other business tax provisions:

Sec. 361—Entertainment facility ex-

penses 13 29 31 34 38
Sec. 362—Deficiency dividend pro-

cedure for regulated investment
companies (') (0 (0 (0 (')

Sec. 363—Safe harbor rule for Real
Estate Investment Trusts (») («) C) C) C)

Sec. 364—Contributions in aid of

construction to regulated electric

or gas public utilities ^ (2) -50 -100 -100
Sec. 365—Liabilities of controlled

corporations (*) (^) (^) (^)

Sec. 366—Medical expense reim-
bursement plans (') (^) (^)

Sec. 368—Postponement of effective

date for special limitations on
net operating loss carryovers (*) (^) (^) (^) (^)

Sec. 369—Use of certain expired net
operating loss carryovers and
redemption of certificates of value
in a tax-free reorganization of a
transferor railroad (0 (0 (0 (0 (')

Sec. 371—Product liability net op-
erating losses (0 (^) ~7 —8 —9

Sec. 372—Accounting for magazines,
paperbacks, and records re-

turned after the close of the
taxable year —5 —11 —12 —13

Sec. 373—Accounting for qualified

coupons redeemed after the close

of the taxable year 9 -103 -10 -10 -10

Total, Title III- -2,037 -4,295 -5,506 -6,113 -6,253

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

Act of 1978 (H.R. 13511), Calendar Year Uabilities 1979-83—Continued

Table 1-2.—Estimated Revenue Effects of Tax Provisions of the Revenue
Part A. Tax Reductions and Revisions—Continued

[Millions of dollars]

Fiscal year receipts

Provision 1979 1980 1981 1982 1983

Title IV—Capital Gains; Mini-
mum Tax; Maximum. Tax

A. Capital gains -provisions:

Sec. 401—Repeal of alternative tax
for noncorporate capital gains 20 133 143 154 166

Sec. 402—Increased capital gains
deduction for individuals -131 -1,763 -1,895 -2,037 -2,190

Sec. 403—Reduction of corporate
alternative capital gains tax —53 —125 —141 —155 —170

Sec. 404—One-time exclusion of

gain on sale of residence —165 —415 —457 —502 —552
Sec. 405—Rollover of gain on sale

of residence incident to a job-re-
lated move —3 —4 —4 —4 —4

Tax increase from induced capital
gains realizations 9 68 573 535 445 286

B. Minimum tax provisions:

Sec. 421—Repeal certain prefer-

ences in the minimum tax —1,274 —1,401 —1,541 —1,695
Sec. 421—Alternative minimum tax

for individuals 739 813 894 984
Sec. 422—Minimum tax treatment

of intangible drilling costs ('") (">) C") ('") 0")

Sec. 423—Amendment to definition
of foreign source capital gain tax
preference -5^ (») (») (»)

(i)

C. Maximum tax provisions:

Sec. 441—Capital gain tax prefer-
ence offset -6 -52 -57 -63 -69

Sec. 442—Limitation on personal
service income —21 —59 —69 —79 —91

Total, Title IV -296 -2,247 -2,533 -2,888 -3,335

Title V—Other Tax Provisions

A. Administrative provisions:
Sec. 501—Reporting requirements

with respect to charged tips ('»; (ii) (ii) (") (")
Sec. 504—Refund adjustments for
amounts held under claim of
right (2) (2) (2) (2) (2)

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

Table 1-2.—Estimated Revenue Effects of Tax Provisions of the Revenue
Act of 1978 (H.R. 13511), Calendar Year Liabilities 1979-S3—Continued

Part A. Tax Reductions and Revisions—Continued

[Millions of dollars]

Provision 1979

Fiscal year receipts

1980 1981 1982

Title V—Other Tax Provisions—Con.

B. Estate and gift tax provisions:

Sec. 511—Jointly owned farms and
closely held businesses (0 —41 —43 —46

Sec. 512—Attribution rules for ex-

tension of time to pay estate tax (1) (1) (1) (1)

Sec. 513— Subordination of special

liens for estate tax attributable to
special valuation property (') (i) (0 (*)

Sec. 514—Time to amend governing
instruments of charitable split in-

terest trusts —15*
Sec. 515—Deferral of carryover basis

rules -- -36 -93 -162 -185
C. Excise tax 'provisions:

Sec. 520—Reduction of excise tax on
private foundation investment
income -40 -40 -40 -40

Sec. 521—Excise tax on certain gam-
ing devices —5* —6 —7 —7

Sec. 522—Treatment of certain pri-

vate foundations for purposes of

section 4942 (0 (i) (0 (»)

D. Other tax provisions:

Sec. 530—Employment tax status
of individuals as independent con-
tractors or employees C^) 0^) (")

Sec. 531—Tax treatment of coop-
erative housing corporations (^) (^) (^) (^)

Sec. 540—Source of interest income
on deposit in Puerto Rican
branches of U.S. savings and
loan associations (^) (^) (^) (^)

Sec. 541—Taxation of Alaskan Na-
tive Claims Settlement Act Cor-
porations (") (") (") (»)

Sec. 542—Involuntary conversion of

livestock (2) (2) e) (2)

Sec. 543—Exclusion for certain cost-

sharing payments —28 —77 —78

Total, Title V

Title VI— General Stock Ownership
Corporations

Title VII—Technical Corrections to
the Tax Reform Act of 1976

Total, Titles I-VII -10,368 -21,029 -24,697 -28,358

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

Table 1-2.—Estimated Revenue Effects of Tax Provisions of the Revenue
Act of 1978 (H.R. 13511), Fiscal Year Receipts 1979-83—Continued

Part B. Revenue Effect of Extending or Making Permanent Temporary
Income Tax Reduction Provisions

[Millions of dollars]

Fiscal year receipts

Provision 1979 1980 1981 1982 1983

Individual Income Taxes
Per capita credit " -4, 514 -6, 583 -6, 780 -6, 984 -7, 194
Optional taxable income credit " —2, 764 —4, 226 -4, 648 —5, 113 -5, 624
Sec. 103—Extension of earned income

credit -1,061 -1,019 -978 -938
Sec. 311—Investment tax credit at 10-

percent rate —271 —741 —794
Sec. 367—Amortization for low-income

housing 0) -2 -6 -11 -14
Jobs tax credit >8 —125 -983 —983 -983 —983

Total, individual -7,403 -12,855 -13,707 -14,810 -15,547

Corporation Income Taxes
Rate reductions -927 -2,148 -2,352 -2,575 -2,819
Sec. 311—Investment tax credit at 10-

percent rate -1,800 -4,460 -5,489
Sec. 141—TRASOP investment credit

at iy2-percent rate —178 —446 —545
Sec. 367—Amortization for low-in-
come housing 0) —2 —5 —8 —10

Jobs tax credit 18 -564 -1,475 -1,475 -1,475 -1,475

Total, corporate -1,491 -3,625 -5,810 -8,964-10,338

Total, Temporary Tax Reduction Ex-
tensions -8,894 -16,480 -19,517 -23,774 -25,885

GRAND TOTAL, PARTS A AND B:
TAX REDUCTIONS, REVISIONS
AND EXTENSIONS -19,262 -37,509 -44,214 -52,132 -58,030

( 1 Less than $1 million.
2 Less than $5 million.

( 3 This estimate includes both the reduction in revenues and increase in outlays from the
changes in the earned income credit. The Congressional Budget Office estimates that these

, changes will reduce revenues bv $19, $113, $48, $51, and $54 million and outlays would
- be increased by $100, $1,071, $788, $790, and $791 million in fiscal years 1979-1983.

I * These provisions continue existing tax treatment of these types of plans, within certain
limitations, and therefore have a negligible effect on budget receipts.

^ Includes liabilities of prior years.
8 No direct revenue effect is expected.

^ The estimates were derived assuming that the position taken by the IRS is the correct
one. The figures do not allow for revenue effects of additional charges the utilities may make
in order to get reimbursement for the additional taxes payable under IRS ruling.

Footnotes continued on next page.
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' It is assumed the Service's position will be upheld by the courts in 1980.
^ The revenue effect from induced capital gains realizations agrees with that from the

Congressional Budget OflRce. Using the Senate Finance Committee methodology, the addi-
tional revenue would be $37, $738, $799, $864, and $934 million for fiscal years 1979-1983.

" The revenue loss of this provision has been included in H.R. 5263, The Energy Tax
Act of 1978

" This provision has the effect of overturning Revenue Rulings 75-400 and 76-231. If

the employer reporting requirements contained in these rulings were to take effect, increases
in budget receipts could be substantial. This revenue is not being collected at the present
time; therefore, no change in budget receipts is estimated.

" The revenue effect cannot be estimated because the provision affects liabilities being
contested by taxpayers in administrative and judicial proceedings.

" Settlement of the contested issues is not expected to result in a significant impact on
budget receipts through 1983.

'* There is not enough information to predict what the responses of the many govern-
mental units will be with respect to this bill. However, this proposal is not expected to have
a significant revenue effect over the next few years.

•* These items are not extended by H.R. 13511, but are allowed to expire after 1978 and
are replaced by an increase in the personal exemption from $750 to $1,000.

" The expiring general jobs tax credit is not extended and an offsetting entry is shown in

part A of this table.
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V. GENERAL EXPLANATION OF THE REVENUE ACT OF
1978

Policy With Respect to Additional Tax Reductions (sec. 3 of the
Act)

Prior law
Prior law did not contain any provision concerning congressional

policy relating tax changes to government spending levels.

Reasons for change
Congress is concerned about the rapid increase in Federal spending.

The Federal Government is absorbing too large a portion of our na-
tional production, and the large and continuing deficits are contribut-

ing to our seriously high inflation rate. Consequently, Congress
believes it is appropriate to reduce the growth of Federal spending
and achieve a balanced budget gradually over several years. If the
rate of growth of Federal spending is constrained, there will be suffi-

cient revenue generated by a growing economy to finance additional
tax reductions.

The Congress believes that it is unrealistic to expect Federal spend-
ing not to grow as the economy and population grow and that some
growth in real outlays beyond the rate of inflation is also to be ex-

pected. The Congress believes that it is unrealistic and economically
irresponsible first to cut taxes and hope that this will then lead to

expenditure reductions. The Congress also believes that making tax
reductions automatic upon the achievement of spending goals several

years in the future is excessively restrictive and i^ores the uncer-

tainties concerning the economic situation that far m advance which
may necessitate different policies.

The Congress concluded that the best way to deal with these com-
peting considerations is to make a firm statement of congressional

policy concerning expenditure restraint and to combine this with a
statement of congressional intent to accompany expenditure restraint

with future tax reductions.

Explanation of provision

The Act provides that, as a matter of national policy, the rate of
growth in Federal outlays, adjusted for inflation, should not exceed

1 percent per year between fiscal year 1979 and fiscal year 1983;
Federal outlays as a percentage of gross national product should
decline to below 21 percent in fiscal year 1980, 20.5 percent in fiscal

year 1981, 20 percent in fiscal year 1982, and 19.5 percent in fiscal year

1983 ; and the Federal budget should be balanced in fiscal years 1982
and 1983. If these conditions are met, it is the intention of the Congress
that the tax-writing committees will report legislation providing sig-

nificant tax reductions for individuals to the extent that these tax

reductions are justified in the light of prevailing and expected eco-

nomic conditions.

(37)



TITLE I—INDIVIDUAL INCOME TAX PROVISIONS

A. INDIVIDUAL TAX REDUCTIONS AND EXTENSIONS

1. Widening of Tax Brackets, Rate Cuts, Increase in Zero
Bracket Amount, and Fiscal Year Taxpayers (sees. 101 and
106 of the Act and sees, 1, 21, 63, and 1302 of the Code)

Prior law
Under prior law, individual income tax rates began at 14 percent

on taxable income in excess of $3,200 on a joint return and $2,200 on a
single return. There was not tax on the first tax bracket, referred to as

the "zero bracket amount" (formerly the standard deduction). There
was also a floor under itemized deductions equal to the zero bracket
amount requiring taxpayers who itemized deductions to deduct only
expenses in excess of that amount. Thus, a taxpayer receives full bene-
fit from itemized deductions because the sum of the excess itemized de-

ductions and the zero bracket amount equals the total amount of the

itemized deductions.

Individual tax rates ranged up to 70 percent on taxable income in

excess of $203,200 for joint returns ($102,200 for single returns).

Table 3 shows the tax brackets and rates for joint returns under prior

law and under the Act. Under prior law, there were 25 tax brackets.

Prior law also provided different rate schedules for single taxpay-
ers, heads-of-households, married couple filing separately, and estates

and trusts.

Reasons for change
There will be two significant tax increases in 1979 over 1978. First,

social security taxes will go up as a result of legislation enacted in

1977. Second, inflation will cause an automatic tax income increase.

Rapid inflation has resulted in an increase in money incomes sub-

stantially in excess of the increase in real incomes. Because the in-

come tax brackets are in terms of money income, inflationary increases

in income move taxpayers into higher income tax rate brackets, reduc-

ing the amount of real income taxed in the lower tax brackets and in-

creasing the portion of the real income owed as income taxes. Tlie Con-
gress believed that there should be individual income tax reductions to

offset most of these two tax increases.

The Congress believed that tax reductions slioiild be focused on

those income groups that had not benefited a great deal from previous

tax cuts and that were particularly hard hit by the recent inflation-

induced and social security tax increases, namely, the middle- and
upper-middle-income groups. Tax rate changes are a way to benefit

these groups.
In the past, Congress has used the standard deduction (the mini-

mum standard deduction) and the personal exemption to establish

a tax-free income level approximating the poverty income level. This

(38)
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policy began with the Revenue Act og 1964. The Congress believed that
a tax-free income level for married persons somewhat higher than the
poverty level is needed in 1979 to offset recent increases in food and
other consumer prices.

The extent to which the zero bracket amount and the personal ex-
emption determine a tax-free income level and the extent to which
the tax-free level compares with projected poverty levels are shown
for various taxpayers in table 1. For example, under prior
law, the tax-free income level for a married couple was $5,200. This
amount is the sum of the $3,200 zero bracket amount plus two $750
personal exemptions plus two $35 general credits (which is equivalent
to two $250 personal exemptions at the 14-percent income tax rate).

With the increase in the zero bracket amount to $3,400, the tax-free
income level will be $5,400 in 1979. This amount is the sum of
the $3,400 zero bracket amount and the two $1,000 personal exemp-
tions. (The $35 general tax credit expired at the end of 1978.) This
compares with the projected poverty income levels of $4,621 in 1979 and
$5,291 in 1981 for a married couple without dependents.

Table 1.

—

Tax-Free Income Levels Under Prior Law and the
Act Compared to Projected Poverty Levels

Projected poverty
Tax-free levels levels '

H.R. 13511
for 1979

and
1978 law thereafter 1979 1981

Single person $3, 200 $3, 300 $3,597 $4,118
Couple without de-

pendents 5,200 5,400 4,621 5,291
Family of 4 2 7,200 7,400 7,241 8,290

' Applicable to nonfarm families. Projections based on estimated 1977 levels
and assumed increase in the consumer price index of 7.7 percent in 1978, 8.6 per-
cent in 1979 and 7 percent 1980 andl981.

2 Without regard to the earned income credit.

Explanation of provisions

The Act provides new tax rate schedules in place of each of the
tax rate schedules of prior law. The prior law rate schedule and the
new one provided by the Act for married couples filing joint returns
are shown in table 3 below.

Increase in zero bracket amount
The first change from present law is the increase in the zero bracket

amount in the joint return schedule from $3,200 to $3,400. The increase
is from $2,200 to $2,300 for single persons and heads-of-households, or
one-half as much as for married couples, to avoid increasing the mar-
riage tax penalty. For married persons filing separate returns, the
increase is from $1,600 to $1,700.

35-922 O - 79
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Because the zero bracket amount, in effect, builds the old standard
deduction into the tax rate schedule, it is necessary to permit item-
izers to claim only those itemized deductions in excess of that amount
if they are to be able to use the same tax rate schedule as nonitemizers.
Otherwise, they would, in effect, get their itemized deductions flus the
standard deduction amount. Thus, the Act also increases the present
floor under itemized deductions by $200 for joint returns, and $100 for
single, head of household, and separate returns.

The increase in the zero bracket amount will cause 1.3 million returns
to shift from itemizing deductions.
The benefits from the increase in the zero bracket amount are con-

centrated in the lower income ranges. Table 2 shows that more than 29
percent of the tax reduction from the increase in the zero bracket
amount goes to returns with incomes under $10,000 and 73.2 percent to

those with incomes below $20,000.

Table 2.

—

Tax Reduction from Increased Zero Bracket Amount,
1978 Income Levels

Tax decrease

Expanded income
class*

Amount
(millions)

Percent
of tax 2

Percent-
age dis-

tribution

Returns with decrease

Returns
(thou-
sands)

Percent of
taxable
returns

Below $5,000 $67
$5-10,000 311
$10-15,000 301
$15-20,000 266
$20-30,000 260
$30-50,000 72.
$50-100,000 12
$100-200,000 2
$200,000 and over (3)

Total 1,291

11.6
3.6
1.8
1. 1

.6

.2
(^)

(»)

(»)

5.2
24. 1

23.3
20. 6
20. 1

5.6
.9
.2
(")

4,563
14, 645
10, 053
6,608
5,060
1,023

131
14
2

99.8
92.8
72.8
57.

39.

17.

9.

4.7
2.6

100. 42, 099 63.5

* Expanded income equals adjusted gross income plus minimum tax preferences
less investment interest to the extent of investment income.

'^ As a percent of positive liability before offset for the refundable portion of the
earned income credit.

^Less than $500,000 or less than .05 percent.

Note.—Details may not add to totals because of rounding.

The Act includes a technical amendment to the income averaging
provisions (sec. 1302) relating to the addition of the zero bracket
amount to base period income for years before the adoption of the
zero bracket system (i.e., pre-1977). The Act specifies that the zero
bracket amount to be added to base period taxable income is not to

be the new, higher zero bracket amount but is to remain at the prior
level (i.e., $3,200 for joint returns, $2,200 for single individuals and
single heads of household and $1,600 for married individuals filing

separately).
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Widening of tax hrackets

A new tax rate schedule is provided with only 15 brackets for joint

returns and 16 for single taxpayers, a reduction from the 25 brackets

of prior law. Consequently, the size of the remaining brackets is in-

creased, particularly in the upper brackets, as shown in table 3. In
addition, four tax rates are reduced by one or two points as indicated

by an asterisk on that table. In the upper income brackets, some rates

are decreased and some are increased, but direct comparison to prior

law is difficult because of the change in size of the taxable income
brackets. (The new individual income tax rate schedules under the Act
for joint returns, heads of households, unmarried individuals, married

individuals filing separate returns, and for estates and trusts are

shown in the Appendix.)



Table 3.

—

Tax Rate Schedule Uxder Prior Law and the Revenue
Act of 1978 for Married Couples Filing Jointly ^

Prior Law
"If taxable income is: The tax is:
Not over $3,200 No tax.
Over $3,200 but not over $4,200 14% of the excess over $3,200.
Over $4,200 but not over $5,200 $140, plus 15% of excess over $4,200.
Over $5,200 but not over $6,200 $290, plus 16% of excess over $5,200.
Over $6,200 but not over $7,200 $450, plus 17% of excess over $6,200.
Over $7,200 but not over $11,200 $620, plus 19% of excess over $7,200.
Over $11,200 but not over $15,200___ $1,380, plus 22% of excess over $11,200.
Over $15,200 but not over $19,200___ $2,260, plus 25% of excess over $15,200.
Over $19,200 but not over $23,200___ $3,260, plus 28% of excess over $19,200.
Over $23,200 but not over $27,200—

_

$4,380, plus 32% of excess over $23,200.
Over $27,200 but not over $31,200___ $5,660, plus 36% of excess over $27,200.
Over $31,200 but not over $35,200— $7,100, plus 39% of excess over $31,200.
Over $35,200 but not over $39,200___ $8,660, plus 42% of excess over $35,200.
Over $39,200 but not over $43,200___ $10,340, plus 45% of excess over $39,200.
Over $43,200 but not over $47,200___ $12,140, plus 48% of excess over $43,200.
Over $47,200 but not over $55,200___ $14,060, plus 50% of excess over $47,200.
Over $55,200 but not over $67,200___ $18,060, plus 53% of excess over $55,200.
Over $67,200 but not over $79,200___ $24,420, plus 55% of excess over $67,200.
Over $79,200 but not over $91,200___ $31,020, plus 58% of excess over $79,200.
Over $91,200 but not over $103,200— $37,980, plus 60% of excess over $91,200.
Over $103,200 but not over $123,200- |$45,180, plus 62% of excess over $103,200.
Over $123,200 but not over $143,200_ $57,580, plus 64% of excess over $123,200.
Over $143,200 but not over $163,200- $70,380, plus 66% of excess over $143,200.
Over $163,200 but not over $183,200. $83,580, plus 68% of excess over $163,200.
Over $183,200 but not over $203,200. $97,180, plus 69% of excess over $183,200.
Over $203,200 $110,980 plus 70% of excess over $203,200.

Revenue Act of 1978

If the taxable income is: The tax is:
Not over $3,400 No Tax.
Over $3,400 but not over $5,500 14% of excess over $3,400.
Over $5,500 but not over $7,600 $294, plus 16% of excess over $5,500.*
Over $7,600 but not over $11,900 $630, plus 18% of excess over $7,600.*
Over $11,900 but not over $16,000... $1,404, plus 21% of excess over $11,900*
Over $16,000 but not over $20,200... $2,265, plus 24% of excess over $16,000*
Over $20,200 bul not over $24,600... $3,273, plus 28% of excess over $20,200.
Over $24,600 but not over $29,900.— $4,505, plus 32% of excess over $24,600.
Over $29,900 but not over $35,200... $6,201, plus 37% of excess over $29,900.
Over $35,200 but not over $45,800... $8,162, plus 43% of excess over $35,200.
Over $45,800 but not over $60,000-.. $12,720, plus 49% of excess over $45,800.
Over $60,000 but not over $85,600— $19,678, plus 54% of excess over $60,000.
Over $85,600 but not over $109,400— $33,502, plus 59% of excess over $85,600.
Over $109,400 but not over $162,400. $47,544, plus 64% of excess over $109,400.
Over $162,400 but not over $215,400. $81,464, plus 68% of excess over $162,400.
Over $215,400 $117,504, plus 70% of excess over

$215,400.

^ And surviving spouses.
Reduction from prior rates.

(42)
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Table 4 below shows the effect of increasing the zero bracket amount
(which was shown separately in table 2 above) plus the reduction

from widening the tax brackets and reducing tax rates. The effect of

widening brackets and cutting tax rates by itself can be obtained by
subtracting the tax reductions in table 2 from these reductions. This
shows that the benefits of the bracket widening and rate reductions are

concentrated in the income ranges of $10,000 to $50,000, which receive

79 percent of the total tax reduction of 9.3 billion.

Table 4.

—

Tax Reduction From Widening Tax Brackets, Rate
Cuts, and Increased Zero Bracket Amount, 1978 Income Levels

Tax decrease

Expanded income class
Amount
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the expiration of the general tax credit) and for the corporate rate

changes made by section 301 of the Act. Any gain in equitj that might
result from making the section 21 rule broader is outweighed by the
additional complexity that would be created for forms, instructions,

and taxpayers.

Revenue effect

The changes in the tax rate schedules, including the zero bracket
amounts, are estimated to reduce budget receipts by $7,317 million in

fiscal year 1979, $13,057 million in fiscal year 1980, and $21,742 million

in fiscal year 1983.



2. Increase in the Personal Exemption (sec. 102 of the Act and

sees. 151 and 601S(b)(3) of the Code)

Prior law
Since 1972, the amount of the personal exemption has been $750

for the taxpayer, his or her spouse, and each dependent whose gross

income was less than $750 (unless the dependent was a child of the

taxpayer who was under age 19 or a student) . Prior law also provided
a general tax credit through 1978, which was the larger of $35 per
exemption or 2 percent of tne first $9,000 of taxable income (in excess

of the zero bracket amount) , with a maximum credit of $180.

Under both prior and present law, an additional personal exemption
is provided for a taxpayer who is blind or age 65 or over.

Reasons for change

The personal exemption was last increased by the Tax Reform Act
of 1969, from $600 (its level since 1948) to $750. The $750 exemp-
tion became effective in 1972. Inflation since then has eroded the

real value of the $750 exemption and increased the difference between
$750 and the cost of supporting a dependent. Consumer prices have
in fact increased 60 percent since 1972. This erosion in the value of
the exemption has been particularly severe for middle- and upper-
middle income taxpayers, especially those with large families.

The Congress concluded that an appropriate adjustment in the

tax structure (in conjunction with the increase in the earned income
credit, the increase in the zero bracket amount, and the tax bracket and
rate changes discussed above) was to increase the personal exemption
from $750 to $1,000. This is intended as a replacement for the tempo-
rary general tax credit, which was permitted to expire at the end of

1978. This change (along with the tax rate and bracket changes) was
designed to focus relief primarily on taxpayers who have been moved
rapidly up the tax rate schedule due to inflation, particularly those

with larger families where the increase in the cost of living has had
the most severe impact.
The $35 per exemption credit provided by the general tax credit was

the equivalent of an additional $250 worth of personal exemption at

the bottom tax rate (14% X $250 =$35). Therefore, the substitution of

the $250 exemption increase for the credit will not increase the taxes

of lower-income taxpayers and will result in a tax decrease for those

whose income is taxed at a rate higher than 14 percent and who
elected the $35 credit rather than the 2-percent alternative credit. It

does not affect the tax-free income level.

While no taxpayers will experience a tax increase as a result of the

replacement of the $35 per exemption credit by a $250 exemption in-

crease, some taxpayers who elected the 2-percent-of-taxable-income

alternative credit will have a tax increase which will not be offset by
the rate changes in the Act. These are almost entirely single persons or

(45)
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married couples with no dependents who itemize their deductions.
(For nonit^mizers, the increase in the zero bracket amount prevents
virtually any tax increases.) The overall effect of these changes is that
only 109,000 taxpayers or about one-tenth of one percent of the total,

will experience a tax increase from the combination of these three
provisions.

The Congress was also concerned about two other aspects of the
general tax credit, which contributed to the conclusion that a $250
increase in the personal exemption would be preferable. First, the
general tax credit was an additional provision. Although most taxpay-
ers did not have to compdte it because it had been built into the tax
tables, it was a source of complexity. Some taxpayers who cannot use
the tax tables (generally because their income is in excess of $20,000
for single persons and $40,000 for joint returns) had to compute the
credit.

The existence of the general tax credit for even a few taxpayers
required 7 lines on the tax computation schedule (schedule TC) out of
the 11 lines used for the tax computation. It also required an explana-
tion in both the regulations and instructions.

Second, the 2-percent alternate credit increased the marriage tax
penalty that often results when two single persons with fairly equal
earnings marry each other. Because single persons and joint returns
were each limited to a maximum credit of $180, a total of $360 for the
two single taxpayers, they lost as much as $180 of general tax credit
when they married. The desire to reduce the marriage penalty resulting
from the general tax credit is what necessitated many of the tax in-

creases for single persons.

Explanation of provision

The Act provides a permanent increase in the personal exemption
from $750 to $1,000 and also increases the gross income limit for a

dependent from $750 to $1,000. (The additional personal exemption for
those age 65 and over or blind is continued and also increased to $1,000.)
The general tax credit was allowed to expire at the end of 1978.

Substitution of the $1,000 personal exemption for the general tax
credit changes tax liabilities of taxpayers with different incomes by
different amounts. The effect of the change by income class is shown in

Table 5 below. The tax increases shown result from the loss of the

2 percent of taxable income credit. These increases generally are offset

by the rate cuts.
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Table 5.

—

Tax Change From Substituting a $1,000 Personal

Exemption for the General Tax Credit, 1978 Income Levels

Expanded income class

Tax decrease

Amount



3. Changes in Filing Requirements and Withholding Changes

(sees. 101 and 102 of the Act and sees. 6012(a) and 3402(b) and

(m) of the Code)

Prior law
Under prior law. a tax return had to be filed by a single person and

a head of household if his or her income was $2,950 or more a year
and by a married couple filing a joint return if their income was
$4,700 or more. There were different filing requirements for surviving
spouses, for married couples, and where the taxpayer was age 65

or over.

These amounts represented the zero bracket amount of $2,200 for

single persons and heads of household and $3,200 for joint returns

plus $750 for each personal exemption. (The filing requirements did

not reflect the temporary general tax credit.) For each additional

exemption resulting from the taxpayer or his spouse being age 65 or

over, these amounts were increased by $750. Thus, a single person age
65 or over did not need to file until his or her income was $3,700 or more

;

a married couple, both under age 65, $4,700 or more ; a married couple
with only one spouse age 65 or over, $5,450 or more; and a married
couple with both spouses age 65 or over, $6,200 or more.
The withholding schedules reflected the prior law tax rates, the zero

bracket amount, the amount of the personal exemption, and the gen-

eral tax credit (one and 3 $35 tax credits in single and married with-
holding rat6 schedules, respectively).

Reasons for change

When the zero bracket amount and the amount of the personal

exemption are permanently increased, the income levels for filing a tax

return should be conformed to the new tax-free income levels. Also,

any such increases should be reflected in withholding changes as should
the tax rate reductions provided by the Act.

Explanation of provision

The income levels at which a tax return must be filed are increased

to reflect the increase in the zero bracket amount from $2,200 to $2,300
for single persons and from $3,200 to $3,400 for joint returns and the

increase in the personal exemption from $750 to $1,000. Consequently,
the new filing level under the Act is $3,300 for a single person, $5,400
for a married couple both under age 65, $6,400 if only one spouse is

age 65 or over, and $7,400 if both spouses are age 65 or over.

The withholding rates and tables are to be changed by the Secretary
of the Treasury to reflect the increase in the zero bracket amount and
the personal exemption and the tax rate changes. The percentage
method withholding allowances are changed in the Act to reflect the
increase in the personal exemption (sec. 3402(b) of the Code). A con-
forming change is made in the provision under which additional with-
holding exemptions can be claimed for itemized deductions in excess of

(48)
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the zero bracket amount to reflect the increase in that amount and the

amount of the personal exemption.^

Another group of taxpayers, single persons with earnings in excess of $33,167

and married taxpayers with earnings above $75,000 will have withholding
increases because the top withholding rate was increased from 36 percent to

39 percent for single persons and from 36 to 37 percent for married couples.

(These income levels assume that the taxpayers claim all the withholding ex-

emptions to which they are entitled. If they claim fewer, the increase will occur

at lower levels. ) Most of these people have underwithholding, so this change will

reduce their estimated tax or final payment.
The Treasury also changed the daily payroll period withholding table. The

daily or miscellaneous withholding rate schedule and the associated withholding
wage bracket tables were previously constructed on the assumption that the
taxpayer works in a situation in which there are 365 separate payroll periods
each year and that the taxpayer has earnings in every one of those 365 pay
periods. As a result, the vast majority of earners who are paid on the basis of

a daily payroll period but who do not work every day of the year were sub-

stantially overwithheld.
The new daily tables are based on withholding allowances which assume 365

pay periods per year, as specified by the Act, and withholding allowances based on
260 pay periods a year, or 5 days per week.

Effective date

The changes in the filing requirements are effective for taxable years

beginning after December 31, 1978, and the withholding changes apply
to remuneration paid after December 31, 1978.

Revenue effect

This provision has no direct revenue effect, as the revenue changes
are attributed to the substantive changes in the tax law, not the filing

requirement or withholding changes.

^ Under the withholding rate schedules adopted by the Treasury Department
pursuant to the Act, some taxpayers received a withholding increase beginning
in January 1979. This occurred because the $35 per-exemption credit was built

into the withholding rate schedules as if it were an increase in the zero bracket
amount (one for single returns and 3 for joint returns). Tliis credit expired at
the end of 1978. Lower- and middle-income single taxpayers who claim no
exemptions for withholding, and married couples who claim zero or few with-
holding exemptions, experienced an increase in withholding tax because the
withholding increase from repeal of the general tax credit outweighs the reduc-
tion from the increase in the personal exemption from $750 to $1,000 and the
rate cuts.

This withholding increase was unavoidable for taxpayers who claim zero or
few withholding exemptions without significantly changing the withholding
system because of the way the general tax credit had been built into the with-
holding system as if it were an increase in the zero bracket amount.
These increases are relatively small and taxpayers may avoid them by claim-

ing one or more additional withholding exemptions. Tliey should note that one
exemption will reduce withholding by $150 to $390 per year (generally about
$250) and this could cause underwithholding. Moreover, taxpayers who claim
additional withholding allowances because of large itemized deductions or
credits should review their number of withholding allowances on the revised
form W^, and perhaps submit a new form claiming fewer withholding allow-
ances. Otherwise they may be unexpectedly underwithheld for 1979 since the
value of these additional exemptions has increased from $750 to $1,000 for with-
holding purposes but there has been no corresponding reduction in tax liability.



4. Earned Income Credit (sees. 103; 104, and 105 of the Act and
sees. 43 and 3507 of the Code)

Prior law
Under prior law, aji eligible individual was allowed a credit against

tax equal to 10 percent of the first $4,000 of earned income (for a
maximum credit of $400). The amount of the credit was phased out
as the adjusted gross income (or earned income, if greater) of an
individual increased from $4,000 to $8,000. Under this phase-out, one
dollar of credit was lost for each ten dollars of income in excess of

$4,000, regardless of whether the individual had at least $4,000 of
earned income. Because the credit was refundable, it could exceed
an individual's income tax liability for the year. Thus, individuals
with low incomes, on which little or no tax was due, could receive cash
payments equal to the amount of the credit (reduced by any tax due).
Earned income eligible for the credit included all wages, salaries,

tips, and other employee compensation, plus the amount of the tax-

payer's net earnings from self-employment. Earned income was eli-

gible for the credit, however, only if it was includible in the gross
income of the taxpayer during the taxable year in which the credit
was claimed. Amounts received as pension or annuity benefits could
not be taken into account for purposes of the credit, and the credit

was not available with respect to income of non-resident alien indi-

viduals that was not connected with a U.S. trade or business.
An individual was eligible for the earned income tax credit only

if that individual maintained a household in the United States for
himself or herself and for one or more children who were under the
age of 19, were students, or were disabled dependents. Further, in
order to claim the credit, the individual must not have been entitled to
exclude any amoimts from gross income under section 911 (relating
to earned income from sources outside the United States) or section
931 (relating to income from sources within the possessions of the
United States).

For purposes of the maintenance of household requirement, an indi-

vidual was considered to be maintaining a household if he or she (or,

if married, the individual and his or her spouse) provided over half
the cost of maintaining the household (including costs attributable
to children who are dependents) . Maintenance expenses of a household
normally included items such as property taxes, mortgage interest,

rent, utility charges, upkeep and repairs, property insurance, and
food consumed on the premises.

Prior law required that the earned income credit not be taken into
account as income for purposes of determining eligibility for, or the
amount of, benefits or assistance under any Federal program or State
or local program financed in whole or in part with Federal funds.
Under prior law, the earned income credit was scheduled to expire

at the end of 1978.

(60)
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Reasons for change

The Congress believed that the earned income credit is an effective

way to provide work incentives and relief from, income and Social

Security taxes to low-income families who might otherwise need

large welfare payments. The credit was enacted by the Congress in

1975 for two years and was subsequently extended for an additional

year through 1978. Since the credit has proven to be an effective way
of providing tax relief for low-income families, while at the same time

providing work incentives for these individuals, the Congress has

decided to make the credit permanent.
The Congress also considered the amount of the credit, which had

not changed since 1975. Since the purpose of the credit has been to

provide a work incentive, the Congress believed it to be appropriate
to increase the amount of the credit to take into account the increase in

the cost of living during the past several years as well as current mini-

mum wage levels. As a result, the Act increases the credit so that it is

equal to 10 percent of the first $5,000 of earned income (a maximum
credit of $500) , which is phased out between $6,000 and $10,000 of ad-

justed gross income (or, if higher, earned income)

.

Congress also examined the administrative aspects of the earned
income credit with a view to making it simpler and more effective.

The major concern that the Congress focused on was the time at

which eligible individuals can receive the benefit of the credit. Under
prior law, an individual did not receive the benefit of the credit

until the end of the year when he or she filed a tax return. The Con-
gress believed that the credit can work more effectively if an individual

is able to receive it during the year while he or she is working. This
provides the tax relief at a time when the individual is more likely to

need it. Therefore, the Act provides for advance payments of the
credit to be made by employers to eligible employees. The Congress
believes that this new procedure will increase the work incentive pro-
vided by the credit.

The Act also contains modifications which make it easier for the
eligible individuals to determine eligibility for, and the amount of,

the credit, and for the Internal Revenue Service to be able to deter-

mine eligibility and amount of the credit from other data filed with
the tax return.

Finally, the Act repeals the provision that prohibits the credit from
being taken into account for purposes of determining eligibility for,

or amount of, Federal benefits, or for benefits under a State or local

needs-tested program financed in whole or in part from Federal funds.
The Congress believed that in order for the earned income credit to be
an effective incentive to work and a disincentive for being on welfare,
the credit should be treated as earned income for purposes of the aid
to families with dependent children and Supplemental Security In-
come programs.

Explanation of provisions

Credit made permainent and increase in the credit

The Act makes the earned income credit permanent, and increases
the amount of the credit to 10 percent of the first $5,000 of earned
income; this results in a maximum credit of $500, beginning in 1979.
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The Act raises the income range over which the credit phases out from
between $4,000 and $8,000 of income to between $6,000 and $10,000 of

income.

Smiplification of the credit

Revised income limitation.—The Act revises the income limitation

on the credit, both to take account of the increase in the amount of the

credit and to allow the credit to be determined directly from tables.

Under prior law, the actual amount of the allowable credit was reduced
by one dollar for each $10 by which adjusted gross income (or, if

greater, earned income) exceeded $4,000. Under the Act, however, the

maximum allowable credit will be phased down as income rises above
$6,000. Specifically, the allowable earned income credit for any tax-

able year will be limited to the excess of $500 over 12.5 percent of the

excess of adjusted gross income (or, if greater, earned income) over

$6,000. Thus, the credit is zero for families with incomes over $10,000.

For example, a taxpayer with $4,000 of earnings and $8,000 of

adjusted gross income would have an earned income credit of $250,

which is the lower of (a) 10 percent of $4,000, or (b) $500 minus 12.5

percent of $2,000 ($8,000-$6,000).
Credit determined hy use of tables.—The Act provides that the

amount of the credit allowed is to be determined under tables pre-

scribed by the Secretary. The Congress intends that the taxpayer
determine the credit amount by selecting the lower of two numbers,
each of which is found in a separate table. The first table will use

income brackets not greater than $50 each between zero and $10,000
and will show the credit allowed under the assumption that earned
income equals or exceeds adjusted gross income. The second table

will reflect the credit allowable if earned income and adjusted gross

income are at least $6,000, and if adjusted gross income is greater

than, or equal to, earned income. The individual would apply his

earned income to the first table to find a tentative credit amount and
would apply his adjusted gross income (if greater than $6,000) to

the second table to find a second tentative credit amount, and the actual

credit allowed would be the lower of the two tentative credits.

Income eligible for the credit.—The Act repeals the provision that
earned income eligible for the credit does not include any items which
are excluded from adjusted gross income. Under prior law, excludable
items such as excluded disability income and the rental value of a

parsonage had to be subtracted in determining earned income eligible

for the credit. Under the Act, these subtractions will not be necessary.
Indimduals eligible for the credit.—The Act changes eligibility re-

quirements for the credit so that individuals who are eligible for the
credit can be identified from entries on the individual income tax
return (Form 1040) after a slight modification in the form to identify

heads of household who maintain a household for a child. Those
changes will allow the Service to give the credit to taxpayers who are

eligible for the credit but who neglect to claim it. Any individual who
is considered to be married and who is entitled to a dependency
exemption for a child, any surviving spouse, and any head of
a liousehold who maintains a household for a child generally will be
eligible for the earned income credit. However, for a married indi-

vidual, the dependent child must live in the individual's principal place
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of abode, which must be in the United States, For this purpose, the
Internal Revenue Service may use an individual's mailing address to

determine whether the individual's principal place of abode is in the

United States. The household which a surviving spouse or head of
household must maintain in order to qualify for either status also must
be in the United States if the individual is to qualify for the credit. As
under current law, individuals entitled to exclude any foreign source
income under sections 911 or 931 will be ineligible for the credit.

Compared with prior law, the Act extends the credit to two small
groups of taxpayers : ( 1 ) married couples and surviving spouses now
denied the credit because the only dependent child living with them
is over 18 and neither disabled nor a student, and (2) heads of house-
hold who qualify for that status on the basis of either a dependent or
nondependent child in the same category. The Act denies the credit

to two other small groups: (1) married couples who qualify

for the credit only because they have living with them a child who
does not qualify for a dependency exemption and who is under 19 or
a student, and (2) heads of household and single individuals who now
qualify for the credit only because they have living with them a mar-
ried, nondependent child who is either under 19 or a student.

Advance payment of the credit

The Act provides that an eligible individual may elect to receive

advance payment of the earned income credit from his employer. Any
individual who receives advance payments during a calendar year
would be liable for the excess of such payments over the actual amount
of the credit, which cannot be determined until the end of the year.

Conversely, individuals whose advance payments for a year are less

than the actual amount will be credited with the excess of the actual

credit over the advance payments.^
An employee who believes that he is eligible for the credit may claim

advance payments by providing the employer with a certificate on
which the employee certifies that he expects to be eligible for the

credit and that he does not have a certificate in effect with another
employer, and on which the employee states whether his spouse has
a certificate in effect.

The Secretary will prescribe by regulation the form and contents

of the certificate.^ It should contain, ho' er, a complete description

of the conditions governing eligibility for the credit.

Any certificate remains in effect for the remainder of the calendar
vear unless revoked or unless a new certificate takes effect. If the em-

^ Technically the total amount of advance payments is to be treated as an
additional amount of tax owed by the employee on his tax return, but the actual
earned income credit is allowed in full against that tax liability. Thus, the tax-

payer will have a net imcrease or decrease in tax, depending on whether his

advance payments are greater or less than his actual credit. Any individual who
receives advance payments will be required to file an income tax return.

*The certificate of an employee making his first application to the employer
will take effect at the beginning of the first payroll period, or at the first payment
of wages on or after the date on which the certificate is furnished. For subse-
quent certificates, however, the employer may delay putting the certificate into

effect for at least 30 days, but no later than the next status determination date
(January 1, May 1, July 1, or October 1) following the expiration of the 30-

day period.
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ployee's spouse puts into effect or revokes a certificate with his em-
ployer, or the employee becomes ineligible for the earned income
credit, the employee must revoke the certificate or furnish a new one.

For any employee with a certificate in effect, the employer is required
to add the advance payment to the employee's paycheck. The advance
payment would be reflected in the employee's W-2 form as a separate
item; it would not be treated as a reduction of withholding. The
amount of advance payment is to be determined from tables which
take into account the amount of wages paid in the pay period and
whether an employee's spouse is claiming advance payments. If the
employee certifies that his spouse is not claiming advance payments,
then the employer would use a table which would treat the earned in-

come credit as less than or equal to a credit of 10 percent of the first

S5,000 of earned income, phasing out (at a 12,5 percent rate) between
$6,000 and $10,000 of income. If the employee certifies that his spouse
is claiming advance payments, then the employer would instead use
a table which would treat the earned income credit as less than or
equal to a credit of 10 percent of the first $2,500 of earned income,
phasing out between $3,000 and $5,000 of income.^ The use of a sepa-
rate table for those employees whose spouses also are claiming payment
is intended to substantially reduce the probability of advance pay-
ments for such individuals exceeding the amount to which they are
ultimately entitled. In other cases where the employee believes that
tile advance payments may be too large because they do not take into

account other income (such as unearned income or income from a sec-

ond job), the employee may offset a portion of the advance payment
by increasing his ordinary income tax withholding. This can be accom-
plished simply by reducing the number of withholding allowances
he claims on his withholding certificate. Furthermore, the Treasury
is given the discretion to make advance payments of less than the
full amount of the credit so that it can design the tables in such a way
as to minimize the number of individuals whose advance payments
are more than the actual credit to which they are ultimately entitled.

The aggregate amount of advance payments which the employer
makes to employees in any pay period will be treated as payments, for
that pay period, of withholding taxes on all employees, the employee
share of FICA taxes, and the employer share of FICA taxes. Thus,
the amount of these payments which the employer will make to the
Federal government will be reduced by the amount of advance pay-
ments.* If the aggregate amount of advance payments exceeds the

total of these payroll taxes (which could occur for employers exempt
from withholding for State or local governments not subject to

' For example, suppose that an individual works part-time with an annual wage
of $4,800 and that the employer makes monthly wage payments of $400. If the
individual's spouse is not claiming advance payments, then the employer would
compute the advance payment from a table designed for this category of em-
ployee; the amount would be less than or equal to $40 (i.e., 10 percent of $4,800
divided by 12, the number of pay periods in the year). If the individual's spouse
is claiming advance payjnents, then the table for this category of employee
would be less than or equal to $2.08 (i.e., $250 minus 12.5 percent of $1,800
($4.800 -$3,000), divided by 12).

* Reduced payments of FICA taxes will not affect appropriations to the Social
Security trust funds, since those appropriations are determined by FICA lia-

bilities, not collections.
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FICA taxes, for example), then the employer may either reduce
the amounts of advance payments to all eligible employees by a uni-

form rate in order to eliminate the excess, or, under regulations pre-

scribed by the Secretary of the Treasury, he may treat the excess as
advance payment of any other tax imposed under the Code. Employers
who fail to make advance payments to an employee who furnishes a
certificate shall be subject to the same penalty which would be imposed
by the Ckxie if the employer refused to withhold the same amount.

Treatment of credit as earned income

The Act repeals the provision in current law requiring that the credit

be disregarded for purposes of cash or in-kind Federal or Federally-
aided assistance programs. The Congress intended that the cremt
should be treated as earned income for purposes of the Aid to Families
with Dependent Children (AFDC) and Supplemental Security In-
come (SSI) programs.
This treatment applies both to the actual amount of advance pay-

ments and to the excess of the actual credit for a year over the total

amount of advance payments for that year. (This excess cannot ac-

tually be received until the following calendar year.) In the case where
the advance payments exceed the actual credit, so that the individual
must return the difference, earned income for the purpose of these pro-
grams must be reduced by the amount of the difference.

Effective date

The increase in the credit, the simplifying changes, and the require-
ment that employees who claim any advance payments must file tax
returns apply to taxable years beginning after December 31, 1978.
The advance payment provisions will be effective for remuneration
paid after June 30, 1979. The provisions repealing the disregard pro-
visions and requiring that the credit be treated as earned income will
be effective on January 1, 1980.

Revenue effect

The permanent extension of the earned income credit wiU not affect
fiscal year 1979 budget receipts or outlays; the budget cost (reduction
in receipts and increase in outlays from the refundable part) will be
$1,061 million in fiscal year 1980 and $938 million in fiscal year 1983.
The budget cost (reduction in receipts and increase in outlays from

the refundable part) of the increase in and simplifying changes made
in the credit will be $82 million in fiscal year 1979, $1,227 million in
fiscal year 1980, and $900 million in fiscal year 1983.



B. ITEMIZED DEDUCTIONS; UNEMPLOYMENT COMPENSATION

;

CREDITS

1. Repeal of Deduction ior State and Local Nonbusiness Gasoline
and Other Motor Fuel Taxes (sec. Ill of the Act and sec. 164
(a)(5) of the Code)

Prior law
Under prior law, an individual who itemized deductions could de-

duct State and local taxes imposed on gasoline, diesel, and other motor
fuels not used in business or investment activities (sec. 164(a) (5)).
For example, taxes on gasoline consumed in personal use of a family
car were deductible by an itemizer.

A taxpayer who purchased and used gasoline for nonbusiness pur-
poses could obtain the deductible amount of State gasoline taxes from
tables printed in the instructions for the Federal income tax return
(lES Form 1040).^ The table amounts were based on mileage driven
during the year, the number of cylinders in the engine, and the gaso-
line tax rates in each State. Two or more calculations had to be made
from the tables if the tax rate in the particular State changed during
the year, or if the taxpayer purchased gasoline in States having differ-

ent tax rates. If an itemizer did not want to use the gasoline tax tables,

or had purchased and used other motor fuels for nonbusiness purposes,
he or she had to obtain and keep receipts showing the exact amoimts
of State and local taxes paid.

Reasons for change
The Congress believes that State-local gasoline taxes essentially

constitute charges for the use of highways, comparable to the nonde-
ductible Federal gasoline tax. Therefore, these taxes are more like
personal expenses for automobile travel (as are highway tolls or the
cost of gasoline itself) than like income or other general State-local
taxes. To allow deduction of the gasoline tax is inconsistent with the
user-charge nature of the tax, in that deductibility serves to shift part
of the cost from the highway user to the general taxpayer.
The Congress also believes that the availability of this deduction

places recordkeeping burdens on those taxpayers who keep receipts
for all motor fuel purchases (as is required except for State gasoline
taxes) or keep records as to miles driven; and if the taxpayer fails
to keep such records, the amounts claimed may be based on guesswork.
In addition, the deduction (which is claimed by virtually all item-
izers) presents audit difficulties for the Internal Revenue Service,
since there is no ready way of gauging the correctness of the amount
claimed from data on the return or from easily obtainable records, or
of verifying mileage claims made by taxpayers using the gasoline tax

^ For taxpayers in Hawaii, county gasoUne taxes had to be calculated from
receipts and added to the table amount
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tables. Accordingly, repeal of the deduction will help achieve tax
simplification for taxpayers and will reduce audit problems for the

lES. Also, the average amount of tax savings to itemizers resulting

from the deduction is relatively small.

In addition, the Congress hJelieves that, in view of the pressing na-
tional need to conserve energy and reduce oil imports, the Federal
Government should not, in effect, partiallj^ subsidize nonbusiness con-
sumption of motor fuels through a deduction for State-local taxes on
such fuels. The repeal of this deduction, therefore, is an indication
that the Congress is concerned with gasoline consumption.

Explanation of provision

The Act repeals the itemized deduction for State and local taxes on
gasoline, diesel, and other motor fuels not used by the taxpayer in

business or investment activities.

Effective date

The repeal of the deduction is effective for taxable years beginning
after December 31, 1978.

Revenue effect

This provision will increase budget receipts by $471 million in fiscal

year 1979, $1,237 million in fiscal year 1980, and $2,029 million in
fiscal year 1983.



2. Tax Treatment of Unemployment Compensation (sec. 112 of
the Act and new sees. 85 and 6050 B of the Code)

Prior law
Prior law did not expressly exclude from gross income amounts re-

ceived under unemployment compensation programs. However, im-
employment compensation paid under most government programs
was exempt from taxation under a series of Internal Revenue Service
rulings beginning in the 1930's.^ These rulings reflected a long-stand-
ing policy on the part of the Internal Revenue Service to exempt from
taxation payments made under legislatively provided social benefit
programs for promotion of the general welfare. (Railroad unemploy-
ment insurance benefits specifically are exempted from taxation under
the Railroad Unemployment Insurance Act itself.)

In addition to these programs, the Internal Revenue Service has
held that in certain circumstances benefits received as a substitute for
unemployment compensation pursuant to State unemployment dis-

ability plans are excluded from gross income as unemployment com-
piensation.^

In contrast to its rulings on unemployment compensation benefits
paid under government programs, however, the Internal Revenue Serv-
ice consistently has held that unemployment compensation benefits

paid under private plans are taxable to the extent that they exceed the
recipient's prior contributions.^

Reasons for change
The Congress believes that a portion of unemployment compensa-

tion benefits paid under government programs should be includible

in gross income because such benefits are, in substance, a substitute

for taxable wages and are equivalent to unemployment benefits paid
pursuant to private plans, which are includible in gross income to the

'The relevant rulings are I.T. 3230, 1938-2 C.B. 136 (payments by a State

agency out of funds received from the Federal Unemployment Trust Fund) ; Rev.
Rul. 55-652, 1955-2 C.B. 21 (unemployment compensation payments to Federal
employees by State or Federal agencies) ; Rev. Rul. 70-280, 1970-1 C.B. 13 (pay-

ments by a State agency out of funds received from the Federal Unemploy-
ment Trust Fund) ; Rev. Rul. 73-154, 1973-1 C.B. 40 (unemployment compensa-
tion payments made under the Emergency Unemployment Compensation Act of

1971) ;"Rev. Rul. 76-63, 1976-1 C.B. 14 (unemployment compensation payments
made under the Emergency Jobs and Unemployment Assistance Act of 1974 and
the Emergency Unemployment Compensation Act of 1974) ; Rev. Rul. 76-144,

1976-1 C.B. 17 (payments made under the Disaster Relief Act of 1974) ; and
Rev. Rul. 76-229, 1976-1 C.B. 19 (trade readjustment allowances paid under the

Trade Act of 1974).
' Rev. Rul. 7&-499, 1975-2 C.B. 43 and Rev. Rul. 75-479, 1975-2 C.B. 44. Such

plans presently are in effect in New York, New Jersey, Hawaii, California,

Rhode Island, and Puerto Rico.
3 I.T. 1918, III-l C.B. 121 (1924); Rev. Rul. 56-249, 1956-1 C.B. 488; Rev.

Rul. 57-383, 1957-2 C.B. 44; Rev. Rul. 58-128, 1958-1 C.B. 89; Rev. Rul. 59-5,

195^1 C.B. 12 ; and Rev. Rul. 71-70, 1971-1 C.B. 27.
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extent that they exceed the recipient's prior contributions. The Con-
gress also believes that the prior total exclusion of unemployment com-
pensation benefits paid under government programs tended to create

a work disincentive in that it increased the incentive to remain un-

employed, the length of unemployment, and the consequent cost of
maintaining unemployment coverage. Thus, for taxpayers with sub-

stantial other income during the year, the Act subjects to income tax

a portion of unemployment beneJ&ts.

Explanation of provision

In general, a portion of benefits in the nart-ure of unemployment com-
pensation paid pursuant bo government programs will be included in

the recipient's gross income. The amount of unemployment
compensiation included in income will be limited to one-half of the

excess of (1) the sum of the taxpayer's adjusted gross income, all un-
employment compensation paid pursuant to government programs, and
all disability income of the type eligible for exclusion from income
(under sec. 105(d) ) over (2) the taxpayer's "base amount."
The base amount is $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.* The base
amount is zero for married individuals filing separate returns because
the Congress believes that the family should be treated as an integral

unit in determining the amount which is includible under this pro-

vision. If a married taxpayer files a separate return, which includes

only his or her own income and not his or her spouse's, the taxpayer
should not be entitled to a higher base amount.

In determining the amount of disability income which may be.

excluded from adjusted gross income under section 105 (d) , the portion
of unemployment compensation which is included in gross
income under this provision is taken into account as part of the tax-

payer's adjusted gross income for purposes of the phaseout of the
exclusion of disability income when adjusted gross income exceeds
$15,000.

For purposes of this provision, "unemployment compensation"
means any amount received under a law of the United States or of a
State which is in the nature of unemployment compensation. Unem-
l^loyment compensation programs are those designed to provide bene-
fits to normally employed workers during periods of unemployment.
An illustrative but not necessarily all-inclusive list of unemployment
insurance programs is as follows: (1) Federal-State Regular Un-

*The operation of these rules may be illustrated by the following example.
H and W are married taxpayers. H is disabled and receives $4,500 of disability
income of a type eligible for exclusion under section 105(d). W works for part of
the year and earns $20,000, but is laid off and receives $5,000 in unemployment
compensation under a government program during the remainder of the year.
H and W file a joint return. Their income including disability income and unem-
ployment compensation is $29,500 (the sum of $4,500 disability income, $20,000
salary, and $5,000 unemployment compensation). The excess of $29,500 over their
base amount, $25,000 is $4,500, and one-half of the excess is $2,250. Accordingly,
$2,250 of W's $5,000 of unemployment compensation is included in gross income
and the remaining $2,750 is excluded.
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employment Insurance Program, (2) Federal-State Extended Un-
employment Insurance Program, (8) Unemployment Compensation
Program for Federal Civilian Employees, (4) Unemployment Com-
pensation Program for Ex-Servicemen; (5) Railroad Unemployment
Insurance Program, (6) Trade Readjustment Assistance pursuant
to the Trade Act of 1974, (7) Redwood National Park Employee Pro-
tection Program, (8) Employee Protection Program under the Air-
line Deregulation Act of 1978, and (9) Unemployment Compensation
vmder the Disaster Relief Act of 1974.

The definition of unemployment compensation covered by this pro-
vision also includes disability benefits paid under Federal or State law
as a substitute for unemployment benefits to individuals vs^ho are ineli-

gible for unemployment benefits because they are disabled.^ However,
workmen's compensation or benefits in the nature of workmen's com-
pensation are not unemployment compensation and will continue to

be totally excludible from income under section 104(a) (1) of the Code.
Benefits paid under private supplemental unemployment benefit plans
will continue to be includible in gross income to the extent that they
exceed the employee's prior contributions.

Under some government unemployment compensation programs,
employees are required to make contributions based on their wages. If
the taxpayer is not allowed a deduction for a contribution, then the
benefits of such programs are not to be considered in the calculations

made under this provision until an amount equal to the total nonde-
ductible contributions has been received by the taxpayer.

Finally, the Act requires every person who makes payments of unem-
ployment compensation aggregating $10 or more to any individual
during any calendar year to make a return, according to forms or regu-
lations prescribed by the Secretary, setting forth the aggregate amount
of such payments and the name and address of the individual to whom
paid. Also, every p>erson who is required to make such a return must
furnish to each individual whose name is set forth in the return a writ-

ten statement showing (1) the name and address of the person making
the return, and (2) the aggregate amount of pajTnents to the indi-

\'iduals as shown on the return. No statement is required to be fur-

nished to any individual unless the aggregate amount of payments to

the individual is $10 or more.

Effective date

The provision applies to unemployment compensation paid after

December 31, 1978, in taxable years ending after that date.

Revenue effect

This provision will not affect budget receipts in fiscal year 1979, and
will increase receipts by $251 million in fiscal 1980 and $263 million in

fiscal vear 1983.

See note 2, supra.



3. Political Contributions (sec. 113 of the Act and sec. 41 of the
Code)

Prior law
Under prior law, an individual who itemized deductions could

deduct political or newsletter fund contributions of up to $100 per
year ($200 in the case of a joint return). Contributions eligible for
the deduction could be made to: (1) candidates for nomination or
election to Federal, State, or local office in general, primary, or special

elections; (2) committees sponsoring such candidates; (3) national.

State, or local committees of a national political party; and (4) news-
letter funds of an official or candidate.

Alternatively, a taxpayer could elect an income tax credit equal to

one-half of such political and newsletter fund contributions, but not
more than $25 ($50 in the case of a joint return) (sec. 41). Th© credit

could not exceed the taxpayer's income tax liability as reduced by the
sum of any credits claimed for foreign taxes, for the elderly, and for

investments in certain property.^ An individual who did not itemize

deductions could utilize the tax credit.

If an individual itemized deductions and made political contribu-

tions of $50 or less ($100 or less on a joint return) , the credit generally

would result in a greater tax benefit than the deduction, unless the con-
tributor's marginal tax bracket was 50 percent or higher. For contribu-

tions of $100 or more ($200 or more on a joint return), the deduction
(if the taxpayer itemizes) would result in a greater tax benefit than
the credit, unless the contributor's tax bracket was less than 25 percent.

To determine whether the credit or deduction would produce the greater
tax benefit if a $50-$100 contribution was made ($100-$200 in the case

of a joint return), taxpayers would have to calculate their tax both
ways. The result depended on the amount of the contribution, othei

items on the return, and the taxpayer's marginal income tax bracket.

Reasons for change
The credit for political contributions can be an effective means oj

encouraging individuals to participate actively in the electoral process

by donating to the candidate or party of their choice. The credit, ir

effect, reduces the cost of an eligible contribution to the donor. In addi-

tion, it has the same value at all income levels, and is available regard-
less of whether the individual itemizes deductions. Moreover, since the

maximum credit is small, it probably has the greatest incentive effect

with respect to contributions of moderate amounts.
However, the availability of an itemized deduction for political or

newsletter fund contributions, as an alternative to the credit available

* Apart from the political contribution deduction and credit provisions, section
6096 of the Code allows a taxpayer to earmark $1 0^2 on a joint return ) of his or
her Federal income tax liability for contribution to the public financing of Presi-
dential campaigns.
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for such contributions, results in complications by requiring additional
lines on the income tax return (IRS Form 1040), and additional in-

structions for the return. As a practical matter, the deduction-credit
alternative may compel many taxpayers to calculate their tax liability

both ways to determine which option would produce the greater tax
benefit.

To further expand individual participation in the electoral process,

through the encouragement of political contributions, and to simplify
the tax system, the Congress believed that it was appropriate to in-

crease the maximum amount of the credit for political contributions,

and to repeal the alternative deduction.

Explanation of provision

The Act repeals the itemized deduction for political contributions,

and increases the maximum amount of the income tax credit for politi-

cal contributions from $25 to $50 ($100 in the case of a joint return).

In all other respects, the Act retains the limitations of present law on
the credit's availability.

Revenue effect

This provision is effective for taxable years beginning after Decem-
ber 31, 1978.

Effective date

This provision will reduce budget receipts by $20 million in fiscal

yeai 1980, and $20 million in fiscal year 1983.



4. Child Care Credit for Payments to Related Individuals (sec. 121
of the Act and sec. 44 of the Code)

Prior law
Prior to the Tax Reform Act of 1976, an itemized deduction (sub-

ject to certain limitations) was allowed for household and dependent
care expenses incurred in order to enable the taxpayer to work. The
deduction was not available for amounts paid to relatives.

The 1976 Act replaced the deduction with a nonrefundable credit

equal to 20 percent of household and dependent care expenses incurred
to care for a dependent child under the age of 15 or for an incapaci-

tated dependent or spouse. The maximum tax credit for one year's

qualifying expenses is $400 for one dependent and $800 for two or
more dependents (sec. 44A of the Code).
The credit was allowed for amounts paid to a relative only if (1)

neither the taxpayer nor the taxpayer's spouse was entitled to treat the
relative as a dependent for whom a personal exemption deduction
could be claimed, and (2) the services provided by the relative con-

stituted "employment" as that term is defined for purposes of social

security taxes (sec. 44A(f)(6)).
For social security tax purposes, child care or other domestic serv-

ices performed in the taxpayer's home by the taxpayer's parent gen-

erally do not constitute "employment" (sec. 3121(b)(3)(B)). Also,

services by the taxpayer's parent which are not performed in the
course of the taxpayer's trade or business generally do not constitute

employment, whether or not performed in the taxpayer's home. The
Congress understood that the Internal Revenue Service took the posi-

tion that child care services performed in a grandparent's home are

not performed in the course of the taxpayer's trade or business. Un-
der this view, both child care services performed by a grandparent
in the taxpayer's home and child care services performed by a grand-
parent in the grandparent's home generally would not constitute "em-
ployment," and hence payments for such services would not qualify

as expenses eligible for the child care credit.

However, services performed by a grandparent in caring for a child

(living in the taxpayer's home) who is either under 18 or who is men-
tally or physically incapacitated may constitute "employment" if the

taxpayer is a surviving spouse or is divorced and not remarried, or if

the taxpayer has a mentally or physically incapacitated spouse who
is unable to care for the child (sec. 3121 (b) (3) (B) ) . In these circum-

stances, payments for child care services performed by the child's

grandparents may have been eligible for the child care credit.

Services performed for the taxpayer by other relatives (other than

by the taxpayer's child if under age 21) may constitute "employment"
under the social security tax rules if a bona fide employer-employee

relationship exists. Therefore, payments to these relatives may have

qualified for the child care credit if neither the taxpayer nor the
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taxpayer's spouse could claim a personal exemption deduction for

the relative.

Reasons for change

The Congress believes that child care services provided by a

taxpayer's adult relatives, particularly a child's grandparent, should

qualify for the child care credit on the same basis as services per-

formed by persons not related to the taxpayer, because relatives

generally provide better attention and because allowance of the credit,

especially for child care services performed by grandparents, will help

to strengthen family ties.

Explanation of provision

The Act eliminates the requirement of prior law that child care

services performed by relatives must constitute "employment"
within the meaning of the social security tax definition in order to

qualify under the diild care credit provisions.^ As a result, otherwise
qualifying amounts paid by a taxpayer for care of his or her child

by a grandparent of the child are eligible for the credit to the same
extent as if paid to a person who is not related to the taxpayer.
The Act does not affect the rule of present law that disallows the

child care credit for amounts paid to a relative (including amounts
paid to a child or to a parent of the taxpayer) for whom the taxpayer
or the taxpayer's spouse could claim the deduction for personal
exemptions for dependents. It does not matter for this purpose
whether the taxpayer or spouse in fact actually claims the dependency
exemption deduction on a tax return; the credit is denied if either

spouse could have claimed the deduction for the relative. As a result,

no credit would be allowed for otherwise qualifying amounts paid by
a taxpayer for child care services performed by a grandparent of the
child if either the taxpayer or the taxpayer's spouse, for the year in

which such services are performed, could claim a personal exemption
deduction for the grandparent.
The Act provides that the credit is not allowed for amounts paid

by the taxpayer to his or her child (including a stepchild) for child
oare services if the child being paid is under the age of 19 as of the
close of the year in which the services are performed. The credit is

not allowed for any such payments to the child under 19 whether
or not either the taxpayer or the taxpayer's spouse could claim a
personal exemption deduction for the child being paid for child care
services. If the taxpayer's child is 19 or over by the end of the year,

payments for child care services performed by the child qualify for
the credit only if neither the taxpayer nor the taxpayer's spouse could
claim a personal exemption deduction for the child performing the
services.

The Congress intends that amounts paid by a taxpayer to his or
her spouse to care for the taxpayer's child (including a stepchild) do
not qualify for the child care credit. Because parents have the duty
of caring for their children, it would be inappropriate to permit the
credit for payments between spouses for child care.

^The Act does not make any change in the sec. 3121(b) (3) definition of "em-
ployment" for purposes of social security taxes.
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Effective date

The change in the payments to relatives rule applies to taxable years

beginning after December 31, 1978.

Revenue effect

This provision will reduce budget receipts by $5 million in fiscal

year 1979, $38 million in fiscal year 1980, and $39 million in fiscal year

1983.



C. DEFERRED COMPENSATION PROVISIONS

1. State and Local Government Deferred Compensation Plans
(sec. 131 of the Act and sec. 457 of the Code)

Prior law
A taxpayer using the cash receipts and disbursements method (cash

method) of accounting generally is not required to include compensa-
tion in gross income until it is actually or constructively received (sec.

451). However, under the constructive receipt doctrine, a taxpayer
may not deliberately turn his back on income and thus select the tax-
able year for which the income will be reported. A taxpayer ordinarily
will be deemed to have received income if he or she has a right to
receive that income and the exercise of tliat right is not subject to

substantial restrictions (Treas. Regs. § 1.451-2 (a) ).

In addition, under certain conditions, a taxpayer is required to treat
the receipt of noncash benefits as income. Under the cash method, a
taxpayer is required to report any item of income that is received in

cash or in the form of a "cash equivalent.'" (Treas. Regs. §§ 1.61-2
(d), 1.446-l(a) (3), and 1.446-l(c) (1) (i).)

If pro|:>erty transferred as compensation is subject to a substantial
risk of forfeiture and is nontransferable, rules are provided which
defer income inclusion until the property first becomes transferable or
not subject to a substantial risk of forfeiture (sec. 83). The same
general rules which apply to the transfer of property in connection
with the performance of services generally apply to funded, non-
qualified, deferred compensation arrangements (sec. 402(b)).

In applying the constructive receipt and cash equivalent doctrines to

deferred compensation, an unsecured promise to make a future pay-
ment, not represented by a note, is not an item of gross income under
the cash receipts and disbursements method.^ Further, some courts
have held that neither the constructive receipt doctrine nor the cash
equivalent doctrine applies to a taxpayer merely because the taxpayer
agreed with the payor in advance to receive compensation on a deferred
basis rather than currently, as long as the agreement was made before
the taxpayer had obtained an unqualified and unconditional right to

the income.^
In 1960, the Internal Revenue Service published Revenue Ruling

60-31 ^ which set forth a broad policy statement regarding the applica-

" See Jackson v. Smietanka, 272 F.970 (7th Cir. 1921) ; E. F. Cremin, 5 B.T.A.
1164 (1927), acq. VI-I C.B. 2 (1927) ; C. Florian Ziitcl, 12 B.T.A. 675. 677
(1928).
^See James F. Oates, 18 T.C. 570 (1952) ; aff'd, 207 F. 2d 711 (7th Cir. 1953).

acq. (and prior nonacq. withdrawn) 1960-1 C.B. 5; Howard Veil, 8 T.C. 809
(1947). acq. 1947-2 C.B. 4; e/. Kay Kimhell. 41 B.T.A. 940 (1940), acq. and
nonacq. 1940-2 C.B. 5, 12; J. D. Amend, 13 T.C. 178 (1949). acq. 1950-1 C.B. 1 ;

James Gould Cozzens, 19 T.C. 663 (1953) ; Howard Veit, 8 CCH Tax Ct. Mem. 919
(1M9).

* 1960-1 C.B. 174.
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tion of the constructive receipt and cash equivalent doctrines to non-

qualified deferred compensation arrangements.* Revenue Ruling 60-31

set forth a number of general principles regarding the constructive

receipt and cash equivalent doctrines and then provided five examples
of their application to deferred compensation arrangements.

The five examples set forth in the ruling made it clear that the con-

structive receipt and cash equivalent doctrines would not be applied

to certain deferred compensation arrangements between an employee
and an employer even though the employee might have obtained an
agreement from the employer to make an immediate cash payment
following the performance of services. Subsequent published rulings

continued to confirm that the constructive receipt and cash equivalent

doctrines would not be applied merely because an employee was per-

mitted to elect, before the compensation was earned, to defer the com-
pensation to a later time or receive it currently. In addition, some of

these subseq^uent rulings indicated that a cash method employee would
not be considered to have current income even though the employer
set aside assets to fund its obligation to pay deferred compensation, as

long as the employee did not acquire a present interest m either the

amounts deferred or the assets used as the employer's funding medium.®
In 1972, the Internal Revenue Service issued the first favorable

private letter ruling with respect to an unfunded deferred compensa-
tion arrangement where a State or local government unit was the em-
ployer.*' Subsequently, many States and local governments have ob-

tained private rulings with respect to their deferred compensation

plans which provide that participating employees who use the cash

method will include in income benefits payable under the deferred

compensation plan only in the taxable year m which such benefits are

received or otherwise made available.

* At the same time the Service withdrew its prior nonacquiescence and
acquiesced in the decision in James F. Oates, supra. See 1960-1 C.B. 5.

* See Revenue Ruling 68-99, 1968-1 C.B. 193, where the employer purchased
an insurance policy on the life of the employee to insure that funds would be

available to meet its obligation to make deferred compensation payments. The
ruling held that the employee did not receive a present economic benefit when
the employer purchased the insurance contract since all rights to any benefits

under the contract were solely the property of the employer and the proceeds of

the contract were payable by the insurance company only to the employer.

See also Revenue Ruling 72-25, 1972-1 C.B. 127, where the employer funded
its deferred compensation obligation with the purchase of an annuity contract.

* These deferred compensation plans typically involve an agreement between
the employee and the State or local government, under which the employee agrees

to defer an amount of compensation not yet earned. Frequently, these plans

permit the employee to specify how the deferred compensation is to be invested

by choosing among various investment alternatives provided by the plan. (How-
ever, the emi>loyer must be the owner and beneficiary of all such investments
and the employee or his beneficiary cannot have a vested, secured, or preferred

interest in any of the employer's assets.) Benefits under these plans (including

gains and losses and investment income on investments made with the deferred

compensation) typically are paid to the employees upon retirement or separation

from service with the employer, or, in the case of the death of an employee, to

the designated beneficiary. Typically, these plans provide also for the payment
of benefits in case of an emergency beyond the employee's control. Many plans

also provide for optional modes of distributing benefits (e.g., lump-sum payment
or installments over 10 years) upon the occurrence of the event which causes
benefits to be paid.
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In April 1977, the Internal Revenue Service stopped issuing private

rulings dealing with the income tax treatment of individuals under un-

funded deferred compensation plans of the type typically established

by State and local governments, and began advising applicants for

rulings that their applications would be delayed pending study. (The
plans involved permitted individuals to elect to defer a portion of

salary that would otherwise be payable.) Later, the Service publicly

announced ^ the suspension pending a review of the area.

After completion of its review of this area, the Internal Revenue
Service issued proposed regulations * which provide generally that, if

under a plan or arrangement (other than a qualified retirement plan)

,

payment of an amount of a taxpayer's fixed, basic, or regular compen-
sation is deferred at the taxpayer's individual election to a taxable year
later than that in which the amount would have been payable but for

the election, the deferred amount will be treated as received in the

earlier taxable year. These proposed regulations would have applied
to plans maintained by State and local governments, as well as plans
maintained by tax-exempt organizations and taxable employers.

Reasons for change

The Congress believed that the regulations concerning nonqualified
deferred compensation plans involving an individual election to defer
compensation proposed by the Internal Revenue Service on February 3,

1978, if adopted in final form, would have had a serious impact upon
the employees of many States and localities. If adopted, the regulations

would have prohibited employees of State and local governments from
participating in nonqualified, unfunded deferred compensation plans
as a means of providing tax-deferred retirement income.
Although the Congress did not believe that State and local govern-

ment employees should be totally prohibited from participating in

unfunded deferred compensation plans, it concluded that limitations

should be imposed on the amounts of compensation that can be deferred
under these arrangements and allowed to accumulate on a tax-deferred
basis. Accordingly, the Congress concluded that a percentage-of-com-
pensation limit on amounts that can be deferred, as well as an absolute

dollar limitation to prevent excessive deferrals by highly compensated
employees, was necessary.

Explanation of provision

Under the Act, employees and independent contractors who provide
services for a State or local government or a rural electric cooperative
that maintains an eligible deferred compensation plan will be able to

defer the inclusion in income of compensation as long as such deferral

does not exceed the prescribed annual limitations. The rules prescribed
by the Act apply whether or not exployees and independent contractors
are provided with an individual option to defer compensation.

In general

Amounts of compensation deferred by a participant in an eligible

State deferred compensation plan, plus any income attributable to the
investment of such deferred amounts, will be includible in the income

MR-1881 (9/7/77).
' Prop. Regs. § 1.61-16, published in the Federal Register for February 3, 1978

(43F.R.4638).
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of the participant or his beneficiary only when it is paid or otherwise
made available. For this purpose, the fair market value of any prop-
erty (including an annuity contract or a life insurance policy) dis-

tributed to the participant from the plan will be includible in income.
Amounts deferred are not "made available" solely by reason of the fact

that an individual can elect, prior to the time he ootains an uncondi-
tional right to receive an amount of compensation, to defer some por-

tion of it until a future date. In addition, amounts will not be consid-

ered "made available" merely because the participant is permitted to

choose among various options that the plan may provide for the invest-

ment of deferred amounts, or to elect, prior to the earliest distribution

date provided under the plan, the manner in which deferred amounts
are to be paid.® (However, because the Congress was concerned with
preserving salary-reduction deferred compensation plans as a means
of providing retirement income for employees of States and local gov-
ernments and not as a means of deferring the receipt of income indefi-

nitely, it is anticipated that the Secretary of the Treasury will pre-

scribe rules concerning the time by which distributions must begin to

be made from a plan and the length of time over which such payments
can be spread.) Of course, if a participant actually assigns or alienates

his benefit under a plan, the benefit is made available to him.
If life insurance is purchased with some, or all, of the amounts

deferred under the plan, the cost of current life insurance protection

will not be considered made available as long as the organization main-
taining the plan (1) retains all of the incidents of ownership of the

policy, (2) is the sole beneficiary under the policy, and (3) is under no
obligation to transfer the policy or to pass through the proceeds of the

policy, as such, to the participant or a beneficiary of the participant.

However, if the plan provides a death benefit, whether or not funded
by the employer through the purchase of life insurance on the partici-

pant, any such death benefit will not qualify for exclusion from gross

income as life insurance proceeds under section 101(a) of the Code.
Instead, it is intended that any death benefit will be taxed in accord-

ance with the deferred compensation rules to the recipient.

Plan requirements

To qualify as an eligible State deferred compensation plan, the plan
must be maintained by a State, a political subdivision of a State, an
agency or instrumentality of a State or one of its political subdivisions,

or a tax-exempt rural electric cooperative or one of its tax-exempt affili-

ates and must limit participation to indimduals who perform services

for it (i.e., partnerships and corporations cannot be participants).^"

In addition, the plan by its terms must not allow the deferral of more
than $7,500, or 33i^ percent of the participant's includible compensa-
tion for the taxable year, whichever is less.

* Of course, it would be permissible for a participant merely to elect the time
that benefit payments are to begin, and then, at a later date, to select among
various payment options offered by the plan.

'" While any deferred compensation arrangement between a State Or local gov-
ernment and a partnership or service corporation would benefit the partners or
shareholders who actually provide the services, it was considered unnecessary
to extend the availability of such arrangements to these entities since they can
provide deferred compensation through funded tax-qualified plans. In addition,

a service corporation can maintain a nonqualified unfunded arrangement (with-
out any limitations on the amount of compensation that can be deferred) for the
benefit of its highly-compensated employees.
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Includible compensation (rather than gross compensation) was used

in determining the percentage of an employee's compensation that

may be deferred because of the necessity of coordinating with the pro-

visions of section 403(b) which also are based on includible compensa-
tion. In addition, there may be contractual deferred compensation ar-

rangements where only includible compensation is readily determi-

nable. For example, if a consultant agrees to provide service to a State

agency for one year in return for current payments of $25,000 plus pay-
ments of $5,000 per year for an additional five years, such payments to

begin after a period of ten years, it is clear that includible compensa-
tion is $25,000, but until the present value of the right to receive the

additional $5,000 per year for 5 years is determined, compliance with
the percentage limitation cannot be determined. (See discussion in

Present vcdwe of compensation below.) Also, from the terms of the

contract it generally would not be possible to tell how much compensa-
tion the consultant could have received in the year the services were
performed ("gross compensation") but for the agreement to take
periodic payments beginning at a later date.

For most employee-participants in the typical deferred compensa-
tion arrangement maintained by States or local governments, the de-

termination of the permissible amount of deferral will not be burden-
some since the compensation to be received for a particular year will

be fixed by statute or contract and the employee will enter into a

salary-reduction agreement with the employer that will specify how
much is to be deferred. In the typical arrangement, the 331/^ percent-

of-includible-compensation limitation is equal to 25 percent of the

compensation that would be received but for the salary reduction
agreement. For example, an employee who is scheduled to receive

$12,000 during a taxable year could enter into a salary-reduction
agreement and elect to defer $3,000 (25 percent of gross compensation
of $12,000 and 331/^ percent of includible compensation of $9,000).
An eligible State deferred compensation plan may provide a lim-

ited "catch-up" provision for any, or all, of the last three taxable years
of a participant ending before the normal retirement age specified by
the plan (or if no normal retirement age is specified by the plan,
then either the later of the normal retirement age specified in any
other retirement plan maintained by the sponsoring entity or age
65.) Under the catch-up provision, in addition to the amount that
may be deferred under the usual $7,500 and 33i/3-percent-of-includible-

compensation limitations, a participant may defer an additional
amount equal to any deferral limitations not utilized for prior taxable
years in which the participant was eligible to participate in the plan
(even if nothing was deferred) and was subject to the deferral limita-
tions imposed by the Act. (Thus, taxable years of participants begin-
ning before December 31, 1978 may not be utilized for purposes of
determining any catch-up deferral permitted.) The maximum amount
that can be deferred in any taxable year through the utilization of both
the normal deferral limitation and the catch-up provision is $15,000.
(Of course, the deferred amount also cannot exceed the amount of the
participant's compensation from the State, etc.) For example, a 62-

year-old participant in a plan with a normal retirement age of 65 who
is scheduled to receive a salary of $20,000 during the next taxable year,
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could elect to defer $15,000 of that compensation if the prior year's

deferral limitations have been underutilized by at least $10,000. (The
regular limitation is $5,000 ($20,000 minus $5,000 deferral) divided by
3 equals $5,000; the catch-up amount is $10,000 ($15,000 minus
$5,000).) As illustrated, the current year's deferral limitation based

on includible compensation is determined without regard to the

catch-up deferral.

The underutilized deferral limitation for a taxable year is the dif-

ference between compensation actually includible in income for that

year and compensation that would have been includible in income if

the maximum deferral limitation had been utilized. For example, an
individual with a salary of $20,000 who did not elect to defer any com-
pensation would have an underutilized deferral limitation of $5,000

($20,000 minus $15,000 (includible compensation if the 33% percent

deferral limitation had been utilized)). In calculating the under-

utilized deferral limitation, the participant must use the actual plan

limitations if they are less than the limitations provided by the Act.

In addition to providing limitations on amounts of compensatior.

that can be deferred, the Act provides that the plan must not permit

participants to defer compensation for a calendar month unless an
agreement providing for such deferral has been entered into before the

beginning of such month.
An eligible State deferred compensation plan cannot make benefits

available to participants before the earlier of (1) separation from serv-

ice with the sponsoring entity, ^^ or (2) the occurrence of an unforesee-

able emergency. While the Secretary of the Treasury is to prescribe reg-

ulations defining what constitutes an imforeseeable emergency, it is not

intended that such term would include the purchase of a home or the

need for funds to send children to college. In addition, it is expected

that plans will permit the withdrawal of only the amount of funds rea-

sonably needed to satisfy the emergency needs.

Finally, for a deferred compensation plan to be eligible under the

Act, all amounts of compensation deferred under the plan, all property

or rights to property (including rights as a beneficiary of life insurance

protection) purchased with the amounts deferred, and any incoine

earned on property purchased with amounts deferred must remain

assets of the plan sponsor subject to the claims of its general creditors.

Thus, while plan participants may select among any optional methods

provided under the plan for investing amounts of deferred compensa-

tion, they cannot have any secured interest in the assets purchased with

their deferred compensation and assets may not be segregated for their

benefit in any manner which would put an interest therein beyond the

reach of the general creditors of the sponsoring entity.

Any plan which is not administered in accordance with the Act's re-

quirements for eligible State deferred compensation plans will lose

its eligible status on the first day of the first plan year beginning more
than 180 days after written notification by the Secretary of the Treas-

ury that such requirements are not being met, unless satisfactory cor-

rective action is taken by the first day of such plan year. If a plan loses

" The Secretary of the Treasury will prescribe by regulations what constitutes

"separation from service" for an independent contractor.
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its status as an eligible State deferred compensation plan, amounts
subsequently deferred by participants will be includible in income
when deferred (unless the amounts are subject to a substantial risk of
forfeiture when deferred) . However, it is intended that amounts previ-

ously deferred, and any earnings thereon, will still not be includible in

income until paid or otherwise made available.

Participants in more than one eligible plan, or in a section 403(b)
annuity

Except for the limited "catch-up" provision, $7,500 is the maxi-
mum compensation that can be deferred in a taxable year by an em-
ployee or an independent contractor who is a participant in an eligible

State deferred compensation plan. This dollar limitation applies at

the individual level, as well as at the plan level. Thus, if a person par-

ticipates in more than one eligible plan (whether or not maintained
by the same sponsoring entity) he must determine how the $7,500 limi-

tation will be allocated among the various plans in which he partici-

pates. If the $7,500 limitation is exceeded, all excess amounts deferred
for the taxable year will be currently includible in income.

If an individual participates in an eligible State deferred compensa-
tion plan and also has amounts contributed by an employer for the
purchase of a tax-sheltered annuity or mutual fund shares held in a
custodial account, and part or all of such contributions are ex-

cludable under section 403(b), the contributions excludable under
section 403(b) reduce both the $7,500 and the 33% percent of in-

cludible compensation limitations. For example, a public school official

with a contract salary of $30,000 in his or her first year of service with
the school system could be eligible to participate in both an eligible

State deferred compensation plan and a tax-sheltered (section 403 (b)

)

annuity plan sponsored by the employer. If the employee elected to par-
ticipate in the tax-sheltered annuity plan to the maximum extent pos-
sible while still participating in the eligible deferred compensation
plan, he or she could elect to defer $4,500 under section 403(b) for
contributions used to purchase an annuity contract or mutual fund
shares and $3,000 under the eligible State deferred compensation
plan."

" The applicable limitations would be computed as follows :

(1) Sec. 403(b) exclusion for the tax-sheltered annuity—20%X $22,500 (in-
cludible compensation after reduction of contract salary for amounts deferred
under both plans) xl (one year of service) =$4,500. (There is no reduction
under sec. 403(b) (2) (A) (ii) for amounts contributed in prior years by the
employer and excludable by the employee, since this is assumed to be the
first year of service with the school system.) (The includible compensation of
$22,500 used in computing the limitations was determined by multiplying the
contract salary of $30,000 by 25 percent and subtracting that result ($7,500)
from $30,000 since it was assumed that the maximum deferral possible was
obtained by the employee.)

(2) The sec. 457(b)(2) limitation (limitation on deferral under an eligible
State deferred compensation plan) is $3,000, which is the lesser of—

(a) $7,500, or
(b) 331^%x $22,500 (includible compensation after reduction of contract

salary by deferral under both plans),
(c) $7,500, as determined under (b), reduced by the exclusion of $4,500

under sec. 403 ( b ) =$3,000.
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For purposes of determining the exclusion allowance under section

403(b), any amount deferred in a prior taxable year of the employee

under an eligible State deferred compensation plan (without regard

to the sponsoring entity) will be treated as an amount contributed by
the employer for annuity contracts and excluded by the employee, if

the taxable year of deferral counts as a year of service in the

computation of the exclusion allowance under section 403(b)."

Treatment of participants in an ineligible plan

If a deferred compensation plan fails to meet the requirements of an
"eligible" plan, then all compensation deferred under the plan is in-

cludible currently in income by the participants unless the amounts
deferred are subject to a substantial risk of forfeiture. If amounts
deferred are subject to a substantial risk of forfeiture, then they are

includible in the gross income of participants or beneficiaries in the

first taxable year there is no substantial risk of forfeiture.

While amounts deferred under an ineligible State deferred com-
pensation plan generally would be included in income in the year of

deferral, earnings credited on such deferred amounts would not be
subject to current taxation as long as the participant has no interest

in the assets of the entity sponsoring the plan which is more secure

than that of general creditors. Where the participant has no such in-

terest, earnings on amounts deferred under the plan will not be taxable

to the participant until paid or otherwise made available and then
will be taxed according to the annuity rules (sec. 72). Of course, the

distribution of an annuity contract purchased with the earnings will

be taxable (based on the fair market value of the contract) just as if

it had been distributed from a nonqualified pension or profit-sharing

plan.

The tax treatment of participants in an ineligible State deferred
compensation plan does not extend to participants in the State's regu-

lar retirement plan (whether or not qualified under sec. 401(a)). In
addition, such treatment is not applicable whenever section 83 or

402 (b) applies to the taxation of deferred compensation.

Present valice of compensation

The Act provides that compensation is to be taken into account at

its present value. This rule was provided for those cases where the
amount of deferral for a particular taxable year is not readily

ascertainable.

In the case of the normal salary reduction deferral agreement en-

tered into between an employee and a State or local government, the

" In the example contained in footnote 11, if in year 2 the employee still had
a contract salary of $30,000 and elected to defer the maximum amount possible
under a tax-sheltered annuity while not taking advantage of the deferral under
an eligible State deferred compensation plan, the exclusion allowance under sec.

403(b) would be $3,214.28, computed as follows :

(a) 20% X $26,785.72 (includible compensation) =$5,357.14
(b) X2 years of service= $10,714.28
(c) less $7,500 ($4,500 excluded under sec. 403(b) in the prior taxable

year and $3,000 deferred under an eligible State deferred compensation
plan in the prior taxable year)

(d) maximum exclusion allowance=$3,214.28 (assuming no deferral under
the eligible State deferred compensation plan in year 2)

.
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amount withheld by the State or local government will be considered
to be the present value of the compensation deferred. This amount will
then be compared to the includible compensation for the taxable year
to determine if the limitations on deferral have been satisfied for the
taxable year. However, in the case of an independent contractor or an
employee who performs services during a taxable year in return for
some compensation payable currently and additional compensation
payable in a later taxaljle year, it will be necessary, as of the close of
the taxable year, to determine (without regard to any restriction other
than one having a substantial risk of forfeiture) the present value of
the right to receive the future payment or payments and compare that
to the includible compensation for the taxable year to determine if the
limitations on deferral have been satisfied. •

If future payments are subject to a substantial risk of forfeiture,
then they will not be valued until there is no longer a substantial
risk of forfeiture. At the close of the first taxable year in which the
future payments are no longer subject to a substantial risk of for-

feiture, the present value of such payments must be compared to the
includible compensation for such year to determine if the deferral
limitations have been met.

Effective date

All plans to which section 457 applies (whether currently in exist-

ence or not) will have until January 1, 1982, to satisfy the plan
requirements for classification as an eligible State deferred compensa-
tion plan. However, the limitations on amounts that can be deferred
under such a plan will apply for all taxable years beginning after
December 31, 1978. Thus, if a participant defers more than 331/^ per-
cent of includible compensation during his 1979 taxable year, all of the
excess will be includible in income for 1979. (For taxable years begin-
ning after 1981, such an excess deferral possibly could cause the plan
to become ineligible, thus subjecting the entire deferral to current tax-
ation.) In addition, the catch-up provisions will apply prior to 1982
only if all State deferred compensation plans in wliich a participant
is participating, and has participated in during taxable years for
which there is an underutilized deferral limitation, are "eligible" State
deferred compensation plans (i.e., all plans involved actually satisfy

the plan requirements of sec. 457(b) )

.

Revenue effect

This provision continues the existing tax treatment of these types
of plans within certain limitations, and therefore it has a negligible
revenue effect.



2. Certain Private Deferred Compensation Plans (sec. 132 of the
Act)

Prior law
The tax treatment of amounts deferred under unfunded, nonquali-

fied deferred compensation plans maintained by taxable entities is

basically the same as the treatment of amounts deferred under un-
funded, nonqualified deferred compensation plans maintained by State
and local government units. However, unfunded deferred compensa-
tion plans maintained by these entities do differ in that, under Title I of
the Employee Retirement Income Security Act of 1974, they are lim-
ited to providing benefits in excess of those permitted under tax-
qualified plans, or their coverage must be limited primarily to highly
compensated and managerial employees.
The proposed regulations ^ issued by the Treasury Department

on February 3, 1978, would have applied to nonqualified deferred
compensation plans maintained by these entities, as well as to those
maintained by State and local governments. Much uncertainty de-
veloped in the private plan sector because of the statement in the
preamble to the proposed regulations that, if the regulations were
adopted in final form, the Internal Revenue Service's acquiescenses in

the decisions in James F. Oates ^ and Ray S. Robinson ^ would be re-

considered. The Service also indicated that it would be necessary to
examine the facts and circumstances of cases similar to those described
in several published revenue rulings to determine whether the deferral
of payment was in fact at the individual option of the taxpayers who
earned the compensation.
One of the published rulings singled out by the Service involved

a five-year employment contract between an employer and an execu-
tive employee under which a specified amount of compensation was
to be credited to a bookkeeping reserve, accumulated, and then paid
out in five equal annual installments beginning when the employee
either (1) terminated employment with the employer, (2) became a
part-time employee, or (3) became partially or totally incapacitated.*
Because the example cited by the Service involved an employment con-
tract and not an annual election to defer compensation, uncertainty
was created in the private plan sector as to the effect of the proposed
regulation.

Reasons for change
In the case of a nonqualified deferred compensation plan main-

tained by a taxable employer, a deduction for the deferred compensa-
tion is postponed until the employee includes the compensation in in-

come. Thus, in many situations, there would be no substantial net

' Prop. Treas. Regs. § 1.61-16, at 43 F.R. 4638.
'18T.0. 570 (1952).
"441.0.20 (1965).
* Example 1 of Revenue Ruling 60-31, 1960-1 C.B. 174.

(75)
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change in tax receipts as a result of treating deferred compensation as

currently taxable to an employee and currently deductible by an em-
ployer rather than deferring both inclusion by the employee and de-
ductibility by the employer. Therefore, the Congress believed that the
doctrine of constructive receipt should not be applied to employees
of taxable employers as it would have been under the proposed regu-
lations concerning nonqualified deferred compensation plans issued
by the Treasury Department on February 3, 1978. The Congress also

believed that the uncertainty surrounding the status of deferred com-
pensation plans of taxable organizations caused by the proposed regu-
lations was not desirable and should not be permitted to continue.

Explanation of provision

The Act provides that the taxable year for including compensation
deferred under a deferred compensation plan maintained by a taxable
entity is to be determined in accordance with the principles set forth in

regulations, rulings, and judicial decisions relating to deferred compen-
sation which were in effect on February 1, 1978. It is intended that these
principles are to be determined without regard to the proposed deferred
compensation regulation under section 61 of the Code which was pub-
lished in the Federal Register for February 3, 1978.

The Act is not intended to restrict judicial interpretation of the

law relating to the proper tax treatment of deferred compensation
or interfere with judicial determinations of what principles of law
apply in determining the timing of income inclusion.

Effective date

This section is effective for taxable years ending on or after Febru-
ary 1, 1978.

Revenue effect

This provision will have a negligible effect upon budget receipts.



3. Deferred Compensation Payments to Independent Contractors
(sec. 133 of the Act and sees. 404(b) and 4(^(d) of the Code)

Prior law
An employer generally is permitted a deduction for deferred com-

pensation provided under a nonqualified plan in the year that such
compensation is includible in the employee's gross income ^ even
though the employer is on the accrual basis and normally would be
entitled to a current deduction. This rule applies to any method of
contributions or compensation having the effect of a plan deferring
the receipt of compensation.'^ However, it generally does not apply
to an accrual basis taxpayer who defers payment of compensation
until after the year of accrual, where the amount payable cannot be
determined exactly until the later year (e.g., year-end bonuses which
are computed as a percentage of pre-tax profits and are paid within a

reasonable time after the close of the year)

.

Under prior law, the rule permitting a deduction for deferred
compensation only when there was a corresponding income inclusion

by a plan participant applied only where there was an employer-
employee relationship. Thus, an accrual basis taxpayer generally was
able to establish an unfunded deferred compensation plan for a cash
basis independent contractor and obtain a deduction for such liability

in accordance with the usual accrual accounting rules.

Reasons for change

The Congress believed that the rules regarding the deductibility

of deferred compensation should be the same whether employees or

independent contractors are deferring the receipt of compensation.
The Congress also decided to make it clear that any nonqualified

plan or arrangement which results in a deferral of the receipt of

compensation is subject to the deferred compensation deduction-timing

rules (sec. 404).

Explanation of provisions

The Act adds a new provision (sec. 404(d) ) which denies a deduction

for deferred compensation provided under a nonqualified plan to

non-employee participants, including cash-basis corporations, until

that compensation is includible in the gross income of the participants.

This rule is not intended to apply to normal year-end compensation

accruals which are paid within a reasonable time after the close of the

taxable year.

The Act clarifies current law by providing that a method of com-

pensation or employer contributions having the effect of a plan de-

ferring the receipt of compensation does not have to be similar to a

stock bonus, pension, profit-sharing, or annuity plan to be subject to the

deferred compensation deduction-timing rtlles (sec. 404). Under the

^ Sec. 404(a) (5) ; Treas. Regs. § 1.404(a)-12(b).

'Treas. Regs. § 1.404 (b)-l.

(77)
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Act, amounts of compensation deferred under an employment con-
tract or year-end bonuses declared by a corporate board of directors,

but not paid within a reasonable period of time after the close of the
taxable year, would be subject to the deduction-timing rules of section

404 to the extent that another Code provision (e.g., sec. 267(a) (2))
does not operate to deny the deduction.
Plans or arrangements which are not designed for the purpose of

providing deferred compensation, or which do not have a substantial

economic consequence of so providing, will not be subject to the de-

ferred compensation deduction-timing rules. Thus, welfare benefit

plans (for example, medical expense reimbursement plans), which do
not have as a significant economic consequence the deferral of compen-
sation, generally would not be subject to the deduction-timing rules.

With respect to the exception from application of the deduction-
timing rule for accrued compensation paid within a reasonable time
after the close of the taxable year, it is intended that the Treasury De-
partment will prescribe rules for the application of the exception to

accruals made under vacation pay plans and similar plans which are

designed to provide, or have the economic consequence of providing,

deferred compensation. In addition, it is intended that the Treasury
Department will prescribe rules for any necessary coordination of the

deduction-timing rules and the special vacation pay provisions (sec.

463). For this purpose, it is anticipated that accruals for vested vaca-

tion pay plans will be subject to no actual payment requirement for

deductibility under the deduction-timing provision which is more
stringent than required under section 463 for the deductibility or ac-

crued vacation pay.

Effective date

These provisions of the Act apply to deductions for taxable years

beginning after December 31, 1978.

Revenue effect

These provisions will have a negligible effect upon budget receipts.



4. Tax Treatment of Cafeteria Plans (sec. 134 of the Act and sec.

125 of the Code)

Prior law
Under a "cafeteria plan" or "flexible benefit plan," an employee may

choose from a package of employer-provided fringe benefits, some of

which may be taxable (e.g., group-term life insurance in excess of

$50,000) and some of which may be nontaxable (e.g., health and acci-

dent insurance) . Under a provision of the Employee Retirement In-

come Security Ac^t of 1974 (ERISA), an employer contribution made
before January 1, 1977, to a cafeteria plan in existence on June 27,

1974, was required to be included in an employee's gross income only to

the extent that the employee actually elected taxable benefits. In the

case of a plan not in existence on June 27, 1974, the employer contribu-

tion was required to be included in income to the extent the employee
could have elected taxable benefits. Under the Tax Reform Act of

1976, these rules applied with respect to employer contributions made
before January 1, 1978. The Foreign Earned Income Act of 1978

(P.L. 95-615) extended these rules until the effective date of this sec-

tion of the Revenue Act (i.e., it extended the treatment through 1978

for calendar year taxpayers)

.

Reasons for change

The provision in ERISA which prevented an employee from receiv-

ing tax-free treatment with respect to contributions to a oafeiteria plan
not in existence on June 27, 1974, and the provision of the 1976 Act
extending the ERISA provision until January 1, 1978, were intended
to be temporary and to allow further Congressional study of the tax
treatment of cafeteria plans. The Congress decided that rules for the

treatment of these plans should be provided on a permanent basis.

Explanation of provision

General

Under the Act, generally, employer contributions under a written

cafeteria plan which permits employees to elect between taxable and
nontaxable benefits are excluded from the gross income of an employee
to the extent that nontaxable benefits are elected. For this purpose,
nontaxable benefits include group-term life insurance up to $50,000
coverage, disability benefits, accident and health benefits, and group
legal services to the extent such benefits are excludable from gross
income, but do not include deferred compensation.
The Act limits plan participation to individuals who are employees.

In this regard, the Congress intended that a plan could include former
employees as participants and could provide benefits for beneficiaries

of participants.

In the case of a highly compensated employee (an employee who is

an officer, a niore-than-5-percent shareholder, or within the highest
paid group of all employees, or an employee who is a spouse or de-

(79)
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pendent of such an individual) , amounts contributed under a cafeteria

plan will be included in gix>ss income for the taxable year in which the
plan year ends, to the extent the individual could have elected taxable
benefits unless the plan meets specified antidiscrimination standards
with respect to coverage and eligibility for participation in the plan
and with respect to contributions or benefits.

While it could be argued that a shareholder who controls a corpo-
ration always has the right to elect either taxable or nontaxable fringe

benefits for himself by reason of controlling the corporation, it is not
intended that the cafeteria plan rules apply in such a situation unless

the election between taxable and nontaxable benefits is provided under
the terms of a written arrangement.

Coverage and eligibility

A cafeteria plan will be considered to meet the coverage standards
of the Act if it benefits a classification of em{>loyees found by the Sec-
retary of the Treasury not to discriminate in favor of highly com-
pensated employees. The plan will meet the eligibility standards of
the Act if it ( 1 ) does not require an employee to complete more than
three consecutive years of employment in order to become eligible to

par'ticipate, and (2) allows an employee who is otherwise eligible to

participate to enter the plan as a participant not later than the first day
of the first plan year banning after the date the employee completes
three consecutive years of employment.

ContributioTis or heiieflts

The Act provides that a cafeteria plan must not discriminate as to

contributions or benefits in favor of highly compensated employees.
A plan will not be discriminatory if total benefits and nontaxable
benefits attributable to highly compensated employees, measured as a
percentage of compensation, are not significantly greater than total

benefits and nontaxable benefits attributable to other employees
(measured on the same basis), provided the plan is not otherwise dis-

criminatory under the standards of the Act.
In the case of a cafeteria plan which provides health benefits, the

plan will not be treated as discriminatory if: (1) contributions on
behalf of each participant include an amount which equals either 100
percent of the cost of health benefit coverage under the plan of the
majority of highly compensated participants who are similarly sit-

uated (e.g., same family size) , or are at least equal to 75 percent of the
cost of the most expensive health benefit coverage elected by any
similarly situated plan participant, and (2) the other contributions
or benefits provided by the plan bear a unifrom relationship to the
compensation of plan participants. The Congress intended that a
cafeteria plan will not be considered to be discrimiuatory where the
other contributions or benefits provided (or total contributions or
benefits in the case of a plan which does not provide health benefits)
for a highly compensated employee are a lower percentage of that em-
ployee's compensation than the plan provides for employees who are
not highly compensated.
Under the Act, a plan is considered to meet all discrimination tests

if it is maintained under an agreement which the Secretary of the
Treasury finds to be a collective bargaining agreement between em-
ployee representatives and one or more employers.
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In testing a cafeteria plan for discriminatory coverage of employees
and discriminatory contributions or benefits, the Act provides that all

employees who are employed by a commonly controlled group of busi-

nesses are treated as if they were employed by a single employer. The
rules for aggregating employees of businesses under common control

are the same as the rules which are used in testing tax-qualified pen-

sion plans for discrimination (sec. 414 (b) and (c)). The Congress
intended that, where an employer maintains two or more cafeteria

plans, the employer may choose to have the plans considered as a single

plan for purposes of the discrimination tests.

Effective date

This provision is effective for taxable years beginning after Decem-
ber 31, 19Y8.

Revenue effect

This provision will have no effect upon budget receipts.



5. Certain Cash or Deferred Arrangements (sec. 135 of the Act
and new sees. 401(k) and 402(a)(8) of the Code)

Prior law
The benefits or contributions under a tax-qualified plan must not

discriminate in favor of employees who are officers, shareholders, or
highly compensated, and the plan must meet standards designed to
assure that the classification of employees covered by the plan is not
discriminatory. In the case of a tax-qualified cash or deferred profit

sharing plan, the employer gi\'es an employee the choice of ( 1 ) being
paid a specified amount in cash as current compensation, or (2) having
that amount contributed to the plan. Rev. Rul. 56-497, 1956-2 C.B.
284, upheld the tax-qualified status of a cash or deferred profit-shar-

ing plan where, in operation, over one-half of the employees who
elected profit-sharing contributions (deferral), rather than current
compensation, were among the lowest paid two-thirds of the em-
ployees who had met the plan's 3-year eligibility requirement. (See
also Rev. Rul. 63-180, 1963-2 C.B. 189, and Rev. Rul. 68-89, 1968-1

C.B. 402.)

On December 6, 1972, the Internal Revenue Service issued proposed
regulations which called into question the tax treatment of employees
covered by cash or deferred profit-sharing plans. These proposed reg-

ulations were withdrawn in July, 1978. Lender the rules in effect at the

time of the proposal, an employee was not taxed currently on amounts
he chose to have contributed to a tax-qualified cash or deferred profit-

sharing plan.

In order to allow time for Congressional study of this area, sec-

tion 2006 of the Employee Retirement Income Security Act of 1974

(ERISA) provided for a temporary freeze of the status quo. Under
ERISA, the tax treatment of contributions to cash or deferred profit-

sharing plans in existence on June 27, 1974, was governed under the

law as it was applied prior to January 1. 1972,^ and this treatment

was to continue at least through December 31, 1976, or (if later) until

regulations were issued in final form in this area, which would change
the pre-1972 administration of the law.

In the case of plans not in existence on June 27, 1974, contributions

to a cash or deferred profit-sharing plan were treated as employee
contributions (mitil January 1, 1977, or until new regulations were

prescribed in this area). This was intended to prevent a situation

where a new plan might begin in reliance on pre-1972 law before

Congress determined what the law should be in the future.

The Tax Reform Act of 1976 (sec. 1506) extended the temporary
freeze of the status quo until January 1, 1978, in order to allow addi-

' Accordingly, employer contributions to these cash or deferred profit-sharing

plans were not includible in the income of covered employees, provided the plans

satisfied the requirements of pre-1972 law and otherwise complied with the stand-

ards of the Code for tax-qualified plans.
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tional time for Congressional study of this area. The Foreign Earned
Income Act of 1978 (P.L. 95-615) extended these rules until the re-

lated provisions of the Revenue Act of 1978 are effective (i.e., it ex-

tended the treatment through 1979).

Reasons for change

Since the enactment of ERISA, the freeze of the status quo treat-

ment of cash or deferred profit-sharing plans has prevented employers
from setting up new plans of this type for their employees. Originally,

it was thought that a relatively short period of time would be needed
for Congressional study and that a permanent solution would be in

place by January 1, 1977. The Congress concluded that the uncertainty

caused by the state of the law had created the ne^d for a permanent
solution w'hich would permit employers to establish new cash or

deferred arrangements. Also, the Congress believed that prior law

discriminated against employers who had not established such

arrangements by June 27, 1974.

Explanation of provision

The Act adds new provisions to the Code (sees. 401 (k) and 402(a)

(8) ) to permit employers to establish tax-qualified cash or deferred

profit-sharing plans (or stock bonus plans). In addition, it provides a

transitional rule to permit plans in existence on June 27, 1974 to rely

on certain pre-1972 revenue rulings until plan years beginning in 1980.

The Act provides that a participant in a qualified cash or deferred

arrangment will not have to include in income any employer con-

tribution to the plan merely because he could have elected to receive

such amount in cash instead. For the cash or deferred arrangement to

be a tax-qualified plan, it must satisfy the usual profit-sharing or stock

bonus plan qualification rules. In addition, it must satisfy the follow-

ing requirements: (1) it nmst not permit the distribution of amounts
attributable to employer contributions merely because of the comple-
tion of a stated period of plan participation or the passage of a fixed

period of time (unlike profit-sharing plans in general, where distribu-

tions may be made in the third calendar year following the calendar
year of the employer's contribution), and (2) all amounts contributed
by the employer pursuant to an employee's election must be nonforfeit-

able at all times.

Special nondiscrimination rules are provided for these arrange-
ments in lieu of the usual rules for testing discrimination in contribu-
tions to the plan. A cash or deferred arrangement will meet these
nondiscrimination requirements for qualification for a plan year
if (1) the actual deferral percentage^ for the highest paid one-third

' In determining the actual deferral percentage of a participant, it is intended
that both mandatory and optional deferrals are to be taken into account. Thus, a
plan could be assured of satisfying the nondiscrimination requirement as to
contributions if the employer contributions are allocated to participants in pro-
portion to their base pay and at least two-thirds of the contribution allocated to
each participant has to be deferred. However, it is not intended that a plan will
be permitted to require a larger mandatory deferral percentage for lower-paid
participants than it requires for higher-paid participants (e.g., it could not re-
quire 50-percent deferral for the lowest paid two-thirds of the participants and
permit the highest paid one-third of the participants to defer whatever percent-
age they chose).
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of all participants does not exceed the deferral percentage for the

other eligible employees by more than 50 percent, or (2) the actual

deferral percentage for the highest paid one-third of all participants
does not exceed the actual deferral percentage of the other eligible

employees by more than three percentage points. ( If this latter test is

used, the actual deferral percentage for the highest paid one-third can-
not exceed the actual deferral percentage of all other eligible employees
by more than 150 percent.^) In determining the highest paid one-third

of all participants, only amounts considered as compensation under
the provisions of the plan are taken into account. Therefore, the plan
will have to have participation by employees in the lower paid group
in order to obtain any deferral for the highest paid one-third.

Effective date

This provision is effective for taxable years beginning after De-
cember 31, 1979; however, a transitional rule is provided for those
cash or deferred arrangements in existence on June 27, 1974, under
which their qualified status for plan years beginning before January 1,

1980 will be determined in a manner consistent with Rev. Rul. 56-497
(1956-2 C.B. 284), Rev. Rul. 63-180 (1963-2 C.B. 189), and Rev. Rul.
68-89 (1968-1 C.B. 402).

Revenue effect

This provision will have a negligible effect upon budget receipts.

' This requirement prevents a plan from permitting lower-paid participants to
elect to take all of their allocated contributions in cash while permitting higher-
paid participants to defer the portion of their allocated contributions equal to

3 percent of compensation.



D. EMPLOYEE STOCK OWNERSHIP PLANS

1. Employee Stock Ownership Plans (sec. 141 of the Act and sees.

46, 48, 56, and 4975 and new sees. 409A and 6699 of the Code)

Prior law

ESOPa in general

An employee stock ownership plan is a technique of corporate

finance designed to build beneficial equity ownership of shares in the

employer corporation into its employees substantially in proportion

to their relative incomes, without requiring any cash outlay on their

parts, any reduction in pay or other employee benefits, or the surren-

der of any rights on the part of the employees. The employee generally

is not taxed on employer contributions to an employee stock owner-
ship plan until they are distributed under the plan.

Under an employee stock ownership plan, a trust generally acquires

common stock of the employer. (The trust may also acquire other

equity securities of the employer, as well as certain bonds, debentures,

notes and other evidences of indebtedness.) Generally, stock is acquired

either through direct employer contributions or with the proceeds of

a loan made to the plan (sec. 4975(e) (7) ). Under prior law this type
of plan was generally called an ESOP or leveraged ESOP.
Under prior law, regulations required that if a plan participant re-

ceived employer securities from an ESOP, the employee was also to re-

ceive a "put option" (i.e., an option to require the employer to rej)ur-

chase the stock at a specified price) if the stock was not publicly

traded.

TRASOPa
Under prior law, an employee stock ownership plan to which an

employer contributed stock (or cash) in order to qualify for addi-

tional investment tax credit was generally called a TRASOP. The
TRASOP provisions were to expire after December 31, 1980.

All TRASOPs have to meet certain statutory requirements. Under
prior law, an employee who participated in a TRASOP at any time
during the year for which an employer contribution was made was
entitled to have a share of the employer contribution credited* to his

or her TRASOP account based upon the amoimt of the employee's

compensation from the employer.^ Also, a plan participant was entitled

to direct the voting of employer stock allocated to his or her account

under a TRASOP, whether or not such stock was registered under
Federal securities laws.'

^ Only the first $100,000 of an employee's compensation is considered for this

purpose.
' Under prior law, there were no voting requirements with respect to stock

held by an ESOP or any other type of qualified plan other than a TRASOP.
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In addition to these requirements, which had to be met by all

TRASOPs, a TRASOP could be a tax-qualified plan only if it met the
other requirements applicable to tax-qualified retirement plans. How-
ever, TRASOPs were not required to be tax-qualified under prior law.
Even if a TRASOP was not a tax-qualified plan it had to satisfy spe-
cial rules with respect to employee participation and limitations on con-
tributions and benefits which were the same as those for tax-qualified
plans.

A TRASOP had to be established within the taxable year
for which the additional investment tax credit was claimed in order
to be considered a tax-qualified plan for that year. However, a
TRASOP could be established as late as the date for filing the em-
ployer's tax return for a year (including extensions) in order for the
additional investment tax credit to be claimed for the year. Therefore,
under prior law, a TRASOP might have been nonqualified for its

first plan year and qualified thereafter.

The employer's contribution to a TRASOP must be in the form of
employer securities or cash (provided the cash is used by theTRASOP
to acquire employer securities). Under prior law, the securities con-

tributed to (or purchased by) a TRASOP were required to be com-
mon stock with voting power and dividend rights no less favorable

than the voting power and dividend rights of other common stock of

the issuing corporation. Securities convertible into such common stock

could also be contributed.

An employer could contribute stock of another corporation to a

TRASOP, provided that the two corporations were under at least 80
percent common control. However, gain or loss may have been recog-

nized where a corporation made a TRASOP contribution in other than
its own stock.

The amount of additional investment tax credit contributed to a

TRASOP reduces an employer's income tax liability. Under prior

law, this reduction in income tax could result in an increased minimum
tax liability, even though the employer's income tax savings was offset

by its contribution to the TRASOP.
Under prior law, where an investment tax credit amount for a year

was recaptured with the result that the credit orignally claimed for

the year was later decreased, the employer had three alternatives with
respect to adiusting the TRASOP contribution : (1) the amount of the

decrease could be applied to offset employer contributions for other

years; (2) the amount of the decrease could be deducted; or (3) the

decrease could be used as the basis for a withdrawal from the

TRASOP.
Under prior law, the type of distribution that could be made from a

leveraged ESOP or a TRASOP depended on the nature of the partic-

ular plan (i.e., profit sharing, stock bonus, etc.)

.

Reasons for change
The ESOP provisions and the TRASOP provisions have been part

of the tax laws for several years. Experience in the operation of these

provisions indicated that several changes were appropriate. In addi-

tion, based on experience since the Tax Reduction Act of 1975, the

Congress determined that the TRASOP provisions should be extended

and should be made a part of the Code.
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Statutory and administrative rules developed with respect to

TRASOPs which were different from, those rules which apply to tax-
qualified plans in general. The Congress believed that the interests of
uniformity would best be served if, in general, TRASOPs were re-

quired to become tax-qualified under the same standards generally
applicable to tax-qualified plans. This requirement also should help em-
ployers maintaining TRASOPs to obtain interpretations of statutory
provisions, since long-standing interpretations are available with re-

spect to many of the rules governing tax-qualified plans.
Often, an employer does not establish a TRASOP until the time pre-

scribed by law for filing its return for the year (including extensions)

,

since the TRASOP does not have to be established before that time for
the employer to claim the additional investment tax credit. Because of
the requirement that a tax-qualified plan be established by the close of
a taxable year in order to be tax-qualified for that year, many
TRASOPs are not tax-qualified for their initial plan year. Since tax
qualification for TRASOPs for all future years is required under the
Act, the Congress believes that a TRASOP established on or before
the due date for an employer's tax return for a year (including exten-
sions) , and which otherwise qualifies, should be treated as tax-qualified

for that year. The Congress does not intend, however, to change the
prior law rule requiring that tax-qualified plans other than TRASOPs
be established before the close of a taxable year to be tax-qualified for

that year. Consequently, no deduction is allowed for a taxable year for

contributions to a plan which was not in existence at the close of that
year.

The Congress believes that undue complexity has resulted from the
prior law provision requiring that contributions to a TRASOP for a
plan year be allocated to all plan participants irrespective of their

service with the employer for that plan year. The Act therefore re-

places this provision with the general rule for tax-qualified plans
for determining which participants are required to share in a contribu-

tion for a plan year.

The Congress recognized that giving participants in leveraged

ESOPs and TRASOPs full voting rights with respect to shares allo-

cated to their accounts may be imduly burdensome in the case where
the corporation issuing the employer securities is closely held. However,
the Congress also recognized the general need of leveraged ESOP
and TRASOP participants for voting rights on closely held employer
securities with respect to major corporate issues (such as mergers, ac-

quisitions, consolidations, or sales of all or substantially all of the

assets of a corporation)

.

Many subsidiary corporations were unable to establish TRASOPs
with the stock of their parent corporations because the parent cor-

porations did not meet the 80-percent stock ownership requirement of

prior law. The Congress concluded that this 80-percent requirement

was unduly restrictive and that the interests of the public in broader

employee stock ownership would better be served by a 50-percent stock

ownership requirement. At the same time, a 50-percent requirement

will provide a sufficient identity of interests between a parent corpora-

tion and a subsidiary corporation to make it reasonable to consider the

stock of the parent corporation as employer securities of the subsidiary

corporation.

35-922 O - 79
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TheTRASOP provisions of prior law permitted subsidiary corpora-
tions to make contributions to TRASOPs of stock of their parent cor-
porations. However, under prior law, it was not clear whether gain or
loss was recognized with respect to such contributions. The Congress
believed that it is inappropriate for the benefit of the additional invest-
ment tax credit to be offset by tax on gain recognized under these cir-

cumstances.
In certain cases, the additional investment tax credit attributable to

TRASOP contributions could have increased an employer's minimum
tax liability under prior law. The Congress concluded that this result
was not appropriate because the benefit of the credit is offset by the
contribution of the employer.
The Congress decided that any participant (or beneficiary) who

receives a benefit distribution from a leveraged ESOP or a TRASOP
should be able to dispose of the distributed employer securities for cash.
The Congress recognized that in some cases this conversion
occurs almost simultaneously with the actual distribution. The Con-
gress concluded that the administrative paperwork and expense which
is required for the leveraged ESOP or TRASOP to make a distribution
in employer securities and then immediately repurchase the securities
for cash is unwarranted in these cases. Accordmgly, the Congress be-
lieved that this process should be simplified when the leveraged ESOP
or TRASOP wants to distribute benefits in cash. However, if a partic-
ipant wishes to receive this benefit in securities of the employer, and
retain ownership of these securities, he should be able to do so, and he
should have the future right to convert the securities to their cash
equivalent through a "put option" to the employer if the securities are
not readily tradeable on an established market.

Explanation of provisions

General

The Act changes the meaning of the term "ESOP." The type of plan
previously referred to as a TRASOP (or investment tax credit ESOP)
is designated as an ESOP. The type of plan previously referred to as

an ESOP or leveraged ESOP is designated as a leveraged employee
stock ownership plan. For purposes of this explanation the new termi-

nology is used.

The Act (1) made several amendments to the provisions of law
which deal with ESOPs and with leveraged employee stock ownership
plans, (2) made the ESOP provisions as amended by the Act, part of

the Code for the first time, and (3) extended the expiration date of

the ESOP provisions to December 31, 1983.

Qualification requirements for ESOPs
Under the Act, all ESOPs are required to be tax-qualified plans.

This represents a departure from the prior law provision which al-

lowed ESOPs to be nonqualified provided that they met certain speci-

fied statutory standards. The Congress expects that the regulations

which generally apply to tax-qualified plans will henceforth also apply

to ESOPs, and that the Treasury Department will not write separate

regulations regarding the application of the tax-qualification stand-

ards to ESOPs, except where ESOPs are distinguished from other

qualified plans by statute.
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Under the Act, an ESOP may be treated as tax-qualified from, its

effective date even though the JbiSOP is not actually established until

the date for tiling the employer's tax return for its taxable year (in-

cluding extensions)

.

Allocation of ESOP contributions

Because ESOPs are now subject to the qualification requirements
generally applicable to tax-qualified plans, employer contributions to

an ESOP for a plan year generally are to be allocated in accordance
with the rules governing the allocation of contributions under tax-qual-

ified defined contribution plans. However, the Act retains the require-

ment that the allocation of employer contributions to an ESOP for a
year must be made in proportion to the total compensation of all par-

ticipants sharing in the allocation for the plan year, taking into

account only the first $100,000 of compensation lor an employee.

Provisions relating to employer securities

The Act provides that if a leveraged employee stock ownership
plan or an ESOP holds employer securities issued by a corporation
the stock of which is registered under Federal securities laws, the plan
must provide that the plan participants are entitled to exercise voting
rights with respect to such employer securities. The Act also provides

that if a leveraged employee stock ownership plan or an ESOP holds
employer securities issued by a corporation the securities of which
are not registered under Federal securities laws, the plan must pro-

vide that the plan participants are entitled to exercise voting rights

with respect to such employer securities on any corporate issue which
must by law (or charter) be decided by more than a majority vote of

outstanding common shares voted on the issue.

The Act provides that, in the case of an ESOP, the only types of

employer securities which may be acquired and held by the plan are

(1) common stock of the issuing corporation and (2) preferred stock

of the issuing corporation which is readily convertible into its com-
mon stock. The shares acquired by an ESOP, other than shares which
are readily tradeable on an established securities market, must, in the

aggregate, have a combination of (1) voting rights equivalent to rights

possessed by shareholders of the class of common stock of the issuing

corporation having the greatest voting rights, and (2) dividend rights

equivalent to rights possessed by shareholders of any other class of

stock of the issuing corporation having the greatest dividend rights.

Thus, an ESOP or a leveraged employee stock ownership plan could

satisfy this requirement if it holds a mixture of employer securities

which reasonably reflects the outstanding securities of the employer.

The Act modifies the definition of employer securities for purposes

of the ESOP provisions by applying a 50-percent test in lieu of the

present law 80-percent test in determining whether corporations are

members of the same parent-subsidiary controlled group of corpora-

tions. Under the Act, the stock of a parent corporation in a parent-

subsidiary controlled group of corporations (determined by applying

the 50-percent test) may be contributed as employer securities by a

subsidiary to its ESOP. The Act does not disturb the present law rule

under which an 80-percent test is applied in determining whether cor-

porations are members of the same brother-sister controlled group for

purposes of defining employer securities.
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The Aot provides that in a case where a parent corporation controls a

subsidiary corporation (including a second tier subsidiary) under an
80-percent test for control, the subsidiary corporation will not rec-

ognize gain or loss on a contribution of stock of the parent corporation
to an ESOP maintained by the subsidiary. The Act does not affect

prior law applicable to other transactions.

MiniTrmm tax

The Act provides that in any case whore an employer claims addi-

tional investment tax credit as a result of an ESOP contribution,

the additional credit will not result in the imposition of additionaJ

minimum tax on the employer. The Aot makes no change in the present

law provision under which each dollar of investment tax credit (other

than investment tax credit attributable to ESOP contributions) may
increase the base for computing the minimum tax.

Prohibition of withdrmoal of ESOP contributions on recapture

The Act repeals the prior law rule permitting an employer to

withdraw from an ESOP a contribution attributable to additional

investment tax credit which is recaptured. Under the Aot, an ESOP
contribution made with respect to a particular qualified investment
may not be withdrawn if all or a portion of the credit is later re-

captured due to an early disposition of the property which gave rise

to the credit. Under the Aot, as under prior law, an employer may
either (1) deduct the amount of the contribution attributable to the

recaptured additional investment tax credit for the taxable year in

which the recapture occurs, or (2) apply the amount of the contribu-

tion attributable to the recaptured additional investment tax credit

against its obligation for a future ESOP contribution.

Distributions from ESOPs and leveraged employee stock ownership
plans

Under the Act, a participant in a leveraged employee stock owner-
ship plan or an ESOP who is entitled to a distribution under the plan
is given the right to demand that the distribution be made in the form
of employer securities rather than in cash (or other property). Sub-
ject to a participant's right to demand a distribution of employer
securities, the plan may elect to distribute the oarticipant's interest to

him in casli, in employer securities, or partially in cash and partially

in employer securities. Each participant should be advised in writing

of the right to require a distribution of employer securities, before

the leveraged employee stock ownership plan or the ESOP makes a

distribution.

Put option on stock distributed from ESOP or leveraged employee
stock ownership plan

Under the Act, any participant who receives a distribution of em-
ployer securities from an ESOP or a leveraged employee stock owner-
ship plan must be given a "put option" on the distributed employer
securities if the employer securities are not readily tradeable. The
put option which a participant receives should have the foUowing
terms:

1. Upon receipt of the employer securities, the distributee must be

given up to six months to require the employer to repurchase the
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securities at their fair market value. Although the obligation to re-

purchase securities under the put option would apply to the employer,

and not the ESOP or the leveraged stock ownership plan, it is permis-

sible for the ESOP or leverage stock ownership plan to make the pur-

chase in lieu of the employer. If the distributee does not exercise the

initial put option within the six-month period, the option would tem-

porarily lapse.

2. After the close of the employer's taxable year in which the tem-

porary lapse of a distributee's option occurs and following a de-

termination of the value of the employer securities (determined in

accordance with Treasury regulations) as of the end of that taxable

year, the employer is required to notify each distributee who did not

exercise the initial put option in the preceding year of the value of

the employer securities as of the close of the taxable year. Each such

distributee must then be given up to three months to require that the

employer repurchase his or her employer securities. If the distributee

does not exercise this nut option, the option permanently lapses.

3. At the option of the party repurchasing employer securities under
the put option, securities can be repurchased on an installment basis

over a period of not more than five years. If the distributee agrees, the

repurchase period can be extended to a Deriod of ten years. As security

for an installment repurchase, the seller must be given a promissory
note (or a secured obligation), the full payment of which could be re-

quired by the seller if the repurchaser defaults on any scheduled in-

stallment payment. In addition, if the term of the installment obliga-

tion exceeds five years, the employee must be given adequate security

during the years in excess of the five years for the outstanding amount
of the note.

4. Because a participant might wish to contribute a distribution

from an ESOP or a leveraged employee stock ownership plan to an
IRA in a "tax-free" rollover and because the contribution would have
to be made before the expiration of the first six-month put option
period, an IRA trustee or custodian must be able to exercise the same
put option as the participant.

Effective date

The provisions generally apply with respect to qualified invest-

ments made after December 31, 1978.

Revenue effect

Since the ESOP provisions apply under present law until 1980,

there is no revenue effect from extending these- provisions through
1980. (Tlie modifications to the provisions under the Act have only
an insignificant revenue effect since they are primarily intended to

make the existing provisions work more effectively.)

By extending the ESOP provisions through 1983, it is estimated
that this provision will reduce budget receipts by $178 million in fiscal

vear 1981, $446 million in fiscal year 1982, and $545 million in fiscal

year 1983.



2. Estate Tax Exclusion for Certain Lump Sum Distributions

(sec. 142 of the Act and sec. 2039 of the Code)

Prior law
Under prior law, it was unclear whether a death benefit distribution

from a tax-qualified plan, which could be treated as a lump sum dis-

tribution, was eligible for the estate tax exclusion generally applicable

to death benefit distributions from qualified plans. Denial of the estate

tax exclusion could have applied whether or not the recipient actually
elected to treat the distribution as a lump sum distribution to which
favorable income tax treatment applies.

Reasons for change
The Congress concluded that an estate tax exclusion should be pro-

vided with respect to a lump sum distribution where the recipient

agrees to forego favorable income tax treatment (capital gains and
ten-year averaging) with respect to the distribution.

Explanation of provision

The Act provides that a lump sum distribution under a qualified

plan is excludable from the estate of the deceased plan participant
if the recipient elects to forego favorable income tax treatment (i.e.,

the recipient must elect to forego 10-year averaging and capital gains
treatment).

It is intended that benefits payable to a surviving spouse under a
tax-qualified plan will not be disqualified for purposes of the estate

tax marital deduction merely because of the existence of an election

to receive deferred payments. For example, the mere existence of an
election to receive an annuity for life or a definite period will not
result in treating the surviving spouse's interest in benefits payable
under a tax-qualified plan as a terminable interest which is ineligible

for the marital deduction. Thus, if a surviving spouse elects 10-year
averaging for a lump-sum distribution for income tax purposes (sec.

402(e) (4) ) and, therefore, the distribution is ineligible for the estate

tax exclusion for annuities payable under tax-qualified plans (sec.

2039), the distribution may be eligible for the estate tax marital
deduction (sec. 2056) although an election was available under the
plan to receive terminable survivor annuity payments. In addition,

the mere existence of an election to choose between special 10-year
averaging for lump sum distributions or the estate tax exclusion is

not intended to alffect eligibility of other property for the estate tax
marital deduction although the amount of the other property passing
to a surviving spouse may be affected by the election. For example,
probate property passing to a surviving spouse under a maximum
marital deduction formula bequest will not be ineligible for the marital
deduction as a terminable interest merely because the value of such
property passing to the surviving spouse may depend upon the lump
sum distribution election.
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Effective date

The provision applies to estates of decedents dying after Decem-
ber 31, 1978.

Revenue effect

This provision will have little or no effect on budget receipts.



3l Voting Rights on Employer Securities Held by Qualified De-
fined Contribution Plans (sec. 143 of the Act and sec. 401(a)
(22) of the Code)

Prior law
Under prior law, tax-qualified defined contribution plans generally

were not required to pa^ through to plan participants the voting
rights on employer securities allocated to their accounts.

Reasons for change
The Congress has concluded that when employer securities in closely

held corporations are held by tax-qualified defined contribution plans,

the plan participants should be permitted to exercise voting rights

with respect to the securities on major corporate issues. This will re-

lieve plan fiduciaries from having to vote on these difficult issues and
will afford plan participants an important incident of share ownership.

Explanation of provision

The Act provides that a tax-qualified defined contribution plan
which is established by an employer whose securities are not publicly

traded and which, allowing any acquisition of employer securities after

December 31, 1979, holds more than 10 percent of its assets in employer
securities must provide that the plan participants are entitled to exer-

cise voting rights with respect to employer securities held by the plan
on any corporate issue which must by law (or charter) be decided by
more than a majority vote of outstanding common shares voted on the

issue.

Effective date

The provision applies to acquisitions of employer securities after

December 31, 1979.

Revenue effect

This provision will have little or no effect on budget receipts.
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E. RETIREMENT PLAN PROVISIONS

1. Simplified Employee Pensions (sec. 152 of the Act and sees.

219, 401, 404, 408, 414, and 415 of the Code)

Prior law

Under prior law and present law, a trust forming a part of a quali-

fied pension, profit-sharing, or stock bonus plan is exempt from tax,

employer contributions tg the plan are deductible (within limits) in

the year for which they are paid, employees generally are not taxed on

benefits under the plan until the benefits are distributed or made avail-

able to them, 10-year forward income averaging and tax-free rollover

treatment applies to lump sum distributions from a qualified plan, and

special estate and gift tax exclusions are provided. Qualified plans are

required to report financial and other information to plan participants

and the Federal Government annually, and are required to provide

plan participants with a summary plan description and a summary
annual report. Also, prior law and present law provide Federal fiduci-

ary standards and self-dealing prohibitions for qualified plans. Quali-

fied plans are not permitted to discriminate in favor of employees who
are officers, shareholders, or highly compensated.
Prior law and present law also provide for IRAs (individual retire-

ment accounts, individual retirement annuities and individual retire-

ment bonds) under which deductible contributions are limited to the

lesser of 15 percent of earned income or $1,500 ($1,750 in the case of

spousal IRAs). Employers may establish and maintain employer-

sponsored individual retirement accounts or annuities for employees.

IRAs are tax-exempt and amounts held in an IRA owned by an indi-

vidual are generally not taxed to him or her until they are distributed.

Reporting requirements with respect to IRAs are considerably less

burdensome than those that apply to qualified pension plans. Fiduciary

standards and self-dealing prohibitions are generally more easily com-
plied with under an employer-sponsored IRA than under most quali-

fied plans.

Reasons for change
Many qualified pension plans have been terminated in the recent

past. This may be due, in part, to the detailed rules these plans are re-

quired to satisfy. In addition, it may be that these rules have had the

effect of retarding the introduction of new pension plans. Because of

the expense and effort required to comply with present rules for tax-

qualified plans, many employees, particularly the employees of small

businesses, will not earn employer-provided retirement benefits.

Many of the complex rules of the pension law are provided to give

employers flexibility to tailor retirement plans to the particular needs

of their businesses. Accordingly, where an employer does not require

this flexibility, more simplicity can be obtained by using IRAs instead

of a pension plan.

(96)



96

Explanation of provision

In general

The Act raises the deduction limit for individual retirement ac-
counts and individual retirement annuities to $7,500 or 15 percent of
compensation (whichever is less), if the account or annuity qualifies
as a simplified employee pension. The $7,500 limit applies only to em-
ployer contributions to a simplified employee pension.
The deduction for employer contributions to an individual's sim-

plified employee pension is allowed to an individual even though he or
she is an active participant in a qualified plan, a tax-sheltered annuity,
or a governmental plan. In other respects, however, the Act does not
change the prior law limits on deductions for contributions to IRAs.
Accordingly, if employer contributions to an individual's simplified
employee pension for a year are less than the usual limit on deductible
IRA contributions, the individual could make up the difference by
making deductible contributions to an IRA if he or she is not an active

participant in a qualified plan, etc., for that year.

Under the Act, an individual retirement account or individual re-

tirement annuity maintained by an employee qualifies as a simplified

employee pension for a calendar year if requirements of the Act as

to withdrawals and the employer's allocation formula are satisfied.

Special rules

Withdrawals.—Under the Act, employer contributions to a simpli-

fied employee pension may not be conditioned upon the retention of the

contribution (or earnings on the amount contributed) in the pension
and no prohibition on withdrawals may be imposed by the employer.
Of course, the usual IRA rules determine the taxability of withdrawals
from a simplified employee pension.
Allocation formula.—The Act requires a definite written formula

for allocating employer contributions to simplified employee pen-

sions. Under the formula, allocations are generally required to be made
to simplified employee pensions for a calendar year for each employee
who (1) has attained age 25, and (2) has performed service for the em-
ployer during the calendar year and at least 3 of the immediately pre-

ceding 5 calendar years. However, the Act permits the allocation for-

mula to exclude employees within a collective bargaining unit or

employees who are nonresident aliens, under the same rules which
permit the exclusion of such employees from participation in qualified

pension plans (sec. 410(b) (2) (A) and (C) ). As in the case of quali-

fied profit-sharing plans, the Act does not require an allocation for a

year to an individual who is not employed on a specified date during
the year unless prohibited discrimination will result from the failure

to allocate to such an individual or individuals.

Under the Act, the employer's allocation formula must not dis-

criminate in favor of employees who are officers, shareholders (more
than 10 percent, directly or indirectly (sec. 318) ), or highly compen-
sated. The Act provides that, for this purpose, employer contribu-

tions are considered to be discriminatory unless they bear a uniform
relationship to the total compensation (not in excess of the first $100,-

000) for each employee who is entitled to share in the allocation of

contributions to simplified employee pensions.
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The Act provides that, under the discrimination test, taxes paid
by an employer with respect to an employee under the Federal In-

surance Contributions Act (sec. 3111) may be taken into account as

employer contributions to the employee's simplified employee pen-

sion. However, under the Act, if such taxes are taken into account as

employer contributions, the tax on self-employment income of each
owner-employee must also be taken into account as an employer con-

tribution under the discrimination test, and the $7,500 limit on deduc-

tions for an officer, shareholder, or owner-employee is reduced by
the amount of the taxes taken into account.

Under the Act, in testing an employer's allocation formula, em-
ployees of commonly controlled enterprises are considered to be em-
ployed by a single employer. Also, in applying the eligibility and dis-

crimination rules (sees. 401(a)(4) and 410(b)) to a qualified plan

maintained by an employer, simplified employee pensions may be

treated as a qualified plan.

Employer deductions.—Under the Act, employer contributions to

simplified employee pensions for a calendar year are deductible for

the employer's taxable year with which (or within which) the calen-

dar year ends. The amount deductible is limited to 15 percent of the

compensation paid to the employees who share in allocations for that

calendar year (accordingly, calendar year contributions are matched

with calendar year compensation). Contributions made within 31^

months after the close of a calendar year may be treated by the em-

ployer as if they were made on the last day of that calendar year if

they are made on account of that calendar year. Contributions which

exceed the deductible limits for a taxable year may be carried over by

the employer and deducted in subsequent taxable years.

Employer contributions to simplified employee pensions for a tax-

able year reduce the limitation on deductions for employer contribu-

tions to a plan covering a self-employed individual, or to a profit-shar-

ing or stock bonus plan for that taxable year.

Limits on henefits and contributions.—Employer contributions to

simplified employee pensions are taken into account as employer con-

tributions to a defined contribution plan under the limitations on

benefits and contributions under qualified plans (sec. 415) . The special

limits applicable to contributions under simplified employee pensions

are not intended as a precedent for establishing reduced limitations on

contributions for employees under qualified plans of small business

employers or other employers.

Reports.—The Act provides for simplified employer reports to the

Internal Revenue Service and to employees with respect to simplified

employee pensions.

Effective date

The simplified employee pension rules apply to taxable years be-

ginning after December 31, 1978.

Revenue effect

This provision will reduce budget receipts by $6 million in fiscal

year 1979, $18 million in fiscal year 1980, and $49 million in fiscal year

1983.



2. Defined Benefit Plan Limits (sec. 153 of the Act and sec. 415 of
the Code)

Prior law
Under prior law, the annual benefit expressed as a straight life

annuity for a participant under a qualified defined benefit pension plan
was not permitted to exceed the lesser of $75,000 (adjusted for infla-

tion since 1974) or 100 percent of the participant's average compensa-
tion for his highest paid three consecutive years of participation. In
the case of a plan participant with fewer than 10 years of service, this

limitation was reduced by one-tenth for each year of service less than
ten.

Reasons for change
In situations involving rank-and-file participants in certain col-

lectively bargained plans which do not base benefits on compensation,
the 100 percent of compensation limitation has proved too restrictive.

Explanation of provision

Under the Act, the 100-percent-of-compensation limit is disregarded
in the case of an employee who participates in a collectively bargained
defined benefit pension plan covering at least 100 participants where
specified requirements are satisfied. If the 100-percent-of-compensation
rule is disregarded for a participant, under the Act, the $75,000 limit

on annual benefits is reduced to $37,500 (adjusted for inflation since

1974).

Effective date

The provision applies for years beginning after December 31, 1978.

Revenue effect

This provision will reduce budget receipts by less than $5 million

annually.
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3. Custodial Accounts for Regulated Investment Company Stock

(sec. 154 of the Act and sec. 403 of the Code)

Prior law
Under present law and prior law, amounts paid by a tax-exempt

charitable organization or a public educational institution to purchase

an annuity contract or stock in a regulated investment company (a

mutual fund or a closed-end investment company) to provide

a retirement benefit for an employee can be excluded from the

employee's income under the tax-sheltered annuity rules. Under pro-

posed Treasury regulations, stock of a regulated investment com-

pany is considered purchased to provide a retirement benefit only if

the stock cannot be distributed before the employee attains age 65 un-

less the employee dies or becomes disabled, and cannot be distributed

on account of a separation from service unless the employee has at-

tained age 55.

Reasons for change

Although prior law restricted the favorable insurance company tax

treatment of tax-sheltered annuities to retirement annuities, State

law generally requires that the owner of an annuity contract be able

to obtain the cash surrender value of the contract if the contract is sur-

rendered before annuity payments begin. Consequently, an employee
who owns a tax-sheltered annuity contract may be able to surrender

the contract before retirement and use the proceeds for purposes other

than retirement. The more restrictive rule for distribution of stock of

a regulated investment company has imposed an undesirable competi-

tive disadvantage on regulated investment companies.

Explanation of provision

The Act permits distributions of stock of a regulated investment

company after an employee dies, becomes disabled, separates from
service, attains age 591^, or encounters financial hardship. Under the

"financial hardship" rule, stock in a regulated investment company
could be distributed to an employee if the hardship is such that it

would permit a distribution from a qualified profit-sharing plan which
provides for distributions in the event of financial hardship. The
"financial hardship" rule for stock will permit distributions to an
employee for the purpose of purchasing a residence or to provide

higher education for the employee's children.

Effective date

The provision applies for taxable years beginning after Decem-
ber 31, 1978.

Revenue effect

This provision will reduce budget receipts by less than $5 million

annually.
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4. Pension Plan Reserves (sec. 155 of the Act and sec. 805(d) of
the Code)

Prior law
Under prior and present law, favorable income tax treatment is

accorded to a life insurance company with respect to the portion of its

life insurance reserves allocable to annuity contracts entered into with
trusts under tax-qualified pension plans. Under prior law, this favor-
able treatment did not apply to annuity contracts issued to State and
local governments in connection with their unfunded deferred com-
pensation plans or to annuity contracts issued to trusts under State
and local retirement plans which were not tax-qualified.

Reasons for change
Because State and local governments are tax-exempt, income on as-

sets held by them and used to pay pension liabilities is not subject to
tax. However, income on assets held in a life insurance company's
reserves and allocable to nonqualified annuity contracts issued to State
and local governments to pay pension liabilities is generally taxable.

This puts insurance companies which offer annuity contracts at a com-
petitive disadvantage when compared with sellers of other types of
investments used by State and local governments for the purpose of

paying pension benefits.

Explanation of provision

Under the Act, the portion of a life insurance company's life in-

surance reserves which is allocable to annuity contracts entered into

(1) with trusts under State or local nonqualified pension plans, or (2)

with State or local governments for the purpose of paying pension
benefits under unfunded plans which defer the compensation of par-

ticipants to taxable years after it is earned, is accorded the same favor-

able tax treatment accorded reserves allocable to annuity contracts

entered into under tax-qualified pension plans. The Act does not pro-

vide for the recomputation of the portion of a reserve allocable to

such contracts for any prior year. The Congress expects that the tax

benefit provided to insurance companies under the Act with respect

to existing contracts will be passed on to contract owners, as has been

the case under previous amendments to the rules under which life

insurance companies are taxed.

Effective date

The provision applies for taxable years beginning after Decem-
ber 31, 1978.

Revenue effect

This provision will reduce budget receipts by less than $5 million

annually.

(100)



5. Rollover of Distributions From a Tax-Sheltered Annuity (sec.

156 of the Act and sec. 403(b)(8) of the Code)

Prior law
The recipient of a "lump sum distribution" from a tax-qualified pen-

sion, profit-sharing, stock bonus, or annuity plan may defer tax on the

receipt of such distribution by rolling over the proceeds (net of any
employee contributions) withm 60 days of receipt to an IRA (an in-

dividual retirement account, annuity, or bond) , or to another employer-

sponsored qualified retirement plan.

Under prior law, recipients of distributions under a tax-sheltered an-

nuity (described in sec. 403(b) ) purchased by an employer that was a
tax-exempt charitable organization or a public school were not eligible

to roll distributions over to an IRA. However, a participant in a tax-

sheltered annuity plan could exchange his or her annuity contract for

another annuity contract tax-free (sec. 1035 of the Code) regardless of

the holding period of the contract or the period of participation in the

plan.

Reasons for change

The Congress believed that teachers and other employees of tax-

exempt organizations who are eligible to participate in tax-sheltered

annuity plans should have the added flexibility of being able to receive

a distribution of assets set aside for retirement purposes with one em-
ployer and to reinvest those assets in annuity contracts used by a sub-

sequent employer to provide retirement benefits, or of being able to

reinvest the proceeds in an individual retirement arrangement if such

an arrangement appeared to be a better investment for retirement

purposes or if subsequent reinvestment in a tax-sheltered annuity con-

tract is not available.

Explanation of provision

Under the Act, the recipient of a lump sum distribution under a

tax-sheltered annuity contract is eligible to completely or partially

roll over the otherwise taxable portion of the distribution to an IRA or

to another tax-sheltered annuity. Subsequently, the amount rolled over

to the IRA, plus earnings, may be rolled over to another tax-sheltered

annuity, but may not be rolled over to a tax-qualified pension plan.

It was not intended that the Act would affect the availability of the

tax-free exchange provisions of sec. 1035 as they currently apply to

the exchange of one tax-sheltered annuity contract for another.

Effective date

The provision" applies to distributions or transfers made after

December 31, 1978, in taxable years beginning after that date. It was
intended that the provision apply to distributions or transfers made
after December 31, 1977, in taxable years beginning after that date.
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It is anticipated that the effective date will be considered by the Con-
gress in connection with technical corrections of the 1978 Act.

Revenue effect

This provision will reduce budget receipts by less than $5 million
annually.



6. Individual Retirement Account Technical Changes (sec. 157

of the Act)^

a. Extension of period for making individual retirement plan
contributions (sec. 157(a) of the Act and sees. 219(c)(3) and
220(c)(4) of the Code)

Prior law
Prior law allowed an individual a deduction from g:ross income for

certain contributions to an IRA (an individual retirement account,

an individual retirement annuity, or a retirement bond) sees. 219

and 220) . Under the Employee Retirement Income Security Act of 1974

(ERISA) the contributions for a particular taxable year, in order to

be deductible, had to be made by the close of the year. The Tax Reform
Act of 1976 extended the time for making deductible contributions and

establishing an IRA for a year to 45 days after the close of the year.

Reasons for change

The Congress concluded that it is reasonable to allow an individual

to establish an IRA and to make contributions to that IRA up to the

due date for filing the tax return for the year in question. This rule will

allow greater flexibility in planning and will give individuals more
time to obtain needed information. (Since IRA contribution limits are

based on 15 percent of an individual's compensation includible in

gross income, the individual will have to ascertain this amount before

he can know his contribution limit.)

Explanation of provision

The Act extends the date by which an individual can make deduct-

ible contributions to an IRA for a taxable year. Under the Act such

contributions will be deductible for a year if they are made on account

of that year and on or before the date prescribed by law for filing the

individual's Federal income tax return for that year (including exten-

sions). As under prior law, the individual will be permitted to estab-

lish an IRA on the same date on which he or she made the contribution,

so the extension of the time for making a contribution to an IRA ap-

plies to the establishment of the IRA as well as to deductions.

Effective date

The provision applies to taxable years beginning after December

31, 1977.

Revenue effect

This provision will have a negligible effect on budget receipts.

^ These provisions were added to the Revenue Act of 1978 by a Senate floor

amendment. The provisions were the subject of a separate bill, H.R.

13619, which was reported by the House Ways and Means Committee. The com-

mittee report for that bill is House Rep. No. 95-1739, 95th (:k)ng., 2d Sess. (1978).
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b. Deduction of excess contributions in subsequent year for which
there is an unused limitation (sec. 157(b) of the Act and new
sees. 219(c)(5) and 220(c)(6) of the Code and sec. 4973(b)(2)
of the Code)

Prior law
An individual is allowed a deduction from gross income for certain

contributions to an IRA (sees. 219 and 220). The maximum deduction
allowable for a taxable year generally is the lesser of 15 percent of
compensation includible in gross income or $1,500. In the case of an
individual who has a nonworking spouse, the maximum deduction
allowable is the lesser of 15 percent of compensation includible in gross
income or $1,750 provided the individual shares the contribution
equally with his or her spouse. An amount contributed which does not
qualify as a rollover contribution and which is in exce^ of the max-
imum deduction allowable is an "excess contribution''.
An excess contribution is subject to an annual 6 percent excise tax

unless corrected. In order to correct an excess contribution, an indi-
vidual must either (1) receive a distribution of the excess amoimt, or
(2) contribute an amount in a future year which falls short of the max-
imum deduction allowable for that year, in which case the excess con-
tribution is deemed to be corrected to the extent of the shortfall. How-
ever, under prior law, the deduction for the year did not include the
amount of the shortfall.

Reasons for change
If an individual is entitled to contribute $1,000 to an IRA in each of

two years and does so, the individual is allowed a $1,000 tax deduction
for each of those two years, for a total deduction of $2,000. However,
under prior law, if the individual contributed $1,500 in the first year,
then corrected this mistake by contributing only $500 in the second
year (instead of the $1,000 he was entitled to contribute), his total

deduction was only $1,500 ($1,000 for year one and $500 for year two)

.

The Congress believed that this result was inappropriate. Therefore,
the Act allows the individual a make-up deduction (of $500 under the

facts given above) for the year the excess contribution is corrected.

Explan<ition of provision

The Act allows an individual a deduction from gross income for a
taxable year where he corrects a previous excess contribution to an IRA
by contributing less than the maximum amount allowable as a deduc-
tion for the year. The maximum deduction allowed by the Act for a

correcting an undercontribution is the amount of the previous excess

contribution. For example, if an individual was entitled to

make a contribution of $1,000 for 1978 and 1979, an excess contribution
of $400 for 1978 could be corrected by making a contribution of only
$600 for 1979 ($400 less than the individual's maximum permissible

contribution) and the individual would be entitled to a $1,000 deduc-
tion for 1978 and for 1979.
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If the individual erroneously took a deduction in a previous year

for any part of the excess contribution and the period for assessing a

deficiency for the previous year has expired, the amount allowed as a

deduction under the Act would be correspondingly reduced.

The Act provides a transitional rule with respect to amounts of

excess contributions made up by undercontributions for years prior

to 1978. The rule allows a one-time catchup deduction from gross

income for those amounts for 1978 rather than requiring amended
returns to be filed for each year of undercontribution. For example,

if an individual entitled to make a $1,500 contribution for 1978 had
made an excess contribution of $800 for 1976, and $300 for 1977, he
could correct both excess contributions (totaling $1,100) by making
only a $400 contribution for 1978 and would be entitled to a $1,500
deduction for that year.

Effective date

The provision applies to taxable years beginning after December 31,

1975.

Revenue effect

This provision will reduce budget receipts by $20 million in fiscal

year 1979, and by $8 million per year thereafter.



c. Additional period to rectify certain excess contributions (sec.

157(c) of the Act and sec. 408(d) of the Code)

Prior law
A 6-percent excise tax is imposed annually on an excess contribu-

tion to an IRA. An excess contribution is a contribution which ex-

ceeds the maximum deductible contribution and which does not qualify
as a rollover contribution. Under prior law, however, the 6-percent
excise tax was not imposed on the excess contributed in a year if (1)
such amount did not exceed the excess of $1,500 ($1,750 in the case of
a spousal IRA) over the amount allowable as a deduction for the
year, (2) such amount, and the earnings thereon, were withdrawn on
or before the filing date for the individual's income tax return (in-

cluding extensions) for the year, and (3) the individual did not take
a deduction for such amount.

If the excess contributed for a year was withdrawn after the date
for filing the individual's return, (1) it was subject to the 6-percent
excise tax for each year for which the excess remained in the IRA,
(2) it was subject to a 10-percent early distribution tax if the in-

dividual was not at least age 591^ or disabled, and (3) it was includible

in the individual's gross income for the year it was withdrawn.

Reasons for change
Under prior law, an individual who made an excess contribution

to an IRA and who failed to catch and correct the excess con-

tribution by the due date for filing his tax return could not correct the

situation by withdrawing the excess contribution without paying ordi-

nary income tax on the amount of the withdrawal (even though he
was not allowed to deduct the excess contribution when he put it into

the IRA) and also had a 10-percent additional income tax for making
an early withdrawal from the IRA unless the individual was at least

591/^ years old or disabled.

The Congress concluded that these rules were overly harsh. Most
excess contributions are inadvertent and may not be detected for a

substantial period of time. While some individuals may be in a position

to correct the excess contribution by making an undercontribution for

a later year (as described in the previous section), this alternative is

not open to those who have lost their eligibility for IRA participation

(as, for example, those who have become active participants in qualified

retirement plans).

Explanation of provision

The Act allows an individual who has made a total contribution

for a year which does not exceed $1,750 to an IRA, all or part of

which is an excess contribution, and who does not correct the excess

contribution prior to the due date for filing his or her tax return

for the year, later to withdraw the excess contributed for the year

without (1) incurring a 10-percent early distribution tax, and
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(2) being required to include the amount withdrawn in gross

income.^ (In order to avoid administrative and computational prob-
lems, the taxpayer is not required to withdraw any earnings attribut-

able to the excess contribution ; if such earnings were withdrawn they
would be subject to tax, as under prior law.) The provision applies

only to the extent that a deduction was not allowed for the amount of

the excess contribution withdrawn. (A deduction would be treated as

not having been allowed if the taxpayer did not claim the deduction,

or if IRS disallowed the deduction upon audit. If a deduction was
claimed and allowed for a year for which the period of limitations has

not expired, a taxpayer could come under these provisions by filing an
amended return for the year for which the excess contribution was
made.

)

The Act provides a transitional rule for excess contributions to

IRAs for taxable years beginning before January 1, 1978. For such

excess contributions, the provisions of the Act would apply without
regard to the $1,750 limitation. Thus, an individual could withdraw all

such excess contributions, regardless of amount, to the extent deduc-
tions were not previously allowed for the excess contributions.

The Act also allows an indi^ddual to withdraw an excess contribu-

tion (regardless of the amount) made with respect to a rollover con-

tribution (including an attempted rollover contribution) in any case

in which the excess contribution occurred because the individual mak-
ing the contribution reasonably relied on erroneous information re-

quired to be supplied by the plan, trust, or institution making the dis-

tribution which was the subject of the rollover.

The Act applies to distributions from IRAs in taxable years be-

ginning after December 31, 1975. Thus, under the Act, the IRS is

to refund to taxpayers all penalties and income taxes based on distri-

butions from IRAs after that date which correct previous excess

contributions.

Effective du*e

The provision appi.^^s to distributions from IRAs in taxable years

beginning after December 31, 1975.

Revenue effect

This provision will decrease budget receipts by less than $5 million

annually.

1 As under prior law, the 6-percent excess contribution tax would not apply to

the year of withdrawal.



d. Addition of requirement that premiums on individual retire-

ment annuity contracts must be flexible (sec. 157(d) of the
Act and sec. 408(b) of the Code)

Prior law
An individual is allowed a deduction from gross income for certain

contributions to an individual retirement annuity. To qualify as an
individual retirement annuity, an annuity contract must meet certain
statutory specifications (sec. 408(b)). Under prior law, a fixed pre-

mium contract (e.g., a contract which requires fixed payments over a
fixed period of time) which met these specifications qualified as an
individual retirement annuity.

Reasons for change
If an individual funded an IRA through a fixed premium contract,

he had to continue to make the premium payments (or face substantial

forfeitures under the contract) even though his circumstances changed
so that all or a portion of the fixed premium payments became non-
deductible. Ordinarily this would happen when the individual joined

a qualified plan and thereby lost his eligibility for IRA participation.

For this reason, the Congress concluded that the fixed premium con-

tract is not appropriate for use as an IRA funding vehicle. Those who
wish to fund their IRAs through insurance contracts may use the

flexible premium contract.

Explanation of provision

The Act requires that an annuity contract provide for the flexible

payment of premiums in order to qualify as an individual retirement

annuity.

The Act provides a transitional rule under which the exchange
before January 1, 1981, of any fixed premium individual retirement

annuity issued on or before November 6, 1978, for a flexible premium
annuity contract will, at the election of the individual, be treated as a

nontaxable exchange. The exchange of annuity contracts is optional.

An individual retirement annuity contract issued before November 7,

1978, will not fail to qualify merely because it provides for fixed

premiums.

Effective date

The provision applies to contracts issued or exchanged after Novem-
ber 6, 1978.

Revenue effect

This provision will have a negligible effect on budget receipts.
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e. Clarification of dollar limit in the case of individual retirement
annuities and retirement bonds (sec. 157(e) and sees. 408(b)

and 409(a) of the Code)

Prior law
The Employee Ketirement Income Security Act of 1974 (ERISA)

permitted individuals to make deductible contributions to IRAs in an
amount equal to the lesser of 15 percent of compensation includible in

«^^ross income, or $1,500. The Tax Reform Act of 1976 raised the dollar

limitation for such contributions to $1,750 when the individual has

a nonworking spouse with whom he or she shares the contribution

equally (spousal IRA). Certain provisions of the Code defining an in-

dividual retirement annuity and a retirement bond were not amended
by the 1976 Act to reflect the change in the dollar limitation from
$1,500 to $1,750 for spousal IRAs.

Reasons for change

This provision of the Act corrects a technical oversight in prior

law.

Explanation of provision

The Act modifies the definitions of an individual retirement an-

nuity and a retirement bond to make it clear that the maximum dollar-

limitation for deductible contributions to a spousal IRA is $1,750.

Effective date

The provision applies to taxable years beginning after December 31,

1976.

Revenue effect

This provision will have no effect on budget receipts.
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f. Rollover of proceeds from sale of property (sec. 157(f) of the
Act and sec. 402(a) (6) of the Code)

Prior law
Under prior law, a participant in a qualified plan who received a

lump sum distribution from the plan or a complete distribution upon
termination of the plan could avoid current tax by making a rollover
contribution to an IRA or to another qualified plan within 60 days after
the date of the distribution. If the individual received property other
than cash in the distribution, the actual assets received had to be con-
tributed to the IRA or to the other qualified plan in order to qualify
for tax-free rollover treatment. If the individual sold any asset received
in the distribution and contributed the proceeds from the sale to an
IRA or to a qualified plan as part of an attempted rollover contribu-
tion, the entire contribution failed to qualify as a rollover. Also, if the
unsuccessful rollover was made to an IRA, the amount contributed
was treated as an excess contribution. Accordingly, (1) a 6-percent
excise tax was imposed for each year for which the excess contribution
remained in the IRA, (2) the excess contribution and the earnings
thereon were included in gross income when distributed from the IRA,
and (3) the excess contribution and earnings thereon were subject to

a 10-percent penalty tax if distributed before age 591^ (except in dis-

ability cases).

Reasons for change
The Congress concluded that the rules of prior law, requiring

propertj^ received from a plan to be recontributed in kind in order
to constitute a valid rollover, were needlessly restrictive. Hardship
could result if the plan participant had difficulty finding a trustee who
was willing to accept the property in kind. (Many institutional trustees

are reluctant to manage certain kinds of property.)

Explanation of provision

The Act permits the recipient of a lump sum distribution from a

qualified plan or a complete distribution upon termination of a quali-

fied plan, which consists in whole or in part of property other than
cash, to receive tax-free rollover treatment by contributing the pro-

ceeds from the hona. fide sale of the property, rather than the property

itself, to an IRA or to another qualified plan within 60 days from the

date of the distribution.

For example, assume that on September 1, 1980, an individual

receives a lump-sum distribution consisting of $50,000 in cash and
$50,000 worth of (Corporation A stock (valued as of September 1,

1978). Assume further that on September 30, 1980, the individual

sells all of the stock for $60,000. His maximum rollover contribution

(to be completed within 60 days of the September 1, 1980 distribution

date) would be $110,000 ($50,000 of cash, plus the $60,000 proceeds

received on the sale of the stock) . If the individual made a full $110,000
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rollover, no gain would be recognized on the sale of the stock. (This
is the same result which would have occurred if the property had been
rolled over immediately before the sale)

.

The same rule would apply in the case of a loss on the sale of the
stock. If, on September 30, 1980, the individual sold the Corporation
A stock for $40,000, then his maximum rollover contribution would
be $90,000, and if the rollover were completed within the 60-day
rollover period, no loss would be recognized on the sale of the stock.

Generally, under prior law (and under the Act) where an employee
received a distribution of property from a qualified plan, and this dis-

tribution is not rolled over, then the employee is required to treat
the fair market value of the property as ordinary income, and the
amount taken into income becomes the employee's basis in the prop-
erty.^ Gain or loss subsequently realized on the sale of the stock is

generally treated as capital gain or loss.

These same principles apply where there is a partial rollover of the
proceeds of the sale of property, except that it will generally be neces-
sary to allocate the retained proceeds between tJie ordinary income and
capital gains portion of the retained amount. For purposes of these
rules, the amount of ordinary income is determined by multiplying
the fair market value of the property on the date of distribution by a
fraction, the numerator of which is the amount of proceeds retained,
and the denominator of which is the total proceeds of the sale. The
amount of capital gain or loss is determined by multiplying the differ-

ence between the fair market value of the property on the date of sale,

and the fair market value on the date of distribution by this same
fraction (retained proceeds over total proceeds)

.

In some cases, where the individual receives Doth cash and property,
or several pieces of property, it will be necessary to determine the extent
to which the individual has rolled over cash (or proceeds from the sale

of one piece of property as opposed to another) and to what extent he
has rolled over proceeds. The Act permits the individual to make an
election in this regard (not later than the date for filing his tax return
for the year in question) by filing a written designation with the IRS.
Once made, this designation is irrevocable. If no designation is made,
the rollover amoimt is to be allocated pro rata between the cash dis-

tribution received from the plan and the value of any property received

(determined as of the date of the distribution)

.

Thus, in the case of a partial rollover involving proceeds from the
sale of property, the rollover amount will be tax free (until it is dis-

tributed from the IRA, at which point it will be treated as ordinary
income) and the retained portion will be taxed partly as ordinary in-

come, and partly as capital gain or loss, in accordance with the com-
putation outlined above.
For example, assume that on September 1, 1980, an individual em-

ployed by Corporation B receives a lump sum distribution consisting

of $50,000 in cash and $50,000 worth of Corporation A stock (valued as

^ There is a limited exception to this rule under certain circumstances where the

employee receives a liimp-distribution of stock in his employer. In this case, the
employee is generally not required to include in gross income the unrealized
appreciation in the value of the stock which occurred after the stock was con-

tributed to the plan. Of course, when the stock is sold, the employee will recognize

capital gain or loss.
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of September 1, 1980) . Assume further that on September 30, 1980, that

individual sells all of the stock for its then fair market value of $60,000.

The maximum rollover contribution (to be completed within 60 days of
th^ September 1, 1980, distribution date) would be $110,000 ($50,000 of
cash, plus the $60,000 of proceeds received on the sale of the stock).

As discussed above, if the individual made a full $110,000 rollover, no
gain would be recognized on the sale of the stock. But, assume that the

individual makes a rollover of only $80,000. He now may designate
irrevocably on his tax return for the year of the rollover the extent to

which he has rolled over cash from the plan and the extent to which he
has rolled over proceeds from the sale of the stock.^ Assume the indi-

vidual designates the rollover as $30,000 of cash from the plan and
$50,000 of proceeds. He then will have retained $20,000 ($50,000-
$30,000) of cash from the plan and $10,000 ($60,000-$50,000) of
proceeds from the sale of the stock, and will be taxed as follows:

Ordinary income

:

Cash $20,000
Portion of value of stock included in distribution which

is considered retained ($10,000/$60,OCO X $50,000) __ 8, 333

Total amount of distribution retained 28, 333
Gain attributable to stock distributed the proceeds from which

are considered retained ($10,000/$60,000X $10,000) 1, 667

Total amount retained $30,000

All of the foregoing discussion assumes that the employee had made
no contributions to the plan. If the employee had made contributions
to the plan, the employee is permitted to designate (by the due date
for filing his tax return) which portion of the lump-sum distribution

was attributable to employee contributions, and which portion of the
money and property distributed and not rolled over was attributable

to employer contributions to the plan. If the employee fails to make
tihis designation, (1) first, the ordinary income portion of the prop-
erty received and not rolled over will, to the extent thereof, be treated

as being attributable to the employee's contributions to the plan on
a pro-rata basis, and (2) second, the remainder of the property not
rolled over will be treated as being attributable to the rest of the em-
ployee's contributions on a pro-rata basis.

Effective date

The provision applies to qualifying rollover distributions completed
after December 31, 1978, in taxable years ending after December 31,

1978.

Revenue effect

This provision will have a negligible effect on budget receipts.

The property must actually be sold for such a designation to be available.



ff. Rollover contribution to individual retirement plan of distri-

bution to spouse from qualified plan or annuity (sec. 157(g)
of the Act, sees. 403(a)(4) and 408(d)(3), and new sec. 402

(a)(7) of the Code)

Prior law
A participant in a qualified plan who receives a lump-sum distribu-

tion from the plan may avoid current tax by making a rollover contri-

bution to an IRA or to another qualified plan within 60 days after the

date of the distribution. However, inider prior law, the recipient of a

lump-sum distribution on account of the death of a plan participant

was not eligible to engage in a tax-free rollover.

Reasons for change

The Congress concluded that a spouse should have the same IRA
rollover privilege which would have been available to the plan partici-

pant had the participant survived. Accordingly, the Act permits the

spouse of a plan participant to completely or partially roll over a

lump-sum distribution received from a plan on account of the partici-

pant's death into an IRA.

Explanation of provision

Under the Act, if a married individual participating in a qualified

plan dies and his or her spouse receives a distribution from the plan
which qualifies as a lump-sum distribution, the spouse may, within 60

days of the date of the distribution, make a ta,x-free rollover contri-

bution to an IRA of the assets distributed from the qualified plan.

Effective date

The provision applies to lump-sum distributions completed after

December 31, 1078, in taxable years ending after such date.

Revenue effect

This provision will reduce budget receipts by less than $5 million

annually.
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h. Removal of certain restrictions on rollovers (sec. 157(h) of
the Act, and sees. 402(a) ('5) (D) and 408(d) (3) of the Code)

Prior law
If an individual receives a lump sum distribution from a qualified

plan or a complete distribution upon termination of a qualified plan,

the individual may avoid current tax by making a rollover contribu-

tion of the amount of cash plus the property distributed (less any
amount allocable to employee contributions) to an IRA or to another
qualified plan. Under prior law, for a distribution to qualify as a lump
sum distribution, the individual had to have been a participant in

the qualified plan for five or more full taxable years before the taxable

year of the distribution.

An individual is permitted to make a rollover contribution of a
distribution from an IRA to another IRA without including the

amount of the distribution in gross income, providing the rollover

occurs within 60 days after the date of the distribution. Under prior

law, an individual could engage in this type of rollover only one time
during any three-year period.

Reasons for change
The Congress concluded that the restrictions on rollovers as outlined

above are unnecessarily restrictive and could inhibit both portability

and the opportunity of the plan participant to shift his or her invest-

ment medium, or to change IRA trustees, as circumstances warrant.

Thus, the Act eliminates tlie r)-year requirement with respect to roll-

overs from qualified plans, as outlined above, and permits rollover

contributions between IRAs once a year (instead of once every three

years, as under prior law)

.

Explanation of provision

The Act removes the requirement that an individual must partici-

pate in the qualified plan from which he or she receives a lump sum
distribution for 5 or more years in order to be eligible for a tax-free

rollover of the distribution to an IRA or to another qualified plan.

For individuals who received lump sum distributions in a taxable year

beginning in 1978, but who could not engage in a tax-free rollover

because of the five-year participation rule, the Act extends the time

period for making such rollovers to December 31, 1978. The Act does

not modify tlie 5-year requirement for 10-year averaging or capital

gain treatment with respect to a lump-sum distribution.

The Act also reduces the 3-year limitation on rollovers between
IRAs to once each year. An individual is allowed to make rollover

contributions of amounts from one IRA to another once each year.

Effective date

The provision applies to taxable years beginning after December 31,

lc/77.

Revenue effect

This provision will have a negligible effect on budget receipts.
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i. Waiver of excise tax on certain accumulations in individual
retirement accounts or annuities (sec. 157(i) of the Act, and
new sec. 4974(c) of the Code)

Prior law
An individual who has established an individual retirement account

or an individual retirement annuity is required to begin receiving dis-

tributions of a certain minimum amount from the account or annuity
not later than the end of the taxable year in which the individual

reaches age 701^. If an individual fails to make a required minimum
distribution, the individual is subject to an accumulation penalty tax

equal to 50 percent of the amount which was required to be distributed,

but was not distributed. Under prior law, the Secretary of the Treasury
was not given the authority to waive this penalty tax.

Reasons for change

Prior law automatically imposed a flat 50 percent tax on excess

accumulations in an IRA. There are circumstances where these ac-

cumulations (or underdistributions) may occur through no fault of

the plan participant. The Congi-ess concluded that tihe Internal Rev-
enue Service should be allowed to waive the penalty tax where it is

shown that the excess accumulation was due to reasonable error and
that reasonable steps are being taken to correct the situation.

Explanation of provision

The Act gives the Secretary of the Treasury the power to waive the

50-percent accumulation penalty tax in circumstances where the indi-

vidual subject to the tax establishes to the satisfaction of the Secretary
that (1) the shortfall in the amount distributed was due to reasonable
error, and (2) the individual is taking reasonable steps to remedy
the shortfall.

Effective date

The provision applies to taxable years beginning after December 31,

1975.

Revenue effect

This provision will have a negligible effect on budget receipts.
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j. Removal of certain limitations on provision allowing correc-
tion of excess contributions (sec. 157(j) of the Act, and sec.

4973(b) of the Code)

Prior law
A 6-percent excise tax is imposed on an excess contribution to an

IRA. Under prior law, if for a taxable year an individual made an
excess contribution to an IRA but withdrew the amount of the con-
tribution, and any earnings thereon, on or before the date prescribed
by law for filing his or her tax return for the year, the 6-percent excise

tax was not imposed if (1) the excess contribution resulted either from
employer contributions to a qualified plan, governmental plan, or tax-

sheltered annuity, or from the failure of the individual to earn suffi-

cient compensation for the year to make him eligible for the full

amount of the contribution, and (2) the total amount withdrawn from
the IRA did not exceed the excess of $1,500 ($1,750 in the case of a
spousal IRA) over the amount allowable as a deduction for the year
for a contribution to an IRA.

Reasons for change
Prior law permitted an individual to correct an excess contribution

to an IRA by withdrawing that excess before the due date for filing

his tax return, but imposed a dollar limitation which restricted the use-

fulness of this correction technique where the excess amount was made
in connection with a rollover contribution. The Act corrects this situa-

tion by removing the dollar limitation. Under the Act, the full amount
of the excess contribution, plus any earnings thereon, are includible
in the gross income of the individual for the year for which the excess
contribution was made.

Explanation of provision

Under the Act, the dollar limitation is removed. Thus, an individual
who makes an excess contribution to an IRA, withdraws the full

amount of the excess contributed, and any earnings thereon, on or be-

fore tlie date prescribed by law for filing the tax return for the
year (including extensions) and does not take a deduction for the
excess contribution, will be treated as not having made an excess con-
tribution for the year. Accordingly, no 6-percent excise tax will be
imposed for the year witih respect to the excess contributed. The
earnings on the excess contributed up to the date of withdrawal will

be includible in the gross income of the individual for the year for
which the excess contribution was made, but will not be subject to a
10-percent early distribution tax.

Effective date
The provision applies to contributions made for taxable years be-

ginning after December 31, 1977.

Revenue effect

This provision will have a negligible effect on budget receipts.

(116)



k. Simplification of return requirement with respect to individual
retirement plans (sec. 157 (k) of the Act, and sec. 6058 of the
Code)

Prior law
Under prior law, an individual who established an IRA was required

to file a tax return with respect to the IRA for each year of its exist-

ence irrespective of whether, in any particular year, the individual
contributed to the IRA, made withdrawals or received distributions

from the IRA, engaged in a prohibited transaction with respect to the
IRA, or incurred a penalty tax with respect to the IRA.

Reasons for change
The Congress concluded that a taxpayer should not be required to

file a separate tax form in connection with the IRA for years where
there is no activity other than making allowable contributions to, or

receiving permissible distributions from, the IRA. Thus, the Act elim-

inates the separate filing requirement under these circumstances.

Explanation of provision

Under the Act, an individual does not have to file a tax return for
an IRA for any taxable year (1) for which no penalty tax is imposed
with respect to the IRA, and (2) for which no activity is engaged in

with respect to the IRA other than making deductible contributions
to, and permissible distributions from, the IRA. (Under the Act, sepa-
rate reporting may still be required with respect to rollover contri-

butions.) Information with respect to a deductible contribution or
a permissible distribution will be included on the regular Form 1040.

(Presently this information is reported both on the Form 1040 and on
a separate form.)

Effective date

The provision applies to taxable years beginning after December 31,

1977.

Revenue effect

This provision will have no effect on budget receipts.
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F. OTHER INDIVIDUAL TAX PROVISIONS

1, Tax Treatment of Certain Government Scholarship and Award
Programs (sec. 161 of the Act)

Prior law

Uniformed Services Health Professions Scholarships

Public Law 95-171 provides that participants in the Uniformed
Services Health Professions Scholarship Programs (including the

Armed Forces and Public Health Services programs) entering before

1979 may exclude from their income amounts received under those pro-

grams through 1982.

National Research Service Awards
In 1977, the Internal Revenue Service ruled (Rev. Rul. 77-319) that

amounts received as National Research Service Awards under the Pub-
lic Health Service Act of 1974 (42 U.S.C., sec. 2891(1)), which have
no specific statutory exclusion, are not excludable scholarships or

fellowship grants.

Reasons for change
In view of Congressional and Administration concern regarding the

need for health professions scholarships for the Uniformed Services,

the Congress believes that these scholarships should continue to be ex-

cluded from gross income pending a comprehensive review of the ap-

propriate tax treatment of these grants as a part of the overall national

policy toward the military and other uniformed service health profes-

sions programs. The Congress also believes that amounts received as

National Research Service Awards should be accorded tax-exempt
treatment pending further study.

Explanation of provisions

Uniformed Services Health Professions Scholarships

The Act extends the exclusion provided under prior law for partici-

pants in the Uniformed Services Health Professions Scholarship pro-

grams (including the Armed Forces and Public Health Professions
Scholarship programs) so that students entering tlie programs in 1979
may exclude amounts received under these programs through 1983.

This one-year extension generally will cover program participants en-

tering medical school in 1979 for their four years of training.

National Research Service Awards
In addition, the Act provides tax-exempt scholarship treatment for

National Research Service Awards made through 1979 for the duration
of such awards.
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Effective date

The provision extending the tax exemption for participants in the

Uniformed Services Health Professions Scholarship programs is ef-

fective with respect to students entering programs in 1979, and ap-

plies to amounts received by them through 1983.

The tax-exempt scholarship treatment for National Research Serv-

ice Awards applies to awards made during calendar vears 1974 through
1979.

Revenue effect

The one-year extension of tax exemption for Uniformed Services

Health Professions Scholarship programs will reduce budget receipts

by less than $5 million per year for fiscal years 1979-1983.

The tax exemption tor National Research Service Awards will re-

duce budget receipts by $52 million in fiscal year 1979 (which includes

liabilities for prior years)
, $18 million in fiscal year 1980, $10 million in

fiscal year 1981, and less than $5 million in fiscal year 1982.



2. Cancellation of Certain Student Loans (sec. 162 of the Act and
sec. 61 of the Code)

Prior law
Under prior and present law, gross income means all income, from

whatever source derived, including income from discharge of indebt-
edness, unless otherwise provided by law (sec. 61). However, subject
to certain limitations, gross income does not include any amount re-

ceived as a scholarship at an educational institution or as a fellowship
grant (sec. 117(a) ). An amount paid to an individual to enable him
or her to pursue studies or research does not qualify as a scholarship
or fellowship grant if such amount represents compensation for past,

present, or future employment services or if such studies or research
are primarily for the benefit of the grantor (Treas. regs, § 1.117-4 (c) )

.

Under certain student loan programs established by the United
States and by State and local governments, all or a portion of the
loan indebtedness may be discharged if the student performs certain
services for a period of time in certain geographical areas pursuant
to conditions in the loan agreement. In 1973, the Internal Kevenue
Service ruled on a situation in which a State medical education loan
scholarship program provided that portions of the loan indebtedness
were discharged on the condition that the recipient practice medicine
in a rural area of the State. The Service determined that amounts
received from such a loan program were included in the gross income
of the recipient to the extent that repayment of a portion of the
loan is no longer required (Rev. Rul. 73-256, 1973-1 C.B. 56). On
November 4, 1974, the Service determined that this ruling would be
applied only to loans made after June 11, 1973, the date of the ruling
explained above (Rev. Rul. 74-540, 1974-2 C.B. 38).

Section 2117 of the Tax Reform Act of 1976 (P.L. 94-455) provided
that in the case of loans forgiven prior to January 1, 1979, no amoimt
was to be included in gross income by reason of the discharge of all or
part of the indebtedness of the individual under certain student loan
programs. The exclusion applies to a discharge of indebtedness if the
discharge was pursuant tx) a provision of the loan agreement undei'

which all or part of the indebtedness would be discharged if

the individual works for a certain period of time in certain

professions in certain geographical areas or for certain classes of em-
ployers. The amendment made by the 1976 Act applies to student loans

made to an individual to assist in attending an educational institution

only if the loan was made by the United States or an instrumentality

or agency thereof or by a State or local government either directly

or pursuant to an agreement with an educational institution.

Reasons for change
Many States and cities have experienced difficulty in attracting

doctors, nurses, and teachers to serve certain areas, including both
rural communities and low-income urban areas. A provision in stu-
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dent loan programs for loan cancellation in certain circumstances is

intended to encourage the recipients, upon graduation, to perform
needed services in such areas. In these circumstances, the loan can-
cellation is not primarily for the benefit of the grantor (as the Service
ruled in 1973), but for the benefit of the entire community. The px-

elusion from income of the amount of indebtedness discharged in
exchange for these services promotes the purpose of the programs.

Explanation of provision

The provision extends to loans forgiven prior to January 1, 1983,
the exclusion from income provided by the Tax Reform Act of 197H
with respect to cancellation of certain student loans.^ Accordingly, no
amount will be included in gross income by reason of the discharge
of all or part of a student loan of the type described in section 2117
of the 1976 Act if the loan is forgiven prior to January 1, 1983.

Effective date

The provision applies with respect to loans forgiven prior to
January 1, 1983.

Revenue effect

This provision will reduce budget receipts by less than $5 million
per year for fiscal years 1979-1983.

^ This provision was added to the Revenue Act of 1978 by a Senate Finance
Committee amendment. The provision had earlier been added by Senate floor
amendment to a separate bill, H.R. 112, as passed by the Senate, with amend-
ments, on August 23, 1978.



3. Tax Counseling for the Elderly (sec. 163 of the Act)

Prior law
Prior law provided a number of specific tax benefits for elderly or

retired individuals ; however, it contained no provision dealino; with
tax counseling for the elderly. The Internal Revenue Service has,
however, established a Volunteer Income Tax Assistance (VITA)
pi-ogram which provides individual taxpayer assistance through the
use of Internal Revenue Service-trained volunteers.

Reasons for change
Preparation of a tax return is frequently a difficult task for the el-

derly. Upon reaching retirement age, taxpayei-s are often confix>nted
with new provisions and complex forms. They often must complete
a tax credit for the elderly schedule or a retirement income credit

schedule, determine the taxable portion of retirement annuities,
or compute the taxable gain when they sell their residences. For an
untrained elderly individual, who has perhaps had no experience with
the preparation of (ax returns other than the short, form 1040A, this

change in circumstances may result in overpayment of tax. Alterna-
tively, elderly t^ixpayers may have to rely upon expensive professional
taxpayer services.

The Congress believed that these problems would be mitigated if

the Internal Revenue Service were to expand substantially its tax
counseling service particularly tailored to the needs of the elderly.

The Congress believed that the needs of the elderly in this area are
not being adequately met because of the limited scope of the VITA
program. Accordingly, the Act authorizes the Internal Revenue Serv-
ice to enter into arrangements with private or public nonprofit institu-

tions pui-suant to which the IRS will furnish the training and
technical assistance necessary to enable these nonprofit institutions to

establish tax counseling programs for the elderly.

Explanation of provision

The Act authorizes the Secretary of the Treasui-y, through the In-
ternal Revenue Service, to enter into training and technical assistance
agreements with private or public nonprofit agencies and organiza-
tions to prepare volunteei'^ to provide tax counseling assistance for
elderly individuals in the preparation of their Federal income tax
returns. An "elderly individual'- is defined as a pereon who has reached
the age of 60 as of the close of a taxable year.

Under the Act, the Service is authorized to provide reimbursement
to volunteers for transportation, meals, and other expenses incurred
by them in training or providing counseling assistance. The amounts
received by the volunteers as reimbureement for these expenses are to
be exempt from income and social security taxes, except to the extent
that a charitable contribution or other deduction is claimed for these
expenses. The Secretary is authorized to provide the volunteers with
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preferential access to Internal Revenue Service taxpayer service rep-

resentatives and make available technical information and material
needed for their use.

Additionally, the Act provides that, from time to time, the IRS is

to direct the attention of elderly individuals to tax measures of partic-

ular interest and application to the elderly, such as the tax credit for
the elderly (under sec. 37 of the Code) and the provision reducing the
tax on the capital gain on the sale of a residence for those age 55 anrl

over (sec. 121 of the Code)

.

The Act authorizes to be appropriated to carry out the intent of this

provision the amount of $2!.5 million for fiscal year 1979 and $3.5

million for fiscal year 1980.

Effective date

This provision is effective on the date of enactment of the Act. ( No-
vember 6, 1978).

Revenue effect

This provision will have a negligible effect on budget receipts.



4. Employer Educational Assistance Programs (sec. 164 of the
Act and new sec. 127 of the Code)

Prior law
Under prior law, there was no provision for a specific exclusion

from an individual's income for educational assistance provided by an
employer. Thus, a determination whether an individual was required
to include in income money or benefits furnished to assist him in his

education generally was governed by sections 61 and 117 of the Code.
Section 61 provides that, unless otherwise excluded by law, gross

income means all income from whatever source derived including,
but not limited to, compensation for services. Under section 117, sub-
ject to certain qualifications, amounts received as scholarships at

educational institutions and amounts received as fellowship grants
are excluded from gross income.^ The exclusion also covers incidental
amounts received to cover expenses for travel, research, clerical help,
and equipment.
The exclusion for scholarships and fellowship grants is restricted

to educational grants by relatively disinterested grantors who do
not require any significant consideration from the recipient.^

Under present law (Treas. reg. § 1.162-5), educational expenditures
made by an individual for his own education generally are deductible if

they are for education that (1) maintains or improves skills required
by the individual's employment or other trade or business, or (2) meets
the express requirements of the individual's employer or the require-

ments of applicable law or regulations imposed as a condition to the
retention by the individual of an established employment relationship,

status, or rate of compensation. These types of education are common-
ly called "job-related education." However, no deduction is allowed for

expenditures for education required of the individual in order to meet
the minimum educational requirements for employment qualification

in the individual's employment or other trade or business or for ex-

penditures for education which is part of a program of study which
will qualify the individual in a new trade or business. Such expenses
may not be deducted even if the education maintains or improves
skills required by the individual in the individual's employment or

other trade or business or meets the express requirements of the in-

dividual's employer or applicable law or regulations. Nondeductible

^ To some extent, qualifications differ for individuals who are candidates for

degrees and individuals who are not degree candidates. A degree candidate
cannot exclude any amount to the extent it represents compensation for teaching,

research, or other part-time services which the individual is required to render
in order to obtain the grant unless such services are required of all candidates
for a particular ^egree as a condition for receiving the degree.

In the case of a non-degree candidate.the exclusion is available only for up
to $300 per month for no more than 36 months and then only if the grantor of

the scholarship is a qualified governmental unit, charity, or international or-

ganization.
" Bingler v, Johnson, 394 U.S. 741 (1969)

.
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educational expenditures are personal expenses of the employee. Sim-
ilarly, expenses which are incurred by an individual for recreation

and which are not connected with a trade or business or the production

of income, such as taking courses in connection with a hobby, are

personal expenses of the individual and are not deductible. Thus, un-

less the educational expenses are deductible to the individual under
the above rules, an employee ordinarily will have income which is not

offset by deductions in the following situations

:

(1) the employee is reimbursed for educational expenses by the

employer

;

(2) the employee's educational expenses are paid directly by
the employer; or

(3) the employer furnishes educational services directly to the

employee.
An employer ordinarily can deduct amounts paid or incurred to

provide educational assistance to employees because such amounts
are treated as compensation under section 61.^ However, such amounts
may be nondeductible in some cases, for example, either as excessive

compensation or as dividends, if the benefitted employees are share-

holders.

Generally, unless specifically excluded by statute, all remimeration
paid to employees, regardless of the form in which paid, constitutes

wages subject to withholding of income and employment taxes. Remu-
neration is not necessarily excluded from the definition of employ-
ment tax wages for purposes of employment taxes and income tax with-

holding simply because it is excludible from gross income under the

Code. However, Treasury regulations provide that certain ad-

vances and reimbursements paid to employees for ordinary and
necessary business expenses are excluded from the definition of

wages for withholding and employment tax purposes. Pursuant to

these regulations, the Internal Revenue Service has ruled that educa-

tional expenses paid on behalf of, or reimbursed to, an employee for

courses which maintain or improve skills required in employment, or

meet express requirements of an employer as a condition to retaining

employment, that is, job-related educational expenses, are excludable

from the wages of the employee for purposes of employment taxes

and income tax withholdmg. If the courses do not satisfy these

tests, their cost has been considered a personal expense of the employee
and the advance or reimbursement is includible in wages and subject

to employment taxes and withholding.*

Reasons for change

The Congress believes that the treatment of employer-provided
educational assistance under prior law occasionally gave rise to in-

equitable administration, added to the complexity of the tax system,

^ In situations where an employer acqixires items with a useful life in excess of

one year and uses them for the direct furnishing of educational assistance to

employees, the cost would have to be recovered through deductions for deprecia-

tion over the useful lives of such items. In ojther situations, the deductions

would normally be allowed when the amount is paid or incurred (depending on
the employer's method of accounting).

'See Treas. Reg. S§ 31.3r21(a)-l(h), 81.330G(b)-l(h ), and 31..3401(a) -1(b)

(2) ; Rev. Ruls. 7S-184, 1978-1 C.B. 304; 76-62, 1976-1 C.B. 12; 76-71, 1976-1

G.B. 308 ; and 76-352, 1976-2 C.B. 37.
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and may have acted as a disincentive to continuing education, partic-
ularly among those at the lower end of the economic scale.

Because ambiguities exist in the "improve or maintain skills" test,

the taxability of educational assistance programs of particular em-
ployers necessarily has depended on IRS agents' case-by-case analyses
of the skills needed for the jobs held by each employee participating in
such programs.
The "job-related" distinction often seems both ambiguous and re-

strictive. For example, if a person with little or no work experience is

employed in an entry-level position and receives training from his
employer to advance to a job requiring some greater skills or experi-
ence, the value of the training may be taxable. This may discourage
self-improvement. If a typist, for example, receives training to be a
secretary, or if a secretary receives training in a paralegal program,
it might be considered not job-related. Also, if a clerical employee
receives computer training, it may be treated as not job-related, even
though the employee's job may require computer skills in the future
because of normal advances in business technology.
The Congress believed it is important to reduce the complexity of

the law in this area. Not only must the Internal Revenue Service use
valuable personnel time in making determinations of taxability, but
employees and employers also must justify their positions. The em-
ployer also must determine whether income tax withholding and
employment taxes apply to reimbursement-
More serious than the potential inequities of administration and the

complexities of the tax law is the disincentive to upward mobility.
Although most citizens recognize the need to provide greater access

to educational and economic opportunity to those who have had limited

access in the past, the tax law has required out-of-pocket tax payments
for employer-provided educational assistance from those least able to

pay, even though they receive only services, not an increased paycheck.
Therefore, the Act provides an exclusion for employer-provided

educational assistance. To avoid abuse of this expanded tax-free treat-

ment of educational assistance, the Act limits the exclusion to benefits

provided to employees and provides nondiscrimination rules.

Explanation of provision

General

The Act excludes from an employee's gross income amounts paid

for expenses incurred by the employer for educational assistance to

the employee if such amounts are paid or such expenses are incurred

pursuant to a program which meets certain requirements. In the case

of education paid for, or furnished by, an individual's employer under'

such a program, the provision eliminates the need to distinguish job-

related educational expenses from personal educational expenses for

income tax purposes.^

ExcludabJe henefits

The educational benefits which may be excluded from income are

those furnished by an employer only to employees. The types

of educational assistance which may be furnished are not restricted.

^ However, such a distinction still would have to be made in situations where
the education is not excluded under this provision.
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The employer may provide educational assistance to the employee

directly or the employer may reimburse the employee for the latter's

expenses. Under the Act, an employee can exclude from income tuition,

fees, and similar payments, as well as the cost of books, supplies, and

equipment paid for, or provided by, his employer; however, the em-

ployee cannot exclude tools or supplies which the employer provides

and which the employee may retain after completion of the course of

instruction. Meals, lodging, or transportation also may not be excluded

under this section. There is no restriction as to who may furnish the

educational assistance. Such assistance may be furnished by an educa-

tional institution or any other party. Also, the employer, alone or in

conjunction with other employers, may furnish the education directly

to the employees. The education which may be furnished is not limited

to job-related courses nor to courses which are part of a degree pro-

gram. However, the exclusion does not apply to educational assistance

furnished for courses involving sports, games, or hobbies, except where

the education provided involves the business of the employer.

For a program to qualify under this provision, the employees must
not be able to choose taxable benefits in lieu of the educational

benefits. In administering this rule, the business practices of an em-
ployer, as well as the written program, are to be taken into account.

A taxpayer may not claim any deduction, for example, a business

expense deduction, nor may he claim any credit with respect to any
amount which is excluded from his income under this provision. Thus,

no double tax benefit may be obtained.

An employer educational assistance program is not required to be

funded nor to be approved in advance by the Internal Revenue
Service.

Nondiscrimination requirements

In order to be a qualified program, an educational assistance pro-

gram also must meet requirements with respect to nondiscrimination
in eligibility. The Act requires that a program must benefit employees
who qualify under a classification set up by the employer and found
by the Secretary not to be discriminatory in favor of employees who
are officers, owners, highly compensated individuals, or their depend-
ents. The program must be available to a broad class of employees
rather than to a particular individual. However, employees may be

excluded from a program if they are members of a collective bargain-

ing unit and there is evidence that educational assistance benefits were
the subject of good faith bargaining between the unit and the employer
or employers offering the program.
The Act specifically provides that a program shall not be considered

discriminatory merely because it is utilized to a greater degree by one
class of employees than by another class or because successful com-
pletion of a course, or attaining a particular course grade, is required

for, or considered in, determining reimbursement under the program.
Reasonable notification of the availability and terms of the pro-

gram must be provided to eligible employees.

Operation

Under the Act, the exclusion does not apply if the program discrim-

inates in favor of certain employees. A program is discriminatory if
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more than 5 percent of the benefits can be paid to shareholders or
owners (or their spouses or dependents), each of whom (on any day
of the year) owns more than 5 percent of the stock or of the capital

or profits interest in the employer.

Special rules

An individual who qualifies as an employee within the definition of

section 401(c) (1) of the Code also is an employee for purposes of

these provisions. Thus, in general, the term "self-employed individ-

ual" means, and the term "employee" includes, individuals who have
earned income for a taxable year, as well as individuals who would
have earned income except that their trades or businesses did not
have net profits for a taxable year.

An individual who owns the entire interest in an unincorporated
trade or business is treated as his own employer. A partnership is

considered the employer of each partner who is also an employee of the

partnership.
For determining stock ownership in corporations, this provision

adopts the attribution rules provided under subsections (d) and (e)

of section 1563 (without regard to sec. 1563(e) (3) (C) ). The Treasury
Department is to issue regulations for determining ownership inter-

ests in unincorporated trades or businesses, such as partnerships or
proprietorships, following the principles governing the attribution of
stock ownership.
The Act also provides that amounts excluded from income as edu-

cational assistance are not to be treated as wages subject to withholding
of Federal income tax nor as wages subject to employment taxes.

Effective date

This provision applies to taxable years beginning after December 31,

1978, but does not apply to taxable years beginning after Decem-
ber 31, 1983.

Revenue effect

This provision will reduce budget receipts by $18 million in fiscal

year 1979, $28 million in fiscal year 1980, and $39 million in fiscal year
1983.



TITLE II—TAX SHELTERS AND PARTNERSHIP
PROVISIONS

A. TAX SHELTER PROVISIONS: MODIFICATION OF AT RISK RULES

(Sees. 201-204 of the Act and sees. 465 and 704(d) of the Code)

Prior law
The Tax Eeforin Act of 1976 contained two "at risk" rules dealina'

with tax shelters. These rules are designed to prevent a taxpayer from
deducting losses in excess of his actual economic investment in ihe

activity involved.

The first of these at risk rules—"the specific at risk rule"—applied

to four specific activities: (1) farming; (2) exploring for, or exploit-

ing, oil and natural gas resources; (3) holding, producing, or dis-

tributing motion picture films or video tapes; and (4) leasing of

personal property (sec. 465). This specific at risk rule applied to all

types of taxpayers other than regular corporations (that is, corpora-

tions which are not subchapter S corporations or personal holding
companies)

.

Under the specific at risk rule, a taxpayer's loss for any taxable

year from covered activities is limited to the amount the taxpayer has

placed at risk and could actually lose from this activity. Initially, the

amount at risk is generally the sum of (1) the taxpayer's cash con-

tributions to the activity, (2) the adjusted basis of other property
contributed to the activity, and (3) amounts borrowed for use in

the activity with respect to which the taxpayer has personal liabilitv

for repayment. Generally, this amount is increased by the taxpayer s

share of income and it is decreased by his share of losses and with-

drawals from the activity.

The taxpayer is not generally considered at risk with respect to

the proceeds (or his share of the proceeds) of a nonrecourse loan

used directly or indirectly to finance his participation in the activity.

Additional rules are provided to prevent avoidance of this rule by
cross-collateralization of property involved in two different activities

and borrowing from other participants in the same activity. Also, a
taxpayer is not considered at risk to the extent his economic partici-

pation is protected from loss by guarantees, repurchase agreements,

or insurance (except casualty insurance)

.

Losses which may not be deducted for any taxable year because of

the specific at risk rule are deferred and may be deducted in any sub-

sequent year in which this at risk limitation does not prevent the

deduction.
The other at risk rule—"the partnership at risk rule"—applied

generally to activities engaged in through partnerships. This rule

(sec. 704(d)) provided that, for purposes of the limitation on allow-

ance of partnership losses, the adjusted basis of a partner's interest
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did not include any portion of any partnership liability with respect

to which the partner did not have any personal liability. However,
there were two exceptions to this rule. First, the i-ule did not apply to

any activity to the extent that the specific at risk rule (sec. 465)
applied. Second, the rule did not apply to any partnership the prin-

cipal activity of which was investing in real property (other than
mineral property).

Reasons for change
The at risk rules of prior law imposed a significant limitation on

many types of tax shelters. However, the rules did not cover three

types of tax shelter situations. First, except in the case of the four
types of activities specified in section 465, the at risk rules did not
apply to direct investments. Second, the at risk lailes did not apply to

many types of closely held corporations which may use tax shelters.

Third, the prior at risk provisions failed to adequately deal with situa-

tions where a taxpayer received distributions (or otherwise reduced
his original at risk basis through debt guarantees, conversion of debt

from recourse to nonrecourse, etc.) after having used his at risk basis

to support losses in a prior year.

Except for the four activities to which the specific at risk rule

applied, neither of the at risk iiiles applied to direct investments
(i.e., investments made directly, not through partnerships). Essen-
tially, the lack of any application of the at risk principles to direct

investments constituted a major gap in the tax law in dealing with tax

shelter abuses.

Thus, the Act provides a revised at risk rule wliich will apply to

investments (direct or indirect) in all activities except real estate.

Under prior law, the at risk rule was applicable only to subchapter S
corporations and personal holding companies, and not to other closely

held corporations. Other closely held corporations were able to use

tax shelter deductions to avoid the accumulated earnings tax or to

shelter income on which owner-employees would otherwise pay tax

at the individual level. To eliminate this type of income sheltering by
these corporations, the Congress concluded that the at risk rules should

be extended to closely held corporations, except those the primary
activity of which involves equipment leasing.

Under a literal interpretation of prior law, subsequent withdrawals
of amounts originally placed at risk (or changes in the status of such

amounts so that they are no longer at risk) could have been made
without the recapture of previously allowed losses. Since this circum-

vented the intent of the at risk limitation, the Act requires the recap-

ture of previously allowed losses when the amount at risk is reduced

below zero by withdrawals or changes in the status of amounts from
at risk to not at risk.

Explanation of provisions

In general

The Act revises the at risk rules by applying the specific activity at

risk rule to all activities other than real estate. The partnership at risk

rule is therefore repealed as redundant. The revised at risk rule also

applies to corporations in which 5 or fewer individuals own more than
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50 percent of the stock (except for certain situations involving equip-

ment leasing). In the case of an affiliated group of corporations, the
revised at risk rule is to apply to all corporations in the group if it

applies to the common parent. Finally, the revised at risk inile requires

a taxpayer to recapture losses previously claimed if he received dis-

tributions in excess of his at risk basis or if the amount which had
previously been at risk is reduced below zero by the conversion of

recourse debt to nonrecourse debt, by the commencement of a guar-
antee, or by similar changes in the amount of a taxpayer's at risk basis.

Extending the at risk rule to all aetimties other than real estate

In general.—The Act extends tlie specific at risk rule to all activities

except real estate and repeals the partnership at risk rule. For the

newly covered activities, the specific at risk rule covers activities which
are engaged in either a trade or business (or a part thereof) or for

the production of income.
Aggregation of activities.—^The Act provides separate rules for ag-

gregation and separation of the activities to which the at risk rule is

extended by the Act. In general, it is provided that, with respect to

these newly covered activities, those activities conducted by taxpayers
other than partnerships and subchapter S corporations and which
together constitute a trade or business shall be treated as one activity if

the taxpayer actively participates in the management of the trade or
business; the same treatment would apply in those cases where the
trade or business is carried on by a partnership or subchapter S cor-

poration and 65 percent or more of the losses from the taxable year is

allocable to persons who actively participate in the management of
the trade or business.

The determination of whether a person actively participates in

the operation or management of a trade or business depends upon the
facts and circumstances. Factors which tend to indicate active par-
ticipation include participating in the decisions involving the opera-
tion or management of the trade or business, actually performing
services for the trade or business, or hiring and discharging employees
(as compared to only the person who is the manager of the trade or
business). Factors wliich tend to indicate a lack of active participa-
tion include lack of involvement in management and operation of the
trade or businass, having authority only to discharge the manager of
the trade or business, or having a manager of the trade or business
who is an independent contractor rather than an employee.

Furthermore, the Internal Revenue Service is given specific au-
thority to prescribe regulations under which the activities which are
made subject to tlie at risk limitation by the Act are to be aggregated or
treated as separate activities. Thus, the regulations might provide for
the aggregation of certain related activities which together do not nec-
essarily constitute a trade or business, particularly M'here the activities

involved do not have significant tax shelter potential. On the other
hand, if one or more of the activities have tax shelter characteristics,
the regulations may require separate activity treatment for one or
more activities which constitute a single trade or business and which,
under the rules described in the preceding paragi^aphs, would qualify
for aggregation. Tax shelter characteristics which may be taken into
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account in the regulations include the presence of accelerated deduc-
tions, mismatching of income and deductions, substantial nonrecourse
financing, novel financing techniques which do not conform to stand-
ard commercial practices, property whose value is subject to substan-
tial imcertainty, and the marketing of the activity to prospective in-

vestors as a tax shelter. In the absence of regulations permitting or
requiring aggregation, it is anticipated that each investment which is

not part of a trade or business will be treated as a separate activity,
and separate investments will not be aggregated.

Exclusion for real property.—In the case of activities to which the
Act extends application of the at risk rule, the holding of real prop-
erty (other than mineral property) is to be treated as a separate ac-

tivity,^ and the at risk rule is not to apply to losses from tliis activity.^

For purposes of this exclusion, personal property and services

which are incidental to making real property available as living
accommodations shall be treated as part of the activity of holding
such real property. For example, this exception is intended to exclude
from application of the at risk rule situations where a taxpayer owns
and operates a hotel or motel. In such instances, the making available
of personal property such as furniture and services in conjunction
with the renting of the hotel or motel room are to be considered inci-

dental to making real property available as living accommodations.
Similarly, providing personal property and services in renting a fur-

nished apartment are to be considered incidental to making real prop-
erty available as living accommodations.

In situations where a trade or business involves both the holding of
real property (other than mineral property) and the provision of
personal property and services which are not incidental to making
real property available as living accommodations, the holding of the
real property will be treated as a separate activity which is not subject

to the at risk rule ; the remainder of the trade or business will be
treated as a separate activity (or separate activities) to which the at

risk i-nle would apply.^ In these situations, an allocation of the re-

ceipts, income, deductions, and basis of the activities would be made.
The allocation of income to the real property would equal that amount
of income which bears the same ratio to the total amount of income

1 It is contemplated, however, that in certain instances tlie Internal Revenue
Service, pursuant to its authority to do so, will prescribe regulations providing
for permissible aggi-egation of other activities with a real estate activity if

the other activities do not have significant tax shelter characteristics, such as
nonrecourse financing.

2 If a partnership ("investing partnership") is a partner in another partner-
ship ("primary partnership") and the primary partnership is engaged in a real

estate activity which is not subject to the at risk rules, the partners of the
investing partnership would not be subject to the at risk rule with respect to its

activity of investing in the primary partnership to the extent that such invesment
is attributable to the real estate activity.

3 In the case of a nursing home or old age home, the health care and meals
provided would not be considered part of the real estate activity. Providing
health care and food services are not incidental to making real property avail-
able as living accommodations. Consequently, a separation of the real proi)erty
activity and the health care and meals activity (or activities) would be required.
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as the real property related deductions bear to the total deductions/
For this purpose, deductions for administrative expenses or general
overhead relating" to real estate and other activities are to be reason-
ably allocated.

As an alternative to the method of allocation described above, if

the fair rental value of the real property can be clearly established,

taxpayers may elect to treat the fair rental value of the real property
involved as the amount of income allocable to that property.^
The Act does not change the treatment provided under the Tax

Reform Act of 1976 with respect to real estate used in one of the speci-

fied activities covered by the 1976 Act provisions (farming, oil and gas
activities, motion pictures, or leasing of personal property). This real

estate would be treated as part of the activity, rather than as a separate
activity. Thus, for example, real property used in farming would be
considered a part of the farming activity subject to the at risk rules.

Loans from, related and interested parties.—The Tax Reform Act
of 1976 (sec. 465(b) (3)) specifically requires that a taxpayer not be
considered at risk with respect to amounts borrowed for use in an
activity (or which are contributed to the activity) if the amounts are

borrowed from any person wdio has an interest in the activity (other

than that as a creditor) or who is related to the taxpayer (as described

in sec. 267(b) ). (Loans by governmental bodies which do not have any
present or optional equity interest in tlie activity are not subject to

this rule.) Although this rule continues to apply to the four specified

activities, the Act provides that it is not to apply to the activi-

ties which are newly made subject to the at risk provision by the Act,

except to the extent provided in regulations prescribed by the Treas-
ury. The regulations may make this provision applicable to activities

involving tax shelter characteristics, such as the presence of property
the value of which is subject to substantial uncertainty, activities of a
speculative nature, the unavailability of similar financing on similar

terms from unrelated, commercial lenders, and the presence of terms or
conditions under which either the loan becomes nonrecourse in later

taxable years or the taxpayer can convert the obligation from a re-

course obligation to a nonrecourse (or guaranteed) obligation in later

years.

4 For example, assume that an individual owns and operates a restaurant and
the individual incurs a loss of $100,000 which is determined as follows : $500,000
gross receipts, $400,000 cost of goods sold, $(50,000 restaurant exijenses (including
depreciation on restaurant personal property) and $150,000 for real estate taxes,

depre;iation on the structure, repairs and maintenance to the structure, and
interest on the mortgage secured by tlie real property. In this instance, $12.5,000

of the gross receipts would lie allocated to the real property, computed as follows:
$150,000 real property expenses divided by $600,000 total exi>enses multiplied

by $,500,00'1 income equals $125,000.
Consequently, tlie feal property activity would be treated as having incurred

a loss of $25,000 ($125,000-$! 50,000) and the restaurant activity a loss of $75,000
($375,000-$450,000). Only the restaurant activity loss would be subject to the at

risk limitation.
^ Thu.«, if in the example set forth under footnote 4, the taxpayer could estab-

Itsh that the annual fair rental value of the land and structure involved was
$100,000, that amount (as opposed to the $125,000 derived under the allocation

formula) would be treated as the receipts allocable to the real property.
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Repeal of partTiership at risk rules.—Since all the activities pre-
viously covered by the partnership at risk rules are now covered by
the new expanded version of the specific at risk rules under section

465, the partnership at risk rules of section 704(d) are repealed, effec-

tive for taxable years beginning after December 31, 1978.*^ The Act
provides tliat any losses which have been disallowed for a taxable
year pursuant to the partnership at risk rules of section 704(d) will

be treated as if they had been disallowed by the specific at risk rule

of section 465 and, as a consequence, will be treated as a deduction
in the first taxable year beginning after December 31, 1978.

However, the Act continues a transitional rule in the 1976 Act.
Under this transitional rule, the at risk rule is not to apply to partner-
ship liabilities which were not subject to section 704(d) (as in effect

before the date of the enactment of this Act) by reason of section 213
(f ) (2) of the Tax Eeform Act of 1976.

Extension of at risk rules to closely held corporations

In general.—Under prior law, the only corporations to which the
specific at risk rule applied were subchapter S corporations and per-

sonal holding companies. The Act extends the application of this rule

to all corporations in which five or fewer individuals own more than
50 percent of the stock at any time during the last half of the taxable
year.''

A determination of whether the stock ownership test is satisfied is

generally made by reference to the stock ownership rule for personal
holding companies under section 542(a) (2). Thus, a corporation will

be subject to the at risk rule if, at any time during the last half of the
taxable year, more than 50 percent in value of its outstanding stock is

owned, directly or indirectly, by or for not more than 5 individuals.

The term "individuals"' includes estates and trusts. (See sec. 641(b).)
Moreover, in applying this stock ownership rule, a pension trust, a

supplemental employment benefit trust (sec. 501 (c) (17) ) , a charitable
organization (described in sec. 509(a)), or a portion of a trust per-

manently set aside or to be used exclusively for charitable purposes
(described in sec. 642(c) ) shall be considered an individual. However,
in determining whether 5 or fewer individuals own more than 50 per-

cent of the stock of a corporation, the attribution rules of section 318,

not section 544, are to a]>ply.

If a corporation meets these ownership requirements, it will be sub-

ject to the at risk rules even if it does not meet other definitional re-

quirements of a personal holding company (see sec. 542(a) (1) ) or be-

cause it is excepted from personal holding company status (by sec.

542(c)).
Exception for certain equipment leasing activities.—Under the Act,

the at risk rule does not apply to closely held corporations (i.e., where

" The partiiershiij at risk rule of prior law applied to corporate partners in a
partnership which was engaged in activities which were neither subject to the pro-
visions of the specific at risk rule nor involve real property (other than mineral
property). Consequently, thie repeal of the partnership at risk rule (even with the
extension of the si>ecific at risk rule to certain closely-held corporations) results

in the elimination of the applicability of the at risk rule to more widely held
corporations.

^ The provision continues to apply to all subchapter S corporations.
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five or fewer individuals own more than 50 ])ercent in value of the stock

of the corporation) , other than subchapter S corporations, to the extent

they are actively engaoed in leasing- equipment which- is section 1245

property. A closely held corporation will not be considered to be ac-

tively engaged in equipment leasing unless 50 percent or more of its

gross receipts for the taxable year are attributable to equipment leasing.

For purposes of this test, gross recei])ts include gross receipts from
the sale or the servicing of the same type of equipment leased by the

corporation.^ "Equipment leasing'' includes the leasing of such tangible

personal property as computers,^ copiers, calculators, airplanes, auto-

mobiles, tractore, cranes, railroad cars, and furniture. "Equipment
leasing" does not include the leasing of master recordings and other

similar contractual arrangements made with respect to tangible or

intangible assets associated with literary, artistic, or musical proper-

ties (such as books, lithographs of works of art, or musical tapes).

Equipment leasing also does not include any lease activity which is

described in section 465(c) (1) (A), (B), or (D) (relating to motion
picture films or video tapes, farming, and oil and gas property). Thus,
for example, the lease of a video tape (which is described in section

465(c) (1) (A) ) is not considered to be equipment leasing.

Losses attributable to an equipment leasing activity, which were
suspended as a result of the application of the at risk rule, are to

become fully deductible for the first taxable year in which the corpora-

tion meets the 50 percent or more gross receipts requirement. For the
fii-st taxable year in M-hich a corporation fails to meet the 50 percent or
more gross receipts requirement, the at risk basis in the equipment
leasing activity is to be computed in accordance with the rules (in-

cluding transitional rules ^") normally a])plicable to computing at risk

basis for the first year that an activity is subject to the at risk rule.

Recapture of losses lohere amount at risk is less than zero

Under a literal interpretation of prior law, the at risk rules may
have only required the taxpayer to be at risk at the end of the taxable
year for which losses are claimed. Thus, arguably, subsequent with-
drawals of amounts originally placed at risk may have been made
without the recapture of previously allowed losses. However, in order
to be consistent with the original intent of the at risk rules, the Act
requires the recapture of previously allowed losses when the amount
at i-isk is reduced below zero. This recapture rule only applies to losses

which are allowed (and reduce the taxpayer's at risk basis in the
activity involved) for taxable years beginning after December 31, 1978.

' For example, the gross receipts from the sale and servicing of computers would
be included if the coriwration also leased computers, notwithstanding that the
computers involved had different functional capacities. The gross receipts from
the sale, servicing, and lease of office equipment would be combined for purposes
of this test, as would the gross receipts from the sale, servicing, and lease of
automobiles.

" For the purposes of this provision, computer software is to be considered
equipment.

" Tlius, amounts paid or incurred with respect to tlie equipment leasing activity
for taxable years beginning prior to the year of disqualification, and deducted in
such taxable years, will, generally be treated as reducing first that portion of the
taxpayer's basis which is attributable to amounts not at risk. On the other hand,
withdrawals made in taxable years beginning before the year of disqualification
will be treated as reducing the amount which the taxpayer is at risk.
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Mechanically, this rule works by providing that, if the amount at

risk is reduced below zero (by distributions to the taxpayer, by changes
in the status of indebtedness from recourse to nonrecourse, by the com-
mencement of a guarantee or other similar arrangement which affects

the taxpayer's risk of loss, or otherwise), the taxpayer will recognize
income to the extent that his at risk basis is reduced below zero. How-
ever, the amount recaptured is limited to the excess of the post-

December 31, 1978, losses previously allowed in that activity (which
reduced the taxpayer's at risk basis in the activity) over any amounts
l)reviously recaptured.
The types of events which can result in the at risk basis being

leduced below zero include distributions to the taxpayer, changes in

the amount of recourse indebtedness attributable to the taxpayer, or

the commencement of guarantees or similar arrangements which would
reduce the taxpayer's amount at risk; losses cannot result in the at

I'isk basis being reduced below zero (since the deduction of losses is

allowed only to the point where the at risk basis is zero and further
deduction of losses is suspended under the at risk rules). The effect of
this recapture rule is to treat the reduction below zero in the amount
at risk as if it had preceded the deductions which had been used to off-

set the original at risk amount. Consequently, a suspended deduction
in the amount equal to the amount of income would be provided to the

taxpayer. This suspended deduction would be allowed in a subsequent
year if and to the extent the taxpayer's at risk basis is increased. A
transitional rule provides that if the amount which the taxpayer is at

risk in an activity as of the close of the taxpayer's last taxable year
beginning before January 1, 1979, is less than zero, the provision is

applied as if this negative at risk amount were zero and only further
decreases in the at risk basis would be required to be included in income.

Effective date

The amendments made to the at risk rule generally apply to taxable
years beginning after December 31, 1978. Thus, activities and transac-

tions entered into prior to such taxable years may be subject to the

expanded at risk rule even though they were not subject to section 465
as in effect prior to taxable years beginning after December 31, 1978.

However, with respect to leasing activities conducted by a closely

held corporation which are subject to the at risk rule, the at risk rule

will not apply to any type of leasing transaction where the property
was either leased or ordered (by the lessor or lessee) before November 1,

1978, but only for those taxpayers who owned their interests in the
property on October 31, 1978. For purposes of these transitional rules,

an order, a lease, and the acquisition of an interest in the property will

not be considered to have occurred until they are evidenced by binding
and legally enforceable agreements which are complete as to all

relevant terms. However, a lease agreement will be considered binding
on the relevant dates under the above provisions even though it is later

modified to increase (but not decrease) the lease term.
In addition, the loss recapture provision applies only to losses

which were allowed and reduced the taxpayer's at risk basis in the
activity involved for taxable years beginning after December 31, 1978.

In applying the at risk provisions to activities which were not sub-
ject to the at risk rule in taxable years beginning before January 1,
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1979 (and not exempted from the at risk provision by transitional

rules in this Act or the 1976 Act) , amounts paid or incurred in taxable
years beginning prior to that date and deducted in such taxable years
will generally be treated as first reducing that portion of the taxpayer's
basis which is attributable to amounts not at risk. On the other hand,
withdrawals made in taxable years beginning before January 1, 1979,

will be treated as reducing the amount which the taxpayer is at risk.

Revenue effect

It is estimated that these provisions will increase budget receipts by
$2 million in fiscal year 1979, $13 million in 1980, and $5 million in
fiscal year 1983.



B. PARTNERSHIP PROVISIONS

(Sees. 211 and 212 of the Act and sees. 6501, 6511, and 6998 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 partnership
income, deduction, and credit are allocated among the partners for
inclusion in their respective income tax returns-

Partnerships are required to file an annual information return
settino; 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.
Neither the partnershi}) nor any partner was subject to a civil penalty
for failure to file, or for late filing of, a partnership infonmation return.
Since a partnership is a conduit rather than a taxable entity, adjust-

ments in tax liability may not be made at the partnership level. Rather,
adjustments are made to each partner's income tax return at the time
that return is audited. A settlement agreed to by one partner with the
Internal Revenue Service is not binding on any other partner or on the
Service in dealing with other par*^ners. Similarly, a judicial determi-
nation of an issue relating to a partnership item generally is conclu-
sive only as to those partners who are 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. Generally,
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 began that individual
partner's period of limitations. 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 agreement to extend the period of limitations related to
all items on the returns of the partner who consented to the extension.

Reasons for change
The number of large partnerships, particularly those with tiered

ownership strictures, increased dramatically in recent years. Many of
these new large partnerships are complex tax shelter arrangements. In
these arrangements, it is often difficult to identify the taxpayers who
may ultimately be affected by an adjustment to a partnership item.

The entity, for example, may be composed of several tiers, the partners
l;eing trusts, corj^orations. individuals, and other partnerships.
The IRS has identified instances in which large complex partner-

ships have not filed the annual partnership information return or, if
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filed, the return does not contain the information necessary to identify

the ultimate taxpaying partners. Consequently, the IRS has been
forced to spend considerable time and resources attempting to deter-

mine who the partners are and whether they have reported their dis-

tributive shares of partnership items.

If the audit of the partnership return is expected to take a consider-

able length of time, as it often does in the case of the large complex
tax shelter arrangements, the IRS has attempted to obtain waivers

of the statute of limitations from each partner or other taxpayer who
may be affected by the audit. Obtaining these waivers has been compli-

cated, not only by the fact that it was difficult to identify these tax-

payers, but also by the fact that in many cases the partners were widely
dispersed geographically.

The Congress believed that the IRS would be better able to

cope with auditing these large partnerships if it had complete and
timely-filed return information with which to work. The Congress
believed that the period of limitations in the case of large partner-

ships should not commence until a partnership return identifying the

partners was properly filed. In addition, the Congress believed that in

these situations the period of limitations with respect to partnership

items should be extended for an additional year.

Explanation of provisions

Penalty foj' failure to file pai'tnership return

The Act adds a new provision (section 6698 of the Code) tliat im-

poses a penalty on the partnership for failure to timely file a complete
partnership information return as required by existing Code sections

6031 (relating to the information to be included in a partnership
return) and 6072 (relating to the time for filing the partnership
return). The penalty is in addition to the criminal penalties imposed
by Code section 7203 for willful failure to file a return, supply informa-
lion. or pay a tax.

The penalty is assessed for each month, or fraction of a month (but
not to exceed 5 months) , that the partnership return is late or incom-
plete. The amount of penalty for each month, or fraction of a month,
is $50 multiplied by the total number of partners in the partnership
during the partnership's taxable year for which the return is due. The
penalty is assessed against the partnership. Partners are to be individ-

ually liable for the penalty to the extent of their liability for partner-
ship debts generally.

The penalty will not be imposed if the partnership can show that
failure to file a complete or timely return is due to reasonable cause.
With respect to "small" general partnerships (those with 10 or fewer
individual partners), it is anticipated that the reasonable cause re-

quirement will be satisfied if each of the partners has fully reported
all partnership items on his or her individual return.
The assessment of the penalty is not subject to the deficiency proce-

dures of the Code. Thus, the partnership may not contest the assess-

ment of the penalty in the United States Tax Court, but rather must
pay the entire penalty and sue for refund in the U.S. District Court or
Court of Claims.
The penalty only applies where a partnership return is required to

be filed. Thus, an unincorporated organization which has properly
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elected (under section 761 (a) ) not to be treated as a partnership is not
subject to these penalties since no partnership return is required to be
filed by that organization.^

Extension of statute of limitations

The Act amends Code sections 6501 and 6511 to extend the period of
time in which assessments of deficiencies and claims for refund of tax
attributable to "partnership items" may be made. These special periods
of limitation apply only to partnership items that are attributable to

"federally registered partnerships" (as discussed below).
With respect to deficiencies, the Act provides generally that the

Service may assess a deficiency attributable to partnership items within
4 years after the partnership return for the partnership taxable year
in which the item arose is filed. If the partnership return does not
properly show the name and address of the person to be assessed the
deficiency, the period of assessment will not expire until 1 year after

that information is provided to the Service in the manner prescribed
by regulations. In the case of partnership tiering arrangements, it

is anticipated that the regulations will provide that this noti-

fication requirement is satisfied as to any taxpayer if each "pass
through" entity within the tiering arrangement (e.g., partnerships,
trusts, nominees, and subchapter S corporations) through which he
traces his claim of ownership properly discloses the name, address
and taxpayer identification number of their respective owners.- If the
partnership return is filed before the date prescribed by law for filing

the return (determined without regard to extensions), the date filed

will be considered the due date.

Any general partner of the partnership in which the partnership
item arose, or any other person authorized by the partnership in writ-

ing, may consent to extend the 4-year period of limitation for all part-

ners. The partnership may restrict the authority of any (or all)

general partner (s) to execute such a consent by notifying the Secre-

tary of the Treasury in writing in the manner prescribed by
regulations.

With respect to credits and refunds, the Act provides generally
that the taxpayer may file a claim for credit or refund of tax attrib-

utable to partnership items within 4 years after the due date (includ-

ing extensions) of the partnership return for the partnership taxable

^ This rule applies to an election made under either subdivision (i) or (ii) of

Treasury Regulation § 1.761-2(b) (2), relating to the method of electing not to be
treated as a partnership.

^ For example, assume a partnership tiering arrangement that consists of
Partnership A (the first tier partnership) that has as partners Partnership B,

a simple trust and a subchapter S corporation. Partnership B has as partners
Partnership C and a regular corporation. Assume further that Partnership A
properly discloses the identity of its three partners ; Partnership B does not
disclose the identity of any of its partners ; Partnership C discloses the identity

of its partners and the trust and the subchapter S corporation properly disclose

their beneficiaries and stockholders, respectively. In this instance, the partners
of Partnership C and the regular corporation will not have satisfied the notifica-

tion requirement because the reporting of their chain of ownership to Partner-
ship A (the partnership in which the partnership item arose) is broken at Part-
nership B. On the other hand, the beneficaries of the trust and shareholders of
the subchapter S corporation will have satisfied the notification requirement
because the reporting of their line of ownership to Partnership A is unbroken.
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year in which the item arose. If the taxpayer, or a general

partner or a person authorized by the partnership, has entered into an
agreement with the IRS to extend the period of time for assessing

a deficiency attributable to partnership items, a claim for credit or

refund of tax attributable to partnership items may be filed within 6

months after the expiration of the extension of time for assessment.

If a taxpayer incurs a net operating loss for a taxable year, the

portion of the loss that is attributable to a partnership item may be
carried back on a claim for refund filed at any time up to 4 years fol-

lowing the due date of the partnership return for the partnership

taxable year in which the item arose.

These special periods of limitation for assessments or claims for

refund of taxes attributable to partnership items are in addition to,

and not a replacement of, the periods of limitations provided in present

laws.^

Similarly, if a claim for credit or refund for any item on a return,

including partnership items, could be filed under present law rules at a

time later than that which is provided by the special rules for partner-

ship items, the special rules do not preclude the filing of the claim.

Federally registered partnership

The special period of limitations applies only to partnership items
flowing from "federally registered partnerships." A federally regis-

tered partnership means any partnership the interests in which have
been offered for sale prior to the close of the taxable year in an offering

required to be registered with the Securities and Exchange Commis-
sion, or any partnership which is or has been subject to the annual re-

porting requirements of the Securities and Exchange Commission
relating to protection of investors in the partnership. For example,
the reports required to be filed with the SEC by a brokerage firm
or an accounting firm organized as partnerships for regulatory pur-
poses do not cause these firms to be treated as Federally registered

partnerships. A partnership may not avoid the extension of the period
of limitations by failing to register or report as required by the SEC.
If a partnership is excused from registration or reporting by either a
statutory or a regulatoi^y exemption of the SEC, it is not to be treated

as a Federally registered partnership.

PartTiership item

With respect to any taxpayer, a partnership item is attributable to

a federally registered partnership if it arose in a federally registered

partnership or is taken into account by the taxpayer by reason of a
chain of ownership that includes a federally registered partnership.
In determining whether an item is a partnership item, two tests are

applied. First, the item must be one that is required to be taken into

account by the taxpayer, or any other entity in which the taxpayer has

^ Thus, for example, if a partnership with a taxable year ending January 31,

1980 files its return by the May 15, 1980 due date, these special rules provide that
the Service may assess deficiencies with respect Jto partnership items through
May 15, 1984. However, if a partner of that partnership flies his calendar year
1980 income tax return (which is the return in which he would report these
partnership items) by an extended due date of June 15, 1981, the IRS may assess
deficiencies attributable to any item in his return, including partnership items,
through June 15, 1984 under present law period of limitation rules.
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a direct or indirect interest, under any provision of the partnership
provisions (subchapter K of chapter 1 of the Code). Second, the Sec-
retary of the Treasury must prescribe by regulation that the item is

more appropriately determined at the partnership level than at the
partner level. If either of these tests is not met, the item is not a part-
nership item. In addition, other items are partnership items to the
extent they are affected by a partnership item.*

An item is considered required to be taken into account under sub-
chapter K if, under any reasonable characterization of the item, it

may affect the basis in partnership property, the distributive share or
the basis in the partnership interest of any two or more partners, one
of whom is the taxpayer.^

Effective date

The penalty provision of the Act is effective for returns for taxable
years beginning after December 31, 1978.

The statute of limitation provision of the Act is effective for items
arising in partnership taxable years beginning after December 31,
1978.

Revenue effect

These provisions will have no effect on budget receipts.

* For example, if a federally registered partnership has additional gross income,
which results in an individual partner having additional adjusted gross income,
the partner's medical deduction (under section 213) may be reduced because his
3-percent adjusted gross income floor is increased. The reduction in the medical
deduction will be treated as a partnership item and the amount of the additional
tax attributable to the decreased medical deduction may be assessed during the
4-year period of limitations.

° These general rules may be illustrated with the following example. Assume
that partnership A (the first tier partnership) is a federally registered partner-
ship. It has as partners Partnership B (a non-Federally registered partnership),
a simple trust, and a subchapter S corporation (collectively, the second tier part-
ners). Each of the partners, beneficiaries or shareholders, respectively, of the
second tier partners is an individual taxpayer (ultimate taxpayers). Assume
further that the Service assesses a deficiency against each of the ultimate tax-
payers based on a disallowance of a deduction claimed by Partnership A. The
deduction claimed by Partnership A is a partnership item as to each of the
ultimate taxpayers for the following reasons. The deduction is taken into account
under the provisions of subchapter K in computing the gross income and deduc-
tions of the second tier partners (i.e., Partnership B, the trust and the subchap-
ter S corporation). As such it is a partnership item of each of those entities. The
item is a partnership item to the pai'tners of Partnership B, the beneficiaries of
the trust, and the shareholders of the subchapter S corporation, because the tax-
able income of Partnership B, the distributable net income of the trust, and the
undistributed taxable income of the subchapter S corporation, all of which are
taxable to the ultimate taxpayers, are each affected by the partnership item flow-
ing from Partnership A. Furthermore, it does not matter that the intervening
partnership B is a non-Federally registered partnership because once a partner-
ship item has arisen in a federally registered partnership, or passed through a
federally registered partnership, it retains its status as a partnership item to all

subsequent tiers.



TITLE III—PROVISIONS PRIMARILY AFFECTING
BUSINESS INCOME TAX

A. CORPORATE RATE REDUCTION

(Sec. 301 of the Act and sees. 11, 12, 244(a)(2), 247(a)(2), '511(a),

527(b), 528(b), 802(a), 821, 826(c), 852(b), 857(b), 882, 922(a) (2),

962, 1351(d), 1551, and 1561 of the Code)

Prior law
Under prior law, corporate incoane was subject to a normal tax of

20 percent on the first $25,000 of taxable income and 22 percent on
taxable income in excess of $25,000. In addition, a surtax of 26 percent
was imposed on corporate taxable income in excess of $50,000. This rate

structure was enacted temporarily in the Tax Reduction Act of 1975
and was extended through the end of 1978 in subsequent legislation.

For taxable years ending after December 31, 1978, the normal tax
was scheduled to return to 22 percent on all corporate taxable income,
and a 26-percent surtax was to be reimposed on all taxable income in

excess of $25,000. Thus, for taxable years ending after December 31,

1978, corporations would have corporate income tax of 22 percent on
the first $25,000 of taxable income and 48 percent on taxable income
in excess of $25,000.

Reasons for change
Congress believed that reduction of tlie corporate tax rates is neces-

sary to stimulate economic growth through a higher rate of capital in-

vestment and to increase employment and efficient use of the labor force.

In addition. Congress believed that the reduction in corporate tax rates

and the application of graduated rates to corporations will encourage
growtli in small business by providing relatively greater tax relief to

those companies in the form of rate reductions. Of the overall corpo-
rate rate cut of $5 billion, about $1 billion goes to corporations with
taxable income of less than $100,000.

Graduated corporate tax rates will also reduce the abrupt jump in

tax rates under present law as taxable income increases above $50,000,
under the expiring temporary provisions, and above $25,000, under
the permanent provisions in present law. The tax rate increase from
22 percent to 48 percent under present law constitutes a 118-percent
increase. Congress believed that this increase imposed too great a tax

burden on the increment to taxable income. A more gradual increase

from the lowest to highest corporate income tax rate will reduce this

large increase in the marginal rate on incremental income.
Moreover, application of the graduated rates to corporations should

reduce the impact of the tax laws in the selection of a form of organiza-
tion for operation of a small business. Under prior law, corporate tax
rates increased from 22 percent to 48 percent for taxable income in

excess of $50,000. Reduction in the corporate tax rates and application
of graduated rates to corporations would reduce the relative impor-

(143)



144

tance of the tax laws on this choice. As a result, nontax economic fac-

tors will receive greater emphasis in selection of the corporate, part-

nership, or sole proprietorship form for the operation of a small

business.

Explanation of provision

The Act repeals the corporate normal tax and surtax and in their

place imposes a five-step tax rate structure on corporate taxable in-

come. The rate structure under the Act reduces the top corporate in-

come tax rate from 48 percent to 46 percent and provides a graduated
rate structure on the first $100,000 of taxable income. The corporate

tax rates under the Act are

:

Taxable income Tax rate

$0 to $25,000 17 percent

$25,000 to $50,000 20 percent

$50,000 to $75,000 30 percent

$75,000 to $100,000 40 percent

Over $100,000 46 percent

The Act continues the special rules for the tax treatment of mutual
savings banks conducting a life insurance business, insurance compa-
nies, mutual funds (regulated investment companies), and real estate

investment trusts. A number of conforming amendments are made to

reflect the repeal of the normal tax and surtax and imposition of a
graduated tax on corporations. These rules replace the existing rules

restricting multiple surtax exemptions with new rules, similar in in-

tent, to prevent abuse of the graduated rate structure.^

Effective date

The provisions are effective for taxable years beginning after

December 31, 1978.

The Act (sec. 106) specifically applies the rules for rate changes of

fiscal year corporate taxpayers (sec. 21 of the Code) to allow these cor-

porations the benefits of the new corporate rates for that part of their

1978-1979 fiscal year which falls in 1979. Under this provision, fiscal

year taxpayers are to compute their tax liability for that year both
without regard to these changes and taking these changes into account.

The difference in these two amounts is then to be prorated over the fiscal

year, and the tax reduction is allowed to the extent of the amount
falling in 1979.

Revenue effect

This provision will reduce budget receipts by $2,281 million in fiscal

year 1979, $5,286 million in 1980, and $6,940 million in fiscal year 1983.

The combined effect of extending the present corporate tax rates

and the additional revenue effects of enacting the rate structure in this

provision will be a reduction in budget receipts of $3,208 million in

fiscal year 1979, $7,434 million in 1980, and $9,759 million in 1983.

* For example controlled groups (under section 1561) are limited to one $50,000
surtax exemption which is apportioned among the members of the group. In order
to conform to the graduated rate schedules, section 1561 is changed to limit a
controlled group to a total of only $25,000 of taxable income in each of the rate
brackets below the 46-percent bracket. Thus, if there are three members of a con-

trolled group and if no plan for unequal apportionment is adopted, each member
will be subject to tax at a rate of 17 percent of its first $8,333 of taxable income,
20 percent of its second $8,333, 30 percent on its third $8,333, 40 percent on its

fourth $8,333 and 46 percent on its taxable income in excess of $33,333.



B. INVESTMENT CREDIT PROVISIONS

1. Permanent Extension of 10-percent Credit and $100,000 Limita-
tion on Used Property (sec. 311 of the Act, sees. 46(a)(2) and
48(c) of the Code, and sec. 301(c)(2) of the Tax Reduction Act
of 1975)

Prior law
A credit against income tax liability is provided for a taxpayer's

investment in certain types of depreciable business assets. The invest-

ment credit rate is presently 10 percent of qualified investment. This
rate was increased temporarily from 7 percent to 10 percent under the
Tax Reduction Act of 1075 and, as extended under subsequent legisla-

tion, was scheduled under prior law to return to 7 percent (4 percent
for certain public utility property) in 1981,

Prior law also limited the availability of the credit for investment
in qualified used property to $100,000 in each taxable year for any
taxpayer. This limitation was increased temporarily from $50,000
to $100,000 under the Tax Reduction Act of 1975, and, as extended
under subsequent legislation, was scheduled to return to $50,000 in

1981.

Reasons for change
Since its enactment in 1962, the investment tax credit has been an

effective incentive for investment in productive assets. Statistics on
such investment show a positive relationship between the level of in-

vestment and the availability of the credit. Investment has increased
when the credit has been made available or the rate was raised, and
investment has decreased when the credit was repealed or rescinded.
The effectiveness of the credit arises from the fact that it reduces the
purchase pric« of the equipment and in effect increases the net cash
flow after taxes to the investor.

The Congress believed that, with respect to long-term investment,
the effectiveness of the credit was reduced by the uncertainty as to

whether the present temporary 10-percent credit would be extended
or made permanent. This uncertainty could distort orderly investment
programs as businesses rush to place equipment in service before the
temporary rate is scheduled to expire.

Explanation of provision

Under the Act, the temporary investment credit rate of 10 percent
for all taxpayers, which was scheduled to return to 7 percent (4 per-
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cent for utilities) in 1981, is made permanent.^ The present temporary

$100,000 annual limitation on used property eligible for the credit,

which was scheduled to return to $50,000 in 1981, is also made per-

manent. The Act (sec. 141) also extends the provisions for an addi-

tional investment credit when employers contribute to employee stock

ownership plans (ESOPs) for three years, or from December '61, 1980,

through December 31, 1983.

Effective date

These amendments will become effective on January 1, 1981, when
the temporary extensions expire.

Revenue effect

This provision will reduce budget receipts by $2,071 million in fiscal

year 1981, $5,201 million in 1982, and !p6,:^83 million in fiscal year 1983.

^ The provisions of section 46(a) (2) were also amended by the Energy Tax Act
of 1978. Since this legislation was considered by the Congress prior to the Rev-
enue Act of 1978, those amendments were considered on the basis of the law in

effect at that time which was the temporary 10-percent investment tax credit.

The Revenue Act of 1978 was signed into law by the President on November 6,

1978, and then the Energy Tax Act of 1978 was signed on November 9, 1978. It

is the intention of Congress tliat the provisions of the Revenue Act of 1978 will

be implemented as passed by the Congress and conflicts with the Energy Tax Act
will be resolved by treating the Revenue Act of 1978 as having been enacted
last. It is expected that Congress will re-enact the provisions of the Revenue Act
of 1978 if necessary to make the 10-percent investment credit permanent.



2. Increase in Limitations on Investment Credit to 90 Percent of

Tax Liability (sec. 312 of the Act and sec. 46(a) of the Code)

Prior law
Generally, the amoiint of the investment credit a taxpayer was able

to apply against his tax liability in any one year could not exceed

the first $25,000 of tax liability, plus 50 percent of the tax liability in

excess of $25,000. Special limitations had been provided for public

utility property, under which the 50 percent limit was increased to 100

percent for 1075 pud 1976, was 90 percent for 1977, and was to decline by
10 percentage points in each succeeding year until returning to the

generally applicable 50-percent limit in 1981. Similar increases in

the tax liability limitation were made available (under the Tax Re-
form Act of 1976) to railroads and airlines for their investment in

transportation property; taxpayers in both industries were allowed
to apply their investment credits against 100 percent of tax liability

for 1977 and 1978, and the limitation was to be reduced by 10 percent-

age points in each subsequent vear until returning to 50 percent in

1983.

Generally, investment credits which are not used in the year earned,

because of the limitation on the amount of tax liability that may be off-

set, may be carried back to the preceding three taxable years and
carried over to the seven following taxable years. Credits which are

not used during these carryback and carryover i^eriods expire, and
tlie taxpayer no longer obtains tax benefits from the credits.

Reasons for change

The jiresent limit on the amount of tax liability that can be offset

by the investment credit usually does not restrict a taxpayer's ability

to use these credits, but only affects the timing in the use of the cred-
its. However, there are unusual situations where the present limita-

tions, in conjunction with other circumstances, may prev^ent the full

use of the credit and in these situations the limitation becomes a dis-

incentive to investment. For these reasons, the Congress believed that
increasing the tax liability limitation will have a beneficial effect

on capital formation.

Explanation of provision

The Act increases the present 50-percent tax liability limitation to

90 percent, to be phased in at an additional 10 percentage points per
year beginning with taxable years which end in 1979. As a result, the
limitation will be 60 percent for taxable years ending in 1979, 70 per-
cent for 1980, 80 percent for 1981, and 90 percent for 1982 and subse-
C|uent years. For example, in taxable years ending in 1980, taxpayers
in general will be entitled to use investment credits (including carry-
over and carryback credits) to offset the first $25,000 of tax liability

dollar-for-dollar, and 70 percent of tax liability in excess of $25,000.
Special rules are also provided for railroads, airlines, and certain

utilities so that the phase-in of this increase to the limitation does not
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reduce tlie amounts of investment credits these taxpayers may be
entitled to use under the special increased limitations available to them
in present law. For example, present law provides both railroads and
airlines, if eligible, with a limitation of up to 80 percent for 1980,
when tlie generally applicable limitations under the Act will be 70
percent. In this situation, eligible taxpayers investing in railroad prop-
erty 01- in airline property may apply whichever limitation that en-

titles them to use the greater amount of investment credits.

Effective date

These amendments are effective for taxable years ending after

Decerabei- ni, 1978.

Revenue effect

This provision will reduce budget receipts by $129 million in fiscal

year 1970, $441 million in 1980, and $782 million in fiscal year 1983.



3. Increased Credit for Pollution Control Facilities (sec. 313 of

the Act and sec. 46(c) of the Code)

Prior law

The investment credit was allowed for onlj^ one-half of the invest-

ment in pollution control facilities for which five-year amortization

had been elected.

Reasons for change
Shifts from oil or gas to coal for fuel require investment in pollution

control equipment not ordinarily necessary with the use of oil or gas.

Furthermore, increasing attention to sources of environmental pollu-

tion has caused greater numbers of businesses to be required to install

pollution control equipment.
In many cases, installation of the equipment in an existing facility

neither increases productive efficiency nor increases the capacity to

produce. The costs of pollution control then must be included in

product prices, which has inflationary consequences and tends to re-

duce the rate of return on investment.

The need to use investable funds for pollution control, of course,

reduces the funds available for investment in equipment directly

related to the productive process. Congress has re-examined this area

and has concluded that it is desirable to make the full investment
credit available in conjunction with the election of five-year amortiza-

tion because the taxpayer has incurred these costs in order to carry

out a social policy. Congress also believes that the consequent reduc-

tion in the costs of complying with the antipollution regulations will

free internally generated funds for investment in equipment which
will increase productive capacity and efficiency.

Explanation of provisions

The Act relaxes the restriction in prior law limiting the amount
of investment credit available for pollution control facilities which a

taxpaj'^er has elected to amortize over a five-year period. Under the Act,

the full investment credit will be allowed generally on pollution con-

trol facilities which are amortized over 5 years and which have actual

useful lives of at least 5 years. (Pollution control facilities which
have useful lives of 3 or 4 years will continue to be subject to the

present law rule which, in effect, limits the credit to one-third of the

full credit.)

A limitation is provided where five-year amortization is elected and
the pollution control facility has also been financed in whole or in part

by tax-exempt industrial development bonds. In order to reduce the

duplication of tax incentives in such situations, the Act limits the

amount of credit to, in effect, one-half of the full credit. In cases where
the proceeds of industrial development bonds have been used in part

to finance the construction of a plant or factory, including a pollu-

tion control facility for which the taxpayer elects five-year amor-
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tization, a pro-rata portion of the tax-exempt financing should be
allocated to the pollution control facility for purposes of applying
this limitation.

Effective date

The provision applies to property acquired by the taxpayer after
December 31, 1978 and, where property was constiiicted by the tax-

payer, to the extent of basis attributable to construction after Decem-
ber 31, 1978.

Revenue effect

This provision will reduce budget receipts by $6 million in fiscal year
1979, $18 million in 1980, and $104 million in fiscal year 1983.



4. Investment Credit for Single Purpose Agricultural Structures
(sec. 314 of the Act and sec. 48(a) (1) of the Code)

Prior law
PiK>perty eligible for the investment tax credit includes tangible

pei-sonal pix>perty (such as niacliinery and equipment) wliich is used in

a trade or business or for tlie production of income. The invesitment

credit is also allowed for other tangible property which is used as an
integral part of manufacturing, production, extraction, or in furnish-

ing certain utility services, even though such tangible property may
otherwise be considered real (and not personal) property under local

law. Farming is considered a production activity so that such items as

fences, drain tiles, paved barnyards, and water wells are eligible for

the credit even though these items would be considered real property
under local law.^

Under existing law, buildings and their structural components gen-
erally are not eligible for the investment credit. Ineligible buildings

have been generally considered to include any structure which encloses

a space within its walls (and usually covered by a roof) which is used
primarily to provide shelter or working space. Examples of buildings
include factory and office buildings, warehouses, and bams (Regs.

§ 1.48-l(e) (1) ). While the Internal Revenue Service had ruled that

bams, stables, and poultiy houses were buildings and were ineligible

for the credit, certain single purpose structures have not been con-

sidered ineligible buildings.- A single (or special) purpose structure

which qualifies for the credit is one which houses property used as an
integral part of a production activity (including farmmg) where the

structure is so closelj^ related to the use of the property that it is clearly

expected to be replaced when the property it houses is replaced. One
characteristic of this type of structure is that it cannot be used eco-

nomically for any purpose other than that related to the property it

houses.^

In the Senate Finance Committee report on the Revenue Act of 1971.

Congress stated that single purpose structures used in unitary hog-
raising systems would b< considered single purpose structures which
qualify for the investment credit and would not be considered build-

ings.* The Internal Revenue Service continued to approach the question
of eligibility of single purpose farm structures on a case-by-case basis.

For example, in three recent cases, the IRS contended that stmctures
which are designed and used for poultry-raising and egg-producing
activities were not elio-ible for the investment credit.^ Althougli the

' Rev. Rul. 66-89, 196&-1 Oum. Bull. 7.
=
Ibid.

'Regs. § 1.48-1 (e) (1).
' S. Rept. No. 92-437, 92d Cong., 1st Sess. ( 1071 ) . 29-30.
^^ Mclvin Satrum, (52 T.C. 413 (1974), conacq., 1978-23 Int. Rev. Bull. 7 (June .".

1978) ; Starr Farms, Inc. v. U.S., 78-1 U.S.T.C. 1j 9183 (W.D. Ark. 1977) ; Walter
Sheffield Poultry Co., T.C. Memo 1978-308.
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IRS was reversed in two of these cases, it was understood that the Serv-
ice continued to adhere to the position that single purpose poultry-
raising and egg-producing structures were not generally eligible for

the investment credit.

Greenhouses are structures which provide an environment for the

controlled growth of flowers and other plants. These structures also

provide working space for persons who care for the flowers and plants

within the greenhouse. It is the position of the Internal Revenue Serv-
ice that greenhouses are buildings and consequently are ineligible for

the credit. This position is based on the fact that these structures pro-
vide working space for persons tending the plants. The Service's posi-
tion was sustained in two Tax Court cases decided in 1972.® However,
the Tax Court was overruled in one of these cases on appeal." In this

latter case, the Ninth Circuit Court, of Appeals found that the workers'
activities in the greenhouse were "merely sup)x>rtive of, and ancillary
to" the principal use of the structure of providing an environment for
controlled plant growth.

Reasons for change
When the investment tax credit was restored in the Revenue Act of

1971, the Congress intended to make it clear that the credit was to apply
to single purpose agricultural structures. Despite this expression of
intent, the Internal Revenue Service has continued a casc-by-case ap-
proach with respect to application of the credit to single purpose agri-

cultural structures and enclosures used for raising poultry, livestock,

horticultural products or for producing eggs. Taxpayers' litigation to
establish their right to these credits is both expensive and troublesome,
particularly in cases involving small farmers with limited amounts of
eligible property. As a result of this continuing controversy, the Con-
gress decided to specifically provide that these agricultural structures
are eligible for the investment credit.

Explanation of provision

This provision makes structures or enclosures used for single pur-
pose livestock or plant production specifically eligible for the invest-

ment tax credit.^ To be eligible for the credit under the Act, the struc-

ture must be both specially designed and used solely for the production
of poultry, eggs, livestock, or plants. For example, if a portion of a
greenhouse is used to sell plants (for example, by installation of a
check-out stand for customers), the greenhouse will not qualify for
the credit. However, the fact that a greenhouse provides working space
for those who care for the plants will not make the greenhouse ineligi-

ble for the credit. A structure ceases to be a qualifying structure if

it is used for a purpose (such as for storage of feed or equipment)

"Sunnifsidc Nurseries, 59 T.C. 113 (1972) ; Arne Thirup, 59 T.C. 122 (1972).
'Thirup et al. v. Comm., 508 F. 2d 918, 75-1 U.S.T.C. 119158 (9th .Cir. 19T4).

This case was followed in Stuppy. Inc. v. United States, 78-2 U.S.T.C. 119664
(W.D. Mo. 1978).

" This provision was added to the Revenue Act of 1978 by a Senate Finance
Committee amendment. A similar provision was the subject of a separate
bill, H.R. 12846, which was reported by the House Ways and Means Committee
(H. Rept. No. 95-1761. October 11, 1978). and was passed by the House on Octo-
ber 13, 1978.
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which does not qualify it for the investment credit under this or other

definitions of qualifying property. Mere vacancy of the structure will

not violate the usage test, nor will the use of a minor portion of a struc-

ture for necessary post-productive activities which are ancillary to the

raising of livestock or to the cultivation, production or harvesting of

plants or i)lant products. Generally, such ancillary uses would include

loading chutes and related facilities for livestock and sorting and pack-

ing areas for unprocessed plants and plant products. However, the use

of structures or enclosures for processing activities, such as slaughter-

ing or packaging meat, or marketing activities, such as displaying

plants or other marketable products, would make them ineligible.

It is intended that this provision be broadly construed to apply to

all types of single purpose structures and enclosures used to breed,

raise and feed livestock and poultry (including the production of eggs

and milk), and for the cultivation" of plants. Thus, this provision will

cover unitary hog. poultry, and cattle-raising systems, milking parlors,

and commercial mushroom houses or greenhouses used to produce

either plants or plant products.

If a single purpose sti-ucture becomes ineligible because of the usage

test within seven years from the time it was placed in service, invest-

ment credits claimed on the structure may be partially or entirely re-

captured under the investment credit recapture rules in present law.

In addition, Congress wishes to emphasize that the specific provisions

concerning the eligibility of these structures for the investment credit

are not to create a negative inference regarding the eligibility of other
single purpose agricultural and productive structures for the credit

under existing law.

The amendment is not intended to apply to general purpose agri-

cultural structures, such as barns and other farm structures, which can
be adapted to a variety of uses.

In addition, the Senate Finance Committee report stated that tan-

gible personal property already eligible for the investment tax credit

includes special lighting (including lighting to illuminate the exterior

of a building or store, but not lighting to illuminate parking areas),

false balconies, and other exterior ornamentation that have no more
than an incidental relationship to the operation oi- maintenance of a

building, and identity symbols that identify or relate to a particular

retail establishment or restaurant such as special materials attached to

the exterioi' or interior of a building or store and signs (other than
billboards). Similai'ly. the Senate Finance Committee report stated

that property eligil)le for the investment tax credit under prior law
included floor covei'ings which are not aji integral part of the floor

itself, such as floor tile generally installed in a manner to be readily

removed (that is it is not cemented, mudded, or otherwise per-

manently affixed to the building floor but. instead, has adhesives ap-

plied which are designed to ease its removal), carpeting, wall panel

inserts such as those designed to contain condiments or to seiwe as a

framing for pictures of the products of a retail establishment, bever-

age bars, ornamental fixtures (such as coats-of-arms), ai-tifacts (if

depreciable), booths for seating, movable and removable partitions,

and large and small pictures of sceneiw, persons, and the like which
are attached to walls or suspended from the ceiling.
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Effective date
This provision is effective for open taxable years which end on or

after August 15, 1971.

Revenue effect

This provision will reduce budget receipts by $53 million in fiscal
year 1979, $33 million in fiscal year 1980, and $26 million in fiscal year
1983 ; the estimates for fiscal years 1979 and 1980 include the effects of
reductions in liabilities from previous years.



5. Investment Credit for Certain Rehabilitated Structures (sec.

315 of the Act and sec. 48 of the Code)

Prior law
Property eligible for the investment tax credit has included tangi-

ble personal property (such as machinery and equipment) which is

used in a trade or business or for the production of income. The
investment credit has been allowed for other tangible property which
is used in manufacturing, production, extraction, or as an integral part
of furnishing transportation, communications, or electrical, gas, or

other utility services, even though such tangible property may other-

wise be considered real (and not personal) property under local law.

Buildings and their stiTictural components have not been eligible for

the credit nor have expenditures for the purpose of rehabilitating or

renovating existing buildings or structures.

Reasons for change
Buildings and their structural components have not been eligible

for the investment tax credit since it was enacted in 1962. At that time,

the Congress was primarily concerned about the substantiallj' greater

average age and lower efficiency of machinery and equipment in domes-
tic manufacturing facilities in comparison with the facilities of major
foreign producers of the same products.

Presently, there is a similar concern about the declining usefulness

of existing, older buildings throughout the country, primarily in cen-

tral cities and older neighborhoods of all communities. This situation,

in part, reflects basic demographic and economic trends. It also is a

response to changing architectural and engineering designs of build-

ings and the internal placement and flow of activities in manufactur-
ing and commercial enterprise.

The Congress believed that it was appropriate now to extend the
initial policy objective of the investment credit to enable business to

rehabilitate and modernize existing structures. This change in the
investment credit should promote gi-eater stability in the economic
vitality of areas that have been deteriorating.

Explanation of provisions

QucJ'ifying expenditures

The Act extends the investment credit to rehabilitation expenditures
incurred in connection with existing buildings used in all types of busi-

ness or productive activities except those, such as apartments, which
are used for residential purposes. Eligible buildings include factories,

warehouses, office buildings, hotels,^ and retail and wholesale stores.

^Buildings used for lodging generally will not tH> eligible (sec. 48(a)(3)).
However, the exception for lodging facilities would not apply to rehabilitation of

hotels and motels where the predominant portion of the accommodations is used
liy triinsieiits and section 48(a ) (3). by its terms, does not apply.
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The type of eligfible building is to be determined on the basis of its

use when placed in service after the rehabilitation, e.g., an apartment
building rehabilitated for use as an office building would be treated

as an eligible office building.

In order to qualify as a rehabilitation expenditure, the expenditure
must be incurred after October 31, 1978, in connection with the reha-

bilitation or reconstruction of a building which has been in use for a

period of at least 20 years before the commencement of the rehabilita-

tion. For this purpose, the detennination of the 20-year period would
be unafl'ected by periods during M'hich a building was vacant or de-

voted to a personal use. In addition, the ^O-year test is to be applied to

tlie building without regard to the numl)er of owners. The running of

the 20-year period would commence at the earlier of the time deprecia-

tion deductions were first allowable with resj^ect to the buildintr or
when it was first placed in use for any purpose (Treas. Reg. sec. 1.46-

'^^^))- ... . .

"

.A rehabilitation of a building, or a major portion thereof, which
had previously been rehabilitated would not be eligible for the credit

until 20 years after the building was placed in service following com-
pletion of a prior rehabilitation for which a credit was allowed. (How-
ever, this latter limitation should not be interpreted to require contin-
uous rehabilitation activity and preclude allowing the credit where
there are delays between phases of a rehabilitation plan.) In addition,
in order to exclude minor repairs or improvements, the costs must be
of the type which must be capitalized undei- existing law (and not
expensed) and must l">e incurred for property which has a useful life

of at least five years.

Tn situations where a part of a building is rehabilitated, the re-

habilitation costs will qualify for the credit onlv if the rehabilitated

part constitutes a "major portion" of tlie building. In determining
whether a part of a building constitutes a maior portion, such factors
as volume, floor spn^^f^. and functionnl differenr^^s between the rehabili-

tated and unrehabilitated parts of the building should be taken into
consideration. For example, where a substantial part of a building is

used for commercial activities (such as retail stores) and another part
is used for warehousing, each part will usually constitute a major
portion of the building for purposes of these provisions. In addition,
a rei\abilitation of leased premises, by either the lessor or the lessee,

of tl-e entire leasehold interest of a major portion of a building will

be considered an eligible reliabilitation.

I"^nder these rules and existing law, qualifying expenditures will be
eligible for a two-thirds investment credit if the improvements attrib-

utable to the expenditures have a useful life of five or six years, and a
full credit where the useful life is seven years or more. Useful life for
this purpose is the useful life used by the ta\r>aver for depreciation
purposes. In addition, the existing rules concerning the recapture of
investment credits will apply so tJiat, if the property is disposed of or
ceases to be qualifying property before the end of the appropriate
useful life for which the credit was allowed, all or part of the credit
will be recaptured.

Qualified rehabilitation costs will be considered as incurred for new
property and, therefore, not subject to the $100,000 used property
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limitation, except to the extent such costs are for property (such as

used elevatore) which otherwise qualify for the investment credit. In

these latter cases, the costs will not be considered as rehabilitation

expenditures.
For purposes of this provision, the rehabilitation of a building will

include the renovation, restoration, and reconstruction of an existing

building. Thus, interior or exterior renovation or restoration to ma-
terially extend the useful life of the building, to significantly upgrade
its usefulness, or to preserve it will normally qualify. Capital expendi-

tures for the replacement of plumbing, electrical wiring, flooring,

permanent interior partitions and walls, and the heating or air condi-

tioning systems ( including temperature control systems) could qualify

as qualified rehabilitation expenditures when incurred in connection

with a rehabilitation.^ In addition, expenditures for the removal of

existing interior walls, plumbing, electrical wiring, flooring, etc.,

would qualify if the expenditures were incurred in connection with the

rehabilitation of a building and treated as capital expenditures for

property with a useful life of at least 5 years.

If a rehabilitation is undertaken by a lessee, the lessee is eligible for

the investment credit for qualified rehabilitation costs incurred by
him, to the extent these costs are required to be capitalized by him
and are not treated under other provisions of the law as payments in

lieu of rent. Costs for which a lessee is entitled to reimbursement from
the lessor would be taken into account for credit purposes by the lessor

rather than the lessee. In determining qualified investment by a lessee,

the useful life of a lessee's rehabilitation costs will be the useful life al-

lowed to the lessee for purposes of depreciation or amortization of
tliese costs under Code sections 167 and 178.

In the case of a rehabilitation by a lessor, the investment credit may
be flowed through to a lessee under regulations prescribed by the Sec-
retary of the Treasury under code section 48(d).

NonqiiaVifying expenditures

The costs of acquiring a building or an interest in a building (such
as a leasehold interest) will not be considered as qualifying expendi-
tures nor will costs that are incurred in connection with facilities, such
as parking lots, which are related to an existing building. In addition,
construction costs for a new building, or for completing a new build-
ing after it has been placed in service, will not qualify.

Limitations are also provided to exclude costs incurred for new
construction or enlargement of an existing building. In the case of an
enlargement, costs will not be considered qualifying expenditures to
the extent incurred to expand the total volume of the existing build-
ing. However, an increase in floor space resulting from interior remod-
eling will not be considered an enlargement. In addition, construction
costs will be considered for new construction rather than for the reha-

bilitation of a building if more than 25 percent of the existing external

" Under present law, it may be difficult to classify certain items as either tan-
gible personal property which is eligible for the investment tax credit or as
structural components of a building which are ineligible. To the extent attributa-
ble to a qualifie<l rehabilitation, the classification problem for these items
would be eliminated because they would be eligible for the credit under either
classification.
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walls of the building are replaced. This latter restriction, however, is

not intended to be interpreted to cover situations where existing walls

are covered (e.g., the outer walls are covered by new siding in connec-
tion with the rehabilitation) or reinforced.

Certified historic structures

In the case where expenditures are eligible for 5-year rapid amorti-

zation as rehabilitation expenditures for a certified historic structure,

a taxpayer must choose between the benefits of 5-year rapid amorti-

zation for the rehabilitation expenditures or the investment tax credit

on the expenditures. If rapid amortization is chosen, the expenditures

will not be eligible for the investment tax credit. In addition, rehabil-

itation expenditures in connection with a certified historic structure

must themselves be certified as appropriate by the Secretary of the

Interior in order to qualify for the investment credit in those situations

where the taxpayer elects to claim the credit rather than 5-year

amortization.

Effective date

These amendments are effective for taxable years ending after

October 31, 1978, with respect to qualifying rehabilitation expendi-

tures incurred after that date. The amendment relating to rehabilitated

certified historic structures applies to property placed in service after

October 31, 1978.

Revenue effect

This provision will reduce budget receipts by $67 million in fiscal

year 1979, $181 million in 1980, and $238 million in fiscal year 1983.



6. Investment Credit for Cooperatives (sec. 316 of the Act and sec.

46 of the Code)

Prior law
Under present law, cooperatives are taxed as corporations. How-

ever, unlike regular corporations, cooperatives are allowed to deduct

certain payments and allocations made to patrons and shareholders

(sec. 1382 (b) and (c) ). Patrons are those persons with whom, or for

whom, the cooperative does business on a cooperative basis. With
certain exceptions, the patrons include the deductible payments and
allocations in their taxable income (sec. 1385)

.

Because of this special treatment, the amount of otherwise allowable

investment credit which could have been used by a cooperative was
limited under prior law by a fraction, the numerator of which was the

coo])erative's taxable income and the denominator of which was the

c()oi)erative's taxable income plus the deductible payments made to

pati'ons and sliareholders (sec. 46(e) (-2) (C) ) . The portion not allowed

to the cooperative was not passed tlirouofh the patrons.

Reasons for change
Cooperatives play a significant role in the American economy, par-

ticularly in the agricultural sector. The capital needs of cooperatives

to finance expansion and modernization, coupled with the reduced level

of investment credit available to these taxpayers, both hinders their

growth and reduces the amount of patronage distributions which flow

through to patrons. In light of these considerations and because the

reductions in the corporate income tax rates (also provided in the Act)
are of relatively limited benefit to cooperatives, the Congress decided
to liberalize the investment credit as it applies to cooperatives.

Explanation of provisions

The Act allows cooperatives, including fai'mer's cooperatives and
other similar cooperative organizations (as defined in Code section

1381 (a) ) , to claim the investment credit to the same extent it is avail-

able for taxpayers in general. The credit would not be reduced to

reflect the deduction for patronage dividends, as under prior law.

The investment credit earned by the cooperative for a taxable year
will be applied to reduce the cooperative's tax liability for that taxable
year. To the extent the cooperative cannot use an investment credit

in the current year, the credit will not be carried back or earned for-

ward but will be allocated to the patrons of the cooperative. However,
it is not intended that these new rules apply to carryover credits of
the cooperative from years prior to the effective date of this provision.

As a result, tlie (•()0[)ciative must apply these carryover credits first to

its current year tax liability, wliich may indirectly increase the amount
of credits allocated to patrons for the current year. In addition, credits

disallowed to cooperatives under section 46(e) for taxable years end-
ing prior to the effective date are not revived and may not be carried
over or passed through to the patix>ns.
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The investment credit rules (sections 46^8) will generally be ap-
plied at the level of the cooperative. Thus, the determination of quali-

fied investment and useful lives will be made by the cooperative. It

will compute the amount of credits for the taxable year and will apply
the credits to its tax liability to the extent allowed for the taxable
year and apportion the remainder of these credits to its patrons.

The passed-through credits are apportioned among the patrons on the

basis of the quantity or value of business done with or for the coopera-
tive's patrons for the taxable year.

The cooperative will report to the Internal Revenue Service the
amount of credits apportioned to each patron for the taxable year
using the same reporting system as is used for reporting patronage
dividends and other distributions which are taxable to the patron for
the taxable year.

The patron to whom investment credits are allocated is required to

report these credits on his income tax return for the first taxable year
which includes the payment period for the cooperative's taxable year
in which the cooperative earned the credit. The^ tax liability limitation
(under section 46(a) (3)) and carryback and carryover rules (under
section 46(b) ) will be applied by the patron to the credits allocated to

him by the cooperative.

With respect to any credit passed through to patrons, the investment
credit recapture provisions are to be applied by treating the coopera-
tive as the taxpayer. If there is an early disposition of the property,
which is subject to recapture under section 47, any recapture of credit

will be made at the level of the cooperative and no recapture will be
required of the patrons. The credit passed through to tlie patrons will

be viewed as a credit used by the cooperative. Also, the carryover or
carryback credits of patrons will not be affected by a disposition of
property by the cooperative.

Effective date

These amendments apply to taxable years ending after October 31,
1978.

Revenue effect

This provision will reduce budget receipts by $20 million in fiscal

year 1979, $33 million in fiscal year 1980, and $39 million in fiscal year
1988.



7. Transfers to ConRail not Treated as Dispositions for Purposes
of the Investment Credit (sec. 317 of the Act and sec 47(b) of

the Code)

Prior law
On April 1, 1976, a niimbor of insolvent midwestem and northeastern

i-ailronds, alon<>- with many of tlioii- snbsidiaries and affiliates, trans-

ferred their railroad properties to the Consolidated Rail Corporation

(ConRail). These transfers were mandated and approved by the Con-
gress ^ in order to provide financially self-snstainino; rail services in

areas served by these bankrupt railroads.

Under the legislation which established it, ConRail, a taxable corpo-

ration, was to acquire, rehabilitate, and operate the railroad proper-

ties. The transferor railroads (and their subsidiaries and affiliates)

received ConRail stock and certificates of value issued by the United
States Railway Association, a nonprofit Government corporation

formed to oversee the ConRail reorganization.

In 1976. the Congress also enacted legislation to deal with certain of

the tax conse(|uences of this reorganization to ConRail, the transferor

railroads, and the sliareholders and creditors of the transferor rail-

roads, Tlider this legislation,^ the transfer of rail properties to ConRail
was ti'eated like leorganizations in general (and other bankrupt rail-

I'oad reorganizations in paiticular) so that the transferor companies
and tlieir shareholders and security liolders did not recognize gain or
loss on the transfer and ConRail leceived a carryover basis in the

properties it acquired.

However, this 1976 tax legislation did not deal with investment
credit recapture which might arise to the transferor railroads because
of the ConRail reorganization. In contrast, present law generally pro-
vides an exemption from investment credit recapture where assets are
transferred in a tax-free reorganization.

Reasons for change
Since the Ongress last considered the tax aspects of the ConRail

reorganization in 1976, it has noted that a transferor railroad which
was required to transfer its rail properties to ConRail may be subject
to tax on this transfer because of investment credit recapture, even
though present law generally provides an exemption from investment
credit recapture where assets are acquired in a tax-free reorganization.
The Act corrects this uncontemplated result arising from the Con

Rail reorganization.

^ The facilitating legislation for the transfers was the Regional Rail Reorgani-
zation Act of 1973 (P.L. 93^236, approved January 2, 1974) and the Railroad Re-
vitalization and Regulatory Reform Act of 1976 (P.L. 94-210, approved Feb-
ruary 5, 1976).

* P. L. 9^253, approved March 31, 1976.
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Explanation of provisions

The Act adds an exception to the investment credit recapture rules

(sec. 47(b) ) so that a transferor railroad will not be subject to addi-
tional tax on its tansfer of rail properties to ConRail.^ However,
it is intended that investment credits which are not subject to re-

capture because of this provision are to be treated as other benefits

to the same extent that any other tax benefits are so treated for pur-
poses of the special court's determination of compensation to the trans-

feror railroads under sections 303 and 306 of the Regional Rail Reor-
ganization Act of 1973.

Effective date

This amendment applies to taxable years ending after March 31.

1976.

Revenue effect

This provision will reduce budget receipts by $3 million in fiscal

year 1979.

'This provision was added to the Revenue Act of 1978 by a Senate Finance
Committee amendment. The provision was included in a separate bill, H.R. 10653,
which was reported by the House Ways and Means Committee (H. Kept. No.
95-1539, September 6, 1978) and was passed by the House on October 3, 1978.



C. TARGETED JOBS CREDIT, WIN CREDIT

1 . Targeted Jobs Credit (sec. 321 of the Act and sees. 51, 52, and
53 of the Code)

Prior law

The Tax Reduction and Simplication Act of 1977 provided a new
jobs tax credit for 1977 and 1978. The credit was 50 percent of the in-

crease in each emiployer's wage base under the Federal Unemployment
Tax Act (FTTTA) above 102 percent of that wage base in tlie previous

year. The FFTA base for 1977 consisted of wages paid of up to $4,200

per employee.^ The employer's deduction for wages was reduced by the

amount of the credit. Therefore, although the maximum gross credit

for each new employee Avas $2,100, the actual reduction in taxes per
employee ranged from $1,806 (for a taxpayer in the 14-percent tax

bracket ) to $630 ( for a taxpayer in the 70-percent bracket)

.

The total amount of the credit had four limitations: (1) tlie credit

could not be more than 50 percent of the increase in total wages paid
by the employer for the year above 105 percent of total wages paid by
the employer in the previous year, (2) the credit could be no more
than 25 percent of the current year's FUTA wages, (3) the credit for

a year could not exceed $100,000, and (4) the credit could not exceed

the taxpayer's tax liability. Credits which exceeded tax liability for a

year could be carried back for 3 years and carried forward for 7 years.

Although most employers were able to use the returns they filed

for purposes of complying with FTTTA as a basis for claiming the

credit, special rules were provided for businesses, such as farms and
railroads, not covered under FTTTA.^ Special rules also were provided
for computation of the/ci-edit by groups of companies under common
control, for businesses with employees working abroad, and for busi-

nesses affected by acquisitions, dispositions, and other changes in busi-

ness form. Additional rules were provided for allocating the credit

among members of a partnership and of a subchapter S corporation.

Prior law (adopted in the 1977 Act) also provided an additional

nonincremental credit equal to 10 percent of the first $4,200 of FUTA
wages paid to handicapped individuals (including handicapped vet-

erans) who received vocational rehabilitation. The credit was based on
the first $4,200 of wages paid to a handicapped individual whose first

FUTA wages from tlie employer were paid in 1977 or 1978. Only
wages paid during the 1-year period beginning when the individual

was first paid FUTA wages by the employer were taken into account

^ For 1978. the FTTTA wape base wont up to $6,000. In order to make the 1978
wage base comparable with 1977 for purposes of the jobs credit, prior law re-

quired that only the first $4,200 of the FUTA wage base for each employee be
inolnded in the computation.

'' Generally, employers who employ one or more employees in covered employ-
ment for at least 20 weeks in the current or preceding calendar year or who pay
wages of $1,500 or more during any calendar quarter of the current or preceding
calendar year are covered under FFTA.
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in comiputing the 10-percent credit. The credit for handicapped
workers could not be greater than one-fifth of the re^lar 50-percent
new jobs credit which would have been allowable without regard to

the $100,000 limitation. However, the special 10-percent credit was not
itself subject to any specific dollar limitation.

Reasons for change
The Congress believed that the unemployment rate has declined

sufficiently so that it is appropriate to focus employment incentives

on tliose individuals who have high unemployment rates even when
the national unemployment rate is low, and on other groups with spe-

cial employment needs.

The Congress, therefore, decided to let the current new jobs credit

expire at the end of 1978. In its place, the Congress designed a provi-

sion which should provide an incentive for private ©mployei-s to hire

individuals in seven target groups. The groups have been defined on
\the basis of their low income or because theii' employment should be
encouraged. Included among the targeted individuals are vocational

rehabilitation referrals, economically disadvantaged youths, economi-
cally disadvantaged Vietnam-era veterans, Supplemental Security In-

come recipients, general assistance recipients, youths participating in

a cooperative education program, and economically disadvantaged
convicts.

Explanation of provision

General rules

Under the Act, it was intended that the jobs credit would be ex-

tended for a 3-year period to apply to eligible wages paid liefore 1982.

However, due to a typographical eiTor in the statute, the credit is ex-

tended onlv for a 2-yoar period, i.e., wages paid after 1980 are in-

eligible. It is anticipated that corrective legislation will be introduced
in the 96th Congress.

Also, the Act amends the provisions of the iobs credit so that a credit
is allowed only for hiring members of seven target groups. The credit

allowed to a taxpayer who elects the credit in any taxable vear is

equal to 50 percent of qualified first-year wages and 25 percent of
onalified second-year wages. Qualified first-year wages consist of
wages attributable to service rendered by a member of a target
group during the one-year period beginning with the day the
indivirl^al first begins work for tlie employer. For a vocational
rehabilitation referral, however, the period lx»gins the day the indi-

vidual begins work for the employer on or after the beginning of this

individual's vocational rehabilitation plan. Qualified second-year
wages consist of the wages attributable to sernce rendered during
the one-year period which begins at the close of the first vear described
just above. Thus, the date on which the wages are paid does not deter-

mine whether the wages are first-year or second-year wajres; rather,

the wages must be attributed to the period during which the work was
performxed. With respect to emplovees in the target aroups other than
vocational rehabilitation referrals for whom credits currently are
being claimed under existing law, qualified wages do not include
wages paid or incurred after December 81, 1978, to employees who
were first hired by the employer before September 27, 1978. However,
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employees who are hired on or after that date shall be treated, for the

purpose of applying the amendments made by this section of the Act,

as if they began work for the employer on January 1, 1979, or, if later,

the actual date they began work.
No more than $6,000 of wages during either the first or second year

of employment may be taken into account with respect to any individ-

ual.^ Thus, the maximum credit per individual is $3,000 in the first

year of employment and $1,500 m the second year of employment.
However, the deduction for wages is reduced by the amount of the

credit (determined without regard to the tax liability limitation).

Thus, for an employer who hires an eligible employee who earns

$6,000 in his first year of employment, the credit causes an actual

reduction in taxes which ranges from $900 (for an employer in the 70-

percent bracket) to $2,580 (for an employer in the 14-percent bracket).

Two other rules apply to the definition of qualified wages. First,

any wages paid to an employee for whom an employer is simultaneously

receiving payments for on-the-job training under Federally-funded

programs such as the Comprehensive Employment and Training Act
(CETA) would not be qualified wages. Second, no wages paid to an
employee for whom a WIN—welfare recipient credit is claimed are

qualified wages.

Certi-fication of memhers of target groups

In order to encourage employer participation in the credit, the Act
establishes certification provisions which relieve the employer of

responsibility for proving to the Internal Revenue Service that an
individual is a member of a target group. Rather, the Act requires

that the Secretaries of Treasury and Labor jointly designate a single

employment agency in each locality, such as the Employment Service,

to make this determination and to issue a certificate which, without fur-

ther investigation on the part of the employer, is sufficient evidence
that the individual is a member of such group.
The Act provides that this designated local employment agency is-

sue certification even when another agency, such as the Social Security
Administration or a state welfare agency, is in a position to determine
whether an individual is a member of a target group. There are several

reasons for this provision. First, the Congress believes that by placing
responsibility for certifications with the designated local employment
agency, the labor market exchange role of such agencies will be
strengthened. Second, the various other agencies involved would be
extremely reluctant to deal with a myriad of employer inquiries,
but would be willing to deal with a single local employment agency.

•For example, if an employer with a calendar year taxable year hires an
eligible employee who begins work on September 1, 1979, and pays him $2,500 in
that taxable year, tbe employer is elisrible for a credit of 50 percent of the $2,500,
or $1,250 in that taxable year. For the next taxable year, the employer also is
eligible for a 50-percent credit on the next $3,.500 paid to that employee through
August 31. 1980. No credit is allowed on any additional wages paid to that em-
ployee through August 31. 1980. However, the employer is eligible for tlie 25-per-
cent credit on any wages paid to the employee beginning September 1, 1980 until
tbe total wages paid to the employee from that date (through August 30, 1981)
equal $0,000 (assuming that, for 1981 wages, corrective legislation as mentioned
previously is enacted).
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Furthermore, the Congress believes that the credit can be effective

only if the Secretary of Labor, the Employment Service, and local

employment and training agencies aggressively promote the credit,

use it as a tool in finding jobs for members of the target groups, and
provide prompt certification. The Act explicitly provides that the

Secretary of Labor, in consultation with the Internal Revenue Service,

must take whatever steps are necessary to keep employers informed
of the availability of the credit, including use of the mass media and
private industry councils established under CETA. The Congress

believes that only through such publicity, and through the resulting

interchange between employers and public employment agencies, will

the intended results be achieved.

Target groups

(1) Vocational rehabilitation refeiTals.—Vocational rehabilitation

referrals are those individuals who have a physical or mental disability

which constitutes a substantial handicap to employment and who
have been referred to the employer while receiving, or after complet-

ing, vocational rehabilitation services under an individualized, written

rehabilitation plan under a state plan approved under the Rehabilita-

tion Act of 1973, or under a rehabilitation plan for veterans carried

out under chapter 31 of title 38, U.S. Code. Certification can be per-

formed by the designated local employment agency, up'^n assurances

from the vocational rehabilitation agency that the employee has met
the above conditions.

(B) Economically disadvantaged youths.—Economically disadvan-
taged youths are individuals at least age 18 but not age 25 on the date

they are hired by employers, and who are members of economically
disadvantaged families (defined as families with income during the

preceding 6 months, which on an annual basis was less than 70 percent

of the Bureau of Labor Statistics lower living standard as determined
by the designated local employment agency). This definition of eco-

nomically disadvantaged families is the same as that used to determine
eligibility for various components of the CETA pi'ogram. In prepar-
ing the regulations for this tax credit and CETA, and in implementing
these programs, the Secretaries of Treasury and Labor should coordi-

nate their interpretations of this definition to the maximum extent
feasible.

{3) Eco^oviicaUy disadvantaged Vietnam-era veterans.—The third
target group consists of Vietnam-era veterans certified by the desig-

nated local employment agency as under the age of 35 on the date they
are hired by the employer and who are members of economically disad-

vantaged families. For purposes of the Act, a Vietnam-era veteran is an
individual who has served on active duty (othei- than for training)

in the Ai-med Forces more than 180 days, or who has been discharged or

released from active duty in the Armed Forces for a service-connected
disability, but in either case the active duty must have taken place

after August 4, 1964, and before May 8, 1975. However, any individual
who has served for a period of more than 90 days during which the

individual was on active dutv (other than for ti'aining) is not an
eligible employee if any of this active duty occurred during the 60-day
period ending on the date the individual is hired by the employer.
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This latter rule is intended to prevent employers that hire current

members of the armed services (or those recently departed from

service) from receiving the credit. The definition of an economically

disadvantaged family and the procedures for certifying to the

employer that an individual is a member of such a family are the

same as those discussed above.

(4) SSI recipients.—SSI recipients are those receiving either Sup-

plemental Security Income under Title XVI of the Social Security

Act or State supplements described in section 1616 of that Act or sec-

tion 212 of P.L. 93-66. To be an eligible employee, the individual must

have received SSI payments during a month ending during the 60-day

period which ends on the date the individual is hired by the employer.

The designated local agency will issue the cei-tification after a deter-

mination by the agency making the payments that these conditions

have been fulfilled.

(5) General assistance recipients.—General assistance recipients are

individuals who receive general assistance for a period of not less than

30 days if this period ends within the 60-day period ending on the

date the individual is hired by the employer. General assistance pro-

grams are State and local programs which provide individuals with

money payments based on need. These programs are referred to by a

wide variety of names, including home relief, poor relief, temporary
relief, and direct relief. Examples of individuals who may receive

money payments from general assistance include those ineligible for

a Federal progi-am, or waiting to be certified by such a program, un-

employed individuals not eligible for unemployment insurance, and
incapjicitated or temporarily disal)led individuals. Some general as-

sistance programs provide needs to those individuals wlio find them-
selves in a one-time emergency situation ; however, many of these

families will not meet tlie "30-day requirement" descrilx>d above. Be-

cause of the wide variety of such ))rograms, the Congress has provided
that a recipient will be an eligible employee only after the program
has been designated by the Secretary of the Treasury, after consul-

tation with the SecretaiT of Health, Education, and AVelfare, as a

program which provides cash payments to needy individuals. Certi-

fication will be performed by the designated local agency.

(6) Cooperative education students.—The sixth target group con-

sists of youths who actively participate in qualified cooperative educa-
tion programs, who have attained age 16 but who have not attained

age 19, and who have not graduated from high school or vocational

school. The definitions of a qualified cooperative education program
and a qualified school are similar to those used in the Vocational Edu-
cation Act of 1963. Thus, a qualified cooperative education program
means a program of vocational education for individuals who, through
written cooperative arrangements between a qualified school and one
or more employers, receive instruction, including required academic
instruction, by alternation of study in school with a job in any occupa-
tional field, but only if these two experiences are planned and super-
vised by the school and the employer so that each experience contrib-

utes to the student's education and employability.
For this purpose a qualified school is (1) a specialized high school

used exclusively or principally for the provision of vocational educa-
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tion to individuals who are available for study in preparation for
entering the labor market, (2) the department of a high school used
exclusively or principally for providing vocational education to per-
sons who are available for study in preparation for entering the labor
market, or (3) a technical or vocational school used exclusively or
principally for the provision of vocational education to persons who
have completed or left high school and who are available for study in
preparation for entering the labor market. In order for a nonpublic
school to be a qualified school, it must be exempt from income tax
under section 501(a) of the Code. In the case of individuals in this
group, wages paid or incurred by the employer are taken into account
only if the school certifies that the wages are attributable to services
performed as an integral part of the program, while the individual is

enrolled in and actively pursuing the qualified cooperative education
program and that the individual is age 16 through 18, and not a voca-
tional or high school graduate.

(7) Economically disadvantaged former convict.—Any individual
who is certified by the designated local emplovment agency as having
at some time been convicted of a felony under State or Federal law and
who is a member of an economically disadvantaged family is an eligi-

ble employee for purposes of the targeted jobs credit, if such individual
is hired within five years of the later of release from prison or date of
conviction. The definition of an economical!v disadvantaged family
and the procedures for certifying to the employer that an individual
is a member of such a family are the same as those discussed above.

Limitation on amount of qualified wages
To prevent the hiring of targeted employees from displacing a sub-

stantial number of non-targeted employees, the Act provides that qual-
ified first-year wages during a taxable year cannot exceed 30 percent
of aggregate FUTA wages for all employees during the calendar year
ending in that taxable year. FUTA wages are the first $6,000 of Avages

per employee per calendar year. While for a taxpayer whose taxable
year does not end in a calendar year, this limitation does not permit
a perfect match between the qualified first-year wages of targeted
employees and the wages of all employees, the percentage is believed

to be sufficiently high to compensate for whatever mismatch is likely

to occur between time periods as a result of comparing taxable year
wages with calendar year wages. This limitation is much simpler than
the incremental limitation which previously applied under prior law
to the extra credit for vocational rehabilitation referrals.

Special rules are provided for certain agricultural and railroad

employers not covered by FUTA. These rules are similar to those in

effect under prior law for the new jobs credit and allow these employ-
ers to use their records under the social security tax (FICA) and the

Railroad Unemployment Insurance Act (RTTIA). respectively.

Definition of wages

Wages eligible for the credit are defined by reference to the defini-

tion of wages under FUTA, in section 3306(b) of the Code, except

that the dollar limits do not apply. Special rules, similar to those re-

ferred to in the previous paragraph, are provided for certain agricul-

tural and railroad employers.
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The Act provides the credit only for employees of a trade or business

of the employer. This provision excludes, for example, maids, chauf-

feurs, and other household employees. The Act does not allow a credit

unless more than half the employee's wages are for services in the

emplo_ver's trade or business. The test as to whether more than one-

half of an employee's wages are for services in a trade or business is

applied to each separate employer, without treating related employers

as a single employer. (See discussion under Other iniles, below.)

Other t^les

In order to prevent taxpayers from escaping all tax liability by
reason of this credit, the amount of the credit may not exceed 90 per-

cent of the taxpayer's income tax liability. Furthermore, the credit is

allowed only after all other nonrefundable credits have been taken. If,

after applying all other nonrefundable credits, 90 i^ercent of a per-

son's remaining tax liability for a year is less than the targeted jobs

credit, tlie excess credit can l>e carried back three years and carried for-

ward seven yeai*s. beginning with the earliest year.

The Act retains several provisions of the prior new jobs credit

which are relevant to the targeted jobs credit. Thus, all employees
of all corporations that are members of a controlled group of cor-

porations are to be treated as if they were employees of the same
corporation for purposes of determining the years of employment
of any employee, wages for any employee up to $6,000, and the 30-

percent FUTA cap. Generally, under the controlled group rules, the

credit allowed the group is the same as if the group were constituted as

a single company. A comparable nile is provided in the case of j^aitner-

ships, proprietorships, and other trades or businesses (whether or not

incorporated) which are under common control, so that all employees
of such organizations generally would be treated as if they were
employed by a single j>erson. The amount of targeted jobs credit

allowable to each meml^er of the controlled group will be its propor-
tionate share of the wages giving rise to tlie credit.

On the other hand, several rules which were thought necessary for

the general jobs credit were not retained in the Act. The purpose of

the targeted jobs credit is to encourage employei-s to hire em])loyees

from certain specifically enumerated groups, the hiring of which the

Congress believes is deserving of s|>ecial incentives. Because the Con-
gress' overriding concern is to provide an incentive for the hiring of

employees from these groups, the Act proWdes for no dollar limitation

on the amount of the credit. Also. l)ecause most tax shelter actiA'ities

would not be able to obtain sufficient credits to increase the value of

the shelter, the Congress decided not to limit the credit allowed to a

partner, shareholder of an electing small business corporation, or

beneficiary of a trust or estate to the ])roportionate part of the tax

for the year attributable to the taxpayer's interest in the particular

partnership, etc., from which the credit is derived.

Effective date

The provision was intended to be effective for taxable years begin-

ning after December 31, 1978 for wages paid or incurred l3efore Janu-
ary 1. 1982. However, due to a typograpliical error, the statutory pro-

vision only applies to wages paid before January 1. 1981. The pro-
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vision making the credit elective was also intended to be retroactive

to taxable years beginning after Dec-ember 31. 1976. (It is anticipated

that corrective legislation will be considered in the 96th Congress with
respect to the wage termination date and election of the credit under
prior law.)

A transitional inile is included to coordinate the effective date of

the targeted credit foi- 1979 with the expiration of the prior new jobs

tax credit at the end of 1978 for fiscal year taxpayers. Under the transi-

tion rale a taxpayer with a fiscal year beginning in 1978 will compute
his general jobs credit under prior law (but without regard to the 100

percent of tax liability limitation) for wages paid in 1978 and his

targeted jobs credit under the Act (also without regard to the 100

percent of tax liability limitation) for wages paid in 1979, add the two
credits together and then apply the 100 percent of tax liability limita-

tion. The resulting credit is the amount allowed for that fiscal year.

Revenue effect

The new targeted jobs credit will reduce budget receipts by $141
million in fiscal year 1979, $483 million in fiscal year 1980, and $86
million in fiscal year 1983. (See Table 1-2 for the revenue effect

of allowing the existing general jobs credit to expire after 1978.)



2. WIN and Welfare Recipient Tax Credits (sec. 322 of the Act
and sees. 50A, SOB and 280C of the Code)

Prior law
Under the prior work incentive (WIN) tax credit and the asso-

ciated welfare recipient tax credit, employers could receive a tax credit

equal to 20 percent of the wages paid during the first 12 months of
employment (whether or not consecutive) to individuals who had
received AFDC for at least 90 days or who were placed in employment
under the WIN program. The WIN credit was limited to employees
of a trade or business, while the welfare recipient credit also was avail-

able for up to $5,000 of nonbusiness wages per taxpayer. The amount
of the credit available to any employer w^as limited to $50,000 of tax
liability plus one-half of tax liability in excess of $50,000. The WIN
credit generally was not available if the employment was terminated
without cause within a certain period after the employment started

(generally six months), although the welfare recipient credit was
available for all employees who had been employed at least 30 days on
a substantially full-time basis. In addition, under both credits, wages
and benefits could be no less than wages and benefits paid to other em-
ployees of the employer for similar jobs, the employee for whose wages
the credit was taken could not displace any individual fix>m employ-
ment, and the employee could not be a close relative, dependent, or

major stockholder of the employer. The welfare recipient credit was
to expire January 1, 1980.

Reasons for change
The Congress believed that employer utilization of the WIN and

welfare recipient tax credit was far below what could have been
achieved if the rate of the credit had been higher and the rules for

claiming it were simpler. Recent evaluation of these tax credits indi-

cated that employers were confused by the different rules under which
credits could be claimed for AFDC recipients and WIN registrants

and that the prior rate of credit was too low to generate employer
interest in hiring welfare recipients, Avho typically have low levels of

education and work experience. Therefore, the Congress decided to

amend the WIN and welfare recipient tax credit to increase the rate

and simplify the rules which govern employer eligibility for the

credits.

Explanation of provision

The Act amends the provisions of the WIN and welfare recipient

credit so that, for trade or business employment, the credit allowed in

any taxable year is equal to 50 percent of qualified first-year wages and
25 percent of qualified second-year wages. For employment other than
in a trade or business, the credit is 35 percent of qualified first-year

wages. Qualified first-year wages consist of wages attributable to serv-

ice rendered by an eligible employee during the one-year period begin-

ning with the day the individual first )>egins work for the employer.
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Qualified second-year wages consist of the wages attributable to service

rendered during the one-year period which begins at the close of the

first year described just above. Thus, the date on which the wages are

paid does not determine whether the wages are first-year or second

-

year wages; rather, the wages must be attributed to the period during
which the work was performed.

Qualified wages do not include wages paid to employees who were
first hired by the employer l>efore September 27, 1978, for services

rendered after the one-year period Ix'ginning with the date the indi-

vidual first began work for the employer. However, the em]")loyer sliall

treat eligible employees, who are liired on or after that date, for the

purpose of applying the amendments made by this section of the Act,
as if they began work for the employer on January 1. 1979, or. if later,

the actual date they began work.
No more than $fi,000 of wages during either the first or second year

may be taken into account for a year of employment after 1978 with
respect to any individual.^ Thus, the maximum credit per individual
employed in a trade or business is $3,000 in the first yeai- of employ-
ment and $1,500 in the second year of employment. In order to prevent
the credit and the ordinary wage deduction from causing a tax reduc-
tion greater than the amount of eligible wages, and to make the
percentage reduction in labor cost equal for all trade or business em-
ployers, regardless of their tax bracket, the Act provides that the
ordinary deduction for wages is reduced bv t'e amount of the credit.

Tlius, for a trade or business employer wlio hires an eligible employee
who earns $6,000 in his first year of employment, the credit causes an
actual reduction in taxes which ranares from $900 (for an employer in

the 70-percent bracket) to $2,580 (for an employer in the 14-percent
bracket).

The Act increases the current limitation of the credit from $50,000
of tax liability plus 50 percent of tax liabilitv in excess of $50,000 to

100 ]>ercent of tax liability. In addition, the current limitation on
eligible wages paid for employment not in a trade or business is in-

creased to $12,000 ; this will allow any taxpayer to claim credit for up
to two full-time nonbusiness employees. Tlie ci-edit for dependent care
expenses may not be claimed with respect to any wages for which the
taxpayer is allowed a WTX credit. The separate limitation on wages
paid with respect to child day care services is eliminated.
The Act provides that the rules defining an eligible employee

and the restrictions on the availability of the credit are the same
for AFDC recipients and WTTs^ reoisti-ants. Thus, an employee will

have to fulfill two conditions in order to make the employer eligible

for the credit. Fii-st, the employee will bo eithei- a membei- of an

^ For example, if a trade or business employer with a calendar year taxable year
hires a eligible employee on September 1, 1979, and pays him $2,500 in that tax-
able lyear, the employer is eligible for a credit of 50 percent of $2,500, or $1,250
in that taxable year. For the next taxable year, the employer is also eligible for
a 50 percent credit on the next $3,500 paid to that employee through August 31,
1980. No credit is allowed on any additional wages paid to that employee through
August 31. 1980. However, the employer is eligible for the 25-i>ercent credit on
any wages paid to the employee beginning September 1, 1980, until the total wages
paid to the employee from that date (through August 30, 1981) equal $6,000.
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AFDC family which has been receiving AFDC at least 90 continuous

days immediately preceding the date on which the individual is hired

by the taxpayer or must be placed in employment under theWIN pro-

gram. Second, the employee will have to be employed by the taxpayer

in excess of 30 consecutive days on a substantially full-time basis. All

rules relating to recapture of the credit, which applied only to WIN
reffistrants, are repealed. WIIS registrants, as well as AFDC recipients,

will be eligible employees even if employed in nontrade or business

activities.

Rules are provided so that all employees of all corporations that are

meml>ers of a controllexi group of corporations are to be treated as if

they were employees of the same corporation for purposes of determin-

ing the yeare oiP employment and the $6,000 wage limit for an em-
ployee. Generally, under the controlled group niles, the credit allowed

the group is the same as if the group were consituted as a single com-
pany. A comparable rule is provided in the case of pai-tnerships, pro-

prietorships, and other trades or businesses (whether or not incorpo-

rated) which are under couimon control, so that all employees of such
organizations genei-ally would be treated as if they were employed by
a single person. The amount of credit allowable to each member of the

controlled group will be its proporationate share of the wages giving
rise to the credit.

The Act provides that the credit is permanent.
Finally, the Act, provides that the WlN-welfare recipient tax

credit will not be allowed in the case of: (1) expenses reimbursed by
a grant; (2) employees who displace other employees from employ-
ment; (3) migrant workei^; or (4) employees who are close relatives,

dependents, or major stockholders of the employer.

Effective date

The revised WIN-welfare recipient tax credit generally is effective

after December 31, 1978, for taxable years ending after that date.

For purposes of applying tlio amendments made by this section

of the Act, eligible employees hired after September 26, 1978, shall

be treated as ha\dng first begun work for the taxpayer no earlier than
Januaiy 1, 1979.

Revenue effect

This provision will reduce budget receipts by $39 million in fiscal

year 1979, $136 million in fiscal year 1980, and $264 million in fiscal

year 1983.



D. TAX-EXEMPT BONDS

1. Industrial Development Bond Provisions

a. Increase in limit on small issues of industrial development

bonds (sec. 331 of the Act and sec. 103:(b) of the Code)

Prior law
Interest on State and local government obligations generally is

exempt from Federal income taxation. However, interest on State and
local government issues of industrial development bonds is taxable,

with certain exceptions. A State or local government obligation is an
industrial development bond if (1) all or a major portion of the

proceeds of the issue are to be used in a trade or business of a person

(unless carried on by a government unit or by certain tax-exempt

organizations) and (2) payment of principal or interest is secured by
an interest in, or derived from payments with respect to, property used

in such trade or business.

An exception to the general rule of taxability of interest on indus-

trial development bonds is provided for certain small issues (sec- 103

(b) (6) ). This exception applies to issues in amounts of $1 million or

less, if the proceeds are used for the acquisition, construction, or im-

provement of land or depreciable property. At the election of the is-

suer, the $1 million limitation can be increased to $5 million. If this

election is made, tlie exception is restricted to projects where the

aggregate amount of outstanding exempt small issues and capital

expenditures (financed otherwise than out of proceeds of an exempt
small issue) made over a six-year period do not exceed $5 million.

Botli the $1 million and $5 million limitations are determined
by aggregating the face amount of all outstanding related prior
issues, plus, in the case of the $5 million limitation, certain capital

expeiiditni-es for nil facilities used by the same oi- related principal
users wliicli are located witliin the same county or same incorporated
municipality. However, facilities located in a county are not aggre-
gated, for this purpose, with facilities located in incorporated munici-
palises within that county.

Reasons for change
Since the enactment of the small issues exemption in 1968, there has

been a substantial decrease in the purchasing power of the dollar. As
a result, ])rojects for which the limited small issues exeui]>tion from the
industrial development bond provisions were intended no longer can
qualify. This is particularly so in the case of the $5 million limitation
since all capital expenditures on the project must be counted towards
the limitation regardless of the amount financed by tax-exempt bonds.
As a result, the Congress believed that the $5 million small issues

exeui)>ti()n should he increased to $10 million.

(174)



175

In addition, in order to promote economic development in those areas

where it is most needed, the Congress believes that the capital expendi-

ture limitation for certain economically distressed areas should be

increased to $20 million.

Explanation of provision

Tlie Act increases from $5 million to $10 million the amoimt of

the limitation on the size of the small issue election for tax-exempt

industrial development bonds.

The Act also, in general, increases the capital expenditure limitation

for facilities with respect to which an urban develoi>ment action grant

has been made to $20 million. However, only $10 million of the fimds

used to finance an urban development action grant facility may be

provided through the use of tax-exempt elective small issue industrial

development bonds.

Under the Act, if substantially all the proceeds of an elective exempt
small issue industrial development bond are used to provide facilities

with respect to which an urban development action grant has been

inade, then in determining the aggregate face amount of such an issue,

capital expenditures in an amount up to $10 million (financed other-

wise than out of the proceeds of an exempt small issue) will not be

taken into account. For purposes of this provision, "facilities with

respect to which an urban development action grant has been made"
means facilities owned by, leased to, or assigned to companies or devel-

opers named on an original or amended application for an urban devel-

opment action grant. However, facilities will not meet the requirements

of this pi-ovision unless tlie named companies and developers have

received an urban development action grant, that they make a firm

financial commitment to an urban development project, and that their

commitments bear a clear, direct relationship to the activities for

which the grant is being made available.

Further, for purposes of determining the total capital expendi-

tures made or incurred with respect to a facility which qualified for

the $20 million capital expenditure limitation, existing law shall be

used to detemiine whether amounts expended from an urban develop-

ment action grant ai-e included or excluded expenditures.

Effective date

The provision increasing the elective small issues limitation to $10
million applies to bonds issued after December 31, 1978, and to capital

expenditures made after December 31, 1978, with respect to obligations

issued before January 1, 1979. The provision dealing with urban devel-

opment action grants applies to obligations issued after September 30,

1979, and to capital expenditures made after September 30, 1979,

with respect to obi i,<rat ions issued after that date.

Revenue effect

This provision will reduce budget receipts by less than $1 million in

fiscal year 1979, $3 million in fiscal year 1980, and $37 million in fiscal

vear 1983.



b. Local furnishing of electric energy (sec. 332 of the Act sec.

103(b)(4) of the Code)

Prior law
Interest earned on obligations of a State or local government gen-

erally is exempt from Federal income tax. This rule does not extend to

industrial development bonds, the proceeds of which are used by a tax-

paying enterprise in its trade or business, except where the proceeds
of the bonds are used for specified exempt purposes, and except for

certain small issues.

Although the use of facilities for the local furnishing of electric

energy is one specified exempt purpose for industrial development
bonds (sec. 103(b)(4)(E)), many bond issues for electric energy
facilities cannot qualify for the exemption under current Treasury
Department regulations (§ 1.103-8 (f) (2) (iii) (d)), which interpret

the term "facilities for the local furnishing of electric energy" to mean
in general facilities furnishing electric energy to the general populace

in a service area comprising no more than two contiguous counties. The
regulation also provides that a city will in general be treated as a
county if it is not within one or more counties or does not consist of

one or more counties.

Reasons for change
The current interpretation of the term "local furnishing of electric

energy" by tlie Treasury has prevented the issuance of tax-exempt
bonds for financing the construction of facilities to furnish electric

energy in service areas which are larger than two contiguous counties.

This two contiguous county rule applies even if the service area of an
electric energy facility consists of a single city.

The Congress believed it to be appropriate to allow tax-exempt fi-

nancing of facilities which furnish electric energy to a city. The Con-
gress also conckided that to allow tax-exempt financing of electric

energy facilities in such cases is consistent with the current Treasury
regulation which in some instances treats a city as a county. However,
the Congress also believed, since the purpose of allowing tax-exempt
financing of electric facilities is to benefit primarily small communi-
ties or small geographic service areas, that when an exception to the
two contiguous county rule is made it should be limited to a service

area consisting of no more than one city and one contiguous county.

Explanation of provision

The Act provides an exception to the general rule that facilities for
the local furnishing of electric energy means facilities, furnishing
electric energy to an area comprising no more than two contiguous
coimties. Under this exception an electric energy facility will meet
the local furnishing requirement where it furnishes electric energy
solely within an area consisting of no more than one city and one con-

tiguous county. As a consequence of this provision, the local furnishing
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requirement will be met by an electric ener^ facility if it provides

service to an area comprising no more than two contiguous counties, or

one city and one contiguous county.

In the implementation of this specific amendment to the Code, a

question may arise about the effect of an interconnection with other

electric utilities. Congress intends that in the case of a facility added

to the local furnishing exception by the amendment, that is, a facility

which furnishes electric energy solely within the area consisting of

one city and one contiguous county, such a facility will not fail the

local furnishing test merely because the facility is interconnected with

other facilities. The amendment was not intended to affect the local

funiisliing rules for other facilities. With respect to a facility covered

bv tlie amendment, it is expected that procedures will be developed by
the Treasury Department under which it may be demonstrated that

the local furnishing requirement has been met notwithstanding the

interconnection of the facility witli otlier facilities.

Finally, the provision does not affect the meaning of the term "facili-

ties for the local furnishing of gas."

Effective date

The provision applies to taxable years ending after April 30, 1968,

but only with respect to obligations issued after that date.

Revenue effect

This provision will reduce budget receipts by less than $1 million

in fiscal year 1979, $3 million in fiscal year 1980, and $23 million in

fiscal year 1983.



c. Industrial development bonds for water facilities (sec. 333 of

the Act and sec. 103(b) (4) (G) of the Code)

Prior law
Interest on State and local government obligations is generally

exempt from Federal income tax. However, tax exemption is denied to

State and local government issues of industrial development bonds,

with certain exceptions. A State or local government bond is an in-

dustrial development bond if (1) all or a major portion of the pro-

ceeds of the issue are to be used in any trade or business not carried

on by a State or local government 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 used in a trade or

business.

Certain industrial development bonds qualify for tax exemption,
where the proceeds of the bonds are used to provide certain exempt
activities facilities which include facilities for the furnishing of water
if available on reasonable demand to members of the general public
(sec. 103(b)(4)(G)).
The Internal Revenue Service has interpreted the exemption for

facilities for the furnishing of water as being inapplicable where a
substantial amount of the capacity of the facility is committed to the
use of a small number of industrial users. Tlie Service's interpretation
is premised on the public use requirement of present law and on its view
that these industrial users are not members of the general public, but
rather, non-exempt persons. See Rev. Rul. 76^94 1976-2 C.B. 26. See
also, Rev. Rul. 78-21 1978-3 I.R.B. 3 (January 16, 1978)

.

Reasons for change
The Internal Revenue Service has been reluctant to rule, under

prior law, that business users of water may constitute the general
public; therefore, the Internal Revenue Service has refused to rule
that a facility will meet the public use test where a substantial portion
of the water is made available to a limited mnnber of industrial users.

The Congress believes that business users are also members of the
general public and that their use of a facility can satisfy the public
use test provided the facility is public in the sense that it makes avail-
able a substantial portion of its overall supply of water to residential
users in its service area.

In addition, the Internal Revenue Service has interpreted prior
law as not permitting a governmental unit to finance a ]:x>rtion of its

water lines or other water facilities with tax exempt bonds unless the
segment itself serves the public, notwithstanding that it may be part
of an overall facility operated by the governmental unit which serves
the general public in its service area. The Congress believes the public
use test is satisfied if tlie system (of which the segment being financed
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in a part) serves the general public, provided the segment in question

is a facility for the furnishing of water and not a production facility,

and provided the segment is operated by a governmental unit or a

regulated public utility as a part of its overall system.

Explanation of provision

The Act provides that interest is tax-exempt on industrial develop-

ment bonds which are used to provide facilities for the furnishing of

water for any purpose if the water is or will be made available to

the general public and the facility is operated by a governmental unit

or a regulated public utility.

Generally, in order for a bond to be eligible for tax-exempt status

under the Act, the facility must meet three requirements. It must be

for the furnishing of water, it must be operated by a governmental

unit or regulated public utility, and it must make available water to

meonbers of the general public.

The first requirement under the Act is that a facility is in fact a fa-

cility for the furnishing of water and not a production facility. In

order to satisfy this requirement, a facility must l>e a component of a

system or project which furnishes water. Ordinarily, a system or proj-

ect would include only those components necessary for the collexition,

treatment and distribution of water to a service area, and any other

functionally related and subordinate componentvS. Thus, a facility will

not constitute a facility for the furnishing of water if the facility uses

the water in its own production process. For example, the internal

water facilities of a private plant or a cooling pond would not con-

stitute a facility for the fumishing of water or property functionally

related and subordinate to sucli a facility.

In addition, in determining whether a facility is a component of a

system or project which furnishes water, a facility shall be viewed in

conjunction with its affiliated system or project. In general, a reservoir

and its functionally related and subordinate components will consti-

tute a single system. On the other hand, a series of dams will not, in

general, constitute a single system, but rather a series of individual

systems. Thus, in order for a facility affiliated with one of these dams
to qualify under the Act, the system (dam) must be one which fur-

nishes water and the individual facility must be a component of the

qualifying system.

Further, the fact that an electric utility is a customer of a govern-

mental unit or a regulated public utility which operates facilities for

the furnishing of water does not, in general, transform those water
facilities into facilities for the furnishing of electric energy. Thus, a

reservoir or dam would not be denied tax-exempt financing merely
l>ecause one of the uses of tlie water is for the production of

electricity. If substantially all of the water is used for other purposes

in addition to the production of electricity, tax-exempt financing may
be allowed to the extent tlie facility qualifies as a facility for tlie fur-

nis^nng of water. However, tax-exempt financing will not be allowed
for t'^ose portions of a dam or reservoir which relate to the production
of electricity (such as for generatoi-s and turbines) under this pro-

vision. In order for such facilities (electric facilities) to qualify for

tax-exempt financing, they must meet the requirements of sex^tion

10.3(h) (4) (E) or section 103 (d).
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The second requirement under the Act is that the facility be operated

by a governmental unit or a resiilated public utility. In order for a

facility to meet the operation test, it must in fact be operated by a

governmental unit or a regulated public utility (i.e., the governmental
unit or regulated public utility must bear the cost of and be in control

of maintenance and repairs of the facility). For example, if a facility

is leased to an industrial user on a long-term basis, and the industrial

usei- bears the cost of, or controls maintenance and repair of, the fa-

cility, then tlio facility is not considered to l^e operated by a govern-
mental unit or a regulated public utility.

The tliird reonirement under the Act is that the water is, or will

be, made available to the general public. The general ])ublic is not

limited merely to residential users or municipal water districts; it also

includes electric utility, industrial, agricultural, or other commercial
users within the facility's service area.

In order to satisfy the third requirement of the provision, a facility

cannot in general deny access to water to residential users or municipal
water districts within its service area. However, because electric utility,

industrial, airricultural, and commercial users also are members of the
general public, a facility does not have to satisfy the water needs of
all the residential users in its service area, provided it makes available

a substantial portion of its overall supply of water to residential users

in its service area. Generally, 25 percent of a facility's capacity may
be considered a substantial portion for purposes of this provision. For
example, where a reservoir is originally built to sen^e a single indus-
trial user and the industrial user agrees to "take or pay" for the entire

capacity of the reservoir (but is guaranteed only 25 to 75 percent of
the capacity), the facility will meet the availability test if the remain-
der of the water will be offered to residential users.

However, water is not made available to residential users merely
because it is available for their recreational use. Thus, a reservoir which
denies access to water to residential users except for swimming, water
skiing, etc., will not be considered to make water available to members
of the general public.

In addition, a facility does not have to make wate?' available to

all nonresidential classes of the general public. For example, a res-

ervoir that provides water to residential and industrial users is none-
theless eligible for tax-exempt financing even though the reservoit-

does not also furnish wat«r for agricultural or irrigation purposes.
Additionally, in determining whether water is or will be made

available to members of the general public, a particular facility is

to be viewed as a whole. Thus, if a water transmission system con-
sisting of a main system of canals and pipelines and connecting lines

serving individual industrial users and municipal water districts is

extended to serv^e only one or two industrial users, the extensions will

satisfy the availability test. 9,mce the system as a whole serves the

general public.

Finally, under the provision, there is no reqriirement that a water
facility serve the general public immediately after it is constructed.

It is sufficient that the facilitv is available to serve the general public

and that the general public has an opportunity to take water from
the pipeline. For example, where a pipeline is built to serve a region
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that is sparsely inhabited because of lack of water, there is no re-

quirement that the pipeline serve the general public immediately after

it is completed. It is sufficient that the pipeline will serve the general

public that, attracted by a new source of water, moves into the region.

Effective date

The provision applies to obligations issued after November 6, 1978.

Revenue effect

This provision will reduce budget receipts by less than $1 million

in fiscal year 1979, $7 million in fiscal year 1980, and $78 million in

fiscal year 1983.



d. Advance refunding of industrial development bonds for cer-

tain public works (sec. 334 of the Act and sec. 103(b) of the

Code)

Prior law
Interest on State and local government obligations is generally

exempt from Federal income tax. However, tax exemption is denied
to State and local government issues of industrial development bonds,

with certain exceptions. A State or local government bond is an indus-

trial development bond 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 government or tax-exempt organization, and (2)

payment of principal or interest is secured by :in interest in, or derived

from payments with respect to, property, or borrowed money, used

in a trade or business.

Certain industrial development bonds qualify for tax exemption,

where the proceeds of the bonds are used to provide facilities for

certain exempt activities. Such facilities include convention and trade
show facilities (sec. 103(b)(4)(C)), airports, docks. Avharves, and
facilities for mass commuting, parking, or storage and training di-

rectly related to these installations (sec. 103(b) (4) (D)).
In general, in order for a facility to qualify as an exempt activity

facility, the facility must satisfv a public use requirement; that it

serves or is available on a regular basis for general public use or is a
part of a facility so used. (Sec. 1.108-8(a) (2) Treas. Regs.) Trans-
portation facilities will in general satisfy the public use requirement
by lieing available for use by members of the general i)ublic or for

use bv common carriers or charter cai'riers which serve members of

the general i>ublic. (Sec. 1.103-S(e) (1) Treas. Regs.) Fui-ther, a dock
or wbarf which is part of a i)ublic port satisfies the public use require-

ment. (Sec. 1.103-8(e) d) Treas. Regs.) Convention and trade show
facilities will in general satisfy tlie public use requirement by being
available foi- an appropriate charge or rental for use bv memlx^rs of
the general public. On the other hand such facilities will not satisfy
the public use test where use is limited by lono--term leas'^s to a single
user or group of users. (Sec. 1.103-8(d) (1) Treas. Regs.)

Prior to December 1977, if an issue of industrial development bonds
qualified as a tax-exempt bond, a refunding issue ^ of that issue

may have also qualified as a tax-exempt bond. Howevei-, under pro-
posed regulations issued December 6, 1977, advance refunding issues

^ In jjeneral, refunding isfsues are bonds of which the proceeds are used to
redeem outstanding bhnds. Refunding issues are issued typically to take advan-
tage of lower current interest rates, or to remove restrictive covenants in the
original bond issue. Advance refundine issiies arc bonds issued prior to the ma-
turity date of the original bond. In an advance refunding of tax-exempt industrial
development bonds both the original issue and the refunding issue remain out-
standing, thereby significantly increasing the amount of tax-exempt bonds out-
standing for any project.
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for industrial development bonds that are issued more than 180 days

before the original issue is redeemed do not qualify as tax-exempt

bonds.
The Treasury proposed this amendment to the refunding regulations

because it believed that their issuance contravenes the statutory

requirement that substantially all of the proceeds of an industrial de-

velopment bond must be used to provide a facility described in the

statute in order to qualify for tax exemption. The Treasury further

believes that advance refunding issues violate this requirement, since

they permit the issuance of a face amount of tax-exempt bonds which

when aggregated with the outstanding issue exceed the cost of a given

facility commencing with the issuance of the refunding issue and end-

ing with the call or retirement of the original issue.

Reasons for change

The general purpose of this provision is to distinguish between ad-

vance refunding of obligations used to provide public facilities and
private facilities. The Congress believes that State and local govern-

ments should be allowed to advance refund industrial development
bonds used to provide certain types of public facilities. Although ad-

vance refunding in general increases borrowing costs and increases the

amount of tax-exempt bonds outstanding for any project, the Con-
gress believes that, where the refunded issue was used to provide

certain facilities which are generally available for use by the general

public, it is appropriate to allow State and local governments to ad-

vance refund where the refimding will result in the removal of un-

favorable conditions in the original bond issue or will result in debt
service savings.

However, because advance refunding tends to increase the total out-

standing tax-exempt bonds, the Congress has decided not to allow the
advance refunding of bonds used to provide essentially private facil-

ities. The refunding bonds, which are essentially private, it is argued
compete with true municipal debt for a share of the tax-exempt market,
thus increasing the costs of financing public facilities.

Explanation of provision

The Act allows advance refunding of certain outstanding tax-

exempt industrial development bonds. Interest on an advance refund-
ing issue of an industrial bond is tax-exempt only if substantially
all the proceeds of the refunded issue will be used to provide a qualified

public facility. Qualified public facilities are defined as airports, docks,
or wharves, mass commuting facilities, parking facilities, or storage or
training facilities directly related to these facilities, and convention or
trade show facilities which are generally available to the general
public.

The Act, in geneial, applies only to the advance refunding of in-

dustrial development bonds substantially all the proceeds of which
were used to provide transportation and convention and trade show
facilities which directly serve or are available on a regular basis for
general public use. Facilities which qualify as exempt activities facil-

ities because they are available for use by common carriers or charter
carriers which serve members of the general public will not be con-
sidered qualified public facilities for purposes of this provision unless
such facilities directly serve the general public or are available on a
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regular basis for the general public use. Further, facilities which are
part of a (jualified public facility will not be considered qualified pub-
lic facilities unless such facilities directly serve the general public or
are available on a regular basis for general public use.

Thus, a facility which is part of a qualified public facility (e.g.,

a hangar, a repair facility, a wharf, or a dock) which is owned by a
nonexempt person, or leased to or assigned to a nonexempt person
permanently or for the major portion of its useful life, will fail the
availability test if the facility does not provide services to the gen-
eral public (e.g., repair or storage services for all airplanes) or is not
available on a regular basis for general public use. On the other hand,
a facility which is owned by a governmental unit shall be considered
to be available to the general pul3lic, if it is leased to or assigned to a
nonexempt person on a short-term basis, provided that the facility will
be available to the general public for the major portion of its useful
life.

Notwithstanding the above, a tax-exempt industrial development
bond used to provide a facility which is not a qualified public facility
may in certain instances be advance refunded in a multipurpose issue.

The Act also prohibits the advance refunding of an advance refund-
ing issue where a prior issue is still outstanding. Thus, no more than
two tax-exempt issues will be outstanding for any one project at the
same time.

The Act applies to refunding obligations issued after the date of
enactment. For example, if industrial development bonds were issued
in 1967 and substantially all the bond proceeds were used to provide a
qualified public facility, then tax exempt advance refunding of the
1967 bonds will be allowed so long as the refunding obligations are
issued after the date of enactment.
The Act is not intended to affect (by implication or otherwise) the

tax treatment of the advance refunding of general obligation or gen-
eral revenue municipal bonds which are legal obligations of the issuing
government.

Effective date
The provisions applies to refimding obligations issued after No-

vember 6, 1978.

Revenue effect

This provision will reduce budget receipts by less than $5 million
annually.



2. Other Tax-Exempt Bond Provisions

a. Declaratory judgment procedure for judicial review of deter-

minations relating to governmental obligations (sec. 336 of

the Act and new sec. 7478 of the Code)

Prior law
Interest on State and local obligations is generally tax-exempt.

However, tax-exempt status is denied to industrial development bonds

(section 103(b) of the Code) and arbitrage bonds (section 103(c) of

the Code).
Although it is not necessary for the issuer of State and local bonds

to obtain a determination as to the tax status of a bond issue, as a

practical matter, if an issue is seemingly in conflict with any ruling

or regulations published by the Internal Kevenue Service, it cannot

be marketed. This is the case, regardless of the validity of the Service's

ruling or regulations.

In addition, a bond issue may not be marketable due to uncertainty as

to whether it is issued by a State or local government within the

meaning of section 103(a), e.g., whether the obligations are issued by
an authority "on behalf of" a State or local government.

Reasons for change
Under prior law, an issuer had no appeal from an Interal Revenue

Service private letter ruling (or failure to issue a private letter

ruling) that a proposed issue of municipal bonds is taxable. In those

cases, although there may be a real controversy between a State or

local government and the Service, prior law did not allow the State

or local government to go to court. The controversy could be resolved

only if the bonds were issued, a bondholder excluded interest on the

bonds from income, the exclusion was disallowed, and the Service

asserted a deficiency in its statutory notice of deficiency. This uncer-

tainty coupled with the threat of the ultimate loss of the exclusion,

invariably makes it impossible to market the bonds. In addition, it was
impossible for a State or local government to question the Service

rulings and regulations directly.

The Congress believes that a State or local government should have
a right to court adjudication in the situation described above. The Act
deals with the problem by providing that, in the event of an unfavor-

able private letter ruling (or failure to issue a ruling), the State or

local government may ask the United States Tax Court for a declara-

tory judgment as to the tax status of a proposed issue of municipal

bonds.

Explanation of provisions

In general

The Act provides that the United States Tax Court is to have ex-

clusive jurisdiction in the case of an actual controversy involving a de-
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termination (or failure to make a determination) by the Internal Reve-

nue Service as to whether interest on a prospective obligation is exempt
from Federal income taxation. For purposes of this provision, a pros-

pective obligation means an obligation (whether an original issue or a

refunding issue) which has not been issued at the time a petition seek-

ing a declaratory judgment is filed with the Tax Court. A suit under
this provision can be brought only by the prospective issuer which has

sought a determination regarding the tax-exempt status of its pro-

posed issue.

While this new declaratory judgment procedure is being made
available to State and local governments that desire to use it, there is

no requirement that they use this new procedure to determine the tax

status of municipal bonds. Further, the Act imposes no requirement
that a request for a private letter ruling be made as a condition for

tax exemption.
In order to satisfy the court that an actual controversy exists, a pros-

pective issuer will have to adopt a bond resolution, or take such other

required action as may be necessary, in accordance with State or local

law authorizing the issuance prior to the time it files a petition with
the Tax Court. However, the bond resolution may be contingent on a

favorable determination.
The Tax Court is to have jurisdiction to make a declaration as to

'whether interest on an obligation is exempt from Federal income taxa-

tion. Any such declaration is to have the force and effect of a final

judgment or decree and is to be reviewable as such. While it is antici-

pated the Tax Court will expedite resolution of these cases, such
treatment will be at the discretion of the Tax Court so as not to restrict

the Court's flexibility in handling the remainder of its caseload.

The Court is to base its determination upon the reasons provided
by the Internal Revenue Service in its notice to the party making the

request for a determination and on any other facts or arguments which
the Service and/or the proposed issuer wish to introduce at the time of

trial. However, any such facts or arguments iiuist be relevant to the

issues raised in the administrati^•e record. Neither party may raise new
issues at the time of trial. Of course, if an unfavorable determination
is based on a published ruling or regulation (includin<>- a proposed
regulation), the court may rule on the validity of the published ruling
or regulation.

A judgment in a declaratory judgment proceeding is to be binding
upon the parties to the case, and is to foreclose future legal action by
them to redetermine the tax status of the bonds.

Exhaustion of administrative remedies required

For a proposed issuer to receive a declaratory judgment under this

provision, it must demonstrate to the court that it has exhausted all

published administrative remedies which are available to it Avithin the
Internal Revenue Service for a private ruling letter, that the Internal
Revenue Service has either failed to act or has acted adA'?rsely, and
that it has exhausted its right to appeal any adverse determination.
Moreover, to exhaust its administrative remedies, a proposed issuer

must satisfy all procedural requirements of the Service relating to

municipal bond rulings. For example, the Service may decline to issue

a private letter ruling if a State or local government fails to supply
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the Service with the necessary information on which to make a deter-

mination.
A proposed issuer is not to be deemed to have exhausted its admin-

istrative remedies in cases where the Internal Revenue Senice has
failed to make a determination before the expiration of 180 days
after a request (complying with the procedural requirements of the

Internal Eevenue Service) foi" such a determination was made. Once
this 180-day period has elapsed, a proposed issuer that exhausted its

remedies may bring an action even though no private letter ruling

has been issued by the Internal Revenue Service.

Of course, if the Service makes a determination during this 180-day
period, then the proposed issuer need not wait until the end of the

180-day period to initiate the declaratory judgment proceeding. How-
ever, no action for declarator}' judgment may be filed after 90 days
from the date on which the Secretary or his delegate sends notice to

a person of a private letter ruling (including refusals to issue such a
ruling) as to the tax status of the bonds.

Tax Court Comtmssloners
In order to provide the Tax Court with flexibility in carrying out

this provision, the Act authorizes the Chief Judge of the Tax Court to

assign the commissioners of the Tax Cx>urt to hear and make deter-

minations with respect to petitions for a declaratory judgment, sub-

ject to such conditions and review as the Court may provide, by an
appropriate rule, directive, or order, whether oi" not published.

Effective date

These provisions apply in general to requests for determinations
filed with the Internal RcA-enue SerA'ice after December 31, 1978. The
provisions also apply to requests for determinations filed prior to

December 31. 1978, which are withdrawn and refiled after December
31, 1978.

Revenue effect

This provision is not expected to have any revenue effect.



b. Disposition of amounts generated by advance refunding of cer-

tain government obligations (sec. 337 of the Act)

Prior law
Under section 103 of the Code, interest on obligations of State

and local governments generally is exempt from Federal income tax.
Prior to 1969, State and local governments were able to invest the
proceeds of their tax exempt obligations in higher yielding taxable
obligations (usually U.S. Treasury bonds) thereiby earning an arbit-
rage profit. In 1969 the tax-exempt status of arbitrage bonds was
withdrawn. Arbitrage bonds were defined as bonds all or a major por-
tion of the proceeds of which are invested in materially liigher yield-
ing securities or are used to replace funds which were used directly or
indirectly to acquire higher yielding securities.

In order to comply with the yield restrictions on obligations ac-

quired with the proceeds of their obligations, some State and local

governments purcliased taxable bonds at a premium. This has had the
effect of reducing the effective yield on the acquired obligation and
creating an arbitrage or windfall profit for the seller of the obligation.
Typically, the windfall profit created from the payment of a premium
would go either to the bond broker selling tho acquired obligation, or
would be diverted to charity. Where the charity performed functions
which the issuer would otherwise perform, the benefit to the issuer
arguably constituted a prohibited return on the investment of its bond
proceeds.

On September 24, 1976, the Treasury Department announced pro-
posed regulations which would affect "bonds issued after that date.
The proposed regulations provided that in determining whether the
yield on obligations acquired with the proceeds of a refunding issue is

materially higher than that of the refunding issue, the market price of
the acquired obligation as determined by reference to an established
market shall be used. The effect of these regulations is to prevent is-

suers from diverting arbitrage profits (or windfall) to underwriters or
other third parties. Although the regulations, by their terms, apply
prospectively only, the Internal Revenue Service rulings policy has
been to apply the regulations retroactively.

Reasons for change
Prior to the release of the proposed regulations, many persons had

spent considerable money, time and effort in preparation of refunding
various tax-exempt obligations. In certain situations the refunding
plan contemplated that the windfall profit would be paid to a charity.

In view of the circumstances, the Congress believes that it is unfair
and inequitable to apply these regulations retroactively where ihe
arbitrage profits would go to charity.

(188)



189

Explanation of provision

The Act, in general, prohibits the Treasury from applying the posi-

tion taken by the regulations retroactively to prevent arbitrage profits

from being donated to a public charity.

Under the Act, payment of a refund profit to a charitable organiza-

tion in accordance with a qualified agreement shall not cause the re-

funding obligation (which gave rise to the refund profit) to be treated

as an arbitrage bond or cause the imposition of any penalty upon the

issuer ("blacklisting") if certain conditions are met. First, the refund
profit (arbitrage profit) must have been generated by or arisen out of

an advance refunding of a tax-exempt State or local government obli-

gation which occurred before September 24, 1976. Second, the refund
profit (arbitrage profit) must be held (1) in a trust fund, (2) in an
escrow account, or (3) by an underwriter or other person, under a qual-

ified agreement. Finally, such an agreement must provide for, or con-

template, the payment of the refund profit to one or more organiza-

tions described in section 501(c) (3) and exempt from taxation under
section 501(a) (other than an organization described in sec. 509 (a) ).

In addition, where a State or local government has accounted to the

United States for the refund profit by direct payment or by purchase
of low-interest Ignited States obligations because of the Internal Rev-
enue Service's rulings policy, the Treasury shall return such accounted-
for refund profits, which within 90 days of receipt by the State or
local government shall be given to the intended beneficiary. Repay-
ment by the Treasury shall be required imder the Act, only if on or
before January 1, 1977, tlie State or local government which entered
into a qualified agreement requested, in writing, a ruling from the
Internal Revenue Service on the tax consequences of paying refund
profits to charitable organizations and failed to receive a favorable
ruling, and did not pay the refund profit to a charitable organization.
The repayment shall be paid out of any amounts in the Treasury not
otherwise appropriated.

Effective date

The effective date of this provision is November 6, 1978.

Revenue effect

This provision will not have any revenue effect.



E. SMALL BUSINESS CORPORATION PROVISIONS

1. Small Business Corporations (Subchapter S)

a. Subchapter S corporation allowed 15 shareholders (sec. 341 of
the Act and sec. 1S71 of the Code)

Prior law
Subchapter S was enacted in 1958 in order to minimize the effect of

Federal income taxes on the form in which a business is conducted by
permitting incorporation and operation of certain small businesses

without the incident of income taxation at both the corporate and
shareholder levels. The subchapter S rules allow a corporation engaged
in an active trade or business to elect to be treated for income tax pur-
poses in a manner similar to that accorded partnerships. Where an
eligible corporation elects under the subchapter S provisions, the

income or loss (except for certain capital gains) is not taxed to the

corporation, but each shareholder reports a share of the corporation's

income or loss each year in proportion to his share of the corporation's

total stock. Once made, the election continues in effect for the taxable

year and subsequent years until it is revoked or terminated.
Under prior law, in order to be elig'ible for a subchapter S election,

the corporation generally must have had 10 or fewer shareholders.

After a corporation had been an electing subchapter S corporation for

5 consecutive taxable years, it may have increased its number of quali-

fying shareholders to 15. In addition, the number of shareholders may
have exceeded 10 (but not 15) where the additional shareholders

acquired their stock through inheritance.

Reasons for change
The Congress believes that increasing the permitted number of share-

holders to 15 in all situations will simplify existing law by deleting

the conditions under which a small business corporation may increase

its permitted number of shareholders from 10 to 15. This change will

facilitate the use of the subchapter S provision by certain closely-held

businesses.

Explanation of provision

Under the Act, the number of shareiholders permitted in order for

a corporation to qualify for and maintain subchapter S status is in-

creased from 10 to 15.

Effective date

The provision applies to taxable years beginning after December 31,

1978.

Revenue effect

This provision will have a negligible effect on revenues.
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b. Permitted shareholders of subchapter S corporation (sec. 342

of the Act and sec. 1371 of the Code)

Prior law
For purposes of determining the maximum number of shareholders

a coi"poration may have in order* to be eligible for a subchapter S
election, prior law provided that stock which is community property

of a husband and wife (or the income from which is community prop-

erty income) under the law of a community property State was to

be treated as owned by one shareholder. Similarly, a husband and wife

were treated as one sliareholder where they owned the stock as joint

tenants, tenants in common, or tenants by the entirety.

Also, a surviving spouse and the estate of a deceased spouse (or

the estates of both deceased spouses) were treated as one shareholder

where the husband and wife were treated as one shareholder at the

time of the death of the deceased spouse.

Reasons for change

The Congress believes that a husband and wife (or their estates)

should only be counted as one shareholder for purposes of determining
the number of shareholders in a small business corporation without
regard to the manner in which the stock is owned by the married
couple.

Explanation of provision

Under the provision, a husband and wife (and the estates of the

husband and the wife) are to be treated as one shareholder for pur-

poses of determining the number of shareholders in a corporation in

order to determine if it is eligible to qualify as an electing small

business corporation.

The provision also clarifies existing law by providing that the

grantor of a grantor trust is treated as the shareholder, rather than
the trust, for purposes of determining whether the corporation quali-

fies as a small business corporation.

Effective date

The provision applies to taxable years beginning after December 31,

1978.

Revenue effect

This provision will have a negligible effect on revenues.
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c. Extension of period for making subchapter S elections (sec.

343 of the Act and sec. 1373(c) of the Code)

Prior law
Prior law required that in order for a subchapter S election to

be effective for a taxable year, it must be filed during a 2-month period
which begins 1 month before the start, of the taxable year. (For ex-
ample, if a calendar year corporation wishes to elect subchapter S
effective for 1978, the election must be filed during December of 1977 or
January of 1978.) An election is not valid for either the intended year
or any future year if it is not filed within this period. Extensions of
time for filing the election are not granted. Rev. Rul. 60-183, 1961-1
C.B. 625. If an election is found to be untimely upon audit several
years later, the corporation is taxed as a regular corporation for all

the intervening years, Opine Timber Co.^ Inc.^ 64 T.C. 700 (1975)

;

Joseph ^Y. Feldman, 47 T.C. 329 (1966)

.

In effect, the period of time during which an election could be made
by a newly-formed corporation for its first taxable year was only one
month since a new corporation cannot make the election until it is

in existence under State law, which generally occurs at the same time
as the beginning of its first taxable year. /. WUliam Frentz^ 44 T.C.
485 (1965), aff'd, 375 F.2d 662 (6th t^r. 1967). In other situations, it

was difficult to determine when the l-mpnth period begins for a new
corporation because of several alternative rules used to determine
when its first taxable year begins.

Reasons for change
In many instances, an apparent timely subchapter S election may be

invalid because the election was not filed within the limited period of
time allowed under present law. In the case of a new corporation, this

problem is particularly acute because of the alternative tests for
determining when a corporation begins its existence. An invalid elec-

tion may affect the shareholders for several years because they may
not realize the election is invalid until an audit occurs several years
later. In this case, a retroactive election may not be made, and sub-

chapter S status is not available for any of these years.

Tlie limited 2-month rule, applicable to corporations making the
election for a year other than the year in which they are formed, was
intended to require the corporation to make the election before it could
predict its profitability for the year with any certainty. This rule

helps preclude use of subchapter S as a tax avoidance mechanism.
Extending the period of election to encompass the entire preceding
year does not provide any tax avoidance possibilities, and should
reduce inadvertent untimely elections by allowing them to be made
when they are first considered during the preceding year, rather
than having to wait until the last month of the year.
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Explanation of provision

Under the Act, the period of time to make the subchapter S election

is expanded to include the entire preceding taxable year of the cor-

poration. In addition, the Act will permit all corporations to make
the election during the first 75 days of the taxable year for which the

election is effective.

The Act also provides that where the election is made prior to the

taxable year for which it is effective, the shareholders who are re-

quired to consent to the election are those who hold stock on the day
the election is made rather than on the first day of the taxable year

for which the election is effective. Where the election is made during
the taxable year preceding the year for which it is to be effective, no
additional consents will be required where shareholders acquire stock

prior to the beginning of the year for which the election is effective.

This rule will also apply when an election is not timely filed for the

intended taxable year but is effective for succeeding taxable years. In

these cases, an individual who becomes a shareholder after the elec-

tion is filed will have to affirmatively refuse to consent to the election

within 60 days of becoming a shareholder to render the election

ineffective.

Effective date

This provision is effective for subchapter S elections made for

taxable years beginning after December .31, 1978.^

Revenue effect

This provision will have a negligible effect on revenues.

^ A virtually identical provision was enacted by sec. 5 of P.L. 95-628. The ef-

fective date of that provision is for elections made after January 9, 1979, in

taxable years beginning after that date. Thus, technically the provision in the

Revenue Act will apply only to elections for taxable years beginning after De-

cember 31, 1978, and before January 10, 1979, and the provision in P.L. 95-628

will apply to taxable years beginning after January 9, 1979. However, the two
provisions are identical in substance. In addition, the provision in P.L. 95-628

provides certain retroactive relief.



2. Small Business Corporation Stock (sec. S4o of the Act and sec.

1244 of the Code)

Prior law

Under prior law. a gain or loss on the disposition of a capital asset

(such as corporate stock held for investment purposes) is either a

short- or long-term capital gain or loss depending upon whether the

taxpayer's holding period with respect to the capital asset is more than
one year. A capital loss sustained by an individual first offsets any capi-

tal gain. Any excess capital losses may offset up to $3,000 of ordinary
income. In the case of long-term capital losses which have not been
absorbed by short- or long-term capital gains, the amount of loss de-

ductible against ordinary income, subject to th? >C3,000 limitation, must
be reduced by 50 percent. Capital losses of corporate taxpayers are

deductible only to the extent of capital gains.

Ordinary loss treatment, rather than capital loss treatment, is pro-
Added in certain cases for small business corporation stock i section 1244
stock) which is disposed of at a loss. This special treatment is accorded
only to individual shareholders (not trusts or estates) to whom the
stock was originally issued.^

The maximum amount of ordinary loss from the disposition of sec-

tion 1244 stock that may i>e claimed in any taxable year is limited to
i>25.0C>0. except for married taxpayers filing joint returns, in which case
ordinary loss ti-eatment is limited to SoO.OOO.^ Any loss in excess of the
applicable annual limitation is treated as a capital loss.

For stock to qualify as section 1244 stock, eijiht requirements must be
met : ( 1) the stock must be common stock: (2) the corporation issuing
the stock must adopt a written plan under which the stock will be issued
and the stock may be offei^ed for sale only durins the two-year period
beginning with the date of plan adoption : (3) the corporation issuing
the stock must be a domestic corj^oration: (4) the amount of section
1244 stock issued by the corporation may not exceed SoOO.(>00. and the
total stock issued plus the equity capital of the corporation may not
exceed Sl.000.000: (5) no prior offering of stock of the corporation or
any portion of a prior offering of stock may be imissued : ( 6) the stock
must be issued for money or other property, subject to certain excep-

^ An indiridnal vrho is a partner in a partnership would be entitled to thi? special
treatment only if he were a partner in the partnership when the partnership
acquired the section 1244 stock and the loss from the dispi^sition of the stock is
reflected in his distributive share of partnership items.

* Thus, if a married individual files a joint return with his spouse and durins the
taxable year disposed of section 1244 stock at a loss of STn.OOO. only $50,000 of the
loss would be treated as an ordinary loss and the excess of S2.".000 will be treated
as a capital loss. Alternatively, if the individual in this example were to have dis-
posed of his section 1244 stock in two taxable years, and if his loss in each of the
two taxable years was ?37..=»00. the loss sustained in each of the two taxable years
would be treated as an ordinary loss, because the limitation is determined
annually.
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tions
; (7) more than 50 percent of the gross receipts of the corporation

must be derived from the active conduct of a trade or business during
the corporation's existence or for its five most recent taxable years prior

to the taxable year during which the loss is incurred, whichever period
is less; ^ and (8) no subsequent offering of stock, simultaneous with,

or subsequent to, the adoption of a plan to issue section 1244 stock may
be made.*

Reasons for change
The Congress believes that greater incentives are needed to encour-

age investment in small business corporations. The dollar limitations

for ordinary loss treatment of section 1244 stock issued by a small busi-

ness corporation were established in 1958. The limits have not been in-

creased lo take into account the increased capital needs of smaller
business corporations and the effects of inflation. Thus, the Congress
believes that increasing the amount of section 1244 stock that quali-

fied small business corporations may issue and increasing the amount
of loss treated as ordinary loss by shareholders will assist, in providing
the capital needed to organize new corporations and to modernize
existing plants and equipment.

Additionally, the organizers of many small business corporations
that could have issued section 1244 stock have failed to comply with
the written plan requirement, thus losing the intended benefits. The
Congress believes that the written plan requirement should be elimi-

nated so that issuance of small business stock will not be disqualified

either because of an unfamiliarity with the provision or because of

the lack of qualified advice upon organization or a subsequent issuance
of stock.

Explanation of provision

In general, the Act. increases the amount of section 1244 stock
that a qualified small business corporation may issue, repeals the equity

capital limitation, increases the amount of loss that certain share-

holders may treat as an ordinar\' loss rather than as a capital loss,

and repeals the requirement of a written plan to issue the stock.

The Act increases the amount of section 1244 stock that a qualified

small business corporation may issue from $500,000 to $1,000,000. The
$1,000,000 limit is detennined by reference to the aggregate amount
of money and other property received (and to be received) by the

corporation (1) for stock, (2) as a contribution to capital, and (3)
as paid-in surplus as of the time of issuance of the stock. The value of

the property othei- than money which was (or is to be^ received by the

corporation for its stock is equal to the adjusted basis to the corpo-
ration of such property for determining gain, reduced by any liabil-

ity to which the property was subject or which was assumed by the
corporation. For example, if a qualified small business corporation
that was organized after the date of enactment of this provision issues

common stock for money amounting to $600,000, the corporation sub-

sequently may issue additional common stock which qualifies under
the provisions of section 1244 in the amount of $400,000. For this

' This requirement must be satisfied at the time of the disposition of the stock.
* This requirement must be satisfied both at the time of plan adoption and during

the two-year plan period.
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purpose, the deteTnination of the $600,000 amount is to be made at
the time that stock was issued, and the determination of the $400,000
amount to be made at the time that stock was issued.

If a qualified corporation issues common stock the aggregate value
of which exceeds $1,000,000, the Congress intends that the issuing
corporation must designate which of the shares of stock issued are to

be treated as section 1244 stock. The designation must be made in

accordance with regulations to be issued by the Treasury Department.
Under prior law, a domestic corporation was not treated as a small

business corporation for purposes of section 1244 unless the aggregate
dollar amount to be paid for its ^took plus the equity capital (defined

as the sum of the corporation's money and other property, such other
property taken into account at its adjusted basis for determining gain)

less the amount of indebtedness to persons other than shareholders

did not exceed $1,000,000. The Act repeals tlie equity capital limita-

tion. Thus a corporation, assuming other requirements are met, may
issue additional common stock under the provisions of section 1244

without regard to the amount of its equity capital to the extent that

the amount received for the common stock to be issued does not exceed

$1,000,000 reduced by the amount received for the stock already issued.

The Act provides for an increase in the maximum amount an indi-

vidual may treat as an ordinary loss on section 1244 stock for any
taxable year. Under the provisions of the Act, the maximum amount
that may be treated as an ordinary loss is increased to $50,000; in the

case of a husband and wife filing a joint return for the taxable year in

which the loss is incurred, the maximum amount that may be treated

as an ordinary loss is increased to $100,000.

The Act repeals the requirement that a written plan to issue section

1244 stock must be adopted by the issuing corporation. Additionally,
the requirement that provides that no prior offering of stock of the

corporation or any portion of a prior offering of stock may be unissued

at the time a written plan is adopted is not necessary under the Act
and also has been repealed. The Act provides that a cor])oration may
issue common stock under the jirovisions of section 1244 without
adopting a written plan, but that only the first $1,000,000 worth of
common stock may qualify as section 1244 stock. If the $1,000,000
stock limitation is exceeded, the regulations are to provide which
portion of the aggregate amount of issued common stock is quali-

fied stock and how such shares of stock are to be distinguished as quali-

fying stock by both the issuing corporation and its shareholders.

Effective date

This provision applies to common stock issued after the date of
enactment (November 6, 1978)

.

Revenue effect

This provision will reduce budget receipts by less than $5 million

annually.



F. FARM ACCOUNTING RULES

1. Treatment of Certain Closely-Held Farm Corporations for Ac-

crual Accounting Purposes (sec. 351 of the Act and sec. 447

of the Code)

Prior law

In general

A taxpayer is required to use a method of accounting for tax pur-

poses which clearly reflects income (sec. 446). Most taxpayers who are

in the business of selling nonfarm products are required to report gross

income using an accrual method of accounting and to accumulate their

production costs in inventory until the products are sold. However, by
reason of administrative rulings issued more than 50 years ago, tax-

payers engaged in farming have been allowed to report income and
expenses from farm operations on the cash method of accounting,

which does not require the accumulation of inventory costs. Except for

special capitalization rules applicable to citrus and almond groves,

farmers also have been allowed to deduct the cost of seed and young
plants purchased in one year which are intended to be sold as farm
products in a later year.^ In addition, administrative rulings have per-

mitted farmers to deduct currently many of the costs of raising farm
assets (such as costs related to breeding animals, orchards, and vine-

yards) which are used in the trade or business of farming. (In non-

farming businesses, such as manufacturing, similar costs generally are

treated as capital expenditures and are depreciated over the useful lives

of the assets acquired.) The special farming tax rules discussed above

are still generally applicable to most farmers, although some restric-

tions were imposed on certain farming corporations and farming syn-

dicates by the Tax Reform Act of 1976.

Also, under the accrual method of accounting as applied to farming,

if crops are harvested and unsold at the end of the taxable year, the

costs attributable to such crops cannot be deducted in the taxable year

but must be treated as inventory. However, even under the accrual

method, it had been a long-standing Treasury position to permit a

farmer to deduct expenses paid in the taxable year so long as the crops

to which these expenses related were unharvested at the end of the tax-

able vear.2 In 1976, the Internal Revenue Service reversed this long-

standing position and ruled that an accrual method taxpayer engaged
in farming is required to inventory growing crops (unless the tax-

^ However, a farmer h«s not been allowed to deduct the purchase price of live-

5?tock, such as cattle which he intends to fatten for sale as beef.
' I.T. 1368.T-1 C.B. 72 (1922).
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payer uses the crop method of accounting) .^ The effective date of this

ruling has been postponed so that it applies only to taxable years
beginning on or after January 1, 1978.*

1976 Act

With certain exceptions, the Tax Reform Act of 1976 required cor-

porations (and partnerships in which non-excepted corporations are

partners) engaged in farming to use an accrual method of accounting
and to capitalize preproductive period expenses (sec. 447). However,
subchapter S corporations, family corporations (in which one family
owns at least 50 percent of the stock), corporations with annual gross
receipts of $1 million or less, and nurseries are not required to use an
accrual method of accounting or to capitalize preproductive period
expenses.^

A taxpayer who is rec[uired to change to an accrual method of ac-

counting (or to revise his accrual method of accounting to capitalize

preproductive period expenses) pursuant to the 1976 Act is generally
allowed to spread the accounting adjustments required by the change
in metliod over a period of ten years.*'

The 1976 Act provisions generally are effective for taxable years
beginning after December 31, 1976. However, the Tax Reduction and
Simplification Act of 1977 postponed the effective date of the required
accrual accounting provision until taxable years beginning after De-
cember 31, 1977, for any farm corporation if, as of October 4, 1976
(the date of enactment of the 1976 Act) , either (a) two families owned
at least 65 percent of the stock ; or (b) three families owned at least 50
percent of the stock and substantially all of the rest of the stock was
owned by employees, their families, or exempt pension, etc., trusts

for the benefit of the employees.

'Rev. Rul. 76-242, 1976-1 C.B. 132. The ruling was to be eflPective for tax-
able years beginning on or after June 28, 1976. Under the crop method of ac-
counting, if a farmer is engaged in producing crops, and the process of gathering
and disposing of them is not completed in the year in which the crops are planted,
the costs of producing, gathering, and disposing of the crops are taken into
account in the taxable year the income from the crop is realized. Treas. Reg.
§ 1.162-12 (a).

* Rev. Rul. 77-64, 1977-1 C.B. 136. Also, the IRS has recently announced that
a taxpayer affected by Rev. Rul. 76-242 could change to the cash method of
accounting for the first taxable year beginning on or after January 1, 1978
unless the taxpayer is required to use the accrual method of accounting under
section 447 of the Code. Rev. Proc. 78-22, 1978-34 I.R.B. 26. also released as IRS
Information Release 2017, July 18, 1978.
"The 1976 Act also provides special rules which permit certain corporations

to use an "annual accrual method of accounting." An annual accrual method of
accounting is a method of accounting under which revenues, costs, and expenses
are computed on an accrual method of accounting and the preproductive period
expenses incurred during the taxable year are charged to crops harvested during
that year or are deducted currently. To be eligible to use this method, a corpo-
ration (or its predecessors) must have used this method for a 10-year period
ending with its first taxable year beginning after December 31, 1975, and sub-
stantially all the crops growii by the corporation must be harvested not less than
twelve months after planting.

' Prior to the enactment of this Act, section 447(f) gave the Treasury Depart-
ment broad regulatory discretion to alter this 10-year period. Section 701 (1) (1)
of this Act provided more specific rules as to when the adjustments were to be
taken into account over shorter periods.
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Reasons for change

In the 1976 Act, which required certain corporations (and partner-

ships in which certain corporations are partners) engaged in farming
to use an accrual method of accounting while allowing other taxpayers

engaged in farming to continue to use the cash method of accounting

for farming activities, Congress recognized a distinction between large,

widely held farming corporations (and sophisticated tax shelter part-

nerships with corporate general partners) that have the ready access

to the skilled accounting assistance which is often required to apply

an accrual method of accounting to farming operations and small or

family corporations for whom the simpler cash method of accounting

was retained.

In general. Congress believes that is desirable to retain the cash

method of accounting for certain corporations controlled by two or

three families just as it remains available for corporations controlled

by one family. These multi-family situations are generally thouglit to

be similar to the situations of corporations controlled by a single

family. In addition, the adjustments which would be required to be

taken into account (generally over a 10-year period) for an existing

corporation may adversely affect the corporation's ability to compete
and its financial position.

Explanation of provision

The Act provides exceptions to the required accrual accounting and
capitalization of preproductive period expenses rules (sec. 447) for

certain corporations which are controlled by two or three families.

Under these exceptions, the provisions requiring accrual accounting

and the capitalization of preproductive period expenses will not apply
to any farm corporation if, as of October 4, 1976 and at all times there-

after, either (1) two families own (directly or through attribution) at

least 65 percent of the total combined voting power of all classes of

stock of the corporation entitled to vote and at least 65 percent of the

total number of shares of all other classes of stock of the corporation, or

(2) (a) members of three families own (directly or through attribu-

tion) at least 50 percent of the total combined voting power of all

classes of stock entitled to vote and least 50 percent of the total number
of shares of all other classes of stock and (b) substantially all of the

remaining stock is owned bv the corporation's employees (or by their

family members within the meaning of sec. 267(c) (4) ) or by a tax-

exempt employee's trust for the benefit of the corporation's employees.

In order to provide some degree of flexibilitv in encouraging em-
ployee ownership of the corporations, it is provided that, with respect

to corporations described in the preceding paragraph, stock acquired

from the corporation, or one of the families described above, after

October 4, 1976, In- the corporation's employees, their families, or a

tax-exempt trust for their benefit will be treated as owned by one
of the two or three families whose combined stock ownership was
used to establish the initial qualification for this provision (as of

October 4, 1976) . No similar rule is applicable for purposes of the one-

family exception of present law.

35-922 O - 79 - 14
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Since this provision is intended to preserve the use of the cash meth-
od of accounting only for certain corporations that were engaged ijn

farming as of the date of enactment of the 1976 Act, the provision

contains an additional limitation which requires that eligible corpo-

rations must have been engaged in the trade or business of farming on
October 4, 1976, and at all time thereafter. The purpose of this require-

ment is to prevent organizations which had the appropriate stock

ownership as of that date but were not engaged in farming to subse-

quently engage in farming and qualify for this special exemption.

Effective date

The provisiopn applies to taxable years beginning after December 31,

1977.

Revenue effect

This provision will reduce budget receipts by less than $5 million per

year.



2. Accounting for Costs of Growing Crops (sec. 352 of the Act)

Prior law

In general, prior to 1976, farmers, nurserymen, and florists were

not required to inventory growing crops. In the case of taxpayers

engaged in farming, the Internal Revenue Service, m admmistrative

rulings issued more than 50 years ago, has allowed the use of the

cash method of accounting for reporting of income and expenses from

farm operations. This method of accountmg does not require the

accumulation of inventory costs, and, therefore, farmers have been

allowed to deduct the cost of seed and young plants purchased m
one year which are intended to be sold as farm products m a later

year. Also, under the accrual method of accounting as applied to

farming, if crops are harvested and unsold at the end of the taxable

year, the costs attributable to such crops cannot be deducted in the

taxable year but must be treated as inventory. However, even under

the accrual method, it had been a long-standing Treasury position to

permit a farmer to deduct these expenses in the taxable year when

paid so long as the croDS to which these expenses related were un-

harvested at the end of the taxable year.^

Similarly, the Internal Revenue Service ruled that nurserymen on

the accrual method of accounting could inventory their young trees

only where they had reached a marketable size and stage of develop-

ment and where the market value was definitely known. Also, the

Internal Revenue Service has held that florists are not required to use

inventories of growing plants for the purpose of calculating their net

income for Federal income tax purposes and should not compute the

costs of goods sold during the year by using an inventory value of

growing plants on hand at the beginning and end of the taxable year.^

However, in 1976 the Internal Revenue Service reversed its long-

standing positions and ruled that an accrual method taxpayer en-

gaged in farming is required to inventory growing crops (unless

the taxpayer uses the crop method of accounting). This ruling also

provided that nurserymen using an accrual method of accounting must
inventory growing trees and that florists using an accrual method^ of

accounting must inventory growing plants. In each case an exception
was provided for taxpayers who use the crop method of accounting.^

The changes made by this ruling were to be applied only for taxable
years beginning on or after June 28, 1976, the date the ruling was

' I.T. 1368, 1-l C.B. 72 (1922)

.

' O.D. 995, 5 C.B. 63 (1921).
^Rev. Rnl. 76-242, 1976-1 C.B. 132. Under the crop method of accounting,

if a farmer is engaged in producing crops and the process of gathering and
disposing of them is not completed in the year in which the crops are planted,
the costs of producing, gathering, and disposing of the crops are taken into
account in the taxable year the income from the crop is realized. Treas. Reg.
§1.162-12(a).
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published in the Internal Revenue Bulletin. However, the effective

date of this ruling has been postponed so that it applies only to tax-
able years beginning on or after January 1, 1978.*

On July 18, 1978, the Service announced that farmers, nurserymen
and florists who have been using an accrual method of accounting with-
out inventorying growing crops and wlio relied on the Service's former
position would be allowed to change their method of accounting to the
cash receipts and disbursements method of accounting, which does not
require the accumulation of costs in inventory.^

With certain exceptions, the Tax Reform Act of 1976 required cor-

porations and partnerships (in which non-excepted corporations are
partners) engaged in farming to use an accrual method of accounting
and to capitalize preproductive period expenses (sec. 447). However,
subchapter S corporations, family corporations (in which one family
owns at least 50 percent of the stock), corporations with annual gross

receipts of $1 million or less, and nurseries aie not required to use an
accrual method of accounting or to capitalize preproductive period
expenses. In general, the requirement that preproductive period ex-

penses be capitalized would have the effect of requiring taxpayers to

inventory (or capitalize) the costs of growing crops.

The 1976 Act provisions generally are effective for taxable years

be^nning after December 31, 1976.

Reasons for change
In 1976, Congress examined the area of tax accounting methods for

persons engaged in agriculture. The 1976 Act required certain types of

taxpayers engaged in farming to use an accrual method of accounting
and to capitalize preproductive period expenses.*' However, Congress
expressed no intention that other taxpayers engaged in farming (or

nurserymen or florists) should be required to change their methods of

accounting by capitalizing preproductive period expenses.

It has come to the attention of the Congress that the Internal Rev-

enue Service's change of position, as announced in Rev. Rul. 76-242.

may have substantial adverse impact upon many farmers, florists, and
nurserymen who have been using an accrual method of accounting

without inventories of growing crops. At the time they made the elec-

tion of accounting methods, these taxpayers had relied on the Service's

long-standing position as to inventorying of growing crops. Also, at

the time they elected their accounting methods, these taxpayers were
generally eligible to elect the cash method of accounting for the income

and deductions from their trades or businesses involving growing
crops. The Congress believes that it is appropriate to allow these tax-

payers to continue to use their accrual methods of accounting with-

out inventorying growing crops until the Congress has an opportunity

to examine this matter in more detail. Also, the Conjrress believes

that taxpayers who are potentially affected by the ruling, but not

required to use accrual accounting (under sec. 447) , should be allowed

to make an automatic change to the cash method of accounting for a

limited period of time.

* Rev. Rul. 77-64, 1977-1 C.B. 136.
^ Rev. Proc. 78-22. 1978-34 I.R.B. 26, also published as IRS Information Release

2017.
• Congress also made certain changes as to the timing of certain deductions for

farming syndicates (sec 464)

.
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Explanation of provision

This provision permits a farmer, nurseryman, or florist who is on an
accrual method of accounting and is not required by section 447 of
the Code to capitalize preproductive period expenses to be exempt
from the requirement of Rev. Rul. 76-242 that growing crops be in-

ventoried. This is intended to allow taxpayers who have been using
an accrual method of accounting Avithout inventorying crops under
the prior Servic-e position to continue to do so. Since the Congress
understands that this revenue ruling does not affect the method of
accounting of taxpayers who are growing trees for lumber, pulp or

other nonlife purposes, such taxpayers are not covered by this

provision.

This provision also allows those farmers, nurserymen, or florists

who are eligible to use an accrual method of accounting without inven-

torying growing crops to elect, without the prior approval of the

Internal Revenue Service, to change to the cash receipts and disburse-

ments method of accounting with respect to any trade or business in

which the principal activity is growing crops. However, this election

may be initiated only with respect to a taxable year of the taxpayer
beginning after December 31, 1977, and before January 1, 1981.

If a taxpayer elects to change to the cash method of accounting
under this provision (or if he elects to modify his treatment of grow-
ing crops because of the operation of this provision), his change in

method of accounting shall not require the consent of the Internal
Revenue Service and shall be treated, for purposes of section 481 of

the Code (relating to the adjustments to be made in cases involving
a change in method of accounting), as a change in method of account-
ing initiated by the taxpayer.^

Effective date

This provision generally applies to taxable years beginning after

December 31, 1977. However, the rules permitting a taxpayer to

change to the cash ni tliod of accounting apply only with respect to

taxable years beginni.ig after December 31, 1977, and before
January 1, 1981.

Revenue effect

This provision will reduce budget receipts by less than $5 million
per year.

'' The taxpayer may elect to change his method of accounting for growing crops
while still being under the accrual method pursuant to this section if he had
changed to, or adopted, an accrual method of accounting in which growing crops
were inventoried pursuant to the Internal Revenue Service's published position
in Rev. Rul. 76-242. If he has made such an election or change of method, it is

intended that he should be able to change to an accrual method of accounting
not involving the inventorying of growing crops under the authority of this
section.



3. Treatment of Certain Farms for Purposes of Rules Requiring

Accrual Accounting (sec. 353 of the Act and sec. 447 of the

Code)

Prior law
With certain exceptions, the Tax,Reform Act of 1976 required cor-

porations (and partnerships in which non-excepted corporations are

partners) engaged in farming to use an accrual method of accounting
and to capitalize preproductive period expenses (sec. 447). However,
subchapter S corporations, family corporations (in which one family
owns at least 50 percent of the stock) , corporations with annual gross
receipts of $1 million or less, and nurseries are not required to use the

accrual method of accounting or to capitalize preproductive period
expenses.

Reasons for change
The 1976 Act excepted nurseries from the required accrual account-

ing and capitalization of preproductive period expense rules. The
basic reason for this exception was that it takes several years from the
time of planting for the trees raised by nurseries to reach a marketable
condition. It is not clear whether this exception in prior law covers
sod farms which, like nurseries, raise plants for landscaping and simi-
lar purposes. Since it takes up to 3 years to raise sod (from planting
to harvesting), the Congress believes that sod farms should be ex-

empted from the accrual accounting and capitalization of preproduc-
tive period expenses rules applicable to certain corporations and part-
nerships engaged in farming.

Explanation of provision

The Act exempts sod farms from the requirements that certain farm-
ing corporations and partnerships use accrual accounting and cap-
italize preproductive period expenses. As is the case with the trade
or business of operating a nursery, the trade or business of operating
a sod farm is not a type of farming to which section 447 applies. How-
ever, this amendment to section 447 is not intended to affect the
definition of "farming" under other provisions of the Code.

Effective date

The provision applies to taxable years beginning after December 31,
1976.

Revenue effect

This provision will reduce budget receipts by less than $5 million
per year.
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G. OTHER BUSINESS PROVISIONS

1. Expenses Relating to Entertainment Facilities (sec. 361 of the

Act and sec. 274 of the Code)

Prior law
In general

Under present law, deductions are allowable for ordinary and neces-
sary expenses paid or incurred during the taxable year in carrying on a
trade or business or for the production of income (sees. 162 and 212).
Whether an expense is ordinary and necessary depends largely upon the
particular facts and circumstances involved in each case. Ordinary and
necessary business expenses wliich are deductible may include the cost

of club dues or fees, and certain other expenditures relating to facilities.

However, these expenses are deductible only if they both satisfy certain

substantiation requirements (sex?,. 274(d)), and meet the other pre-

requisites for deductibility.

Generally, no deduction is allowed for entertainment expenses unless
the taxpayer substantiates by adequate records, or by sufficiently cor-

roborative evidence, (1) the amoimt of the expense, (2) the time and
place of its occurrence, (3) its business purpose, and (4) the business
relationship to the taxpayei- of the i>erson or persons entertained
(sec. 274(d)). In addition, ordinary and necessary expenses are de-

ductible only if the expenses are allocable to the taxpayer's business,

and are reasonable in amount, i.e., not lavish or extravagant.

Entertainment facilities

Expenses with respect to entertainment "facilities" were deductible
under prior law if (1) they were ordinaiy and necessary, (2) the
facility was used primarily for the furtherance of the t axpayer's bus-

iness (i.e., more than 50 percent of the time that it was used) , and (3)
the expense in question was "directly related" to the active conduct
of the taxpayer's business.

For this purpose, an entertainment facility was any item of per-

sonal or real property owned, rented, or used by a taxpayer during the

taxable year for. or in connection with, any activity which was of a

type generally considered to constitute entertainment, amusement, or

recreation. For example, entertainment facilities included yachts,

hunting lodges, fishing camps, swimming pools, tennis courts, bowling
alleys, automobiles, airplanes, apartments, hotel suites, and vacation

homes. However, a facility was not considered to be- an "entertainment
facility" if it was usc^d only incidentally during a taxable year in con-

nection with entertainment, and that use was insubstantial in relation

to its business use. In the case of individuals and subchapter S corpora-

tions, apartments, hotel suites, vacation honies, and boats also may be

subject to "vacation home" special disallowance rules under present

law if there is a certain amount of pereonal use of the facility, i.e., the

personal use exceeds the greater of 14 days or 10 percent of rental days
(sec. 280A).
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If an item of property was considered to be an entertainment facil
ity, the expenditures subject to the special entertainment facility rules
included depreciation, rent, utility charges, maintenance and repair
expenses, insurance premiums, salaries for caretakers and watchmen,
and losses realized on the sale or other disposition of the property.
These expenditures also included dues and fees paid to any social,
athletic, or sporting club or organization.^ However, expenditures
were not treated as being made with respect to a facility if they were
out-of-pocket expenses, e.g., nonoperating costs such as expenditures
for food and beverages. In addition, expenses attributable to a non-
entertainment use of a facility were not treated as being expenses with
respect to an "entertainment" facility, e.g., the use of an automobile
or airplane for business travel purposes. Finally, expenses which were
deductible without regard to their connection with a taxpayer's trade
or business were not considered to be expenditures with respect to an
entertainment facility, e.g., taxes, interest, and casualty losses.

In determining whether an entertainment facility was used pri-
marily for business purposes, all the ordinary and necessary business
use of the facility could be taken into accoimt even though the use
was not "directly related to" or "associated Avith" the active conduct
of the taxpayer's profit-seeking activities (Rev. Rul. 63-144, 1963-2
CB-129, 137). However, only the portion of the expenses which were
"directly related" to the active conduct, of the taxpayer's trade or
business were deductible. Thus, the use of the facility in providing
entertainment "associated with" the active conduct of a trade or busi-
ness was taken into account in determining if the facility was used
primarily for business purposes, but only those expenses attributable
to a use which was "directly related" to the active conduct of a trade
or business were deductible. For example, if 60 percent of the use of
a yacht was for business entertaining but only 45 percent of the use
satisfied the "directly related" test, only 45 percent of the facility

expenditures would have been deductible.

Reasons for change
Prior law's treatment of expenses relating to entertainment facili-

ties encouraged some taxpayers to attempt to deduct, as business ex-

penses, items that essentially represented nondeductible personal ex-

penses. In some instances, the exj^enses were incurred largely as a
method of providing additional compensation for highly paid em-
ployees and executives. The complexity of the provisions of prior law
made its effective administration and uniform application extremely
difficult and provided significant opportunities for abuse.

^ While dues or fees paid to any social, athletic, or sporting club or organization
were considered to be expenses incurred Avith respect to an entertainment facility,

clubs operated solely to proAide lunches under circumstances generally consid-

ered to be conducive to business discussions are exempted both under prior and
present laAv. Cf. Treas. Regs. § 1.274-2(e) (3) (ii). In addition, dues paid to

professional associations and civic organizations generally are exempt. Rev. Rul.
63-144, 1963-2 C.B. 129, 138-139. An initiation or similar fee which is payable
only upon joining a club, and the useful life of AA'hich extends over more than
one year, is a nondeductible capital expenditure. Kenneth D. Smith, 24 TCM
899 (1965).
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Explanation of provision

The Act provides that no deduction is allowed for any expenses paid
or incurred with respect to a facility which is used in conjunction with
an activity which is of a type generally considered to constitute enter-

tainment, amusement, or recreation.^

Generally, the term "facility" includes any item of real or personal

property which is owned, rented, or used by a taxpayer in conjunction

or connection with an entertainment activity. Thus, expenses incurred

with regard to entertainment facilities which are disallowed, in-

clude yachts, hunting lodges, fishing camps, swimming pools, tennis

courts, and bowling alleys. Facilities also may include airplanes, auto-

mobiles, hotel suites, apartments, and houses (such as beach cottages

and ski lodges) located in recreational areas. However, the deduction

is not affected unless the property is used in connection with entertain-

ment. Expenses of an automobile or an airplane used on business trips

will continue to be allowed.
As under prior law, club dues may be deductible ^ if a taxpayer can

establish that the club is used primarily for the furtherance of his or

her business, and that the expense in question is directly related to the

active conduct of that business. In addition, the Act does not preclude

a deduction for business meals or entertainment simply because the

expense was incurred in a club with respect to which the taxpayer
is not allowed a deduction for dues or fees, if the quiet business meal
or associated with business test is satisfied for entertainment activities.

Similarly, the Act does not disallow an otherwise allowable deduc-
tion for meal and lodging expenses incurred while away from home
overnight. For example, the Act generally does not apply to travel

expenses incurred by an individual away from home at a bona fide

business, trade, or professional organizajtion meeting or convention.

These expenses, however, continue to be subject to the generally appli-

cable rules relating to tlie deductibility of business travel, convention,
and entertainment activity expenses. For example, if a salesman took a

customer hunting for a day at a commercial shooting preserve, the
expenses of the hunt, such as hunting rights, dogs, a guide, etc.)

would be deductible provided that the current law requirements of
substantiation, adequate records, ordinary and necessary, dii'ectly re-

lated, etc. are met. However, if the himters stayed overnight at a
hunting lodge on the shooting preserve, the cost attributable to the
lodging would be nondeductible but expenses for any meals would be
deductible if they satisfied the requirements of current law. The shoot-
ing preserve should provide the taxpayer with an allocation of charges
attributable to the overnight lodging for the taxpayer and guests.

' Such a facility would be considered to be an asset which is used for personal,
living, or family purposes, and not as an asset used in the taxpayer's trade or
business, or in a profit-seeking endeavor. As such, the investmient tax credit would
not be available upon the acquisition of such a facility.

'The language of the Act limits this exception to "country clubs". However, it

is understood that the exception was intended to apply to all clubs with respect
to which the taxpayer satisfies the business usage test. It is anticipated that the
statutory language will be considered in connection with technical corrections
to the 1978 Act
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The provisions of the Act also are inapplicable to expenditures

for tickets to sporting and theatrical events, regardless of whether
the tickets are purchased individually, in a series or by the season,

or by an equivalent fee which entitles the taxpayer to use a seat.

Ticket costs generally remain subject to the provisions of present law
relating to entertainment activities, or to those which govern the

deductibility of business gifts.

In addition, the Act continues a number of the present statutory

exceptions to the facility expense rules. Thus, for example, otherwise

allowable deductions for expenditures relating to the following items

are not covered by the Act: (1) facilities located on the taxpayer's

business premises and used in connection with furnishing food and
beverages to employees, (2) certain employee recreational facilities,

(3) facility expenses treated as employee compensation, (4) facilities

made available to the general public, (5) facilities used in connection
with a taxpayer's trade or business of selling entertainment for ade-

quate and full consideration in bona fide transactions, and (6) facilities

actively used in the taxpayer's business of selling such facilities. The
Act, however, also continues any applicable present law limitations on
these exceptions, including those pertaining to substantiation and allo-

cation of expenses.

In addition to the above enumerated expenses, the disallowance rule

does not apply to the extent allocable to that portion of the facility

which otherwise qualifies as one which is not an entertainment facility,

or to the extent that a facility, with respect to which expenses ordinar-

ily would be denied as deductions, qualifies under one of the above ex-

ceptions. Similarly, expenses incurred with respect to certain trans-

portation facilities, for example automobiles and airplanes, are allow-

able to the extent allocable to travel undertaken primarily for the

furtherance of a trade or business even if the taxpayer engages in some
entertainment activities during the business trip.

Although the Act disallows deductions which are predicated upon a

profit-seeking intent, it does not apply to any deduction allowable

without regard to the taxpayer's trade or business or income producing
activity, e.g., interest (sec. 163), taxes (sec. 164), or casualty losses

(sec. 165).

The Act applies to items paid or incurred (including the allowance
for depreciation) after December 31, 1978, in taxable years ending
after that date. Therefore, in the case of fiscal vear taxpayers, only
so much of an otherwise allowable depreciation deduction as is allow-

able with respect to periods prior to January 1, 1979 will be allowed.

Effective date

This provision is effective for expenditures paid or incurred after

December 31, 1978, in taxable years ending after December 31, 1978.

Revenue effect

This provision will increase budget receipts by $13 million in fiscal

year 1979, $29 million in fiscal year 1980, and $38 million in fiscal year

1983.



2. Deficiency Dividend Procedure for Regulated Investment Com-
panies (sec. 362 of the Act and sec. 860 of the Code)

Prior law

Under present law, a regulated investment company (commonly
called a mutual fund) is generally treated as a conduit for income tax

purposes. The taxable income of the company which is distributed to

investors each year is taxed to them without being taxed at the com-

pany level. The company is subject to the corporate income tax on the

income it retains. This treatment is accomplished by allowing a deduc-

tion to the company for distributions to its shareholders-

In order to qualify for conduit treatment, a company must satisfy a

number of reouirements. Generally, the company must be a domestic

corporation which is registered under the Investment Company Act of

1940 either as a management company or as a unit investment trust. In
addition, a company must satisfy requirements relating to the portion
of gross income which must consist of investor-type income, the

portion of assets which must be represented by cash and securities, the

portion of its income which must be distributed to the investors, and
its stock ownership. With respect to distributions, the company must
distribute at least 90 percent of its taxable income, determined with
certain modifications and without regard to the deduction for divi-

dends paid, within its taxable year or, with certain limitations, within
the 12-month period after the taxable year (sees. 852(a) and 855).

Under present law, a real estate investment trust is taxed generally
in the same manner as a regulated investment company. The Tax
Reform Act of 1976 added a deficiencv dividend procedure for real

estate investment trusts. However, unlike the treatment of real estate

investment trusts, no deficiency dividend procedure was provided for

regulated investment companies, under prior law, so that, under certain

conditions, dividends paid after the taxable year and the following
12-month period may be taken into account for purposes of the 90-

percent distribution requirement. Thus, a subsequent audit change by
the Internal Revenue Service which increases income may have caused
the company to fail to meet the distribution requirement.

Reasons for change
The Congress believes that a deficiency dividend procedure should

be available to regulated investment companies because the penalty for
failure to meet the distribution requirement is too severe. For this

reason, the Congress believes that if a regulated investment company
is audited by the Internal Revenue Service and there is a resulting ad-
justment that would increase the amount of dividends that must be
paid for the year under audit for the company to meet the 90-percent
distribution requirement, the company should be allowed to pay out
deficiency dividends to its shareholders and thereby avoid disqualifica-
tion. This deficiency dividend procedure is only to be available where
failure of the regulated investment company to meet the 90-percent
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distribution requirement was not due to fraud with intent to evade tax

or to willful failure to file an income tax return within the required

time.

Moreover, the Congress believes that providing a deficiency divi-

dend procedure for regulated investment companies is consistent with
the treatment presently accorded to real estate investment trusts which
are taxed in generally the same manner.

Explanation of provision

The Act provides a deficiency dividend procedure for regulated in-

vestment companies.^ Under the procedure, the company could make
qualifying distributions after the regular period for making distribu-

tions when an adjustment by the Internal Revenue Service occurs that

either increases the amount which the corporation is required to dis-

tribute to meet the distribution requirement or decreases the amount
of the dividends previously distributed for that year. This deficiency

dividend procedure would be available only where the entire amount
of the adjustment is not due to fraud with intent to evade tax or will-

ful failure to file an income tax return.

Interest at the regular rate would be imposed on the amount of
the deficiency dividend. In addition, a penalty equal to the interest

charge would be imposed, but the penalty could not exceed 50 percent
of tlie deficiency dividend. The imposition of a penalty and interest

is designed to discourage a company from reducing its current distri-

butions of income in reliance on the availability of the deficiency

dividend procedure to retain is qualified status.

The procedure is similar to the deficiency dividend procedure pro-

vided for real estate investment trusts by the Tax Reform Act of 1976.

Effective date

The provision is effective with respect to determinations made after

the date of enactment (November 6, 1978)

.

Revenue effect

This provision will reduce budget receipts by about $200,000 in

fiscal year 1979 and by less than $500,000 annually thereafter.

^This provision was added to the Revenue Act of 1978 by a Senate Finance
Committee amendment. The provision was the subject matter of a separate bill,

H.R. 6877, which was reported by the House Ways and Means Committee (H.
Kept. 95-1537, September 6, 1978) and passed by the House on October 3, 1978.



3. Safe Harbor Rule for Real Estate Investment Trusts (sec. 363

of the Act and sees. 856 and 857 of the Code)

Prior law
Under present law, a real estate investment trust (commonly called

a "REIT") is generally treated as a conduit for income tax purposes.

The taxable income of the REIT which is distributed to its share-

holders each year is taxed to them without being subject to a tax at

the REIT level. The REIT is subject to the corporate income tax on
the income it retains. This treatment is accomplished by allowing a

deduction to the REIT for its distributions to its shareholders. The
Code contains a number of provisions which permit the conduit
treatment only where the REIT does not engage in an active trade or

business.

Under one of these rules that was in effect prior to the Tax Reform
Act of 1976, a REIT could not hold any property primarily for sale

in the ordinary course of its trade or business. If a REIT did hold
any property primarily for sale, it did not qualify for tax conduit
treatment that year.

This "primarily held for sale" rule produced a particularly harsh
result where the REIT acquired property through a foreclosure of

a lease or mortgage. As a result. Congress provided in 1974 a special

rule for foreclosure property which permitted the REIT to hold prop-
erty acquired by forclosure for a period of 2 years (with permissible

extensions by the IRS for another 2 years) if the REIT paid the nor-

mal corporate income tax on income from the foreclosure property.

This special rule for foreclosure property permitted a REIT a reason-

able period to orderlyjiquidate tlie foreclosure property.

While the foreclosure property rules provided substantial relief,

disqualification was a harsh penalty to impose where a REIT had
only a relatively small amount of property primarily held for sale

which was not subject to the foreclosure property rule. As a result.

Congress, in the Tax Reform Act of 1976, removed the restriction

for property held for sale and, in its place, imposed a 100-percent tax

on gain from property held pi-imarily for sale. The Congressional

intent in imposing the 100-percent penalty tax was to permit a REIT
to hold property primarily for sale, but to not let the REIT derive

any profit from holding property primarily for sale.

Reasons for change
Despite the fact that the 100-percent penalty tax is more lenient

than the complete disqualification rule under the pre-1976 Act law, the

penalty tax may restrict the ability of a REIT to change a substantial

portion of its real estate investments, particularly because it is often

very unclear whether property is being held by a REIT primarily for

sale. The Congress believes that REITs should have a safe harbor
within which they can modify the portfolio of their assets without the

possibility that a tax would be imposed equal to the entire amount of
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the appreciation in those assets. However, the Congress believes that

this safe harbor rule should be restricted to only types of assets

which are owned and operated by the REIT for a substantial period of

time and to which the EEIT has not made substantial improvements
during the last four years that it owned the property. In addition, the

rule is limited to cases where the REIT had no more than five sales

during the taxable year. The Congress believes that these restrictions

will prevent REITs from using the safe harbor rule to permit them to

engage in an active trade or business such as the development and sub-

division of land.

Explanation of provisidn

The Act provides that the 100-percent penalty tax on property held

primarily for sale by a REIT will not apply to the sale of property
where the following conditions are met: (1) the property has been

held by the REIT for at least four years, (2) the total expenditures
made by the REIT during the four-year period prior to sale do not
exceed 20 percent of the net selling price of the property, (3)' the

REIT does not sell more than five properties during the taxable year,

and (4) , if the property is land or improvements not acquired through
foreclosure, the property is held by the REIT for rent for a period
of at least four years.

For purposes of the four-year holding requirement, the length of

time that the REIT is deemed to hold the property that was acquired
by the REIT through foreclosure (or deed in lieu of foreclosure), or
termination of a lease, includes the period that the REIT held the loan
which secured the property or that the REIT was the lessor of the
property.
For purposes of the 20-percent expenditure requirement, any expend-

itures on property that has been acquired by the REIT through
foreclosure (or deed in lieu of foreclosure) or termination of a lease,

which are made by, or for the account of, a mortgagor or lessee after
the default became imminent, are considered to be expenditures made
by the REIT. Nonetheless, expenditures (including expenditures
regarded as made by the REIT under the prior rule) do not count
towards the 20-percent limitation if the expenditures relate to the
foreclosure property and those expenditures did not cause the property
to lose its status as foreclosure property. In addition, expenditures
made solely to comply with standards or requirements of any govern-
ment and expenditures made to restore property as a result of losses
arising from fire, storm, or other casualty are not counted towards
the 20-percent limitation. Lastly, where a REIT makes a loan under
which the debtor is advanced additional monies at different times
(such as is typically done in the case of a constiiiction loan), the
advance on the loan is not treated as an expenditure by the REIT unless
default on the loan has become imminent.
With regard to the not more than five sales per year rule, the sale

of more than one property to one buyer as part of one transaction
is to be treated as one sale. For this purpose, the properties need not
be contiguous or located near each other. However, all of the properties
sold to the one buyer must be part of the same transaction. In addi-
tion, the Act provides that sales where the net selling price (total
sellmg price less related selling expenses) is less than $10,000 are to
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be disregarded for purposes of counting the permissible 5 sales per

year. If a REIT sells more than five properties under the rule, the safe

harbor rule does not apply to the REIT for that taxable year and none

of the sales is protected by the safe harbor rule. Any sale or other dis-

position of property is counted towards this rule (unless excluded

under the $10,000 exception) regardless of whether the transaction

resulted in a gain or a loss to the REIT.
For purposes of the rental test, any rental of the property at an

insignificant rate of rent or for a use which indicates that the pur-

pose of the rental arrangement was not for the production of rental

income is to be disregarded. For example, where a REIT holds devel-

oped land in order to derive gain from the sale of the property, the

property cannot qualify under the safe harbor nile simply by having
the REIT rent the property at a rent substantially below the rental

rate of comparable property. Similarly, where a REIT holds unde-

veloped land in order to derive gain from the sale of the property, the

property cannot qualify under the safe harbor rule by having the

REIT rent the property for a use such as for horseback riding trails or

for hunting even though the rent received by the REIT is a fair rent

from the property for that use.

The Act also provides that the fact that a sale does not come within

the requirements of the safe harbor rule (including transactions occur-

ring before the effective date of the provision) is not to be taken into

account in determining whether the sale constitutes a prohibited trans-

action. Whether or not such a sale constitutes a prohibited transaction

is to be determined under the facts and circumstances of each case as if

the safe harbor rule had not been enacted. In addition, the mere fact

that a sale comes within the safe harbor rule is not to be taken into

account in determining whether any gain or loss on the sale is entitled

to capital gain treatment.
In addition, the Act would increase the additional period that the

IRS may grant to a REIT to hold foreclosure property from two
years to four years (for a total of six years that foreclosure property
may be held).

Effective date

The provision for a safe harbor nile is effective for taxable ye^rs
ending after the date of enactment (November 6, 1978). The provision
increasing permissible extension periods is effective for extensions
granted after the date of enactment (November 6, 1978) with respect

to extension periods beginning after December 31, 1977.

Revenue effect

This provision will not have any revenue effect.



4. Contributions in Aid of Construction to Regulated Electric or
Gas Public Utilities (sec. 364 of the Act and sec. 118 of the
Code)

Prior law

In general

Generally, contributions to the capital of a corporation, whether or
not contributed by a shareholder, are not includible in the gross income
of the corporation (sec. 118). Nonshareholder contributions of prop-
erty to the capital of a corporation have a zero basis to the corporation.
If money is contributed by a nonshareholder. the basis of any prop-
erty acquired with the money during the 12-month period beginning on
the date the contribution is received, or of certain other property, is

reduced by the amount of the contribution (sec. 362 (c) )

.

Tax treatment prior to the Tax Reform Act of 1976

Early in the development of the Federal income tax laws, there

were a number of court decisions which held that customer contribu-
tions to public utilities to pay for the costs of extension service lines

were to be treated as contributions to capital, and not as income, of
the public utility.

In 1958, the Internal Revenue Service announced that it would apply
that early case law with respect to contributions in aid of construc-
tion, but only with respect to regulated utilities (Rev. Rul. 58-535,
1958-2 C.B. 25). In 1975, the Internal Revenue Service issued Rev.
Rul. 75-557 (1975-2 C.B. 33) which revoked the 1958 ruling, withdrew
the acquiescences in the early line of cases, and held that amounts
paid by the purchaser of a home in a new subdivision as a connection
fee to obtain water service were includible in the utility's income. The
ruling was made prospective for transactions entered into on or after

February 1, 1976.

Tax treatment after the Tax Reform Act of 1976

Generally, the Tax Reform Act of 1976 provided that contributions
in aid of construction to regulated public water and sewerage utili-

ties (but not other utilities) are to be treated as nontaxable contribu-
tions to capital. However, nontaxable treatment was not provided for

customer connection fees. Customer connection fees include payments
made by a customer to the utility for the cost of installing the connec-
tion between the customer's line and the utilitv's main water or sewer
lines (including the cost of meters and piping) and any amounts paid
as service charges for stopping or starting service. In addition, a water
or seweraafe utility which receives a nontaxable contribution in aid of

construction is not entitled to any depreciation deductions or invest-

ment tax credits with respect to property acquired with the nontaxable
contribution.

A contribution to the capital of a, regulated mrblic water or sewer-

affe utility qualifies for nontaxable treatment if it is a contribution in

aid of construction under regulations prescribed by the Secretary of
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the Treasury ' and if the property contributed, or property acquired

with the contribution, is not included in the rate base for rate-making
purposes. Where the contribution is in propei-ty which is other than
water or sewerage disposal facilities, the contribution must be used for

a qualified expenditure.- Amounts not used for qualified expenditures
must be included in income for the taxable year in which received.^

The 1976 Act did not affect the treatment of contributions to utilities

other than water and sewerage utilities.

Reasons for change

The Congress believes that contributions in aid of construction to

regulated public gas and electric utilities should be treated as non-

taxable receipts in the same manner as contributions made to water and
sewerage utilitie-s. Since the imposition of an income tax on contribu-

tions in aid of construction reduces a utility's working capital until

recovered through higher consumer charges, nontaxable treatment of

the contributions will assist a utility in meeting demands for new and
increased services. Further, nontaxable treatment would eliminate mis-

matching of income and expense with respect to contributions in aid

of construction which might arise if contributions are fully taxable in

the year of receipt and deductions attributable to the expenditure of

tlie contributions are allowable in later years.^

Explanation of provision

The Act extends the present law provisions, which are applicable to

contributions in aid of construction to water and sewerage utilities, to

contributions made to regulated public gas and electric utilities.^ Thus,

contributions in aid of construction received by these utilities will be

treated as nontaxable contributions to capital by nonshareholders, and
not as a taxable income, to the utility. However, customer connection

fees will be treated as taxable income.^ Also, no depreciation and in-

^ Proposed regulations under sec. 118 were published May 30, 1978 (43 Fed.

Reg. 22997).
2 A qualified expenditure is an amount which is expended for the acquisition

or construction of tangible property described in sec. 1231(b), where the acquisi-

tion or construction of the facility was the purpose motivating the contribution.

For this purpose, a capital asset includes all expenditures which must be cap-

italized for such facilities under the normal rules of tax accounting (sec. 263).

The assets must be used predominantly (i.e., 80 percent or more) in a trade or

business of furnishing water or sewerage services to tlie utility's customers.

Expenditures must be made by the end of the second taxable year after the

year in which the money was received.

'Accurate records must be kept of the amounts contributed on the basis of

the project for which the contribution was made and by year of contribution.
* This provision was added to the Revenue Act of 1978 by a Senate Finance

Ck)mmittee amendment. The provision was the subject matter of a separate bill,

H.R. 11741, which was reported by the House Ways and Means Committee (H.

Rep. No. 95-1577, September 18, 1978) and was passed by the House on October 3,

1978.
^ Under present law. customer connection fees include amounits paid to con-

nect the customer's "property" to a main water or sewer line. The Act revises

the statutory language to refer to amounts paid to connect the customer's "line"

to a main line. This language change was made to reflect the inclusion of public

electric utilities. Thus, it is clear under the Act that, where the main line is lo-

cated on or under the property of the customer, a customer connection fee does not

include amounts for the installation of the main line. However, a customer con-

nection fee includes amounts for the installation of the connecting line between
the main line and the customer's line located in his home (or other place where
the customer's ownership of the line begins) regardless of whether that con-

necting line was located on or under his property or the property of another.

35-922 O - 79 - 15
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vestment tax credits will be allowable with respect to nontaxable prop-

erty contributions or property acquired with nontaxable contributions.

A gas transmission utility which provides gas services which are re-

sold to the general public is considered to be a regulated public gas

utility for purposes of the provision. Also, contributions in aid of

construction of steam facilities are covered by the provision.

In providing special rules for gas and electric utilities, the Congress
intends that no inference should be drawn as to the proper treatment
of contributions in aid of construction to other utilities.

Effective date

The Act applies to contributions made after January 31, 1976.

Revenue effect

If all the contributions in aid of construction to gas and electric

utilities were treated as income, the annual increase in tax liabilities is

estimated to be in the range of $130-$200 million. This estimate takes

into account the increases in the amounts the utilities would charge to

their customers if all the contributions were treated as income to the
utilities. It is uncertain when these tax liabilities would first be reflected

in higher budgets receipts, however. If the electric and gas utilities rely

on past treatment and file tax returns as if Revenue Ruling 75-557
were an incorrect interpretation of the law, higher assessments of taxes
against the electric and gas utilities probably would not occur until

their 1976 tax returns are audited, probably some time during calen-

dar year 1979. Some of these assessments undoubtedly would be con-

tested in court, but some might not. Thus, the first major impact on the

budget receipts would very likely be in fiscal year 1980, but the timing
of the higher tax payments and the amounts cannot be estimated by
fiscal year with any degree of accuracy.

On the other hand, if Revenue Ruling 75-557 were held to be incor-

rect by court decisions, then the proposal to broaden section 2120 of
Public Law 94-455 would have no revenue effect because it could be
viewed as codifying the pre-1976 tax treatment of contributions in aid
of construction (other than customer connection fees) of regulated
utilities.



5. Liabilities of Controlled Corporations (sec. 365 of the Act and
sees. 357(c) and 358(d) of the Code)

Prior law
No gain or loss generally is recognized for Federal income tax pur-

poses on the transfer of property and associated liabilities to a cor-

poration (usually upon its incorporation) solely in exchange for its

stock or securities, where the transferors of such property control the
corporation (i.e., in general, own 80 percent or more of the stock)
immediately after the exchange (sec. 351). However, gain is recog-
nized to the extent that the sum of the amount of liabilities assumed
by the corporation, plus the amount of liabilities to which the prop-
erty is subject, exceeds the adjusted basis of the property transferred
to the corporation (sec. 357(c) ).^

In recent years, considerable uncertainty has arisen over the treat-

ment of certain liabilities (such as accounts payable) if assumed by
the corporation when property is transferred, upon incorporation or
in other generally tax-free asset-for-stock exchanges under section 351,
by a taxpayer using the cash-basis accounting method.

Until recently, the United States Tax Court has given the term
"liabilities" as used in section 357(c) an all-inclusive meaning.^ Under
this interpretation, a cash-basis taxpayer may be subject to recognition
of gain upon incorporation of his or her trade or business. Thus, if

the sum ot the liabilities (including accounts payable) of a cash-basis

taxpayer exceeds the basis of the taxpayer's assets, gain is recognized
under section 357(c) even though there were neither tax benefits real-

ized by the transferor on liabilities assumed by the corporation nor
withdrawal of borrowed cash through loans made against assets trans-

ferred to the corporation prior to the transfer.

Three approaches have been developed by courts to alleviate this

problem.
One alternative is that adopted by the Second Circuit in Bongio-

vanni v. Comm'r, 470 F. 2d 921 (2d Cir. 1972), which held that the

term "liability" for purposes of section 357(c) does not include

accoimts payable. The Second Circuit stated that

"Section 357(c) was meant to apply to what might be called

'tax liabilities', ie., liens in excess of tax costs, particularly mort-
gages encumbering property transferred in a Section 351 trans-

action. * * * The payables of a cash basis taxpayer are 'liabilities'

for accounting purposes but should not be considered 'liabilities'

for tax purposes under Section 357(c) until they are paid." 470 F.

2d at 924 (emphasis in original)

.

^ Section 357(c) also applies to reorganizations within the meaning of section

368(a)(1)(D).
"Raich V. Comm'r, 46 T.C. 604 (1966) ; Thatcher v. Comm'r, 61 T.C. 28 (1973),

rev'd in part and aff'd in part, 533 F. 2d 1114 (9th Cir. 1976) ; Bongiovanni v.

Comm'r, 30 CCH Tax Ct. Mem. 1124 (1971), rev'd 470 F. 2d 921 (2d Cir. 1972).
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The second judicial approach developed is that while no deductions
are ordinarily available in section 351 exchanges, section 357 (c) turns
the transaction into an ordinary exchange for the purpose of recog-

nizing gain. Since there is some authority for the proposition that
in an ordinary exchange the assumption of liabilities by the pur-
chaser will give the taxpayer an immediate deduction,^ it was con-

cluded that the transferor should receive a deduction for trade accounts
payable discharged by the transferee in the same year as the trans-

fer, to the extent of the accounts receivable or the gain recognized
under section 357(c), whichever is less. This approach was suggested
in a dissenting opinion by Judge Hall in the Thatcher case in the

Tax Court, and was, in general, adopted by the Ninth Circuit in

reversing the Tax Court's decision on this issue.* Under this approach,
the deduction is allowed to the transferor only when the transferee
corporation pays the assumed liability. Accordingly, it appears that

under the Ninth Circuit's approach, the transferor could obtain a de-

duction on discharge of the transferred accounts payable in a year
subsequent to the year of transfer.

Third, the Tax Court in the Focht case ^ reversed its longstanding
position on the ti-eatment of accounts payable imder section 357(c).
Under the Tax Court's revised approach, the term "liability" under
section 357(c) would be limited to those obligations which, if trans-

ferred, cause gain recognition under CraTie v. Comm'r^ 331 U.S. 1

(1947), and an obligation would not be treated as a liability to the
extent that its payment would have been deductible if made by the
transferor. The Tax Court also held in Focht that under section 358,

deductible liabilities are excluded in determining the transferor's basis

in stock received as part of the exchange.

Reasons for change
The ambiguity of the prior law resulted in differing judicial inter-

pretations of the term "liabilities," and in some cases resulted in un-
foreseen and unintended tax difficulties for certain cash basis tax-

payers who incorporated a going business. Although the more recent

judicial trend has been to exclude certain deductible liabilities from
the scope of sections 357(c) and 358(d), no uniform rationale for that

result has been developed by the courts. The Congress therefore be-

lieves that it is appropriate to resolve the ambiguity as to whether, for
purposes of sections 357(c) and 358(d), the term liabilities includes

deductible liabilities of a cash basis taxpayer.

Explanation of provision

Under the Act, in determining (for purposes of sections 357(c) and
358(d)) the amount of liabilities assumed, or to which the property
transferred is subject, in a transfer qualifying under section 351, the
amount of certain liabilities are excluded for a cash basis transferor.

Liabilities excluded under this provision are those which constitute

^ James M. Pierce Corp. v. Comm'r, 326 F. 2d 67 (8th Cir. 1964).
* Thatcher v. Comm'r, 61 T.C. 28. 43 (1973) (Hall, J., dissenting), rev'd on this

issue, 533 F. 2d 114 (9th Cir. 1976).
^ Focht V. Comm'r, 68 T.C. 223 (1977).
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an amount payable described in section 736(a)® and certain liabilities

which constitute an account payable of the transferred business. How-
ever, an account payable may be excluded under this provision only

to the extent payment thereof by the transferor would have given rise

to a deduction. In addition, an account payable would not be

excluded under this provision to the extent that the incurrence of the

obligation resulted in the creation of, or increase in, the basis of any

property.^

For purposes of this provision, a determination of whether a trans-

feror is a cash basis taxpayer is to be made for each item. For exam-

ple, a taxpayer on a hybrid method of accounting which utilizes inven-

tories in computing income from purchases and sales, and utilizes the

cash method in computing all other items of income and expense

shall be considered a cash basis taxpayer for purposes of this provi-

sion. Accordingly, the transferor's accounts payable for items coni-

puted on the cash method of accounting may be excluded under this

provision to the extent payment thereof (by the transferor) would

have given rise to a deduction.

Additionally, for purposes of this provision, accounts payable mean,

in general, those trade accounts payable and other liabilities (e.g.,

interest and taxes) whicli relate to the transferred trade or business

and which constitute cash method items.

The provision further provides that in determining the transferor's

basis in stock received in the exchange, liabilities excluded from the

provisions of section 357 (c) would not be treated as liabilities assumed,

or to which property is subject, for purposes of section 358(d). Thus,

the amount of such excluded liabilities would not reduce the trans-

feror's basis in stock received in the exchange.

Finally, the provision is not intended to affect the corporate-trans-

ferees' tax treatment of the excluded liabilities. It also is not intended

"Section 736(a) applies only to payments made to a retiring partner or to a

deceased partner's successor in interest in liquidation of such partner's active

interest in the partnership. If such payments meet the requirements of section

736, they are considered either as a distributive share of partnership income to

the recipient or as guaranteed payments. If the jxayments are considered a dis-

tributive share of partnership income, then the distributive shares of the other

partners are reduced. If payments are guaranteed payments, then they are de-

ductible under section 162 by the partnership.
In either instance, for cash ba.sis taxpayers the obligation to make such

payments is similar to the partnership's obligation with respect to its (de-

ductible) accounts payable since both would constitute ordinary deductions or

would reduce gross income to the non-retiring partners when the oblio-ations

are paid. Accordingly, under the Act, section 736(a) payments would be ex-

cluded in determining the amounts of liabilities assumed or to which the property
transferred is snbiect for purjioses of sections 357(c) and 358(d).

' The exception for obligations which give rise to basis would apply, for ex-

ample, where a cash-basis taxpayer purchases small tools on credit and, prior to
paying for the tools, transfers them along with the related obligation to a new
corporation in a section 351 transaction. While the transferor wotild have been
entitled to a deduction if he had paid off the obligation, pending payment he
would have a basis in the tools equal to the amount of the unpaid obligation.

Under the provision, that obligation would constitute a "liability" for purposes
of section 357(c) ; but the amount of this liability would be offset by the basis
in the transferred tools.
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to affect the definition of the term liabilities for any other provision
of the Code, including sections 357 (a) and 357 (b)

.

Effective date
The provision applies to transfers of property to corporations made

on or after the date of enactment (November 6, 1978)

.

Revenue effect

This provision will reduce budget receipts by less than $5 million
annually.



6. Medical Expense Reimbursement Plans (sec. 366 of the Act
and sec. 105 of the Code)

Prior law
Under prior law, gross income did not include amounts received

under a self-insured accident or health plan as reimbursement for

employee medical expenses, unless the expenses were deducted in a

prior taxable year.

Reasons for change
In some cases, iminsured medical reimbursement plans have been

established by businesses under which the principal beneficiaries are

the officers of the company, its major shareholders, and its highest paid
workers. These plans could tailor their benefits to fit the particular

needs of these selected employees, for example, by excluding all rank-
and-file workers.

Explanation of provision

Under the Act, self-insured medical reimbursement plans are made
subject to rules regarding discrimination as to eligibility and benefits

in favor of employees who are officers, shareholders, or highly paid.

Reimbursements to an officer, etc., under a discriminatory plan are

wholly or partly includible in the recipient's income.
The Act applies only to an employer's uninsured plan or arrange-

ment for reimbursement of employee expenses incurred for medical
care (as defined in sec. 213(e)) for the employee, the employee's

spouse, or the employee's dependents. Under the Act, a plan is con-

sidered self-insured if reimbursement is not provided under a policy of

accident insurance, health insurance, or accident and health insurance.

Under the Act, a plan satisfies the nondiscriminatory eligibility re-

quirements if it meets either of two standards which are similar to

the nondiscriminatory eligibility requirements applicable to qualified

pension plans (sec. 410(b)). Under the first alternative eligibility

standard, a plan must benefit at least 70 percent of all employees (or

at least 80 percent of all eligible employees if at least 70 percent of tihe

employees are eligible). Under the second alternative eligibility

standard, a plan must benefit a classification of employees set up by
the employer and found by the Secretary of the Treasury not to be
discriminatory in favor of employees who are highly compensated
individuals. In applying the alternative eligibility standards, the Act
provides that there may be excluded from consideration any employee
who (1) has not completed 3 years of service, (2) has not attained age

25, or (3) is a part-time or seasonal employee. Under the Act, an em-
ployee whose customary weekly employment is for less than 35 hours
is considered part-time and an employee whose customary annual em-
ployment is for less than 9 months is considered seasonal.

In addition, employees in a collective bargaining unit can be ex-

cluded from consideration under rules similar to those provided for
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qualified pension plans (sec. 410(b) (2)(A)) if there is evidence that

accident and health benefits were the subject of good faith bargaining.
Similarly, the Act provides for the exclusion of nonresident aliens

as under the pension plan rules (sec. 410(b) (2) (C) ).

In addition to the requirement of nondiscriminatory eligibility, the

Act provides that benefits under a medical reimbursement plan must
not discriminate in favor of participants who are highly compensated
individuals. The Act specifies that a plan does not meet the require-

ment of nondiscriminatory benefits unless all benefits provided for

participants who are highly compensated individuals are also pro-

vided for all other participants. In testing plan benefits for discrimi-

nation, all facts and circumstances are to be taken into account. (Con-
sequently, if a plan (or a particular benefit provided by a plan) is

terminated, the termination would cause plan benefits to be discrimi-

natory if the limited duration of the plan (or benefit) has the effect of
discrimination in favor of the highly compensated. This situation

could arise, for example, where the duration of a particular benefit

roughly coincides with the period during which a highly compensated
individual utilizes that benefit.)

The requirements of the Act as to nondiscriminatory eligibility and
benefits are not violated merely because benefits under an employer's
plan are offset by benefits paid under a self-insured or insured plan of
the employer or another employer, or by benefits paid under Medicare
or other Federal or State law.

Under the Act, a highly compensated individual is (1) one of the
five highest paid officers, (2) a shareholder (owning more than 10 per-
cent of stock, directly or indirectly), or (3) one of the highest paid
25 percent of all employees (other than employees who may be ex-

cluded from consideration).
Medical reimbursement benefits provided for an employee who

qualifies for the benefits on (or before) November 6, 1978, and who
is not employed by the employer after that date are not considered
to be provided under a medical reimbursement plan. Accordingly, the

employee and the benefits are disregarded in testing any medical
reimbursement plan of the employer for discriminatory eligibility or
benefits and the tax treatment of the benefits paid to the employee is

not affected by the medical reimbursement plan rules of the Act.

The Act provides that an excess reimbursement to a highly com-
pensated individual during a plan year under a self-insured medical
reimbursement plan is includible in the gross income of the individual
for the taxable year in which (or with which) the plan year ends.

Under the Act, a reimbursement is an excess reimbursement if it is

a discriminatory benefit, that is, if it is made under a plan benefit

which is provided for a participant who is a highly compensated
individual, but not to all participants who are not highly compensated
individuals.

Also, under the Act, a portion of the total amount reimbursed
during a plan year to each participant who is a highly compensated
individual is an excess reimbursement if the^ plan does not meet
the nondiscriminatory eligibility requirements. The excess reimburse-
ment portion is determined by multiplying the total amount reim-
bursed to the participant during the plan year by a fraction, the

numerator of which is the total amount reimoursed during that year
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to all participants who are highly compensated individuals and the

denominator of which is the total amount reimbursed during that year
to all participants. In computing the amount of an excess reimburse-
ment because a plan does not meet tlie nondiscriminatory eligi-

bility requirements, however, discriminatory benefits are not taken into

account.

The Act authorizes the Secretaiy of the Treasury to prescribe

necessary regulations. It is anticipated that these regulations will

provide that reimbursement for diagnostic procedures (medical ex-

aminations. X-rays, etc.) need not be considered by an employer to be
a part of a medical reimbursement plan. However, this exception is

to apply only for diagnostic procedures performed at a facility which
provides no services other than medical services and ancillary services

and applies to travel expenses only to the extent such expenses are

ordinary and necessary. Under the Act, if a self-insured medical
reimbursement plan is included in a "cafeteria plan", the medical
reimbursement plan rules determine the status of a benefit as a

taxable or nontaxable fringe benefit and the cafeteria plan rules

determine whether an employee is taxed as though he elected all

available taxable benefits (including taxable benefits under a dis-

criminatory medical reimbursement plan).

Although no advance rulings from the Internal Revenue Service
are required, it is expected that, in a typical case, advance rulings

will be available. It is also anticipated that a determination by the

Service that a plan is discriminatory' ^^'iH not be applied retroactively

where the plan has made reasonable efforts to comply with the
discrimination rules.

Effective date

The provision applies for taxable years beginning after December 31,

1979
Revenue effect

This provision will have no revenue effect in fiscal year 1979, and will

increase budget receipts by less than $5 million per year thereafter.



7. Extension of 5-Year Amortization for Low-Income Rental
Housing (sec. 367 of the Act and sec. 167(k) of the Code)

Prior law
Under the Code, special depreciation, rules are provided for expendi-

tures to rehabilitate low-income rental housing (sec. 167 (k)). Low-
income rental housing includes buildings or other structures that are

used to provide living accommodations for families and individuals

of low or moderate income. Occupants of a dwelling unit are con-

sidered families and individuals of low or moderate income only if

their income does not exceed certain limits, as determined by the Sec-

retary of Treasury in a manner consistent with the limits established

for the Leased Housing Program under section 8 of the United States
Housing Act of 1937, as amended.
Under the special depreciation rules for low-income rental property,

taxpayers can elect to compute depreciation on certain rehabilitation

expenditures under a straight-line method over a period of 60 months,
if the additions or improvements have a useful life of 5 years or more.
Under present law, only the aggregate rehabilitation expenditures for
any housing which do not exceed $20,000 per dwelling unit qualify
for the 60-month depreciation. Li addition, for the 60-month deprecia-
tion to be available, the sum of the rehabilitation expenditures for 2
consecutive taxable years—including the taxable year—must exceed
$3,000 per dwelling unit.

Reasons for change
The special tax incentive for rehabilitation expenditures for low-

and moderate-income rental housing under present law expires on
December 31, 1978. In order to avoid discouraging this rehabilitation,
the Congress believes that the special depreciation provision for low-
income rental housing should be extended for an additional three
years.

Explanation of provision

The Act provides a three-year extension of the special 5-year depre-
ciation rule for expenditures to rehabilitate low-income rental housing.
Under the Act, rehabilitation expenditures that are made pursuant
to a binding contract entered into before January 1, 1982, would
qualify for the 5-year depreciation rule even though the expenditures
are actually made after December 31, 1981.

Effective date

The three-year extension applies to expenditures paid or incurred
with respect to low- and moderate-income rental housing after Decem-
ber 31, 1978, and before January 1, 1982 (including expenditures
made pursuant to a binding contract entered into before Januarv 1,

1982).

Revenue effect

This provision will reduce budget receipts by $1 million in fiscal

year 1979, $4 million in 1980, and $24 million in fiscal year 1983.
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8. Postponement of Effective Date for Special Limitations on
Net Operating Loss Carryovers (sec. 368 of the Act and
sec. 382 of the Code)

Prior law
Prior to enactment of the Tax Reform Act of 1976, generally, if new

owners purchased 50 percent or more of the stock of a loss corporation
during a 2-year period, the corporation's loss carryovers from prior
years were allowed in full only if the corporation continued to conduct
its prior trade or business or substantially the same kind of business.

Generally, if the same business was not continued, however, loss cari-y-

overs were completely lost. This "purchase" rule applied where one or
more of the 10 largest shareholders increased their stock ownership,
within a 2-year period, by 50 percentage points or more in a transaction
in which the purchasers took a cost basis in their stock (except where
the stock was acquired fix)m "related'' persons).

In the case of a tax-free reorganization, loss carryovers were allowed
on a declining scale. If the former owners of the loss company received

20 percent or more of the fair market value of the stock of the acquir-

ing company, the loss carryovers were allowed in full. For each per-

centage point less than 20 which the former owners received, the loss

carryover was reduced by 5 percent. It was immaterial Avhether the

business of the loss company was continued after the reorganization.

The 1976 Act extensively revised the Code provisions dealing with
the carryover of net operating losses in cases of acquisitions of loss

corporations. The limitations on loss carryover attributes were to apply
to acquisitions made by purchase or through corporate reorganizations.

The new provisions changed the basic concepts underlying the rules by
deleting continuity of business requirements for purchases and estab-

lishing a new continuity of ownership test applicable to both purchases
and reorganizations.

These new provisions were to apply to plans of reorganization
adopted on or after January 1, 1978, and to sales or exchanges in tax-

able years beginning after June 30, 1978.

Reasons for change

A number of technical problems regarding the 1976 Act revisions to

the net operating loss carryover rules have been brought to the atten-

tion of Congress. These problems will require consideration of addi-

tional revision of the rules.

Explanation of provision

The Act delays the effective date of the 1976 change until January
1, 1980, with respect to plans of reorganization adopted on or after

that date, or until June 30, 1980, with respect to sales or exchanges
occurring in taxable years beginning after that date. It also permits
taxpayers to elect to have the 1976 changes apply to any acquisition or
reorganization occurring before the close of the taxpayer's first taxable
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year be^nning after June 30, 1978. This election applies only if the
acquisition or reorganization occurs pursuant to a contract or option
to acquire stock or assets entered into before September 27, 1978.

Revenue effect

The provision will reduce budget receipts by less than $5 million an-
nually during the postponement period.



9. Use of Certain Expired Net Operating Loss Carryovers and
Redemptions of United States Railway Association Certifi-

cates of Value in a Tax-Free Reorganization of a Trans-
feror Railroad (sec. 369 of the Act and sec. 374 of the Code)

Prior law
On April 1, 1976, a number of insolvent midwestern and northeastern

railroads, along with many of their subsidiaries and aflfiliates, trans-

ferred their railroad properties to the Consolidated Rail Corporation

(ConRail). These transfers were mandated and approved by the Con-
gress ^ in order to provide financially self-sustaining rail services in

areas served by these bankrupt railroads.

Under this legislation, ConRail, a taxable corporation, was to ac-

quire, rehabilitate, and operate the railroad properties. The transferor

railroads (and their subsidiaries and affiliates) will receive ConRail
stock and "certificates of value" issued by the United States Railway
Association, a nonprofit Government corporation formed to oversee

the ConRail reorganization. A special court will eventually deter-

mine the value of these certificates in order to set the amount of com-
pensation the transferor railroads will receive for their properties.

In 1976, the Congress also enacted legislation to deal with the tax

consequences of this reorganization to ConRail, the transferor rail-

roads, and the shareholders and creditors of the transferor railroads.

Under this legislation,- the transfer of rail properties to ConRail is

treated like reorganizations in general (and other bankrupt railroad

reorganizations in particular) so that the transferor companies and
their shareholders an^ security holders do not recognize gain or loss

on the transfer and ConRail receives a carryover basis in the prop-
erties it acquired.

This legislation also included rules which allowed a transferor rail-

road's net operating losses eligible for carryover (at the time of the

transfer of property to ConRail) to be extended beyond the normal
expiration date,^ but only for use by the transferor against any future

income arising from awards of the courts and the redemption of cer-

tificates of value. Literally, the language of these rules (sec. 374(e) (1)
(A) ) required that net operating loss carryovers which were extended
could not be applied to income arising from the certificates of value
received by any corporation other than the corporation which had
originally received these certificates.

^ The facilitating legislation for the transfers was the Regional Rail Reorgani-
zation Act of 1973 (P.L. 93-236, approved January 2, 1974) and the Railroad
Revitalization and Regulatory Reform Act of 1976 (P.L. 94-210, approved
Februarys, 1976).

' P.L. 94-253, approved March 31, 1976.
' Under present law. the transferor railroads are generally entitled to 5-year

carryover periods for these losses.
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Reasons for change
Since the Congress last considered the tax aspects of the ConRail

reorganization in 1976, a problem involving the treatment of the

transferor railroads was brought to its attention.

In this situation, an affiliated group of transferor corporations
filed consolidated income tax returns for a number of years preceding
the April 1, 1976, ConRail transfer and have sizable consolidated net
operating loss carryovers vs^hich are eligible for the special extended
carryover period. Many of the subsidiaries in this group transferred
all of their railroad assets to ConRail and presently hold as their only
assets the certificates of value or the right to receive these certificates.

The parent corporation would like to simplify the corporate structure
by merging or liquidating many of its now nonoperating subsidiaries
into other members of the group. However, the language of the exist-

ing Code provision appeared to prevent the use of the extended net
operating loss carryovers against income from the certificates of value
because the surviving corporation which receives the certificates of
value in a merger or liquidation would not be the original recipient
of the certificates.

The Act corrects this uncontemplated result arising from the
ConRail reorganization.

Explanation of provision

The Act amends Code section 374(e) (1) (A) (iv) * to allow the use
of expired net operating loss carryovers against income which is

realized from ConRail certificates of value by a member of an affiliated

group of corporations (as defined under Code section 1504) where
the certificates were originally issued to another corporation which
was, on March 31, 1976 (immediately prior to the transfer of assets

to ConRail), a member of the same affiliated group.^

Effective date

These amendments apply to taxable years ending after March 31,
1976.

Revenue effect

This provision will reduce budget receipts by less than $5 million
for the five-year period, fiscal years 1979 through 1983.

* This provision was added to the Revenue Act of 1978 by a Senate Finance
Committee amendment. The provision was included in a separate bill, H.R. 10653,
which was reported by the House Ways and Means Committee (H. Rept. No.
95-1539, September 6, 1978) and was passed by the House on October 3, 1978.

^ The statutory provision refers to an aflBliated group for a taxable year
which included March 31, 1967. The date intended for this purpose was March 31,

1976. The year 1967 under the statute resulted from a clerical error.



10. Income From Certain Railroad Rolling Stock Treated as
From Sources Within the United States (sec. 370 of the Act
and sec. 861 of the Code)

Prior law
The source of income or loss from the rental of personal property

generally depends on whether the property is used inside or outside

the United States. Under prior law. where railroad rollings stock was
leased to U.S. railroads and the railroad cars were used on a tempo-
rary basis in Canada or Mexico, the amount of the income or loss

derived by the lessor of the rolling stock which was treated as from
U.S. sources and the amount w'hich was treated as from foreign sources
was determined by prorating that income or loss in accordance with
the amount of time the rolling stock was physically inside and outside

the United States during the year.

Typically, under a lease financing of railroad rolling stock (i.e., the
rolling stock is purchased by a financial institution and leased to the

railroad) , the lease produces a tax loss during its early years to the

lessor (primarily as a result of accelerated depreciation or amorti-
zation deductions). Under prior law, where the rolling stock was used
in Canada or Mexico, the loss arising on the lease for tbe period
during which the rolling stock was in those countries was considered
to be a foreign source loss under the generally applicable source rules.

The characterization of the loss as foreign source operated to reduce

the lessor's foreign source taxable income and thus its foreign tax

credit limitation. Under certain circumstances, this may have caused
the lessor to lose a foreign tax credit, to which it would otherwise be
entitled, for foreign taxes paid with respect to its other foreign opera-

tions. As a result, this type of lease-financing transaction could be less

attractive than a lease-financing transaction involving equipment to

be used exclusively in the United States.

Ships and aircraft are financed through similar long-term leases

from financial institutions, and lessors expressed similar concern about
the loss of foreign tax credits. Under the Revenue Act of 1971, lessors

of certain ships and aircraft were given an election to treat all income
and loss from the rental of the ships or aircraft as from sources within

the United States (Code sec. 861(e)).

Reasons for change
In recent years, lease financing of railroad rolling stock has become

increasingly widespi-ead. Because of the potential loss of foreign tax

credits if the leased equipment is used in Canada or Mexico, some
financial institutions required indemnity provisions to be inserted in

the leases under which the lessee railroads were required to bear the

cost of any adverse tax consequences to the lessor w^hich resulted from
the use of the leased equipment outside the United States. The poten-

tial liability under these indemnity provisions deterred lessees from
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allowing the lease-financed rolling stock to be used outside the United
States and therefore resulted in inefficient utilization and routing of
the ix)lling stock. The Congress believed that modification of the
source rules for rental income and loss from rolling stock would pre-
vent the potential loss of lessors' foreign tax cr^its if the rolling
stock is used outside the United States and would permit lessees to be
more flexible in their utilization of the rolling stock.

Explanation of provision

The Act modifies the source rules applicable to income and loss from
the rental of railroad rolling stock.^ In general, if a lessor leases rolling

stock to a United States railroad, and if it is expected that the leased
rolling stock will be used predominantly within the United States,

then all income or loss of the lessor with respect to the leased railroad
rolling stock (including gain from the sale or other disposition of the
railroad rolling stock) is to be treated as income or loss from sources
within the United States. For this purpose, a United States railroad
is a domestic common carrier by railroad or a corporation which is

controlled, directly or indirectly, by one or more of those common
carriers. The requirement of predominant use in the United States is

not satisfied unless the only use outside the United States is use by a
person (whether or not a United States person) in Canada or Mexico
on a temporary basis which is not expected to exceed a total of 90 days
in any taxable year of the lessor.

The provision applies only to railroad rolling stock which is "sec-

tion 38 property" (or would be section 38 property if not used by
certain governmental units). "Section 38 property" is property eligible

for the investment tax credit.

The provision does not apply to a lease between two members of the
same controlled group of corporations if any member of the group is a
domestic common carrier by railroad or a switching or terminal com-
pany owned by such a carrier or carriers. This is to prevent a taxpayer
which owns the cars from leasing them to a related taxpayer to ob-
tain the benefit of the modified source rules under the provision.
No foreign tax credit is to be allowed to the lessor for any payments

to foreign countries with respect to any amount received with respect
to railroad rolling stock which is subject to the special source rules
under the provision. The Congress believed that if the rental income
from these cars is to be treated as from U.S. sources, no foreign tax
credit should be allowed for the foreign taxes paid on it. At present,
no foreign taxes are imposed on rental income which would be subject
to the modified source rules under the provision.

Effective date

The provision applies to all rolling stock leased to U.S. railroads
and placed in service with respect to the lessor after the date of enact-
ment (November 6, 1978). At the election of the lessor, the provision
also applies, for taxable years beginning after the date of the enact-

^ This provision was added to the Revenue Act of 1978 by a Senate floor amend-
ment. The provision was the subject matter of a separate bill, H.R. 12352, which
was reported by the House Ways and Means Committee (H. Rept 95-1561,
September 12, 1978), and was passed by the House on September 25, 1978.
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ment, to all rolling stock leased to U.S. railroads and placed in service
with respect to the lessor on or before the date of enactment. The
election may not be revoked except ^vith the consent of the Treasury
Department.

Revenue effect

This provision will not result in any significant decrease in budget
receipts for fiscal years 1979 through 1983.



11. Net Operating Losses Attributable to Product Liability
Losses (sec. 371 of the Act and sec. 172 of the Code)

Prior law

Net operating losses incurred in a taxable year generally may be
"carried back" and offset against taxable income of the 3 years first

preceding the year of loss and, if not fully absorbed, "carried forward"
and offset against taxable income of the 7 years next succeeding the
year of loss. Losses offset against taxable income in carryback years
generally result in tax refunds, and losses offset against taxable income
in future years generally result in decreases in tax liabilities for those
years.

Reasons for change
The Congress believed that an extended carryback period should be

available to taxpayers w'ho suffer product liability losses because such
losses may tend to be large and sporadic. It was believed that the ex-

tended carryback period would reduce the likelihood that a large prod-
uct liability claim would give rise to a net operating loss in excess of
taxable income during the carryback period. Furthermore, the ex-

tended carryback period makes it more likely that businesses which
suffer product liability losses will obtain a current economic benefit

from a tax refund rather than having to speculate on possible future

tax reductions due to carryovers of net operating losses.

Explanation of provision

Under the Act, the amount of a net operating loss that is attributable

to a product liability loss can be carried back an additional 7 years.

Thus, in total, the product liability loss can be carried back to the 10

years first preceding the loss year and carried forward to the 7 years
next succeeding the loss year. A taxpayer can elect not to apply this

special carryback rule and, instead to carry the entire net operating
loss back 3 years and forward 7 years as under present law. The
amount of a net operating loss that is attributable to a product liability

loss is the lesser of (1) the sum of the expenses attributable to product
liability which are deductible for the taxable year, or (2) the net op-

erating loss (reduced by any portion thereof that is attributable to a

foreign expropriation loss) for the taxable year.^

^ The operation of this rule is illustrated as follows : Assume a taxpayer incurs

a net operating loss for the taxable year of $80,000, of which $60,000 is attribut-

able to product liability. Assume further that taxable income for each of

the 10 years immediately preceding the loss year is $5,000. The product liability

loss of $60,000 may first be carried back to the 10th through the 4th preceding
years, thus absorbing $35,000 of the loss. The remaining $25,000 of product
liability loss is added to the "regular" net operating loss of $20,000 (for a total

of $45,000) and is carried to the 3rd through 1st preceding years, which utilizes

$15,000 of the loss. The remaining loss ($30,000) is carried forward to future

years under existing rules, without regard to the source of the loss. Of course,

in computing the amount of loss that may be carried from one preceding year
to another, the n^ormal adjustments under section 172 (such as the adjustment
for the capital gain exclusion or excess of nonbusiness deductions over nonbusiness
income) would continue to be applicable even in the extended carryback years.
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Product liability losses include not only the liability for damages
under product liability claims, but also the expenses incurred in the

investigation or settlement of, or opposition to, product liability

claims. Indirect corporate expense, or overhead, is not to be allocated

to product liability claims so as to become a product liability loss. Only
expenses directly incurred in connection with a product liability

claim are to be included in determining the amount of the product
liability losses for the year.

The definition of product liability under the Act is intended to in-

clude the kinds of damages that are recoverable under prevalent

theories of product liability. The laws of the several states regarding
product liability are not uniform, but it is believed that the definition

of product liability provided in the Act is sufficiently broad to encom-
pass the kinds of damages that may be recovered under product
liability theories in most states. If a type of injury or damage is in-

cluded within the Act's definition (such as emotional harm without
physical injury) it is to be considered a product liability loss (assum-
ing it otherwise qualifies) even though it may not be recoverable under
State law. Thus, if a taxpayer settles out of court on such a claim, the

payment may be classified as a product liability loss even though the

law of the State would not then have allowed recovery.

The definition of product liability in the Act does not include

liabilities arising under warranty, which essentially are contract liabili-

ties.^ Nor does the definition include liabilities based on services per-

formed by the taxpayer. For example, medical or legal malpractice is

not a product liability under the definition.^ Where both product and
services are an integral part of the transaction, such as in the sale and
installation of a boiler by the taxpayer, no product liability arises

under the definition until all operations have been completed (or ter-

minated) and the taxpayer has relinquished possession of the product.
If the loss occurs prior to that point in time, it is not a product liability

loss under the definition.

The Act also makes it clear that self-insurance of product liability

risk=! is a business need for which earnings and profits may be accumu-
lated to a reasonable extent without imposition of the tax on unreason-
able accumulation of earnings. This provision is consistent with, and
merely clarifies, present law. Under the Act, the Secretary of the
Treasury will prescribe regulations regarding the determination of
the amount that may reasonably be accumulated to meet product
liability self-insurance needs. It is expected that the regulations will

provide that in determinirqf what is a reasonable accumulation, it is

appropriate to take into account the taxpayer's product liability expe-

^ For example, the costs incurred by a taxpayer in repairing or replacing de-
fective products under the terms of a warranty, express or implied, are not
product liability losses. On the other hand, the taxpayer's liability for damages
to other property or persons attributable to a defective product may be product
liability losses.

' Amounts paid for malpractice claims or judgments related to professional
services, as weM as certain ancillary legal and court expenses, which arise from
allegedly negligent acts, may be deductible currently as business expenses under
section IG"? of the Code. Rev. Rul. 78^-210, 1978-23 I.R.B. 8.

In addition, a trust created by a tax-exempt hospital to accumulate and hold
funds designated for use to satisfy malpractice claims mav qualify for a section
501(c)(3) tax exemption. Rev. Rul. 78-41, 1978-5 I.R.B. 9.
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rience, the extent of its commercial coverage for product liability, and
the tax consequences of the taxpayer's ability to deduct product
liability losses and related expenses for income tax purposes. Esti-
mates of product liability claims that may be made against the tax-
payer in the future must be reasonable both as to probability of
occurrence and amount.

Effective date

This provision is effective for taxable years beginning after Septem-
ber 30, 1979.

Revenue effect

This provision will have a negligible effect on budget receipts in

fiscal years 1979 and 1980. It will reduce budget receipts by $9 million
in fiscal year 1983,



12. Tax Treatment of Returns of Magazines, Paperbacks, and
Records (sec. 372 of the Act and new sec. 458 of the Code)

Present law
Generally, sellers of merchandise who use an accrual method of

accounting must report sales proceeds as income for the taxable year
when all events have occurred which fix the right to receive the income
and the amount can be determined with reasonable accuracy (Treas,

Regs. sec. 1.451-1 (a) )

.

In some cases, the seller expects that accrued sales income will be
reduced on account of events subsequent to the date of sale, such as

returns of unsold merchandise for credit or refund pursuant to a pre-

existing agreement or understanding between the seller and the
purchaser. In these instances, the reduction in sales income generally
may be recognized only in the taxable year during which the sub-

sequent event, such as the return of unsold merchandise, occurs.

Deductions or exclusions based on estimates of future losses, expenses,

or reductions in income ordinarily are not allowed for Federal income
tax purposes.

Under these general tax accounting rules, the Internal Revenue
Service has taken the position that accrual-basis publishers and dis-

tributors of magazines, paperbacks, or records must include the sales

proceeds of these items in income when they are shipped to the

purchaser, and may reduce income for returned items only in the tax-

able year the items actually are returned unsold by the purchaser.

Reasons for change
Publishers and distributors of magazines, paperbacks, and records

often sell more copies of their merchandise than it is anticipated will

be sold to consumers. This "overstocking" is part of a mass-marketing
promotion technique, which relies in part on conspicuous display of

the merchandise and ability of the retailer promptly to satisfy con-

sumer demand. Publishers usually bear the cost of such mass-market-
ing promotion by agreeing to repurchase unsold copies of merchandise
from distributors, who in turn agree to repurchase unsold copies from
retailers. These unsold items are commonly called "returns".

The generally accepted method of accounting for returns in the

publishing industry is to record sales at the time merchandise is

shipped and to establish an offsetting reserve for estimated returns.

The effect of this accounting treatment is to report sales net of esti-

mated returns. Tax accounting rules, however, do not permit gross

income to be reduced for returns until the returned items are received,

which may not occur until a taxable year subsequent to that in which
the sale was recorded.

The Congress concluded that the present method of tax accounting
for returns of magazines, paperbacks, and records does not accurately

measure income for Federal income tax purposes and that it adversely

affects publishers and distributors of these items.
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Explanation of provision

General

For taxpayers who account for sales of magazines, paperbacks, or
records on an accrual method, the Act provides an election to exclude
from gross income for a taxable year the income attributable to unsold
merchandise returned within a certain time (the "merchandise return
period") after the close of the taxable year (new sec. 458 of the Inter-
nal Kevenue Code).^ In the case of magazines, the merchandise return
period extends for 2 months and 15 days after the close of the taxable
year. In the case of paperbacks and records, the merchandise return
period extends for 4 months and 15 days after the close of the taxable
year.2

Scope of election

The election applies only with respect to sales of magazines, paper-
backs, and records. The term "magazine" includes other periodicals,
but do^ not include newspapers. The term "paperback" means paper-
back books, which are characterized by a flexible outer cover to which
the pages of the book are directly affixed. This method of binding
distinguishes paperbacks from hardback books, which usually have
stiff front and back covers enclosing pages which are bound to a sep-
arate spine. (If an item satisfies the definitions both of magazines and
of paperbacks, it is to be treated as a paperback for purposes of the
Act.) The term "record" means a disc, tape, or similar object on which
musical, spoken, or other sounds are recorded; however, the election

does not apply to blank records, tapes, etc., on which it is expected the
purchaser will make his or her own recordings.
An election applies with respect to the trade or business in con-

nection with which the magazines, paperbacks, or records are sold.

If two or more such categories of merchandise are sold in connection
with the same trade or business, each category is treated as a sepa-
rate trade or business. For example, if a taxpayer sells both maga-
zines and paperbacks in connection with a sin.o:le trade or business,

then solely for purposes of the merchandise-return election the sale

of magazines will be considered one trade or business, and the sale

of paperbacks will be considered a separate trade or business. With
respect to any such separate trade or business, an election applies to

all sales of merchandise items in that trade or business (e.g., to all

sales of all magazines by an electing taxpayer who publishes several

magazines within the same trade or business).

Requirements for application

The method of accounting provided for under the election differs

from that used for financial reporting purposes, in that the amount
of reduction in gross income pursuant to the election is limited by
actual returns during the merchandise return period, while under

^ This provision was added to the Revenue Act of 1978 by a Senate floor

amendment. The provision was the subject matter of a separate bill. H.R. 3050,

which was reported by the House Ways and Means Committee (H. Kept. No. 95-

1091, May 1, 1978) and was passed by the House on May 23. 1978. The provision
was also reported by the Senate Finance C-^mmittee as part of H.R. 3050, as
amended (S. Rept. 95-1278, October 5, 1978).

^ Under regulations to be issued by the Treasury Department, an electing tax-

payer may select a shorter merchandise return period than that otherwise appli-

cable. Any change in the merchandise return period after its initial establishment
will be treated as a change in method of accounting, subject to the rules appli-

cable to such changes.



237

financial accounting rules, the reduction may be based on an estimate

of future returns. Accordingly, several requirements are established

to define those returns which may be used to reduce gross income if

a timely election is made.
Legal obligation.—The taxpayer must be under a legal obligation (as

determined by applicable State law), at the time of sale, to adjust the

sales price of the magazine, paperback, or record on account of the

purchaser's failure to resell it. Cash refunds, credits to the account of

the purchaser, and repurchases of the merchandise constitute adjust-

ments of the sales price. However, a markdown of the sales price,

such as a refund or credit to the account of the purchaser of only a

portion of the sales price under an arrangement wliereby the purchaser

may continue to hold the merchandise for sale or other disposition

(other than solely as scrap), does not constitute an adjustment to the

sales price for this purpose.
Failure to resell.—The adjustment to the sales price must be on

account of the purchaser's failure to resell the magazine, paperback, or

record in its trade or business. Adjustments attributable to damage of

the merchandise do not qualify as reductions in gross income pursuant

to a merchandise-return election. However, items returned under an

obligation to adjust the sales prices of imsold merchandise qualify

regardless of the fact that the returned magazines, paperbacks, or

records may be damaged.
Return of merchandise.—A reduction in gross income may be made

under a merchandise-return election only with respect to merchandise
which has been returned to the taxpayer by the close of the mer-
chandise return period. This return requirement may be satisfied by
physical return of the merchandise or by other means to be prescribed

by regulations to be issued by the Treasury Department.
Rather than requiring return of the entire magazine for an adjust-

ment to the sales price, some publishers and distributors require only

that the cover be cut oflf and returned, and that the rest of the maga-
zine be disposed of. In these instances, the regulations could provide

that certification from the purchaser that such magazines have not

been resold and will not be resold constitutes evidence in lieu of physi-

cal return. Any permitted certification or other evidence must be ac-

ceptable to the Treasury Department as satisfactory proof of the

quantity and time of returns. Either the physically returned mer-
chandise or the allowable substituted evidence must be in the pos-

session of the taxpayer at the close of the merchandise return period.

Amount to he excluded

The amount to be excluded from gross income on account of other-

wise qualifying returns is limited to the lesser of (1) the amount cov-

ered by the acknowledged legal obligation with respect to such returns

or (2) the amount of adjustment to the sales price agreed to by the

taxpayer before the close of the merchandise return period. An agree-

ment to adjust the sales price may be evidenced by the taxpayer's
making an actual refund or credit to the account of the purchaser, or
by the taxpayer's issuing a credit memorandum or other document
stating such amount credited to the purchaser.

If the amount of legal obligation with respect to such returns is in

dispute at the close of the merchandise return period, the amount in

dispute cannot be excluded from gross income. For this purpose, the

amount in dispute is the difference between the merchandise-return
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amount asserted to be due from the taxpayer and the lesser of the
amount covered by the acknowledged legal obligation with respect to
such returns or the amount of adjustment to the sales price agreed to
by the taxpayer before the close of the merchandise return period.

Method of nuckmg election

A merchandise-return election does not require consent of the
Treasury Department, but must be made in such manner as the De-
partment may prescribe by regulations. The election for a particular
taxable year must be made not later than the time prescribed by law
for filing the return for such taxable year (including extensions there-
of)

;
the election cannot be made on an amended return filed after the

due date (including extensions thereof) for filing the return for such
taxable year. Once made, an election is binding for future jears with
respect to the particular trade or business to which the election applies
(e.g., sales of magazines) unless the taxpayer secures consent of the
Treasury Department to revoke it.

Election as method of accounting; transitional adjustments

The computation of income under the merchandise-return election
constitutes a method of accounting.'' In the absence of a specific statu-
tory rule to the contrary, an adjustment to income attributable to a
change in method of accounting (called the "transitional adjustment")
is amortized over a set period of time prescribed by the Internal Rev-
enue Service, usually 10 years (sec. 481(c)). However, this provision
sets forth specific rules for the transitional adjustments arising out of
merchandise-return elections.

In the case of an election to account for magazine returns under this

provision, a special 5-year amortization of the transitional adjustment
is provided in place of the noi-mal 10-year amortization. In the case of
an election to account for paperback or record returns under this pro-
vision, the provision establishes a "suspense account" to hold the tran-

sitional adjustment. The operative effect of the suspense account (de-

scribed in detail below) is to defer deduction of the transitional ad-
justment until the taxpayer is no longer engaged in the trade or busi-

ness of selling the items which were the subject of an election.

To the extent that this provision of the Act sets forth special rules

applicable to computation of income under a merchandise-return elec-

tion (such as the transitional adjustment rules) which are inconsistent

with the rules generally applicable to changes in method of accounting,
the special rules of this provision override. For example, the provision
authorizes an initial merchandise-return election to be made without
consent of the Treasury Department, which also is inconsistent with
the general rule on changes in method of accounting. However, other
rules under present law relating to accounting changes will continue
to apply, such as the requirement of recognizing the balance of a de-

ferred adjustment if the taxpayer ceases to be engaged in the trade or
business to which it relates.

'Thus, a change to another method of reporting merchandise returns would
be a change in method of accounting subject to the applicable rules governing
accounting changes. As stated in note 2, supra, a change in the merchandise
return period after its initial establishment also constitutes a change in method
of accounting.
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Sus'p&me OGcownt for paperbacks amd records

A separate suspense account is to be established for each trade or

business (or category which is treated as a trade or business under
this provision) with respect to which an election is made. As long as

merchandise returns during the merchandise return period remain at

or below the level of the initial opening balance in the account, taxable

income under the merchandise-return method is the same as it would
have been absent an election. However, an increase in returns over the

initial opening balance is recognized one year earlier under the elected

method.
Initial opening balance.—To compute the initial opening balance

of the suspense account for the first taxable year for which an election

is effective, the taxpayer must determine the dollar amount of mer-
chandise returns which would have been excluded from gross income
for each of the three preceding taxable years as if the election had been

in effect for those years. The initial opening balance of the account
is the largest such dollar amount determined for any one of the three

Srior years. If that initial opening balance exceeds the actual returns

uring the merchandise return period following the close of the year

immediately preceding the year of election, such excess is included in

income in me year of election. Section 481(b) does not apply to this

increase in the suspense account.

For example, assume that a paperback distributoi made a timely

merchandise-return election effective for its taxable year ending
December 31, 1980, and did not select a merchandise return period

shorter than the statutory period. If the taxpayer's merchandise re-

turns in the first 4 months and 15 days of 1978, 1979, and 1980 were

$5, $8, and $6 respectively, then the initial opening balance in the

suspense account on January 1, 1980 would be $8 (the largest dollar

amount of merchandise returns in the pertinent years) .* Since the ini-

tial opening balance exceeds the actual returns in the first 4 months and
15 days of the taxable year for which the election is first effective ($6
in 1980), the excess of $2 is added to gross income for such taxable

year (1980).
Annual adjitstments.—Adjustments are made to the suspense account

each year to account for fluctuations in returns. To compute the annual
adjustment, the taxpayer must determine the amount to be excluded
from gross income for the taxable year under the election. If this

amount is less than the opening balance in the suspense account for
the taxable year, the account is reduced by the difference. Conversely,
if such amount is greater than the opening balance in the suspense
account for the taxable year, the account is increased by the difference
(but not to an amount in excess of the initial opening balance) . Adjust-
ments which reduce the suspense account reduce gross income for the
taxable year; adjustments which increase the suspense account in-

crease gross income for the taxable year.
Assume, in addition to the facts of the example given above, that

qualifying returns in the first 4 months and 15 days of 1981, 1982, and
1983 are $5, $7, and $10 respe<?tively. Under tihese facts, the opening
balance for 1981 would be $5. This equals the $8 initial opening balance
for 1980 reduced by $3, which is the excess of the initial opening bal-

* In the example, the three years prior to the taxable year (calendar 1980) are
1977, 1978, and 1979. Accordingly, the merchandise-return periods for those years
(as if the election had then been in effect), in the case of paperbacks, are the
first 4 months and 15 days of 1978, 1979, and 1980.
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ance ($8) over merchandise returns in the first 4 months and 15 days
of 1981 ($6).
The amount excludable from gi-oss income imder the election for

1981 is $7, i.e., the amount of qualifying returns in tihe first 4 months
and 15 days of 1982. Since the excludable amoimt ($7) exceeds the

opening balance for 1981 ($5) , the account is increased by $2 to $7, and
$2 is added to gross income for the year. Thus the net amount exclud-

able from income in 1981 after these adjustments is $5—the $7 exclu-

sion netted against the $2 addition to gross income.
The amount excludable under the election for 1982 is $10, which

is $3 more than the $7 opening balance in the suspense account for

1979. However, the suspense account is increased only by $1 to $8,
the initial opening balance (and ceiling on the suspense account).
The $1 also is added to gross income for the year. The net amount ex-

cludable from income in 1982 after all adjustments in $9.

Gomprehensive illustration.—This example is set out more fully for
the years 1980 through 1983 in the following table.

Years Ending Dec. 31

1978 1979 1980 i 1981 1982 1983

Facts:

Actual returns in first 4 months
and 15 days $5 $8 $6 $5 $7 $10

Adjustment to suspense account:

Opening balance $8 $5 $7 $8
Addition to account ^ 2 1

Reduction to account ^ (3)

Opening balance for next
year $5 $7 $8 $8

Amount excludable jrom income:
Initial year adjustment $(2)
Amount excludable as actual

returns in merchandise return
jperiod 5 $7 $10

Adjustment for increase in sus-

pense account (2) (1)
Adjustment for decrease in sus-

pense account 3

Net amount excludable for

the year $6 $5 $9

* Year of change.
2 Applies when returns during the merchandise return period exceed the open-

ing balance; the addition is not to cause the suspense account to exceed the initial
opening balance.

' Applies when returns during the merchandise return period are less than the
opening balance.
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Nonrecognition transactions.—When a taxpayer who is required to

maintain a suspense account under this election is a party to a trans-

action with respect to which there is nonrecognition of gain or loss to

any party to the transaction by reason of subchapter C of the Code,

the operation and continuation of the suspense account is to be deter-

mined in accordance with regulations to be prescribed by the Treasury

Department.

Effective date

The election provided by this provision of the Act may be made with

respect to taxable years beginning after September 30, 1979.

Revenue effect

This provision will reduce budget receipts by $5 million in fiscal

year 1980, $11 million in fiscal year 1981, and $13 million in fiscal year

1983.



13. Tax Treatment of Redemptions of Discount Coupons (sec.

373 of the Act and new sec. 466 of the Code)

Prior law
UndBr a Treasury regulation (§ 1.451--i) specifying the appropriate

taxable year for inclusion of income items, accrual-basis issuers of
premium coupons with sales may reduce gross receipts by the esti-

mated cost of redeeming such coupons outstanding at the close of the
taxable year (plus the cost of redeeming coupons during the taxable
year that have not previously been taken into account). The term
"premium coupon" is not defined in the regulation, and the courts have
not directly addressed the question of what constitutes a premium
coupon.
The Internal Revenue Service has ruled that two types of "cents-off"

or "discount" coupons do not qualify under the regulation for the
estimated deduction.^ The two types are called "media coupons" and
"in pak/on pak coupons". Media coupons are issued gratuitously
through the mail or by newspaper, etc., while in pak/on pak coupons
are included with merchandise purchased by the consumer. Both types
allow the consumer "cents off" (or other discount) on the purchase
price of specified merchandise.
Another income tax regulation (§ 1.461-1 (a) (2) ) provides that an

accrual-basis taxpayer may accrue and deduct an expense in the tax-
able year in which all the events have occurred that fix the fact of the
liability and the amount can be determined with reasonable accuracy.
This is called the "all events" test. Under this rule, an accrual method
taxpayer generally can accrue and deduct the cost of redeeming dis-

count coupons tendered for redemption by the close of the taxable
year. Further, it could be argued that a deduction may be claimed
under this rule when the couix)n is tendered for redemption to a person
authorized to redeem it from the consumer.

Reasons for change
For many years, trading stamps and premium coupons have been

employed as a means of promoting the sale of many products. How-
ever, in recent years an increasing number of companies have been
using discount coupons to promote their merchandise.^

*Rev. Rul. 7a-415. 1973-2 C.B. 154. and Rev. Rul. 78-212. I.R.B. 1978-23. p. 11.

' A typical discount coupon promotion program would operate in the following
manner. Assume that a manufacturer of cereal desires to promote a new brand of

cereal beginning October 1 of the current year. During September, the manufac-
turer sells large quantities of the new cereal to retailers so that they will have
suflBcient inventory on hand during the promotion period. The manufacturer also

arranges to have coupons, allowing 50 cents ofif on the purchase of a box of the

new cereal, distributed by newspaper, by direct mail, and by inclusion in pack-
ages of other products sold by the manufacturer.

Before the end of December (the close of the manufacturer's taxable year),

perhai>s as many as 75 i)ercent of the coupons that will ultimately be redeemed
will be tendered to retailers by consumers. The manufacturer, however, may not

receive these coupons from the retailers for several months. This time lag between
receipt by the retailer and redemption by the manufacturer occurs because the

coupons usually go through a redemption process that includes grouping, count-

ing, and verification by both the retailer and an intermediary party called a

"redemption agent."

(242)
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The regulation presently governing the tax accounting treatment for
trading stamps and premium coupons does not specifically address the
method of accounting for discount coupons. It is argued by some that
no real distinction can be drawn between premium coupons and dis-

count coupons, and that the principles of the regulation apply equally
to both types.

Industries that rely heavily on discount coupons for product promo-
tion have testified before the Congress that they consistently have been
using the accounting treatment provided in the trading stamp and
premium coupon regulation for discount coupons. Accordingly, the

IRS rulings that deny to certain types of discount coupons the account-
ing treatment provided in the regulation for trading stamps and pre-

mium coupons have caused confusion and uncertainty in industries

that rely heavily on discount coupon promotions.
The Congress concluded that it is appropriate to allow a limited

deduction for discount coupons estimated to have been turned in by
consumers by the close of the issuer's taxable year, but which have not
been received by the issuer by that time. This treatment is essentially

in accord with the rule that allows a deduction under the "all events"
test of present law, if the amount of deduction can be determined with
reasonable accuracy. The Act resolves the reasonable accuracy issue

and the certainty needed for administration by providing, generally,

that a deduction will be allowed for coupons outstanding at the close

of the taxable year that are received by the issuer within six months
after the close of the taxable year.

Explanation of provision

General

For taxpayers who use an accrual method of accounting, the Act
provides an election to deduct the cost of redeeming qualified discount
coupons outstanding at the close of the taxable year and received by
the taxpayer within the "redemption period," which generally is the

six-month period following the close of the taxable year ^ (new sec. 466
of the Internal Revenue Code) .*

Coupons for which election may he made
The election applies only with respect to qualified discount coupons.

The income tax accounting treatment of trading stamps and premium
coupons presently provided in Treasury regulation § 1.451-4 is not

changed by this provision of the Act, and the enactment of this provi-

sion does not imply that the tax accounting treatment accorded trad-

ing stamps and premium coupons under regulation § 1.451-4 is

improper.
To the extent (if any) that regulation § 1.451--i applies to qualified

discount coupons, this provision of the Act supersedes the regulation

and provides, as of the effective date of this provision, the sole accrual

accounting method of deducting tlie cost of redeeming qualified dis-

' An electing taxpayer may select a redemption period shorter than six months.
.\jid change in the redemption period after its initial establishment is a change in

method of accounting, subject to the rules applicable to such changes.
* This provision was added to the Revenue Act of 1978 by a Senate floor amend-

ment. The t'rovision was the subject matter of a separate bill, H.R. 13047, which
was reported by the House "Ways and Means Committee (H. Kept. No. 95-1707,

October 4, 1978) and was passed by the House on October 13, 1978.
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count coupons outstanding at the close of the taxable year. Also, dis-
count coupons which are not "qualified discount coupons" under the
provision are not ac<^o^ded the tax accounting treatment provided by
tbe provision, nor are they to be accorded the tax accounting treat-
ment provided by the trading stamp and premium coupon regulation.
The proper taxable year in which to deduct the cost of redeeming
discount coupons which are not "qualified discount coupons" under the
nrovision is to be determined generaly under the normal tax account-
ing rules provided in section 461 of the Code and the regulations
thereunder.
The determination of whether a coupon is a premium coupon or

discount coupon is to be made by taking into account all the facts
and circumstances involving its issuance and redemption. The method
of issuance may be one of the facts and circumstances taJcen into
account to determine whether a coupon is a discount coupon or
premium coupon (but not to determine whether a discount coupon
is a qualified discount coupon).
A premium coupon generally is issued in connection with the sale

of some item and entitles the holder to tender it (or, more usually, a
large number of such coupons) in exchange for a product, often
selected from a catalog, of the consumer's choosing. These coupons are
used to promote the sale of the product with which tlie coupon is

issued by allowing the consumer to collect coupons in order to acquire
a different product of his or her own choosing.^
A discount coupon, on the other hand, usually is designed to en-

courage the purchase of a specific product by allowing a discount on its

purchase price. Discount coupons may be issued in a number of ways,
including through newspapers or other printed media, by mail, and
printed on or included in the package of another product. The discount
may be stated in terms of a cash amount, a percentage of the purchase
price, or as a "two for the price of one" coupon. Ordinarily, a dis-

count coupon is individually redeemable, while the premium coupon
is intended to be collected and redeemed in large numbers for a
single product.
To qualify under the provision, a discount coupon must be (1 ) issued

by the taxpayer, (2) redeemable bv the taxpayer, and (3) allow
a discount on the purchase price of merchandise or other tangible
]:>ersonal property. Coupons redeemable for a discount on the price

of services or real property do not qualifv under the provision. A
coupon need not be printed on paper in the form usually associated

with coupons; it may be a token or other obiect, so long as it functions
as a coupon. A coupon is not a qualified discount coupon if the face

amount (including the effective discount of the coupon if it is a
"two for the price of one" or "percentasre off" coupon) is more than $5,

or if it may be used in connection with other coupons to bring about
a price reduction of more than $5 ynfh respect to any item.

A coupon is not a oualified discount coupon if it is redeemed by the

issuer directly from the person using the coupon to obtain a price

^ A well-known example of a premium conpon is the type of coupon issued with
each pack of certain brands of cigarettes.
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discount.'^ For purposes of this iiile, corporations which are members
of the same controlled group of corporations (as defined in section

1563(a) of the Code) as the issuer are treated as the issuer. Thus, a
coupon redeemed by a wholly owned subsidiary of the issuer is not a

qualified discount coupon if it is redeemed directly by such subsidiary

from the user.

Method of making election and scope of election

A discount coupon election does not require consent of the Secretary

of the Treasury, but must be made in such manner as the Secretary

may prescribe by regulations. The election for a particular taxable

year must be made not later than the time prescribed by law for filing

the return for such taxable year (including extensions thereof) ;
the

election cannot be made on an amended return filed after the due
date (including extensions thereof) for filing the return for such tax-

able year. Once made, an election is binding for future years with re-

spect to the particular trade or business to which the election applies

unless the taxpayer secures consent of the Secretary to revoke it.

The election is made with respect to the trade or business in con-

nection with which the coupons are issued. An election applies to all

qualified discount coupons issued by that trade or business.

Election as m^ethod of accounting

The computation of income under a discount coupon election con-

stitutes a method of accounting. Thus, the election of this method or

a change to another method of accounting for discount coupons will

be a change in method of accounting subject to the applicable rules

governing accounting changes. However, to the extent that this provi-

sion sets forth special rules that are inconsistent with the rules gen-

erally applicable to changes in method of accounting, the special rules

of this provision are to take precedence.

Thus, although an election made under this provision constitutes a
change in method of accounting, the special rules of the provision re-

lating to the treatment of the adjustment to taxable income resulting

from the election are to take precedence over the general rules. Gen-
erally, under these special rules, net decreases in taxable income are

deferred from recognition by being placed in a suspense account, and
net increases in taxable income are taken into income over a 10-year
period. Section 481 (b) (2) , relating to the computation of tax if there

is a substantial increase in taxable income because of an accounting
method change, does not apply to an election under this provision.

The method of accounting provided by this provision generally
is expected to clearly reflect income. However, if (for example) a tax-
payer manipulates the issuance of coupons in such a manner that the
rules set forth in this provision of the Act do not result in a clear re-

flection of income, it is anticipated that the Secretary, within his gen-
eral authority under-section 446 of the Code, may modify the method
so that it does clearly reflect income.

' The provision is intended to allow a deduction with respect to coupons turned
in by the consumer before the close of the issuer's taxable year, but where,
because of the time lag inherent in the chain of redemption, the coupons are
not received by the issuer until some time after the close of its taxable year.
If a coupon is redeemed directly by the issuer, no such time lag exists.
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Amoimt of deduction

Under the election, a taxpayer is allowed a deduction for the cost of
redeeming qualified discount coupons outstanding at the close of the
taxable year that are received within the "redemption period", which
generally is the six-month period following the close of the taxable
year. In addition, a deduction is allowed for the cost of redeeming
qualified discount coupons received during the taxable year for which
a deduction has not been allowed with respect to a redemption period
of a previous year. Coupons received by an agent of the taxpayer
(other than an agent who accepted the coupon from the person who
used it to receive a price discount) before the close of the redemption
period qualify as having been received by the taxpayer before the
close of such period.

The cost of redeeming a coupon is the amount of discount stated on
the coupon or, if less, the amount incurred by the taxpayer for paying
the discount, plus an amount payable to the retailer (or other person
redeeming the coupon from the person receiving the price discount)
for services in redeeming the coupon. The amount payable to the
retailer or other person for services in redeeming the coupon is allowed
only if the amount payable is stated on the coupon. The amount in-

curred by the taxpayer in paying the discount does not include inci-

dental costs such as a redemption center service fee.

Suspense accov/nt

In the absence of a specific statutory rule to the contrary, an ad-
justment to income attributable to a change in method of accounting
(called the "transitional adjustment") is amortized over a set period
of time prescribed by the Internal Revenue Service, usually 10 years
(sec. 481 (c) ) , Instead of using this general rule, the Act provides two
special rules for the treatment of the transitional adjustment. If the
adjustment is a net decrease in taxable income, it is to be placed in a
suspense account. If it is a net increase in taxable income, it is to be
taken into income ratably over a 10-year period beginning with the
year of change.
The effect of the suspense account, which is described in detail

below, is to defer the deduction of the transitional adjustment until

the taxpayer is no longer engaged in the trade or business in connec-
tion with which the discount coupons are issued. A separate suspense
account is to be established for each trade or business with respect to
which an election is made.

Initial opening balance.—To compute the initial opening balance
of the suspense account for the first taxable year for which an election

is effective, the taxpayer must determine the dollar amount of the
deduction for discount coupons that would have been allowed with
respect to coupons redeemed during the redemption period for each
of the three preceding taxable years had the election been in effect for
those years. The initial opening balance of the account is the largest

such dollar amount determined for any one of the three prior years,

reduced by the sum of the adjustments attributable to the change
in method of accounting that increase income for the year of change.
If, in computing the initial opening balance, the largest dollar amount
of deduction that would have been allowed in any of the three prior

years exceeds the actual cost of redeeming coupons received during the
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redemption period following the close of the year immediately preced-

ing the year of election, the excess is included in income in the year of

election. Section 481 (b) does not apply to this increase in the suspense

account.

For example, assume that an issuer of qualified discount coupons

makes a timely election under new section 466 for its taxable year end-

ing December 31, 1979, and does not select a coupon redemption period

shorter than the statutory period of 6 months. If the taxpayer's quali-

fied coupon redemptions in the first 6 months of 1977, 1978, and 1979

were $7, $13, and $8, respectively (and the accounting change adjust-

ments that increase income for 1979 are $2) , then the initial opening

balance in the suspense account on January 1, 1979 would be $11 (that

is, the largest dollar amount of qualified coupon redemptions in the

pertinent years ($13) ^ reduced by the sum of tlie accounting change

adjustments that increase income in the year of change ($2)). Since

the coupon redemptions taken into account in detennining the initial

opening balance ($13 in 1978) exceed the actual redemptions in the

first 6 months of the taxable year for which the election is first effec-

tive ($8 in 1979), the excess of $5 is added to gross income for the

year of election ( 1979 )

.

Annual adjustments.—Adjustments are made to the suspense ac-

count each year to account for fluctuations in redemptions. To com-

pute the annual adjustment, the taxpayer must determine the amount
to be deducted under the election with respect to coupons received dur-

ing the redemption period applicable to the taxable year under the

election.

If this amount is less than the opening balance in the suspense ac-

count for the taxable year, the account is reduced by the difference.

Conversely, if such amount is greater than the opening balance in the

suspense account for the taxable year, the account is increased by the

difference (but not to an amount in excess of the initial opening bal-

ance). Adjustments that reduce the suspense account are a deduction

for the taxable year ; adjustments that increase the suspense accounts

increase gross income for the taxable year.

To continue the example above, assume that coupon redemptions in

the first 6 months of 1980. 1981, and 1982 are $7, $10, and $12, respec-

tively. Given these facts, and applying the rules relating to annual

adjustments to the suspense account described above, the annual ad-

iustments to the account for 1979, 1980, and 1981 are a reduction of $4.

increase of $3. and increase of $1.^ resDectivelv. The computation of

these adiustments, as well ns the net effect of all these adjustments on

income for each rear, are «o^ out in tlie following table.

Illustration.—Thisi table illustrates the establishment of the suspense

account and its operation for the years 1979 through 1981.

^ In the example, the three years prior to the taxable year (calendar 1979)

are 1976, 1977, and 1978. Accordingly, the statutory redemption periods for those

years (as if the election had then been in effect) are the first 6 months of 1977.

1978. and 1979.
^For 1981. the amount deductible as actual counon redemptions (for the first

six months of 1982) is $12. The openiner b<ilance for 1981 is $10. The annual adiust-

ment to the puspen.fe account is an increase of onlv $1. however, since the account

is not to be increased to an amount in excess of the initial opening l)alance ($11.

in the example). As shown in the illustration, the net amount deductible for 1981

is $11.

35-922 O - 79 - 17
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Years Ending Dec. 31

—

1977 1978 1979 » 1980 1981 1982

Facts:

Actual coupons redeemed in

first six months $7 $13 $8 $7 $10 $12
Accounting change adjust-
ments that increase income
in year of change 2

Net adjustment decreasing
income in year of change
under sec. 481(a)(2) $6

Adjustment to suspense account:
Opening balance 2 $11 $7 $10 $11
Addition to account ^ 3 1

Reduction to account * (4)

Opening balance for next
year $7 $10 $11 $11

Amount deductible:

Initial year adjustment ^ $(5)
Amount deductible as actual

coupon redemptions during
redemption period 7 $10 $12

Adjustment for increase in

suspense account (3) (1)
Adjustment for decrease in

suspense account 4

Net amount deductible for

the year for coupons re-

deemed during the re-

demption period $6 $7 $11

' Year of change.
^ The largest dollar amount of deduction that would have been allowed with respect

to coupons redeemed within any redemption period of the three years immediately
preceding the year of election ($13), reduced by the accounting change adjustments
that increase income in the year of change ($2).

^ Apphes when coupons redeemed during the redemption period for the taxable year
exceed the opening balance; the addition is not to cause the suspense account to exceed
the initial opening balance.

* Apphes when coupons redeemed during the redemption period for the taxable year
are less than the opening balance.

' The initial year adjustment applies when the initial opening balance is computed
with respect to actual coupon redemptions in the first six months of either of the two
years preceding the year of change. If the adjustment applies, the amount of adjust-
ment is the excess of the coupons redeemed in the first six months of the applicable
year over the coupons redeemed in the first six months of the year of change.
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Nonrecognition trcmsactions.—If a taxpayer who is required to main-

tain a suspense account under this election is a party to a transaction

with respect to which there is nonrecognition of gain or loss to any

party to the transaction by reason of subchapter C of the Code, the

operation and continuation of the suspense account is to be determined

in accordance with regulations to be prescribed by the Secretary of

the Treasury.

Effective date

In general

The provision is effective for taxable years ending after Decem-
ber 31, 1978.

Special rules for certain prior years

Under the provision, certain accounting methods for discount

coupons used in taxable years ending before January 1, 1979 are to

be treated as proper for Federal tax purposes if the taxpayer elects

un'i^er new Code section 466 for his first taxable year ending after

December 31, 1978. To qualify for the benefit of this "protective"

election, the taxpayer (1) for a continuous period of one or more
prior taxable years (each of which ends before January 1, 1979) must
have used a method of accounting for discount coupons that is rea-

sonably similar to the method provided in the trading stamp and
premium coupon regulation (§ 1.451-4 or its predecessors under the

Internal Kevenue Code of 1954) and (2) must elect the provisions of

new Code section 466 for the taxpayer's first taxable year ending after

December 31, 1978. If a reasonably similar method was used in two or

more separate continuous periods, the election may be made only with
respect to one such period.

If a taxpayer timely makes such a protective election, then the

method of accounting used for such continuous period is to be treated'

as a valid method of accounting with respect to such discount coupons
for the continuous period of one or more taxable years each of which
ends before January 1, 1979. The protective election must be made
in such manner and form as the Secretary of Treasury prescribes by
regulations. Such an election shall be treated for Federal tax purposes

as a method of accounting, but does not require consent of the Secre-

tary of the Treasury.
An otherwise qualifying protective election may apply, with respect

to the continuous period of taxable years each of which ends before

January 1, 1979, to coupons which are discount coupons but which
would not be treated as qualified discount coupons under new Code
section 466. Also, the cost of redemption center service fees, and
amounts which are payable to the retailer (or other person redeeming
the coupon from the person receiving the price discount) for services

in redeeming the coupons but which are not stated on the coupons, are

deductible for prior years covered by a protective election (if treated

as deductible under the accounting method for such years), even
though such cost and amounts would not be deductible under new
Code section 466.

If a taxpayer makes a timely election under these rules to "protect"

prior years, and, in addition, the method of accounting used in those
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years was used for all discount coupons issued by the taxpayer in

those years, then the taxpayer need not establish the suspense account
normally required by new Code section 466.^ Instead, the taxpayer
will treat the election of the method under new Code section 466
as a change in method of accounting to which the normal rules for
accounting for transitional adjustments apply.
This protective election may be made at any time before the expira-

tion of the period for making the election under new Code section 466
for the taxpayer's first taxable year ending after December 31, 1978.

The Congress recognizes that, due to the Internal Revenue Service
interpretation of the trading stamp and premium coupon regulation,
some taxpayers may have agreed in a prior year or years to discon-
tinue the use of the regulation to account for discount coupons. If any
such year is not closed under the statute of limitations, or by reason of
a closing agreement with the Internal Revenue Service, the taxpayer
may file a claim for the refund if any. which would be due based on the
use of the "protected" method of accounting (assuming he makes the
protective election) if he used that method in his original return filed

for that taxable year. This is not to be construed, iiowever, to abrogate
in any way the rules regarding the closing of taxable Yeai*s due to the
statute of limitations or a binding agreement between the Internal

Revenue Service and the taxpayer.

Revenue effect

This provision will reduce budget receipts by $103 million in fiscal

year 1980, and $10 million in each of fiscal years 1981, 1982, and 1983.

The estimated reduction in budget receipts in fiscal year 1980 includes
almost $100 million attributable to tax liabilities of prior years on the

assumption tliat the position of the IRS with regard to the proper
method of accounting for discount coupons under existing law (see

footnote 1, supra) would be upheld by the courts in 1980.

"The determination of whether the accouatiug method was used for all dis-

count coupons is not to be made by looking separately at each trade or business
of the taxpayer in which discount coupons were issued. The suspense account
requirement (otherwise applicable beginning with the electing taxpayer's first

taxable year ending after December 31, 1978) is waived only if such accounting
method was used for all discount coupons issued by the taxpayer in all its separate

trades or businesses in which any discount coupons were issued by the taxpayer
during the pertinent period.



TITLE IV—CAPITAL GAINS; MINIMUM TAX;
MAXIMUM TAX

A. CAPITAL GAINS PROVISIONS

1. Repeal of Alternative Tax for Noncorporate Capital Gains
(sec. 401 of the Act and sec. 1201(b) of the Code)

Prior law
Under prior law, a noncorporate taxpayer could deduct from gross

income 50 percent of the amount of any net capital gain for the tax-

able year. The remaining 50 percent of the net capital gain was in-

cluded in gross income and taxed at the otherwise applicable regular

tax rates.

In lieu of taxing 50 percent of net capital gains at the regular rates,

a partial alternative tax of 25 percent on the first $50,000 of net

capital gains was applicable if it resulted in a lower tax rate than that

produced by the regular method.

Reasons for change

The increase in the noncorporate capital gains deduction from 50

to 60 percent and the modifications in the minimum tax result in a

decrease in the highest capital gains tax rate from about 49 percent to

28 percent. Given these changes, the Congress decided that repeal of

the alternative tax would simplify the tax law and contribute to tax

equity.

Explanation of provision

The Act repeals the noncorporate alternative tax for capital gains.^

Effective date

This provision is effective for taxable years beginning after Decem-
ber 31, 1978.

Revenue effect

This provision will increase budget receipts by $20 million in fiscal

year 1979, $133 million in fiscal year 1980, and $166 million in fiscal

year 1983.

^The Act inadvertently omitted a technical change necessary for the correct

calculation of the alternative tax for 1978 capital gains. The alternative tax for-

mula for computing the partial tax on taxable income, reduced by the amount
of the net capital gain included in income, should have been conformed to re-

flect the increase in the capital gains deduction. Thus, section 1201 (b) (1) and (c)

of the Code should be read as requiring an adjustment of taxable income by the

amount of the includible net capital gains rather than 50 percent of the net capital

gains. Without this conforming amendment under section 1201(b)(1), taxable

income would be reduced by an amount of capital gains greater than that which
was included in income and, under section 1201(c), taxable income would be

increased by too large an amount with respect to gains in excess of $50,000. It is

anticipated that this technical error will be corrected by legislation in the 96th
Congress.
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2. Increased Capital Gains Deduction for Individuals (sec. 402 of
the Act and sec. 1202 of the Code)

Prior law
Under prior law, a noncorporate taxpayer could deduct from gross

income 50 percent of the amount of any net capital gain for the tax-
able year. The net capital gain equals the excess of net long-term
capital gains over net short-term capital losses. The remaining 50
percent of the net capital gains was included in gross income and taxed
at the otherwise applicable regular tax rates.

Reasons for change
The Congress believed that the present level of taxes applicable to

capital gains has contributed both to a slower rate of economic growth
than that which otherwise might have been anticipated, and also to

the realization of fewer gains than would have been realized if the tax
rates had been lower. In some instances, the taxes applicable to capital

gains effectively may have locked some taxpayers into their existing
investments. Moreover, the Congress believed that the present level of
capital gains taxes had contributed to the shortage of investment funds
needed for capital formation purposes generally, and especially for

new and small businesses. As a result, the Congress believed that
changes were required in the tax provisions applicable to capital gains.

The Congress believed that lower capital gains taxes will markedly
increase sales of appreciated assets, which will offset much of the reve-

nue loss from the tax cut, and potentially lead to an actual increase

in revenues. In addition, the improved mobility of capital will stimu-
late investment, thereby generating more economic activity and more
tax revenue.

In addition, the Congress believed that an increased capital gains

deduction would tend to offset the effect of inflation by reducing the
amount of gain which is subject to tax. However, since the deduction
is constant, unlike the adjustments generally provided for in various
indexation proposals, it is much simpler and should not tend to exacer-

bate inflation.

The Congress believed that the increased deduction, in conjunction
with the Act's other capital gains tax changes and its reformulation of
the minimum tax, should contribute sigrnificantly to a more favorable
economic climate by increasing the mobility of capital, and by provid-
ing an incentive for taxpayei-s to both realize gains and to increase sav-

ings. In addition, the provisions relating to the alternative minimum
tax (see below) should assure that every individual realizing capital

gains pays at least a minimum amount of tax.

Explanation of provision

The Act provides that a noncorporate taxpayer may deduct from
gross income 60 percent of the amount of any net capital gain for
the taxable year. The remaining 40 percent of the net capital gain is

subject to tax at the otherwise applicable rates.
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The Act does not change the present law treatment of a noncor-

porate taxpayer's capital losses.

The Act coordinates the increased capital gains deduction with

the rules applicable to charitable contributions of appreciated prop-

erty. It provides that the amount of certain charitable contributions

of capital gains property is to be reduced by 40, rather than 50, percent

of the gain which would have been long-term capital gain if the prop-

erty contributed had been sold by the taxpayer at its fair market value.

Generally, the increased capital gains deduction is applicable in the

case of taxable transactions occurring, and installment payments re-

ceived, after October 31, 1978. These installment payments generally

will qualify for the increased deduction even though they relate to pre-

November 1, 1978, transactions.

Effective date

The increase in the capital gains deduction applies to taxable years

ending after October 31, 1978. The change in the rules applicable to

charitable donations of property apply to contributions made after Oc-
tober 31, 1978.

The Act contains a special transitional rule for sales or exchanges
occurring, and installment payments received, in November or Decem-
ber 1978. Under this rule, the allowable deduction with respect to the
taxable year which began prior to November 1, 1978, and which ends
after October 31, 1978, is the sum of : (1) 60 percent of the lesser of the
net capital gain for the taxable year, or the net capital gain taking into

account only post-October 31, 1978 sales, exchanges, and installment
payments, and (2) 50 percent of the excess of the net capital gain for

the taxable year, over the amount of the net capital gain taken into

account under ( 1)

.

In the case of long-term capital gains from sales or exchanges by cer-

tain conduit or conduit-type entities (partnerships, subchapter S cor-

porations, mutual funds, real estate investment trusts, etc.) before No-
vember 1978, it is anticipated that legislation will be considered in the

96th Congress to clarify that such gains are not eligible for the 60 per-

cent deduction although they are includible in income by individuals

for 1979 because the entities have fiscal years ending in 1979.

Revenue effect

This provision will reduce budget receipts by $131 million in fiscal

year 1979, $1,763 million in fiscal year 1980, and $2,190 million in

fiscal year 1983.



3. Reduction of Corporate Alternative Tax for Capital Gains Tax
(sec. 403 of the Act and sec. 1201 of the Code)

Prior law
Under prior law, an alternative tax of 30 percent applied to corpo-

rate net capital gains (the excess of net long-term capital gain over net
short-term capital loss) if that rate was less than the corporation's
regular tax rate. The maximum regular corporate tax rate was 48 per-
cent. No special deduction for any amount of a long-term capital gain
is available to corporations.

Reasons for change
The Congress believed that a reduction in the corporate alternative

tax rate was appropriate to provide corporate capital gains with the
same tax differential in effect with respect to the maximum corporate
regular income tax rate, which the Act reduces from 48 percent to

46 percent. The Congress believed that a reduced corporate capital

gains tax rate will contribute to an improved economic climate both
through an increased corporate ability to provide internal sources of
capital, and by making additional funds available for distribution to

shareholders.

Explanation of provision

The Act reduces the corporate alternative tax rate from 30 to 28
percent and makes a number of conforming changes in other
provisions.

Effective date

This provision generally applies to taxable years ending after De-
cember 31, 1978.

A transitional rule is provided for fiscal year taxpayers with respect

to sales or exchanges occurring after December 31, 1978 in the fiscal

year ending in 19Y9. Under this rule the corporate alternative tax is

the sum of : ( 1 ) 28 percent of the lesser of the net capital gain for the

year, or the net capital gain from post-December 31, 1978 sales and ex-

changes, and (2) 30 percent of the excess of the net capital gain for the

year over the amount of gain taken into account under (1)

.

Revenue effect

This provision will reduce budget receipts by $53 million in fiscal

year 1979, $125 million in fiscal year 1980, and $170 million in fiscal

year 1983.
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4. Exclusion of Gain on Sale of Residence (sec. 404 of the Act and
sec. 121 of the Code)

Prior law
In general

Generally, the entire amount of gain or loss realized on the sale

or exchange of property is recognized. However, under a "rollover"

provision of the Code, gain is not recognized on the sale or exchange of
a taxpayer's principal residence if a new principal residence, at least

equal in cost to the adjusted sales price of the old residence, is pur-

chased and used by the taxpayer as his or her principal residence

within a period beginning 18 months before, and ending 18 months
after, the date of the sale of the old residence. The basis of the new
residence then is reduced by the amount of the gain not recognized on
the sale of the old residence. When the purchase price of the new resi-

dence is less than the adjusted sales price of the old residence, gain is

recognized only to the extent that the adjusted sales price of the old

residence exceeds the taxpayer's cost of purchasing the new residence.

If, however, an individual realizes gain on the sale or exchange of

a residence and fails to satisfy the rollover requirements, then the gain
generally is taxable pursuant to the usual rules of the Code.

Individuals age 65 and over

Under prior law (sec. 121) , an individual who attained the age of 65

could elect to exclude from gross income, on a one-time basis, the entire

gain realized on the sale of his or her principal residence, if the ad-

justed sales price was $35,000 or less. If the adjusted sales price ex-

ceeded $35,000, the amount excludible was that portion of the gain
which was determined by multiplying the total gain by a fraction, the

numerator of which was $35,000, and the denominator of which was
the adjusted sales price of the residence. The exclusion was not avail-

able unless the property was owned and used by the taxpayer as his or

her principal residence for a period aggregating 5 years or more during
the 8-year period preceding the sale. Due to this actual use and occu-

pancy requirement, the holding period of a condemned or involuntarily

converted residence was not added to that of a replacement residence

for purposes of having gain on the sale of the latter property qualify

for the exclusion.

A taxpayer who attained the age of 65 could utilize the special

exclusion and then use the generally available rollover provision (sec.

1034) with respect to the balance of any gain.

Reasons for change
The Congress believed that the taxes imposed upon an individual

with respect to gain that he or she realizes on the sale or exchange of his

or her principal residence, in many instances, may be unduly high,

especially in view of recent inflation levels and the increasing cost of

housing. The Congress believed that, in most situations, the nonrecog-
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nition provisions of present law operate adequately to allow individ-
uals to move from one residence to another without recognition of gain
or payment of tax. However, where an individual has owned his or her
principal residence for a number of years and sells it either to purchase
a smaller, less expensive dwelling, or to move into rental quarters, any
tax due on the gain realized may be too high. IVhile the provisions of
prior law relating; to the exclusion of gain by taxpayers who attained
the age of 65 may ameliorate this situation somewhat, the Congress
believed that the prior dollar limits and age restriction were unrealistic
in view of increasing housing costs and decreasing retirement ages. In
addition, the Congress believed that the holding period of a principal
residence which is involuntarily converted should be tacked to that of
a replacement residence for purposes of meeting the use and occupancy
requirements needed to qualify for the exclusion upon a sale of the
replacement residence.

Explanation of provision

The Act amends the provision relating to the exclusion of gain on the
sale of a principal residence by an individual who has attained the age
of 65. The amended provision provides that an individual who has
attained the age of 55 may exclude from gross income, on a one-time
elective basis, up to $100,000 ($50,000 in the case of married individuals
who file separate returns) of any gain realized on the sale or exchange
of his or her principal residence (including both condominiums and
shares of stock by a tenant-shareholder in a cooperative housing cx)op-

eration). In the case of a principal residence held jointly, or as com-
munity property, by a husband and wife, only one of the spouses must
have attained the age of 55. This rule with respect to jointly held resi-

dences applies only to married taxpayers.
The exclusion applies only in the case of gain from the sale of a

principal residence which the individual has owned and occupied as his

or her principal residence for a period aggregating 3 out of 5 years im-
mediately preceding the sale. This ownership and occupancy rule may
be satisfied only by the taxpayer, or by the taxpayer's spouse in the case

of married individuals. However, the Act provides two exceptions to

the generally applicable ownership and occupany inile. The first excep-

tion is a limited transition rule which provides that an individual who
satisfies the age, ownership and use requirements of the provisions of
prior law relating to sales by taxpayers who attained the age of 65 (5

years or more out of the 8-year period which preceded the sale) will

have until July 26, 1981, to qualify for the exclusion either under the

new ownership and occupancy test or that of the prior law. The second

exception provides that the use and holding period of a condenmed or

involuntarily converted residence may be tacked to that of a replace-

ment residence for purposes of having gain on the sale of the latter

property qualify for the exclusion. In other cases, the holding period

for an old residence, will not be taken into account even if gain on that

residence's sale had been rolled over into the new principal residence

which is being sold.

For purposes of the exclusion contained in the Act, the definition of a

taxpayer's principal residence is that presently utilized in section 1034

(relating to rollovers). Therefore, whether property qualifies as an
individual's principal residence, or what portion of a property quali-
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fies, will depend upon the facts and circumstances in each case. Simi-
larly, the facts and circumstances test is to apply to determine which
residence is a taxpayer's principal residence where he or she has owned
and occupied more than one residence during the 5-year period preced-
ing the sale in question.

Of course, if an individual realizes gain in excess of the amount ex-

cluded under the Act, the taxpayers remaining gain is to be subject

to the regular income tax in the same manner as other capital gains.

Therefore, only 40 percent of the individual's long-term capital gain in

excess of the amount excluded under the Act would be includible in the

taxpayer's taxable income.
As under prior law, both the exclusion and the nonrecognition pro-

visions of sections 1033 and 1034 may be used with respect to gain
realized on the sale of a principal residence. Thus, the amount that
would have to be reinvested in a new principal residence is reduced by
the amount excluded from income, and the amount of any gain ex-

cluded on the prior sale will not reduce his or her basis for the new
residence.

A taxpayer who previously elected to use the one-time $35,000 ex-

clusion ratio provision available to individuals 65 or over also may
qualify to use the new election without reduction of the excludable
amount.
As under prior law, each taxpayer is allowed to elect the exclusion

only once in his or her lifetime. Thus, the rules under prior law will

continue to apply to determine when an individual is ineligible to

make the election in the case of single taxpayers becoming married and
married taxpayers becoming divorced. Under these rules, if spouses
make an election during marriage, and subsequently become divorced,
no further elections are available to either of them or to their spouses
should they marry. Also, if a single taxpayer makes the election and
subsequently marries, no further election is allowed to the married
individuals. If, however, each of two parties made an election inde-'

pendently prior to becoming married, there is to be no recapture of
the tax which is attributable to the gain excluded with respect to the
sale of either of the residences.

(Under section 421 of the Act, no amount of any gain realized on
the sale of an individual's principal residence, whether or not excluda-
ble under the Act, is a tax preference subject to the minimum tax.)

Effective date

This provision is effective for sales and exchanges after July 26,

1978.

Revenue effect

This provision will reduce budget receipts by $165 million in fiscal

year 1979, $415 million in fiscal year 1980, and $552 million in fiscal

year 1983.



5. Rollover of Gain on Sale of Residence (sec. 405 of the Act and
sec. 1034 of the Code)

Prior law

Prior to the Tax Reduction Act of 1975, gain realized from the sale

of property used by the taxpayer as his or her principal residence

("old residence") generally was not recognized where the taxpaj^er

purchased and used property as his or her principal residence ("new
residence")/ within a period beginning 12 months before, and ending
12 montlis after, the sale. In determining whicli residence was a tax-

payer's new residence, where he or she purchased more than one prop-
erty which was used as a principal residence during the 12 months
after the sale of the old residence, only the last residence so used by
the taxpayer constituted a "new residence."

This nonrecognition treatment was available, however, only once
during any 12-month period. Thus, where the nonrecognition treat-

ment applied to the sale of a taxpayer's residence, it would not apply
again for a period ending one year from the date of the sale of the old
residence.

The 1975 Act extended the replacement time period for the purchase
of a new residence to the period beginning 18 months before the sale

of the old residence and ending 18 months after such sale. The 1975
Act also applied the 18-month period in determining which residence
was the replacement residence where more than one residence was
used by the taxpayer as a principal residence after the sale of tlie old
residence, i.e., the last principal residence so used during the 18-month
period was the "new residence.'' Under the 1975 Act, nonrecognition
treatment was available only once during any 18-month period.^

Reasons for change
The generally applicable provisions of present law may result in

hardship for certain individuals who have had to relocate more than

^ Under section 1034, gain is recognized only to the extent that the adjusted
sales price of the old residence exceeds the taxpayer's cost of purchasing the
new residence.

- The operation of the generally applicable provisions of prior law can be
illustrated by the following example :

A taxpayer sells an old residence on January 15. 1976, and purchases a
new residence on February 15, 1976. In March 1977, the taxpayer's employer
permanently transfers him or her to a new principal place of work approxi-
mately 1,000 miles from the taxpayer's former principal place of work and
former principal residence. On April 15, 1977, the taxpayer sells his or her
new residence purchased on February 15 ,1976. On May 15. 1977, the taxpayer
purchases a second new residence at his new principal place of work, and
sales price of the residence sold. Under prior law, the taxpayer's new resi-
dence, for purposes of the rollover of gain, is the principal residence pur-
chased on May 15, 1977. Thus, under prior law. the taxpayer would recognize
no gain on the January 15, 1976 sale, hut would recognize gain (long term
capital gain) on the April 15, 1977 sale, because of the operation of the
18-month limitation provision.
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once during any 18-month period. The hardship resulted, in part, from
the impact of inflation on the value of homes, and, in part, from the
unavailability of the rollover provision where more than one principal
residence was sold within the 18-month statutory period. In such situ-

ations large gains could be realized even though a house was held by the
taxpayer for less than 18 months. The Congress believed that the 18-

month limitation was too restrictive in light of the fact that employees
and self-employed individuals frequently may be required to change
employment locations.

Explanation of provision

The Act generally provides for the rollover of ^ain realized on the
sale of more than one principal residence where an individual relocates

for employment purposes within a period beginning 18 months from
the time that his or her first principal residence is sold. Taxpayers
generally will be allowed the benefits of this multiple rollover provi-

sion where there was a reasonable expectation at the time of the reloca-

tion that the taxpayer would be employed at the new location for a sub-
stantial period of time.

Thus, where the taxpayer is entitled to deduct moving expenses with
respect to a relocation falling within the 18-month period, the 18-

month limitation of present law generally would not apply. In such
a situation, the multiple rollover provision would be available

so as to allow the nonrecognition of gain on the sale of a principal resi-

dence even though there had been nonrecognition of gain on the sale

of another principal residence within the preceding 18 months. How-
ever, in order to qualify for such treatment, a sale must be in connection
with the commencement of work by the taxpayer as an employee or as

a self-employed individual at a new principal place of work, and the
taxpayer must satisfy both the geographic and length of employment
requirements for deductibility of moving expenses (sees. 217(c) and
217(d) ).^ In applying the moving expenses test to a residence sold

within the 18-month limitation period, the residence sold is treated as

the "former residence."

' The operation of the provision is illustrated by the following example

:

A taxpayer sells his old residence on January 15, 1979, and purchases a new
residence on February 15, 1979. In July 1979, taxpayer's employer perma-
nently transfers him to a new principal place of work 1,000 miles from the
taxpayer's former principal place of work and former principal residence. On
August 15, 1979, taxpayer sells his new residence purchased February 15,

1979. On September 1, 1979, taxpayer purchases and uses a second new resi-

dence at his new principal place of work. Since the August 15, 1979, sale

occurred within 18 months of the January 15, 1979 sale, the 18-month limita-

tion provision of section 1034(d) would generally apply. However, since
the August 15, 1979 sale was in connection with the commencement of work
by the taxpayer as an employee in a new principal place of work and since
the taxpayer satisfies the conditions of section 217(c), the 18-month limita-
tion would not apply to the August 15 sale, and the taxpayer would be eligible
for nonrecognition treatment on that sale. In addition, the residence sold
August 15 is treated as the last new residence used within the "18-month"
period following the January 15, 1979, sale of the taxpayer's old residence,
and as an old residence for purposes of the running of the next 18-month
limitation period.

If, however, the taxpayer's transfer to a new principal place of work was
a temporary transfer which he reasonably could have expected to last only
26 weeks, the provisions of the Act would be inapplicable, the gain realized
on the August 15, 1979, sale would be recognized and the residence purchased
on September 1, 1979, would be the replacement residence.
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To qualify for the multiple rollover provision it is not necessary

for an individual to remain with the same employer, nor actually to

satisfy the time test of section 217. Instead, the taxpayer only has to

have a reasonable expectation at the time of the move, that he or she

would satisfy the time condition. Thus, the provision would not be
available if the taxpayer reasonably could have been expected to know
that the time test of section 217 could not be satisfied.

In addition, a sale which meets the recjuirements of the Act will be
treated as terminating the 18-month period and starting another 18-

month period. Thus, the principal residence receiving rollover treat-

ment under the Act will constitute a new residence with respect to the

prior rollover sale and an old residence for purposes of its sale.

Where the multiple rollover provision applies, the basis of each
succeeding principal residence is to be reduced by the amount of gain
not recognized on the sale of the prior residence.

Effective date

This provision is effective for sales and exchanges of principal resi-

dences aft«r July 26, 1978.

Revenue effect

This provision will reduce budget receipts by $3 million in fiscal

year 1979, $4 million in fiscal year 1980, and $4 million in fiscal year

1983.



B. MINIMUM TAX PROVISIONS

1. Alternative Minimum Tax on Individuals (sec. 421 of the Act
and sees. 55-58 of the Code)

Prior law
Prior law (sec. 56 of the Code) provided a minimum tax on certain

tax preferences of individuals and corporations. The minimum tax for
individuals amounts to 15 percent of the sum of an individual's (or

estate's or trust's) tax preferences in excess of the greater of one-half
of regular income taxes paid or, $10,000.

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

individuals were

:

(1) Accelerated depreciation on real property in excess of
straight-line depreciation

;

(2) Accelerated depreciation on personal property subject to a
lease in excess of straight-line depreciation

;

(3) Amortization of certified pollution control facilities (the

excess of 60-month amortization (sec. 169) over depreciation other-

wise allowable (sec. 167) )

;

(4) Amortization of railroad rolling stock (the excess of 60-

month amortization (sec. 184) over depreciation otherwise allow-

able (sec. 167) )

;

(5) Qualified stock options (the excess of the fair market value
at the time of exercise over the option price)

;

(6) Percentage depletion in excess of the adjusted basis of the
property

;

(7) The deduction for long-term capital gains; ^

(8) Amortization of child care facilities (the excess of 60-month
amortization (sec. 188) over depreciation otherwise allowable (sec.

167));
(9) Itemized deductions (other than medical and casualty loss

deductions) in excess of 60 percent of adjusted gross income; ^

and
( 10 ) Intangible drilling costs on oil and gas wells in excess of the

amount amortizable with respect to those costs and, for 1977, in

excess of net income from oil and gas production.
These items of tax preference (including the net capital gain pref-

erence) also reduce, on a dollar-for-dollar basis, the amount of per-

sonal service income eligible for the 50-percent maximum tax.

Reasons for change
The Congress believes thcit, in the case of capital gains, the present

minimum tax has adversely affected capital formation and that the
purpose for which the present minimum tax was enacted can be accom-

^ Effective for taxable years beginning after December 31, 1978, the Act elimi-

nates these items as tax preferences under the add-on minimum tax, but char-
acterizes them as such for purposes of the alternative minimum tax.
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plished better, in the case of capital ^ains, by the implementation of an
alternative minimum tax on capital gains which would be payable only
to the extent it exceeds an individual's regular tax liability. By elimi-
nating capital gains as an item of tax preference under "the present
minimum tax, and by enacting an alternative minimum tax applicable
to capital gains and adjusted itemized deductions, the Congress antici-
pates that capital formation will be facilitated, and eveiy individual
will pay at least a reasonable minimum amount of tax with respect to
large capital gains.

While the Congress believes that it is appropriate to substitute an
alternative minimum tax for the present minimum tax in the case of
capital gains and adjusted itemized deductions, it also believes that the
present minimum tax should be retained in the case of the other items
of tax preference.

For these reasons, the Congress agreed to an alternative minimum
tax, Avhich is to be paid only to the extent that the tax exceeds a tax-
payer's regular tax liability including a revised add-on minimum
tax. The alternative minimum tax rates rise to a maximum of 25 per-
cent for those persons with incomes (including certain preferences)
exceeding $100,000. Thus, taxpayers paying high regular taxes (i.e.,

approaching, or in excess of, 25 percent of very large incomes) gen-
erally will not be subject to any alternative minimum tax, and they
thus will have no disincentive, attributable to the minimum tax, for
making capital gain investments. However, the provision will insure
that those high income individuals currently paying low regular taxes
and realizing large capital gains will pay substantially more tax in the
future.

Explanation of provision

General

The Act generally retains the prior law minimum tax with respect to

all preference items except the deducted amount of net capital gain

and adjusted itemized deductions. The Act also establishes an alterna-

tive minimum tax which is payable by noncorporate taxpayers to the

extent tliat it exceeds the regular tax paid as increased by the revised

add-on minimum tax. Thus, although the tax is in effect a true alterna-

tixe tax, in the sense that it is paid only when it exceeds regular tax

(including any add-on minimum tax liability), technically the tax-

payer's regular and add-on minimum taxes continue to be imposed and
the amoimt of alternative minimum tax is the excess of the amount
computed under the alternative minimum tax rate table over the

amount of the regular and add-on minimum taxes.

Computation

The alternative minimum tax is based on the sum of a noncorporate

taxpayer's gross income reduced by deductions allowed for the year

(including deductions in excess of gross income, if any), and by
amomits included in income under section 667 (relating to accumula-

tion distributions from trusts), and increased by the amount of the

taxpayer's adjusted itemized deductions, and capital gains deduction.
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This amount then is subject to the following alternative minimum tax

rates:

Alternative minimum taxable income Percent

$0 to $20,000
$20,000 to $60,000 10

$60,000 to $100,000 20

Over $100,000 25

The resulting amount then is compared to regular tax liability, as

increased by the add-on minimum tax. For this purpose, the computa-
tion of regular tax does not include the taxes imposed by sections

72(m) (5) (B) (relating to annuities) , 402(e) (relating to certain dis-

tributions from qualified pension plans), 408(f) (relating to indi-

vidual retirement accounts), or 667(b) (relating to accumulation dis-

tributions), and the tax must be reduced by the sum of all allowable

credits (including the foreign tax credit) other than those for witlilield

tax (sec. 31), refunds of certain gasoline, special fuels, and lubricating

oil taxes (sec. 39), and the earned income credit (sec. 43). If alterna-

tive minimum tax liability exceeds regular income tax liability, as

increased by the add-on minimum tax, the greater amount is payable.^

Treatrtient of credits

The foreign tax credit and refundable credits are the only tax credits

which are allowed against any alternative minimum tax liability.

Thus, taxpayers paying the alternative minimum tax do not obtain

the benefit of nonrefundable credits, other than the foreign tax credit,

to the extent of the minimum tax. However, in the case of the invest-

ment tax credit, the jobs credit, and the WIN credit, the Act provides

that any credit carryover or carryback from a year in which the tax-

payer is liable for some amount of alternative minimmn tax, is not to

be reduced to the extent of the taxpayer's alternative minimum tax
liability. For example, assume a taxpayer has a regular tax liability be-

fore credits of $10,000, investment tax credits of $5,000 and alternative

minimum tax before regular tax offset 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 reg-

ular tax but has received a benefit only from $2,000 of credits. Thus,
the remaining $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

" No special rule is provided similar to the rule under section 56(b) relating to

the deferral of minimum tax liability in the case of net operating losses. In
computing the net operating loss for any taxable year, the capital gains deduc-
tion under section 1202 is not taken into account and nonbusiness deductions are
generally limited to the amount of nonbusiness income (sec. 172(c) and (d) ). In
addition, in determining the amount of a net operating loss carryover to the
current taxable year, the reduction for prior years' taxable income is computed
witJiout regard to the prior years' section 1202 deduction (sec. 172(b) (2) (A) ).

Therefore, generally these preferences cannot create a net operating loss.

However, a taxpayer having adjusted itemized deductions in the current taxa-
ble year may receive the benefit of having certain nonpreferential deductions (in-

cluding deductions under section 172) reduce the alternative minimum taxable
income in the current year and still be available as a net operating loss carryover
to succeeding years. It is intended that any deduction, to the extent it may be
carried to another year, is not to reduce alternative minimum taxable income for
the current year.

35-922 0-70
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the credit would be otherwise carried over under the usual rules if the
credit did not otherwise expire.^

Preferences for the alternative minimum tax

For purposes of the alternative minimum tax there are two prefer-

ences. The capital gains preference is the amount of a taxpayer's sec-

tion 1202 capital gains deduction, but does not include any deduction
which is attributable to the gain from sale of a taxpayer's principal
residence.

The other alternative minimum tax preference is adjusted itemized
deductions. This preference excludes medical and casualty deductions,
State and local tax deductions and, in the case of income in respect of a
decedent, amounts deducted (under sec. 691(c)) for estate taxes.

(However, income in respect of a decedent which is capital gain con-
tinues to be a tax preference. ) The remaining itemized deductions are
preferences only to the extent they exceed 60 percent of adjusted gross
income minus the medical and casualty deductions, State and local
tax deductions, and the deduction for estate taxes attributable to the
inclusion of income in respect of a decedent in a decedent's gross estate.

Thus, for example, a taxpayer with AGI of $50,000 and total itemized
deductions of $45,000 (including $10,000 State and local taxes and no
medical or casualty expenses) would have $35,000 of deductions subject
to the preference computation. The amount of the preference would
equal the excess of these deductions over 60 percent of $40,000 ($50,000
AGI less $10,000 State and local taxes), or $24,000. Thus, the prefer-
ence is $35,000 minus $24,000, or $11,000.

Foreign tax credit

The foreign tax credit is to be allowed separately against the alter-

native minimum tax, and, in general, the regular foreign tax credit
rules apply. However, in determining the allowable credit, the foreign
tax credit limitation is to be computed separately on the basis of alter-

native minimum taxable income. In addition, a number of adjustments
are made to the credit rules to take into account the interactions be-

tween the alternative minimum tax and the regular tax.

Although the alternative minimum tax is structured as an addi-
tional tax equal to the excess of the gross alternative minimum tax
over regular tax liability, it is conceptually an alternative to the reg-

ular tax. Accordingly, the rules applicable in computing the foreign

tax credit against the alternative minimum tax are designed to reach

' Similarly, assume that the 90 percent investment tax credit limitation is in

effect, and that a taxpayer has regular tax liability before credits of $100,000,
Investment tax credits of $120,000, and a potential alternative minimum tax
(before regular tax offset) of $60,000. The taxpayer will pay a tax of $60,000
(consisting of regular tax of $10,000, and alternative minimum tax of $50,000).
Here the taxpayer has used $90,000 of the $120,000 of investment tax credits
against regular tax, but has received a benefit only from $40,000 of those credits.

Thus, the remaining $50,000 of credits, for which no tax reduction was obtained,
is available as an additional carryover (together with any other credits available
to be carried over) to the next year to which the credit would be carried under
the usual rules if the credit carryover did not expire.
Where the amount of credits from which no benefit is obtained involves more

than one tax credit, the additional credit allowed as a carryover is first to be
allocated to the credit which is taken last under the normal Code rules.
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the same results that would obtain if the tax were structured as an
alternative to the regular tax (under which the taxpayer's pre-credit
liability for the year would be the greater of his pre-credit regular
tax or his pre-credit "gross" alternative minimum tax (the alterna-
tive minimum tax before the regular tax offset) ). However, since the
credit limitations applicable to the regular tax and to the alternative
minimum tax are computed with reference to different taxable income
bases, it would be possible under certain circumstances for a taxpayer's
pre-credit gross alternative minimum tax to exceed his pre-credit regu-
lar tax while his after-credit alternative minimum tax is less than his

after-credit regular tax. Therefore, in order to pre\'ent the alternative

minimum tax from in effect reducing his U.S. taxes actually paid for

the year, the taxpayer is required to pay an amount equal to the

greater of the after-credit regular tax or the after-credit alternative

minimum tax. This is accomplished by limiting the alternative mini-

mum tax foreign tax credit to the net alternative minimimi tax (the

excess of the gross alternative minimum tax over the after-credit reg-

ular tax).

As in the case of the regular tax, the credit taken against the alterna-

tive minimum tax cannot exceed the portion of that tax attributable

to foreign source income. In keeping with the underlying concept of

the alternative minimum tax as an alternative to the regular tax, the

foreign tax credit limitation is generally based on the gross alternative

minimum tax. The limitation is computed with reference to alternative

minimum taxable income by modifying tlie limiting fraction applica-

ble in determining the regular tax credit limitation to include the pref-

erence items (the capital gains deduction and adjusted itemized deduc-

tions) which are added back to taxable income in computing the income
subject to the altei-native minimum tax. Thus, the credit is limited to

the same proportion of the gross alternative tax which the taxpayer's

alternative minimum taxable income from sources without the Ignited

States (but not in excess of the taxpayer's alternative minimum tax-

able income) bears to his entire alternative minimum taxable income,

the same proportion of the gross alternative tax which the taxpayer's

alternative minimum taxable income from sources without the United
States (but not in excess of the taxpayer's alternative minimum taxable

income) bears to his entire alternative minimum taxable income.

("\Miile the limitation, since it is computed with reference to the gross

alternative minimum tax, may exceed the taxpayer's net alternative

minimum tax (i.e., the tax after the regular tax offset), the credit

taken can not exceed that amount.)
The foreign tax credit allowed against the regular tax reduces that

tax and may, to the same extent, increase the taxpayer's net alterna-

tive minimum tax liability. This in effect would cause the loss of the

tax benefit of the foreign tax credit against the regular tax since

credits are treated as used inider existing law. They are not available

as carryovers or carrybacks (or for use against the alternative mini-

mum tax). To preserve the value of these credits, an adjustment is

made under which the taxpayer is deemed to have paid additional

creditable foreign taxes in an amount equal to the amount by which the

tax credit taken ajrainst the reirular tax reduces the regular tax offset
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and thus increases the taxpayer's pre-credit alternative minimum tax
(that is, the lesser of (i) the foreign tax credit taken against the regu-
lar tax or (ii) the pre-credit net alternative minimum tax.) In deter-
mining the amount of excess credits available for carryover or carry-
back after taking the credit against the alternative minimum tax, the
taxpayer is treated as having been allowed a foreign tax credit equal
to the difference between (i) the greater of the gross regular tax and
the gross alternative minimum tax (conceptually, the initial measure
of tax liability ) and ( ii ) the combined total of the regular and alterna-
tive minimum taxes actually paid after the foreign tax credit.

These rules may be illustrated by the following example of a tax-
payer with $200,000 of net capital gains, half from U.S. sources and
half from foreign sources, and an ordinary loss allocable to U.S.
sources of $30,000. After the 60 percent capital gains deduction his
taxable income is $50,000, and his regular U.S. tax before the foreign
tax credit is $15,000. He pays creditable foreign income taxes of

$20,000, his foreign tax credit limitation is $12,000 ($15,000 times

$40,000/$50,000), and, therefore, his regular U.S. tax after the for-

eign tax credit is $3,000. The taxpayer's gross alternative minimum
tax (i.e., the tax before the regular tax offset) is $29,500 on alterna-

tive taxable income of $170,000. After the regular tax offset of $3,000,
the alternative minimum tax (before foreign tax credits) is $26,500.
The taxpayer's alternative minimum tax foreign tax credit limita-

tion is $17,353 ($29,500 times $100,000/$170,000). The taxpayer used
$12,000 of his $20,000 of creditable foreign income taxes against his

regular tax liability, leaving $8,000, but he is deemed to have paid an
additional $12,000 (the lesser of his $26,500 alternative minimum tax
and the $12,000 in foreign taxes used against the regular tax) in

foreign taxes available to credit against the alternative minimum tax
or to carry to other years. His alternative minimum tax net of the
foreign tax credit is $9,147 ($26,500 less $17,353). The taxpayer will

therefore pay a net basic income tax of $3,000 and a net alternative

minimum tax of $9,147 for a total of $12,147. The excess credits that

may be carried to another year would be $2,647—the amount by which
the sum of the $20,000 foreign taxes actually paid during the year
and the $12,000 additional foreign taxes deemed paid under this

section exceeds the sum of the regular tax foreign tax credit limita-

tion of $12,000 and the alternative minimum tax foreign tax credit

limitation (to the extent it does not exceed the alternative minimum
tax) of $17,353. (In this example, the amount of foreign taxes available

to be carried to another year is equal to the difference between the

$20,000 foreign taxes paid (without regard to the additional foreign

taxes deemed paid under this section) and the $17,353 foreign tax

credit taken against the alternative minimum tax. However, this would
not be the case where the taxpayer's pre-credit regular tax is greater

than his pre-credit gross alternative minimum tax.)

Certain additional modifications are necessary if the taxpayer is

also liable for the add-on minimum tax imposed under section 56. The
foreign tax credit is not allowed against the add-on minimum tax, and,

therefore, the multiplicand of the alternative minimum tax foreign
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tax credit limitation formula is reduced by the amount of the add-on

minimum tax.*

Special rvles

The provision also includes special rules for the application of the

alternative minimum tax in the case of estates and trusts. The rate

schedule applicable to estates and trusts is the same as the rates ap-

plicable to married individuals filing a separate return. Also, accumula-

tion distributions from a trust included in income under section 667

are not to be included in the alternative minimum tax base and the

partial tax under section 667(b) is not treated as tax paid for purposes

of determining the regular tax. Generally, tax preferences of an estate

or trust are to be apportioned between it and its beneficiaries on the

basis of estate or trust income allocable to each.

Finally, in the case of accumulation distributions from a trust, the

amount of taxes deemed imposed on the trust is not to be increased

by any alternative minimum tax in excess of the trust's regular tax

liability. Thus, no credit is available to any beneficiary of an accumu-
lation distribution for any minimum tax paid by the trust with respect

to that distribution ; however, under the normal trust rules, no amount
received by that beneficiary is treated as an item of tax preference to

the beneficiaiy. (Other special rules, under section 701 (q) of the Act,
apply in the case of foreign taxes and accumulation distributions.)

Personal holding companies are treated the same as other corpora-
tions and will be subject to the add-on minimum tax but not to the
alternative minimum tax. How^ever, the preference for accelerated
depreciation on leased personal property (sec. 57(a)(3)) and for

intangible drilling costs (sec. .57(a) (11)) will apply to these

corporations.

Effective date

In general, the provision is effective for taxable years beginning
after 1978, except that the change in the capital gains preference to

exclude gain on the sale or exchange of a principal residence is effec-

tive for sales or exchanges after July 26, 1978. In addition, the provi-
sion is not to be treated as a change of the rate of tax (under sec. 21
of the Code). Thus, fiscal year taxpayers are to first be subject to the
alternative minimum tax for their taxable year beginning in 1979.

* This rule may be illustrated by modifying the example in the text so that the
$30,000 ordinary loss is composed in part of a deduction for accelerated deprecia-
tion which exceeds straight-line depreciation by $20,000, on which the taxpayer
pays add-on minimum tax of $1,500. His pre-credit alternative minimum tax is

$25,000, the difference between his gross alternative minimum tax of $29,500 and
his regular tax of $4,500 ($3,000 plus $1,500). The taxpayer's alternative mini-
mum tax foreign tax credit limitation is $16,471 (($25,000 plus $3,000) times
$100,000/$170,000), and his alternative minimum tax after the foreign tax credit
is $8,529 ($25,000 less $16,471 ) . The taxpayer will therefore pay a net basic income
tax of $3,000, and add-on minimum tax of $1,500, and an alternative minimum tax
of $8,529 for a total of $13,029. The excess credits which may be carried to another
year are $3,529—the excess of the $32,000 foreign taxes paid or deemed paid
($20,000 plus $12,000) over the $28,471 foreign tax credits taken against the
regular tax ($12,000) and against the alternative minimum tax ($16,471).
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Revenue effect

It is estimated that the combined net effect of these changes will
reduce budget receipts by $535 million in fiscal year 1980, $588 million
in fiscal year 1981, and $711 million in fiscal year 1983. (See Table 1-2,
for the separate fiscal year revenue effects of the removal of certain
preference items from the present law minimum tax and the new
alternative minimum tax.)



2. Treatment of Intangible Drilling Costs for Purposes of the
Minimum Tax (sec. 422 of the Act and sec. 57 of the Code)

Present law
Under present law, the operator of an oil or gas well may elect to

deduct intangible drilling and development costs as an expense
rather than capitalize the costs and recover them through depletion

and depreciation deductions. Generally, intangible drilling and de-

velopment costs are defined as those expenditures made by the owner
of an operating interest for wages, fuel, repairs, hauling, supplies,

etc., incurred in preparing a drill site, drillmg and cleaning a well,

and constructing assets which are necessary in drilling the well and
preparing it for production (such as derricks, pipelines, and tanks).

Under the Tax Reform Act of 1976, the deduction for intangible drill-

ing costs for a taxable year in excess of the deduction which would
have been allowed with respect to those costs for that year through
either 10-year amortization or cost depletion was treated as a tax
preference item for purposes of the minimum tax for individuals.

In the Tax Reduction and Simplification Act of 1977, the Congress
provided that for taxable years beginning only in 1977 intangible

drilling and development costs (over the amount which would have
been allowable under either 10-year amortization or cost depletion)

in excess of oil and gas production income would constitute a tax pref-

erence item. However, this rule would not apply for future years
unless there was further Congressional action.

Reasons for change
The classification of certain intangible drilling expenses as a tax

preference item under the minimum tax in order to curtail the use of
oil and gas tax shelters resulted in a disincentive for increased explo-
ration by individuals in the business of exploring for, and developing,
oil and gas properties. This disincentive has had a significant impact,
particularly on independent producers, who do most of the exploratory
drilling for new oil in the United States.

The Congress believed that by applying the preference only where
intangible drilling costs exceed oil and gas production income the
preference will not constitute a major disincentive to those individuals
in the oil and gas business, but will continue to limit the ability of
outside investors to reduce the income tax otherwise payable on their

dividend or salary income through the use of the intangible drilling

cost deduction.

Explanation of provision

The Act extends for all future years the minimum tax provision for
intangible drilling costs of individuals which was enacted by the Tax
Reduction and Simplification Act of 1977. As a result, intangible drill-

ing cost deductions for oil or gas wells are included in the minimum tax
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base of individuals only to the extent that intangible drilling and de-

velopment costs incurred in a taxable year, over the amoimt of those
costs anioi'tizable on the basis of a 10-year life or imder cost depletion,

exceed the taxpayer's income from oil and gas properties. Income from
oil and gas properties is to be determined first with reference to the
rules for determining gross income from oil and gas properties for

purposes of percentage depletion (sec. 613(a) of the Code) but with-
out regard to the limitations mider sec. 613A. Net income from oil and
gas properties is gross income from oil and gas properties reduced by
tlio amount of deductions (other than intangible drilling costs subject

to tlie preference) properly attributable to that gross income. Under
tlie provision, deductions attributable to properties with no gross
income are not intended to be taken into account for purposes of
computing net income from oil and gas properties.

Effective date

These pix>visions ai^ effective upon enactment and apply to taxable

years beginning after December 31, 1977.

Revenue effect

This provision will reduce budget receipts by $51 million in fiscal

year 1979, $61 million in fiscal year 1980, and $97 million in fiscal

year 1983. (The revenue effects of this provision are not shown in the
revenue tables and have not been included in the total figures on
budget effects of this Act because they have been attributed to H.R.
5263, the Energy Tax Act of 1978.)



3. Amendment to Definition of Foreign Source Capital Gain Tax
Preference (sec. 423 of the Act and sec. 58 of the Code)

Prior law
In the case of a corporation, capital gains are generally treated as

items of tax preference to the extent that they are subject to tax at the

reduced rate of tax for net capital gains. (The preference item is an

amount equal to the product of the net capital gain multiplied by a

fraction the numerator of which is the excess of the highest corporate

tax rate over the alternative tax rate for capital gains, and the denomi-

nator of which is the highest corporate tax rate ; after the amendments
made by the 1978 Act, the rate differential fraction is 18/46ths.) How-
ever, as an exception to this general rule, capital gains which are at-

tributable to sources within a foreign country or possession are not

treated as preference items if capital gains do not receive preferential

treatment under the laws of the foreign country or possession.

Reasons for change

Certain corporate reorganizations receive nonrecognition treatment

under the tax laws of the foreign country in whicli the corporations

conduct their businesses but are treated in part or in full as taxable

transactions for U.S. tax purposes. Congress believed that the mini-

mum tax should not be imposed on gains received in such reorganiza-

tions occurring in foreign countries which do not ordinarily provide

preferential treatment for capital gains merely because the gain is

given nonrecognition treatment for foreign tax purposes but not for

U.S. tax purposes.

Explanation of provision

The Act modifies the exception from the minimum tax for foreign

source capital gains not receiving preferential treatment to include

gains on the receipt of property (other than money) in exchange for

stock in a corporation engaged in the active conduct of a trade or

business in a foreign comitry or possession if the following criteria

are met. First, the transaction is an exchange described in section 332,

351, 354, 355, 356, or 361. Second, the transaction is made in the

foreign comitry or possession in which the corporation's business is

primarily carried on. Third, the transaction is provided nonrecogni-

tion treatment under the tax law of that country or possession. Finally,

if the gain had been taxable under the laws of the foreign countiy or

possession, it would not have been afforded preferential treatment and
would have been subject to tax at a rate of at least 28 percent (30

percent if the exchange occurs before 1979).

For purposes of computing the minimum tax which may be payable

on any subsequent transaction involving property received in an ex-

change of stock qualifying under this provision, the property received

is to be treated as having the same basis in the taxpayer's hands im-
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mediately after the exchange that the exchanged stock had immedi-
ately before the exchange.

Effective date

This provision was effective on November 6, 1978.

Revenue effect

This provision will reduce budget receipts by $5 million in fiscal

year 1979 and by less than $1 million a year thereafter.



C. MAXIMUM TAX REVISIONS

1. Capital Gains Tax Preference Offset of Earned Income Under
the Maximum Tax (sec. 441 of the Act and sec. 1348 of the

Code)

Prior law
Under present law, the maximum marginal tax rate applicable to

taxable income from personal services generally is 50 percent. How-
ever, the amount of personal service income eligible for the maximum
tax is reduced dollar-for-dollar by the amount of an individual's tax

preferences for the year. Under prior law, this offset included the

amount of an individual's capital gains tax preference.

Reasons for change
The provision of prior law which reduced the amount of personal

service income eligible for the maximum tax by an individual's capital

gains tax preference could act as a serious impediment to productive
investment activity by effectively increasing an individual's taxes. For
example, in the case of a 70-percent income tax bracket individual

who potentially was able to utilize the maximum tax on personal serv-

ice income, the capital gain tax preference offset could result in in-

creasing the individual's effective tax rate on capital gains by 10

percentage points. To prevent this interaction from discouraging in-

dividuals from making needed investments in the economy, the Con-
gress repealed the capital gains tax preference offset of earned income
eligible for the maximum tax. With the Act's revision of the minimum
tax with respect to capital gains, the purpose for which the capital

gains tax preference offset originally was enacted should be preserved.

Explanation of provision

The Act removes the capital gains tax preference as an offset of the

amount of personal service income eligible for the maximum tax rate.

However, other tax preferences continue to reduce maximum tax
benefits.

Effective date

This provision applies to taxable years beginning after October 31,

1978.

In the case of a taxable year which begins before November 1, 1978,

and ends after October 31, 1978, the provision applies only with respect

to post-October 31, 1978 transactions. Thus, only the section 1202 de-

duction based on the lesser of the net capital gain for the taxable year
or such gain on transactions occuring before November 1, 1978, will

reduce personal service income.

Revenue effect

This provision will reduce budget receipts by $6 million in fiscal

year 1979, $52 million in fiscal year 1980, and $69 million in fiscal year
1983.
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2. Maximum Tax on Personal Service Income (sec. 442 of the Act
and sec. 1348 of the Code)

Prior law
Under present law, the maximum marginal tax rate on taxable

income from personal services generally is 50 percent. Income from
personal services includes wages, salaries, professional fees, and other
compensation for personal services.

Under prior law, if an individual was engaged in an unincorporated
trade or business in which both personal services and capital were
material income-producing factors, a reasonable allowance as com-
pensation for the personal services actually rendered by the taxpayer
could be treated as earned income. However, the total amount which
could be treated as the taxpayer's earned income from the trade or busi-

ness could not exceed 30 percent of the taxpayer's share of the net

profits from that trade or business. (An analogous, but more flexible,

restriction applies in the case of personal service income derived from
a corporate trade or business, i.e., earned income does not include

compensation which represents a distribution of corporate earnings
or profits rather than a reasonable allowance as compensation for

personal services actually rendered.)

Reasons for change
The 30-percent net profits limitation on the amount of compensa-

tion from certain unincorporated trades or businesses which may be
treated as earned income for purposes of the maximum tax may result

in treating unfairly some individuals who conduct their businesses in

an unincorporated form. Such individuals may be subject to a greater

tax burden than that which is imposed on similarly situated individ-

uals who choose to operate substantially identical businesses in the

corporate form. This disparity in tax treatment, in turn, may tend to

influence individuals to use a corporate business form for reasons at-

tributable only to potential tax savings. In addition, the 30-percent
net profits limitation frequently has raised many definitional questions
which have led to controversies and litigation between taxpayers and
the Internal Revenue Service.

To eliminate the potential disparity between the tax treatment of
personal service compensation from incorporated and unincorporated
trades and businesses, the Congress decided to eliminate the 30-percent
limit.

Explanation of provision

The Act removes the 30-percent limitation on the amount of income
from a trade or business that can be treated as personal service income
where capital is an income-producing factor. Instead, individual tax-
payers would receive the benefits of the 50-percent maximum tax on
earned income only for income that constitutes a reasonable compen-
sation for the services they actually render whether or not they con-
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duct their businesses in corporate form. In making this determination,

the portion of the net profits of a business which constitutes reason-

able compensation for personal services actually rendered would be
taken into account as personal service income. However, an individual

would not be permitted to convert into personal service income passive

income on investments or assets held or used in a trade or business.

Whether there has been a convei"sio2i of such income into personal serv-

ice income must be determined by reference to all the facts of each
case. For example, a sole proprietor of a business cannot treat divi-

dend and interest income received on investments held by him or by
the business as personal service income. If passive income is derived
from investments held by a trade or business, expenses of the trade or
business must be allocated between such passive income and the trade
or business income available for payment as personal service income.

Effective date

The provision applies with respect to taxable years beginning after

December 31, 1978.

Revenue effect

This provision will reduce budget receipts by $21 million in fiscal

year 1979, $59 million in fiscal 1980, and $91 million in fiscal year 1983.





TITLE V—OTHER TAX PROVISIONS

A. ADMINISTRATIVE PROVISIONS

1. Reporting Requirements With Respect to Charged Tips (sec.

501 of the Act and sees. 6041 and 6001 of the Code)

Prior law
Present law (sec. 6053(a) of the Internal Revenue Code) requires

an employee to report to his or her employer the tips received by the
employee, if exceeding $20 in a month, by the tenth day of the follow-

ing month. The Internal Revenue Service has ruled that this reporting
requirement applies with respect to both tips paid directly in cash
by customers and also tips added to a waiter's check by a charge
customer and paid over to the waiter by the employer (Rev, Rul.
75-400, 1975-2 C.B. 464, as modified by Rev. Rul. 76-231, 1976-1 C.B.
378). Under these rulings, the tips required to be so reported by em-
ployees are tips received and retained after any tip-splitting, such as

by waiters with budx)ys, or tip-pooling, such as by a waitress with
other waitresses.

Section 6051(a) requires employers to report on IRS Forms W-2,
as wages subject to income tax withholding and Fedei*al Insurance
Contributions Act (social security) withholding, only the tips actually

reported to them by their employees pursuant to section 6053 ( a ).^

However, certain additional informational reporting is required of

employers. Section 6041(a) requires every employer of an employee
earning $600 or more yearly to report the tdtal of that employee's
earnings to the IRS. In interpreting this additional requirement, the

regulations (Treas Reg. § 1.6041-2(a) (1) ) specify that any employee's
earnings which are not required to be reported as subject to withhold-
ing nonetheless are required to be reported to the IRS by the employer

;

this additional amount is to be reported separately on the Form W-2
for the employee. Thus in the case of tip income, the IRS has ruled

(Rev. Ruls. 75-400 and 76-231, supra) that any charge account tips

actually paid over by the employer to the employee must be reported

to the IRS by the employer (assuming the aggregate $600 test is met)
whether or not the tips were reported to the employer by the

employee.^

^ If, because of tij^-splltting or tip pooling, the amount of charge tips reported

by an employee on his or her Federal income tax return differs from the amount
of charge tips reported by the employer for that employee on FV>rm W-2, the

rulings i)ermit the employee to attach an explanation of the difference to his or

her income tax return.
' Under the facts of Rev. Rul. 76-231, supra, the employer received customer

charge tickets from waiters and reviewed the tickets in order to determine the

amounts payable to the employees as tips, thereby becoming aware of the amounts
of such tips, whether or not later reported by the waiters to their employer.

(277)



278

Under the cited rulings, the IRS did not apply its new employer
reporting requirements with i*espect to charge tips unreported by
employees prior to 1977. The Congress, in section 2111 of the Tax
Reform Act of 1976 (P.L. 94-455), provided that the IRS was not to

follow Revenue Rulings 75^00 and 76-231 until January 1, 1979, and
that, until then, the IRS requirements with regard to' reporting charge
account tips were to be made in accordance with IRS practice prior

to the issuance of those nilings.

Reasons for change
The Congress concluded that requiring employers to report to the

IRS charge account tips paid to employees on the basis of charge
receipts (as sought to be imposed by Revenue Rulings 75^00 and 76-

231) would place unnecessary recordkeeping and reporting burdens
on the employer and would fail to provide the IRS with precise in-

formation on the amount of tip income taxable to particular

employees. In addition, in some cises, the widespread practices of tip-

splitting and tip-pooling would result in an employer's reporting to

the IRS an amount of tip income that is greater than the tip income
taxable to a particular employee.

Explanation of provision

The provision amends section 6041 of the Code to make the in-

formation return requirements imposed by that section inapplicable

to tips with respect to which section 6053(a) of the Code applies.' Ac-
cordingly, the only employee tips which an employer must report to

the IRS are those reported to the emplo3'er by employees on statements
furnished pui"suant to section 6053(a), as required under present law
by section 6051 (a) .*

The provision also states that, with respect to the amount of tips

paid to a particular employee, the only records of charged tips which
an employer will be required to keep under section 6001 of the Code
are charge receipts and copies of statements furnished by employees
under section 6053(a). Accordingly, an employer will be required to

keep charge receipts (w^hich receipts reflect the amount of tips in-

cluded by the customer in the charged amount), but may not be re-

quired to record on such charge receipts, or otherwise keep records
of (except copies of sec. 6053(a) statements), the name of any par-

ticular employee to whom the charge tip amount is paid over by the
employer.
The limitation added by the Act to the recordkeeping requirements

which may be imposed on an employer with respect to charged em-
ployee tips relates to records of amounts of such tips paid over to a

particular employee and does not affect any other recordkeeping re-

quirements which may be applicable to the employer under section

6001 of the Code (e.g., any applicable requirements, for purposes of

^ Tliis provision was added to the Revenue Act of 1978 by a Senate Finance
Committee amendment. The provision was the subject matter of a separate bill,

H.R. 13592. which was reported by the House Ways and Means Committee (H.
Rppt. No. 9r,-l679. October 2. 197S)

.

M'nder current sec. 6041, the IRS takes the position (in Rev. Rul. 76-231,
supra) that employers also must report to the IRS charge account tips paid over
to employees but not reported to the employer by the employees.
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determining the employer's own income tax liabilities, to maintain
charge receipts, records of amounts received by the employer from
credit card companies, and records of aggregate payments to em-
ployees of charge account tips). Also, the Act does not affect any
recordkeeping, reporting, or return requirements imposed on em-
ployers pursuant to section 6051 with respect to tips included in

statements furnished by employees to the employer pursuant to sec-

tion 6053(a).
This provision of the Act does not affect the present-law authority

and power of the IRS to audit individuals with respect to their income
from tips.

Effective date

This provision applies to payments made after December 31, 1978.

Revenue effect

This provision has the effect of revoking Revenue Rulings 75-

400 and 76-231. If the employer reporting requirements contained in

these rulings were to take effect, increases in budget receipts could be

substantial. Inasmuch as this revenue is not being collected at the

present time, no change in budget receipts is anticipated.

35-922 O - 79 - 19



2. Tax Court Small Tax Case Procedures and Authority of Com-
missioners (sec. 502 of the Act and sees. 7456 and 7463 of the
Code)

Prior law
Taxpayers who file a petition with the Tax Court for a redetermi-

nation of income, estate, or gift tax deficiencies or overpayments have
the option of having their cases heard as small tax cases under an ex-

pedited and simplified procedure (sec. 7463). The option, however, is

available only where the amount of the deficiency, or claimed overpay-
ment, does not exceed $1,500, and where the cases are approved by the
Tax Court. Trials of these cases are conducted informally. The rules of
evidence are relaxed and neither party is required to file a brief. In
addition, neither party may appeal, and decisions in these cases are
not treated as precedents for any other case or purpose.

Typically, small tax cases are heard by commissioners appointed
by the chief judge of the Tax Court (sec. 7456(c) ). However, the law
which provides for the appointment of commissioners does not specifi-

cally authorize them to administer oaths, issue subpoenas or examine
witnesses. I"'^nder prior law, judges and certain other employees were
authorized to administer oa^hs and issue subpoenas, but only judges
were authorized to examine witnesses (sec. 7456(a)).
Following the hearing in small tax cases, the commissioners file

reports which, upon review by the chief judge, may be adopted as
reports of the Court. After a report is filed by the Court, a decision
will be entered. The decision is based on the report and is comprised
of a computational determination of the deficiency or overpayment.

Tender prior law, the decision in a small tax case had to be entered
by a judge, rather than by a commissioner, in accordance with the
report of the Tax Court (sec. 7459 (a) )

.

Reasons for change
The Congress believes that by increasing the jurisdictional amoujit

for electing the Tax Court small case procedure from $1,500 to $5,000,
more taxpayers will be able to take advantage of that expeditious and
simplified procedure for handling tax disputes. In addition, it will pro-
vide a means of relieving the regular judges of part of an extremely
heavy workload. The Connrress also believes that, in order to clarify
prior law and improve the administration of small tax cases, the
authority of commissioners to conduct proceedings in small tax cases,
and to file reports and to make decisions with respect to such proceed-
ings, should be made specific.

Explanation of provision

The Act, in general, increases the jurisdictional amount for election
of the small case procedure from $1,500 to $5,000.^ In the case of a

^This provision was added to the Revenue Act of 1978 by a Senate floor
amendment. The provision was the subject matter of a separate bill, H.R. 13092,
which was reported by the House Ways and Means Committee (H. Rept. No.
95-1609, September 22. 1978) and passed by the House on October 10, 1978.
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deficiency or overpayment in income taxes, the jurisdictional amount

is applicable to each taxable year in dispute. In the case of a gift tax

defic&ncy or overpayment, the jurisdictional amount is applicable

with respect to each calendar year. Finally, in the case of an estate

tax deficiency or overpayment, the jurisdictional amount is applicable

to the total amount of deficiency or overpayment m dispute.

Use of this procedure would continue to be optional with the tax-

payer unless the Tax Court decided before the hearing that the case

should be heard under normal procedures and should be subject to

appeal. Presently, the Tax Court rules provide that the Commissioner

of Internal Revenue may file a motion requesting that a small tax case

be removed from that category. In view of the increase in the small

case jurisdictional amount t(* $5,000, it is contemplated that the Tax

Court will give careful consideration to a request by the Commissioner

of Internal Revenue to remove a case from the small case procedures

when the orderly conduct of the work of the Court or the adminis-

tration of the tax laws would be better served by a regular trial of the

case. Thus, in some situations, proper Court management may require

the removal of a case from the small case procedures so that it can be

consolidated with a regular case involving common facts or a common
issue of law. Similarly, removal of tiie case from the small case cate-

gory may be appropriate where a decision in the case will provide a

precedent for the disposition of a substantial number of other cases

or where an appellate court decision is needed on a significant issue.

Most of the small tax cases are handled by commissioners. It is con-

templated that such cases will, in general, continue to be tried before

the commissioners, with the Court continuing to have the power to

authorize the commissioners to hear other cases (e.g., small tax cases

where the taxpayers have not elected the simplified procedures), as

was the situation after the enactment of the Tax Reform Act of 1969.

In order to alleviate any uncertainty which existed under prior

law as to the authority of commissioners to administer oaths, issue

subpoenas, and to prepare reports of small tax cases proceedings that

they conduct, the Act expressly authorizes commissioners to perform
such functions and duties. In addition, in order to further clarify the

law with respect to the authority of commissioners, the Act authorizes

commissioners to examine witnesses. Finally, under the Act, the Tax
Court may authorize a commissioner to enter a decision in a small tax
case proceeding subject to such conditions of review as the Court may
impose by an appropriate rule, directive or order, whether or not

published.

Effective date

The provision increasing the jurisdictional amount in small tax cases
from $1,500 to $5,000 will become effective on the first day of the first

calendar month beginning more than 180 days after the date of
enactment (June 1, 1979). The provisions relating to the powers of
commissioners are effective on the date of enactment (November 6.

1978).

Revenue effect

The provision is not expected to have any revenue effect.



3. Disclosure of Tax Return Information to the Department of

Justice in Tax Administration Matters (sec. 503 of the Act
and sec. 6103(h) of the Code)

Prior law

Under present law, in tax administration matters, returns and return

information are generally made available to attorneys of the Depart-
ment of Justice (including United StjStes attorneys) in preparation
for any proceeding (or investigation which may result in such a pro-

ceeding) before a Federal grand jury or any Federal or State court.

One 01 the requirements to be met before the return is made available

in these situations is that the taxpayer whose return is the subject of

disclosure either be or may be a party to the proceeding involved.

The return of a third party could also be made available to the Depart-
ment of Justice in preparation for tax proceedings where either the

treatment of an item reflected on the return is or may be related to the
resolution of an issue in the proceeding or the third party's return
or. return information relates or may relate to a transaction between
the third party and the taxpayer whose tax liability is or may be at is-

sue, and the return information pertaining to the transaction may affect

the resolution of an issue of the taxpayer's liability. The disclosure
of a third party return in a tax proceeding is subject to the same item
and transactional tests, described above, except that the transactions
must have a direct relationship to the resolution of an issue of the
taxpayer's liability.

Reasons for change
The substantial revisions made under the Tax Reform Act of 1976

to the section 6103 disclosure provisions resulted in some unintended
administrative problems with regard to the disclosure of returns and
return information to the Department of Justice in certain tax cases,

and the Congress concluded that certain minor modifications were nec-
essary to eliminate these problems.

Explanation of provision

The Act modifies present law in three respects. First, the return of
a taxpayer who is not a party to the proceeding may be made avail-

able to the Department of Justice if the proceeding arose out of, or in
connection with, determining the taxpayer's civil or criminal tax
liability or the collection of civil tax liability. The second modification
makes it clear that disclosures of third party returns made to the
grand jury in tax cases nre investigative disclosures and, thus, not
subject to the more restrictive requirements applicable to disclosures
of third party returns in tax proceedings. The third modification
allows disclosure of returns to officers and employees of the Depart-
ment of Justice, rather than just the attorneys of the Department of
Justice.
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Effective date

These provisions became effective on November 6, 1978.

Revenue effect

These provisions will have no effect on revenues.



4. Refund Adjustments for Amounts Held Under Claim of Right
(sec. 504 of the Act and sec. 6411 of the Code)

Prior law
If a taxpayer includes in income for a prior year an amount received

or accrued under a "claim of right," and it is determined in a later

year that no right to the income existed, then a deduction may be al-

lowed in the later year (rather than in the prior year) for the amount
previously included in income. This situation may arise, for example,
when a public utility bills its customers based on a temporary rate

schedule and, after the rates are made final by a utility commission
in a later year, must make rebates to its customers. The tax benefit (i.e.,

reduction in taxes for the later year) that is allowed because of this

deduction is generally the greater of the tax reduction that would be
realized by treating the item as a deduction in (1) the prior year in

which it originally was included in income, or (2) the later year
in which it was discovered that the ri^ht to the income did not exist

(sec. 1341). If the greater tax benefit is i-ealized by treating the item
as a deduction in the prior year, the tax benefit may be greater than
the entire tax liability otherwise due in the later year. If this is the
case, the excess benefit is treated as an overpayment of tax and is

refundable. Under prior law, however, this refimd might not be re-

ceived for several years, since it was treated as an overpayment of tax
for the later year and could be subject to audit along with the later

year's return.

If a taxpayer incurs a net operating loss which he carries back to
an earlier taxable year, the taxpayer may apply under section 6411 of
the Code for a tentative refund of the tax paid for the earlier year. The
Internal Revenue Service generally must make the refund after a
limited examination of the application and within 90 days after the
application is filed. Under prior law, this procedure was not available
for refunds of overpayments of tax which resulted from, recomputing
a prior year's tax under a claim of right adjustment.

Reasons for change
The adjustment of a later year's tax liability by recomputing the

tax for a prior year in which an item was erroneously included in
income has an effect similar to a net operating loss carryback to the
prior year. The Congress believed that the net operating loss tentative
refund procedures should be extended to apply to such a recom.pu-
tation.

Explanation of provision

The Act provides that a taxpayer may apply for a tentative refund
of the amount of an overpayment for a taxable year that is attributable
to a claim of right adjustment in which the tax for a prior year is

recomputed. The application for a tentative refund may not be filed

before the taxpayer has filed its income tax return for the taxable
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year, and must be filed within 12 months after the close of the taxable

year. The Act specifies certain information that must be provided in

connection with the application.

Within 90 days after the application is filed (or, if later, within 90

days after the last day of the month in which the tax return for the

year with respect to which the overpayment occurs must be filed,

including extensions), the Secretary of the Treasury must review the

application, determine the amount of the overpayment and apply,

credit, or refund the overpayment to the taxpayer (unless the applica-

tion contains errors in computation or material omissions)

.

This application for tentative refund will be administered in a

manner similar to the manner prescribed under present law for tenta-

tive refunds due to carryback of net operating losses, investment tax

credit, etc. Thus, special rules may need to be prescribed by the Secre-

tary of the Treasury to take into account special problems involving

consolidated returns.

Effective date

The provision applies to tentative refund claims filed on and after

November 6, 1978.

Revenue effect

This provision will reduce budget receipts by less than $5 million

annually.



B. ESTATE AND GIFT TAX PROVISIONS

1. Jointly-owned Farms and Closely Held Businesses (sec. 511 of
the Act and sec. 2040 of the Code)

Prior law
In general, Federal estate tax law provides that on the death of a

joint tenant the entire value of the property owned in joint tenancy is

included in a decedent's gross estate except for the portion attribut-

able to the consideration furnished by the survivor. For this purpose,
the services performed by a wife in connection with the operation
of a jointly owned farm or other business usually were not considered
to constitute/ consideration furnished by the wife. Generally, during
a marriage the income derived from a jointly operated business is

treated under local law as belonging to the husband if the common
law rule applies within the applicable jurisdiction. The estate tax
treatment of services rendered by a wife as not constituting consider-
ation furnished for the acquisition of jointly owned property was sim-
ilar in effect to the local property law treatment of joint ownership
interests.

In the case of certain trade or business activities conducted jointly
in the form of a family partnership, the partnership interest held by
the surviving spouse will not be included in the deceased spouse's
gross estate. In this situation, because the husband and the wife chose
to operate the business as a partnership, the effect is that the services
performed by the surviving spouse in connection with the family
owned business are taken into account, by reason of the profit-sharing
ratio, as consideration furnished for the purchase of jointly owned
property used in the trade or business if a partnership is used to con-
duct business.

Under the Tax Refonn Act of 1976, one-half of the value of a
qualified joint interest is included in the gross estate of a decedent
regardless of which joint tenant furnished the consideration for acqui-
sition of the property. An interest is treated as a qualified joint interest
only if the folloAving requirements are satisfied : (1) the interest must
have been created by the decedent, the decedent's spouse, or both

; (2)
in the case of personal property, the creation of the joint interest must
be a completed gift for gift tax purposes

;
(3) in the case of real prop-

erty, the donor must have elected to treat the creation of the joint
tenancy as a taxable event for gift tax purposes; and (4) the joint
tenants cannot be persons other than the decedent and the decedent's
spouse.

Reasons for change
The Congress believed that the performance of sei-\'ices-by a wife in

connection with a jointly owned and operated farm or other business
should be taken into account as consideration furnished under the
estate tax law and without regard to whether the creation of the inter-
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est is treated as a gift for gift tax purposes. The Congress believed that

this is necessary to avoid differences in treatment for cases which are

substantially identical except for formally arranging the business

operation in a proper form, such as a family partnership, so that such
services are given some recognition.

Explanation of provision

The Act provides a special elective rule for excluding a portion of

the value of certain jointly owned property used in a farm or other
business in which the surviving spouse materially participated. The
exclusion is based on the number of years the surviving joint tenant

materially participated in the business. Material participation is to be
determined in a manner similar to that used under section 1402(a) (1)

,

relating to net earnings from self-employment. The provision applies

only to a joint interest in property held by a husband and wife.

The amount excludable is equal tx) the sum of the amount determined
by applying a percentage rate of 2 percent for each year the surviving
spouse materially participated in the business (not to exceed 50 per-

cent) to the excess of the value of the joint interest (as determined for

estate tax purposes) over the amoimt attributable to the original con-

sideration furnished by both spouses and the amount attributable to

the original consideration furnished by the surviving spouse. For this

purpose, the amount attributable to the original consideration consists

of the amount of that consideration plus assumed appreciation at the

rate of 6 percent simple interest for the period of investment of the

consideration.

The aggregate amount by which the value of the decedent's gross
estate may be reduced by exclusions under this provision is $500,000,
and the provision may not result in the inclusion in the decedent's gross

estate of less than 50 percent of the value of the eligible joint interest.

The provision applies if elected by the executor of the estate not
later than the time for filing the estate tax return (including exten-

sions) and in the manner prescribed under Treasury regulations.

Effective date

The provision applies with respect to estates of decedents dying after

December 31, 1978.

Revenue effect

This provision will reduce budget receipts by less than $1 million in

fiscal year 1979, by $41 million in fiscal year 1980, and by $48 million in

fiscal year 1983.



2. Treatment of Certain Interests Held by Decedent's Family for
Purposes of Extension of Time for Payment of Estate Tax
(sec. 512 of the Act and sec. 6166 of the Code)

Prior law

Under Codie section 6166, as added by the Tax Reform Act of 1976,

Code (sec. 6166) provides a 15-year period is provided for the payment
of the estate tax attributable to the decedent's interest in a closely held
business (including a farm). lender this provision, the executor may
elect to defer principal payments for up to 5 years from the due date of
the estate tax return. However, interest for the first 5 years is payable
annually. Thereafter, pursuant to the executor's initial election, the
principal amount of the estate tax liability may be paid in from 2 to 10
annual installments. A special 4 percent interest rate is allowed on the

estate tax attributable to the first $1 million of closely held business

property, and interest on amounts of estate tax in excess of this amount
is at the regular rate for interest on deferred payments (currently 6

percent)

.

In order to qualify for this deferral and installment payment treat-

ment, the value of the closely held business (or businesses) included in

the decedent's estate must exceed 65 percent of the A^alue of the gross
estate reduced by allowable expenses, indebtedness, and losses. For this

purpose, the term "interest in a closely held business" means an interest

as sole proprietor in a trade or business ; an interest as a partner in a
partnership having not more than 15 partners, or in which the decedent
owned 20 percent or more of the capital ; or ownership of stock in a
corporation having not more than 15 shareholders, or in which the

decedent owned 20 percent or more in value of the voting stock. In
determining the number of shareholders or partners each individual is

generally counted once without regard to any attribution rules (such
as attribution between father and son). Certain interests held by a
husband and wife are treated as held by one shareholder or partner.

If a decedent's gross estate includes more than 20 percent of the

value of each of two or more closely held businesses, the businesses can
be treated as a single closely held business in determining whether
the 65 percent test is satisfied.

A 10-year extended payment provision is also provided for estate

tax attributable to a closely held business where a lesser proportion of
the estate is represented by its value (sec. 6166A). Under this 10-year
extension, the value of the business must be in excess of either 35 per-

cent of the value of the gross estate or 50 percent of the taxable estate.

In addition, the Internal Revenue Service is authorized to permit dis-

cretionary annual extensions of up to 10 years to pay estate tax where
reasonable cause for an extension exists (sec. 6161(a)(2)). Prior to

the Tax Reform Act of 1976, the 10-year discretionary extension was
available only in the case of "undue hardship". Under both of these
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extensions, interest is payable at the regular rate rather than the

special 4-percent rate.

Reasons for change
The Congress believes that in determining whether a business is

"closely held" for purposes of qualifying for the extended payment
period where the 65 percent test is satisfied, attribution rules should
be applied to permit stock or partnership interests held by the dece-

dent's immediate family to be treated as held by the decedent in

counting the number of shareholders or partners for purposes of de-

termining qualification. In addition, these attribution rules should be
applied, in the case of partnership interests and nonmarketable stock

to determine if 20 percent of the business was included in the dece-

dent's estate. Where the attribution rules are used to meet the 20 per-

cent test, a 10-year deferral with interest payable at the regular rate

Avill be allowed.

Explanation of provision

The Act applies attribution i-ules for purposes of calculating the

number of shareholders in a corporation or partners in a partnership
in determining eligibility for the 15-year extended payment provision

for estate tax attributable to a closely held business (sec. 6166) .^ Under
the Act, stock or partnership interests held by the decedent's family
(e.g., father, mother, spouse, brothers, sisters, and descendants) will

be treated as held by a single shareholder or partner, as the case may
be. In applying the attribution rules, all stock or partnership interests

held by a member of the decedent's family, either directly or indirectly

through a corporation, partnership, estate, or trust are to be attributed

to the decedent.^

In addition, the Act allows an executor to elect to apply the same
attribution rules in order to determine whether at least 20 percent of

the capital interest or value of voting stock in a business is included
in the decedent's gross estate. However, in the case of stock, this attri-

bution provision may be elected only if, at the time of the decedent's

death, there was no market on a stock exchange or in an over-the-

counter market for the stock. If an executor makes an election under
this provision, then the extended payment period for the estate tax due
cannot exceed 10 yeare, and the si>ecial 4 percent interest rate will not

apply.

^ This provision was added to the Revenue Act of 1978 by a Senate floor

amendment. The provision was included in a separate bill, H.R. 12578, which
was reported by the House Ways and Means Committee (H. Rept. No. 95-1286.
June 12, 1978) and passed by the House on September 12, 1978.

"Code section 6166(b)(2)(C) sets forth the applicable indirect ownership
attribution rules.

In addition, under section 6166(b)(2)(B). certain interests held jointly by
a husband and wife are treated as owned by one shareholder or partner, as the
case may be. Thus, if a decedent's brother and the brother's wife hold stock in

a corporation as joint tenants (and own no other stock), the decedent, his

brother, and his brother's wife will be treated as one shareholder, for purposes of
determining the number of shareholders in the corporation. Also, the stock held
by the brother and his wife will be treated as included in the decedent's gross
estate for purposes of applying the 20-percent test.
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Effective date

This provision applies with respect to the estates of decedents
dying after the date, of tlie enactment of the Act.

Revenue effect

This provision will reduce budget receipts by less than $1 million
per year.



3. Subordination of Special Liens for Estate Tax Attributable to

Special Valuation Property (sec. 513 of the Act and sec. 6325

of the Code)

Prior law

Present law provides an estate tax election pursuant to which cer-

tain qualifying property used in connection with a farm or other

closely held business may be valued on the basis of its actual use rather

than at its fair market value based on the highest and best use of the

property (sec. 2032A). If this election is made, a special lien arises on

the property (sec. 6324B) and continues until the earlier of the recap-

ture of the tax benefit or the termination of potential liability for

recapture (i.e., the death of a qualified heir, or the expiration of a

15-year period from the decedent's death). The Treasury Department
is to issue regulations under which other security could be substituted

for the real property.
Also, under present law, the Internal Revenue Service may agree to

the subordination of a prior tax lien to a subsequent security interest if

certain conditions are satisfied (i.e., an amount equal to the security

interest is paid over or the Service believes that subordination of the

tax lien would increase the amount ultimately realizable)

.

Under prior law, the subordination of lien provision did not specifi-

cally deal with the circumstances under which the special lien for es-

tate taxes attributable to special valuation property could be sub-

ordinated.

Reasons for change
The Congress believes that the subordination of lien provision

should be clarified to permit the subordination of the special tax lien

in appropriate cases. In this way, the purpose of providmg the special

estate tax valuation for farm and closely held business real property

will not be frustrated by unduly restricting an heir's ability to obtain

working capital and other financing because the lien for such financing

would be inferior to the pre-existing special tax lien.

Explanation of provision

The Act permits the subordination of the special lien for the recap-

ture of the estate tax savings attributable to the special valuation of

farm or closely held business real property. The special lien may be

subordinated if the Secretary of the Treasury is satisfied that the

interests of the United States are protected adequately after

subordination.

Effective date

The provision applies with respect to estates of decedents dying

after December 31, 1976.

Revenue effect

It is estimated that the provision will have a negligible revenue

effect.
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4. Time To Amend Governing Instruments of Charitable Split
Interest Trusts (sec. 514 of the Act and sees. 170, 2055, and
2522 of the Code)

Prior law
The Tax Reform Act of 1969 imposed new requirements that must

be met in order for a charitable deduction to be allowed for income,
gift, and estate tax purposes for the transfer of a split interest to

charity (i.e., part charitable and part noncharitable). In the case of a

remainder interest in trust, the interest passing to charity must be in

either a charitable remainder annuity trust, a charitable remainder
unitrust, or a pooled income fund. In the case of an "income" interest

passing to charity (i.e., a charitable lead trust), the "income'* interest

must be either a guaranteed annuity or a fixed percentage of the fair

market value of the trust (determined at least annually).
Many persons created instruments which did not comply with these

new requirements. As a result. Congress provided, as early as 1974,

that the governing instruments of charitable remainder trusts could
be amended to meet the new rules within certain time limitations for

estate tax purposes. The latest extension of these time limitations was
made by the Tax Reform Act of 1976 which permitted amendment of

charitable remainder trusts until December 31, 1977, in order to qualify

the trust for the charitable estate tax deduction. However, it provided
this relief only in the case of the charitable deduction for estate tax

purposes and only for remainder interests passing to charity. No relief

was provided for the charitable deduction for income or gift tax pur-

poses or for "income" interests passing to charity for income, gift or

estate tax purposes.

Reasons for change
The Congress believes that the pei-sons creating charitable lead

trusts should be granted an opportunity to amend the trust instru-

ment in order to comply with tlie requirements of the 1969 Act similar

to the opportunity that Congress has extended to charitable remainder
trusts. In addition, Congress believes that the opportunity to amend
the instruments of charitable split interest trusts should be extended
to the charitable deduction for income and gift tax purposes.

Explanation of provision

Tbe Act extends until December 31, 1978, the time to amend (or to

commence judicial proceedings to amend) instruments establishing

charitable remainder trusts which were executed before December 31,

1977. in order to confonn such instruments to the requirements of the

Tax Reform Act of 1969 for a charitable deduction to be allowed for

estate tax purposes. The Act also provides that instruments establish-

insf charitable lead trusts, and charitable remainder trusts in the case

of income and gift taxes, which were created before December 31. 1977,

may be amended to comply with the requirements of the 1969 Act if the
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instrument is amended (or judicial proceedings to amend are com-
menced) by December 31, 1978.

Effective date

The provision is effective on the date of enactment (November 6,

1978).

Revenue effect

This provision will reduce budget receipts in fiscal year 1979 by
$15 million. (This includes liabilities for prior years.)



5. Deferral of Carryover Basis Rules (sec. 515 of the Act and
sees. 691 and 1023 of the Code)

Prior law
Under the Tax Reform Act of 1976, the basis of property passing

from a decedent is "carried over" from the decedent to the estate or
beneficiaries for purposes of determining gain or loss for sales and ex-

changes by the estate or beneficiaries. Under prior law, the basis of
property passing from a decedent was generally stepped up or down to

its value on the date of the decedent's death. The can-yover basis pro-

visions were to applv to propertv passing from decedents dying after

December 31, 1976.

Reasons for change
A number of administrative problems concerning the carryover

basis provisions have been brought to the attention of the Congress.
Administrators of estates have testified that compliance with the
carryover basis provisions has caused a significant increase in the time
required to administer an estate and has resulted in raising the overall

cost of administration. Moreover, the Congress believes that it should
thoroughly review the basic concept of carryover basis in adJdition to

considering its effect on the administration of estates. The Congress be-

lieves that the effective date should be postponed in order to review the
provisions before they become effective.

Explanation of provisions

The Act postpones the effective date of the carryover basis pro-
visions so that they will only apply to property acquired from de-
cedents dying after December 31, 1979. For property passing or ac-

nuired from a decedent dying before January 1, 1980, the basis of
l^roperty will be its fair market value at the date of the decedent's
death or at the applicable valuation date if the alternate valuation
provision is elected for estate tax purposes.
The Act also postpones the changes made by the 1976 Act with re-

spect to the computation of the section 691(c) deduction for estate
taxes attributable to the inclusion of items of income in respect of a
decedent in a decedent's gross estate. As a result, the section 691(c)
deduction is determined, for the three year postponement period, only
with regard to Federal estate tax, and is based on the highest mar-
ginal, rather than the average rate of tax.

Effective date

The amendments are to take effect as if included in the Tax Reform
Vet of 1976. Thus, the postponement applies to property passing or
acquired from a decedent dying after December 31, 1976, and before
January 1, 1980.

Revenue effect

This provision will reduce budget receipts by $36 million in fiscal

year 1979, $93 million in fiscal year 1980, and $190 million in fiscal

year 1983.
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C. EXCISE TAX PROVISIONS

1. Reduction in Rate of Excise Tax on Investment Income of

Private Foundations (sec. 520 of the Act and sec. 4940 of the

Code)

Prior law

The Tax Reform Act of 1969 imposed a 4-percent excise tax on the

net investment income of all private foundations (sec. 4940 of the

Code) . A private foundation's net investment income is the sum of ( 1

)

its gross investment income and (2) the full amount of its net capital

gains, this sum being reduced by the expenses paid or incurred in

earning the gross investment income. Gross investment income in-

cludes interest, dividends, rents, and royalties, but does not include

unrelated business income which is taxed under section 511.

Reasons for change

The 4-percent excise tax on investment income of private founda-

tions was enacted 9 years ago. This tax has produced more than

twice the revenue needed to finance the operations of the Internal

Revenue Service with respect to tax-exempt organizations.

Because of the operation of the private foundation charitable dis-

tribution provisions (sec. 4942(d)), this tax reduces the minimum
amount that private foundations are required to spend or grant for

charitable purposes. In many cases, the tax actually has reduced char-

itable expenditures.

This experience with the tax and its impact on charitable expendi-

tures has led the Congress to conclude that it is appropriate to cut

the tax rate in half.

The Congress also is concerned that the Internal Revenue Serv-

ice devote adequate resources to the administration of the provisions

of the tax law relating to tax-exempt organizations. The excise tax

was instituted in the Tax Reform Act of 1969 in order to assure the

availability of such resources. In section 1052 of the Employee Re-

tirement Income Security Act of 1974, the Congress established a sep-

arate office in the IRS to effectively deal with this area and made a

permanent authorization of appropriations to assure further the avail-

ability of sufficient resources to administer these provisions. The change

in tax rate made by this Act does not reduce the amount of that

permanent authorization.

The Congress expects and intends that the Internal Revenue Serv-

ice report annually to the tax-writing committees on the extent to

which audits are conducted as to the tax liabilities of exempt organiza-

tions, the extent to which examinations are made as to the continued

qualification of such organizations for exempt status, the extent to

which IRS personnel are given initial and refresher instruction m
the relevant portions of the law and administrative piwedures, the ex-

tent to which the IRS cooperates with, and receives cooperation from.
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State officials with regard to supervision of charities and other tax-
exempt organizations, the costs of maintaining such programs at
levels which would produce proper compliance with the laws, the
amounts requested by the Executive Branch for the maintenance of
those programs, and the reasons for any difference between the needed
funds and the requested amounts. Also, the Internal Revenue Service is

to notify the tax-writing committees of any administrative problems
that the IRS experiences in the course of its enforcement of the internal
revenue laws with respect to exempt organizations.

Explanation of provision

The provision reduces the rate of tax imposed on the net investment
income of domestic private foundations from 4 percent to 2 percent.^

Effective date

The provision applies to taxable years beginning after September 30,

1977.

Effective date

This provision will reduce budget receipts by $40 million per year
in fiscal years 1979-1983.

^ This provision was added to the Revenue Act of 1978 by a Senate Finance
Committee amendment. The provision was the subject matter of a separate bill,

H.R. 112, which was reported by the House Ways and Means Committee (H.
Rept. No. 95-842, January 19, 1978) and passed by the House on February 28,
1978. This provision was also reported by the Finance Committee as part of H.R.
112 (S. Rept. 95-790, May 9, 1978) and passed by the Senate, with amendments,
on August 23, 1978.



2. Excise Tax on Certain Gaming Devices (sec. 521 of the Act, and
sees. 4461 and 4464 of the Code)

Prior law
Prior law imposed an annual occupational excise tax of $250 on

each slot machine or other coin-operated gaming device (sec. 4461 of

the Code). If a State imposed a similar tax, the State tax was credited

dollar-for-dollar against the Federal tax up to a maximum of 80 per-

cent of the Federal tax (sec. 4464)

.

Reasons for change

The Commission on Review of the National Policy Toward Gam-
bling recommended that State governments be given sole jurisdiction

with respect to legalized gaming activity.

The availability of the State tax credit facilitates the raising of

State revenues through State taxes on slot machines. Under State law
in Nevada, an amount equal to the State tax credit is used for educa-
tional purposes.
For these reasons, the Congress believes that the State credit should

be increased to 95 percent of the Federal tax for two years, and that the
Federal tax should be repealed as of July 1, 1980.

Explanation of provisions

The Act increases the State credit against the annual Federal excise

tax imposed on slot machines from 80 to 95 percent of the Federal tax
amount. The increase in the State credit applies for years ending
June 30, 1979, and June 30 1980. The Act repeals the Federal excise

taxasof July 1,1980.

Effective date

The provision applies to Federal excise tax imposed on slot machines
after June 30, 1978.

Revenue effect

This provision will reduce budget receipts by $5 million in fiscal

year 1979, $6 million in fiscal year 1980, and $7 million in fiscal year
1983.
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3. Exemption From Private Foundation Excise Tax for Failure
to Distribute Income (sec. 522 of the Act and sec. 4942 of the
Code)

Prior law
Under present law, the term "private information'' means any chari-

table, educational, religious, or other organization described in section
501(c)(3), otiier than certain specified categories of organizations
(sec. 509 (a) of the Code). These specified categories (known as "pub-
lic charities") include churches, schools, hospitals or certain medical
research organizations, certain other organizations which receive
specified "public" support, and organizations which are "supporting"
organizations to other public charities. For this purpose, under Treas-
ury regulations, the term "hospital" does not include "convalescent
homes or homes for children or the aged, nor does the term include
institutions whose principal purpose or function is to train handi-
capped individuals io pursue some vocation" (Treas. rear. sec. 1.170A-
9(cj(l)).^
In addition to other restrictions on private foundations, a private

foundation is required to make annual expenditures or distributions
for exempt purposes generally equal to the net income of the private
foundation. However, an exception to this rule is provided for certain
private foundations known as "operating foundations." A private
foundation may qualify as an "operating" foundation if it spends
directly for the active conduct of its exempt-purpose activities amounts
which are at least equal to 85 percent of its adjusted net income, and
which are at least equal to 3I/3 percent of its net endowment assets, or
if the foundation meets certain other tests (sec. 4942 (j) (3) ).

In general, the rules relating to income tax deductions by individuals
for contributions to public charities or to private operating founda-
tions are more favorable to the donor than the rules relating to the
deductibility of contributions to private non-operatins: foundations
(sec. 170).

Reasons for change
The Congress believes that organizations which provide long-term

care facilities for disabled and needy persons, widows, and children
have a greater need to accumulate a portion of their income for future
use in their charitable purposes than other private foundations. How-
ever, the Congress believes that these organizations should be required
to spend currently a substantial amount on the care of these disadvan-
taged persons. "WTiile Congress believes that it is appropriate to relax
the normal distribution requirements applicable to private founda-
tions in these cases, the Congress does not believe that contributors to

these organizations should be entitled to the more favorable rules on
charitable contributions.
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Explanation of provisions

Under the Act, and only for purposes of the distribution re-

quirements of section 4942, an "operating foundation" includes a pri-

vate foundation which, on or before May 26, 1969, and continuously

thereafter to the close of each taxable year, operates and maintains as

its principal functional purpose facilities for the long-term care, com-

fort, maintenance, or education of permanently and totally disabled

persons, elderly persons, needy widows, or children provided the foun-

dation meets the distribution requirements applicable to operating

foundations (sec. 4942(j) (3) (B) (ii) ). This requires the foundation

to make qualifying distributions, directly for the active conduct of its

exempt function, of not less than 66% percent of its minimum invest-

ment return. Since this rule applies only for purposes of the distri-

bution requirement, the rules for deductibility of contributions to

such an organization will be determined as if the organization is a

nonoperating private foundation (unless it meets the regular defini-

tion of a public charity or operating foundation).

Effective date

The provision is effective for taxable years beginning after Decem-
ber 31, 1969.

Revenue effect

This provision will reduce receipts by less than $1 million annually.



D. OTHER TAX PROVISIONS

1. Employment Tax Status of Independent Contractors and Em-
ployees (sec. 530 of the Act)

Prior law
With certain limited statutory exceptions, the classification of par-

ticular workers or classes of workers as employees or independent

contractors (self-employed persons) for purposes of Federal employ-

ment taxes, is made under common law rules. A determination of

wliether an employer-employee relationship exists is important because

a certain amount of wages paid to emploj'ees generally is subject to

Social Security taxes imposed on the employer and the employee under
the Federal Insurance Contributions Act (FICA) and unemployment
taxes are imposed on the employer under the Federal Unemployment
Tax Act (FIJTA). On the other hand, payments to independent con-

tractors are subject to the tax on self-employment income (SECA).
In addition. Federal income tax must be withheld from compensation
paid to employees, but payments to independent contractors are not

subject to withholding.
Generally, the basis for determining whether a particular worker

is an employee or independent contractor is the common law test of
control. lender Treasury regulations, if a person engaging the services

of another has "the right to control and direct the individual who
performs the ser\nces, not only as to the result to be accomplished by
the work, but also as to the details and means by which the result is

accomplished," the relationship of employer and employee is deemed
to exist. On the other hand, the absence of a right to control generally
indicates that the person performing the services is an independent
contractor. In interpreting the Treasury regulations, twenty factors
are used in determining whether workers are employees or independent
contractors.

Reasons for change
In the late 1960s, the IRS increased its enforcement of the employ-

ment tax laws. Pre'V'iously, employment tax audits had been superficial

or sporadic and only occasionally entailed examination of employment
status issues. Many controversies developed between taxpayers and
the Service about whether individuals treated as independent con-
tractors should be reclassified as employees. If the IRS prevailed on a

reclassification, the taxpayer became liable for employment taxes

—

withholding, social security, and unemployment—which neither had
been withheld nor paid to the Treasury.
In some cases, the assessments were for liabilities already satisfied

directly by workers, who paid their own income and self-employment
taxes. The IRS has agreed to allow taxpayers certain income tax and
FICA-SECA offsets, if they provide the Service with their workers'
names and social security numbers. However, many taxpayers lack
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such information about their workers and cannot benefit from this

procedure.

Many taxpayers have complained that proposed reclassifications

involve a change of position by the Internal Revenue Service in inter-

preting how the common law rules apply to their workers or industry.

Some taxpayers have prior private letter rulings or technical advice

memoranda from the Service in which the Service said that the workers
were independent contractors. Other taxpayers have pointed to prior

audits in which their treatment of workers as independent contractors

was not challenged. Before the 1970s, however, most audits did not

focus on employment tax status determinations; so most taxpayers

relied on their own judgment, industry practice, or, in a few industries,

published Revenue Rulings.

During the 1976 Tax Reform Act conference, House and Senate

conferees included in the Statement of Managers a request that the

IRS "not apply any changed position or any newly stated position in

this general subject area to past, as opposed to future taxable years"

until the completion of a study by the staff of the Joint Committee on
Taxation on the problems of classifying persons as employees or inde-

pendent contractors.

The Congress believes that it is appropriate to provide interim relief

for taxpayers who are involved in employment tax status controversies

with the Internal Revenue Service, and who potentially face large

assessments, as a result of the Service's proposed reclassifications of

workers, until the Congress has adequate time to resolve the many
complex issues involved in this area.

Explanation of provisions

General

The Act provides an interim solution for controversies between the

Internal Revenue Service and taxpayers involving whether certain

individuals are employees by

—

(1) terminating certain employment tax liabilities for periods

ending before January 1, 1979,

(2) allowing taxpayers, who had a reasonable basis for not

treating workers as employees in the past, to continue such treat-

ment for periods ending before Januai*y 1, 1980, while the Con-
gress works on a comprehensive solution, without incurring em-
ployment tax liabilities, and

(3) prohibiting the issuance of Treasury regulations and Rev-

enue Rulings on common law employment status before 1980.^

Termination of certain pre- J979 employment tax liability

The Act provides relief from employment tax liability to certain

taxpayers involved in employment tax status controversies with the

Internal Revenue Service as a result of the Service's proposed reclassi-

fications of workers, whom taxpayers have considered as having inde-

pendent contractor status or some other status (e.g., customer), as

employees. For purposes of determining such taxpayers' employment

^ The text of this provision, which originated as a Senate floor amendment, is

similar to a separately reported hill. H.R. 14159. which was reported hy the

House Wavs and Means Committee (H. Kept. 95-1748, Octoher 10. 1978).
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tax liabilities, the Act provides that workers shall be deemed not to be
the taxpayers' employees, miless the taxpayers had no reasonable basis

for not treating the workers as employees.
Liabilities terminated under the Act are those for Federal income tax

withholding. Social Security (FICA), and unemployment (FUTA)
taxes for any period ending before January 1, 1979, during which the
taxpayers did not treat the workers as employees. It is not necessary
that a taxpayer have treated workers other than as employees for all

pre-1979 periods in order to qualify for relief. A taxpayer who treated

workers as employees for some pre-1979 periods, may obtain relief for

other pre-1979 periods when they were treated other than as employees,
provided there was a reasonable basis for such treatment. (However,
an antiabuse rule, discussed later, denies relief for 1979 periods, if the
taxpayers' treatment of workers other than as employees is inconsist-

ent with the treatment of such workers for any period beginning after

December 31, 1977.)
Generally, the Act terminates pre-1979 employment tax liabilities of

taxpayers who had a reasonable basis for treating workers other than
as employees. The Congress intends that this reasonable basis require-

ment be construed liberally in favor of taxpayers. In addition, the
Act establishes several alternative statutory standards which consti-

tute "safe havens," and which, when met, qualify a taxpayer for the

termination of employment tax liability.

The first statutory reasonable basis standard is met if a taxpayer's
treatment of an individual as not being an employee for a period was
due to reasonable reliance on judicial precedent, published rulings,

technical advice with respect to the taxpayer, or a ruling, for example,
a "letter ruling," or a "determination letter," issued to the taxpayer.

Under this test, the judicial precedent oi- published ruling upon which
a taxpayer reasonably relied does not have to relate, necessarily, to

the particular industry or business in which the taxpayer is engaged.
Under the second statutory "safe haven" standard, a taxpayer is

treated as satisfying the reasonable basis test for the treatment of an
individual as other than an employee for employment tax purposes,

by showing reasonable reliance on a past Internal Revenue Service
audit of the taxpayer. Such an audit need not have been for employ-
ment tax purposes. However, a prior audit would qualify as a "safe

haven" basis for a taxpayer's reliance only if the audit entailed no
assessment attributable to the taxpayer's treatment (for employment
tax purposes) of individuals holding positions substantially similar

to the position held by the individual whose treatment is at issue. A
taxpayer does not meet this second test if in the conduct of a prior

audit an assessment attributable to the taxpayer's treatment of an
individual was offset by other claims asserted by the taxpayer.

The third statutory method for a taxpayer to establish a reasonable

basis for the treatment of an individual as other than an employee is to

show that such treatment coincided with a long-standing, recognized

practice of a significant segment of the industry in which the individ-

ual whose status is at issue was engaged. This test does not require

that a practice be uniform throughout an entire industry.

The three statutory methods for fulfilling the requirement that a

taxpayer had a reasonable basis for the treatment of an individual as
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other than an employee are not the exclusive ways of meeting the Act's

reasonable basis requirement. A taxpayer who can demonstrate a rea-

sonable basis for the treatment of an individual as other than an em-

ployee in some other manner also is entitled to termination of employ-

ment tax liabilities.

Termination of employment tax liabilities under the Act is made
available to taxpayers who are under audit by the Internal Revenue
Service or who are involved in administrative or judicial proceedings

with respect to assessments based on employment status reclassifica-

tions. Relief also is extended to any claim for a refund or for a credit

of any overpayment of an employment tax resulting from the Act's

termination of liability, provided the claim is not barred on the Act's

dat« of enactment by any law or nile of law.

Taxpayers who have entered into final closing agreements under
section 7121 or comjiromises under section 7122 with respect to em-
ployment status controversies are ineligible for relief under the Act,

unless they have not completely paid their lipbility. Thus, for exam-
ple, a taxpayer who has agreed or compromised a liability for an

amount which is to be paid in installments, but who still has one- or

more installment to pay, is relieved of liability for such outstanding

installments. Taxpayers who settled employment status controversies

administratively with the Internal Revenue Service or who unsuccess-

fully litigated such cases are eligible for relief, provided their claims

are not barred by the statute of limitations or by the application of

the doctrine of res judicata. However, an unsuccessful litigant in an

employment status case who fulfills the Act's requirements, can avoid

collection of any unpaid employment tax liabilities, regardless of the

doctrine of res judicata.

Eligibility for relief for pre-1979 periods is to be detennined inde-

pendently of a taxpayer's eligibility for relief for any periods in 1979.

With respect to pre-1979 periods, there is no requirement that the tax-

payer file all Federal tax returns (including information returns),

required to be filed with respect to an individual whose status is at

issue on a basis, consistent with the taxpayer's treatment of such in-

dividual as not b(Mng an employee.

Employment tax liahility for 1979

TTntil the Congress enacts legislation clarifying the employment
tax status of individuals, taxpavers will remain uncertain about the

proper treatment of manv workers. Therefore, the Act allows tax-

payers to continue to treat workers as other than employees through
1979, unless the taxpayers have no reasonable basis for not treating

the workers as employees. However, in order to qualify for relief for

1979, the Act also provides that taxpayers must file all Federal tax

returns (including information returns) required to be filed for

periods after December 31 . 1978, with resnect to workers whose status

is at issue, on a basis consistent with the taxpavers' treatment of the

workers other than as employees. Thus, the Act prospectively relieves

taxpayers of liabilities which they might incur during 1979. The Con-
gi-ess believes that work on formulating comprehensive legislation

on the employment tax status controversy should be undertaken dur-

ing this period.
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Except for the filing requirement, taxpayers' eligibility for the
prospective relief from potential 1979 liabilities is to be determined
under the same tests and the same liberal interpretations of the
tests which determine eligibility for pre-1979 relief.

It is expected that legislation developed during 1979 to clarify the
employment tax status of individuals would become effective Jan-
uary 1, 1980, or the date of enactment of clarifying legislation, which-
ever is earlier, and would replace present law for all periods thereafter.

Anti-abuse provision

To prevent taxpayers from changing the way they treat workers
for employment tax purposes solely to take advantage of the relief

provisions, the Act denies relief in such circumstances. The Act pro-
hibits the termination of any potential employment tax liability with
respect to the treatment of any individual for employment tax pur-
poses for any period ending after December 31, 1978, and before

January 1, 1980, if the taxpayer (or a predecessor taxpayer) has
treated an individual holding a substantially similar position as an
employee for any period beginning after December 31, 1977. The
application of this provision to taxpayers and their predecessors is

intended to prevent avoidance of this rule, for example, by reincorpo-
rations.

Refunds or credits of overpayments

The Act allows taxpayers at least a one-year period for filing claims
for refunds or credits attributable to the relief provided in the Act.
If a taxpayer's claim for refund or credit is not barred on the Act's
date of enactment by any law or rule of law, the taxpayer will have
at least until the date one year after the Act's date of enactment for
filing a claim. If the taxpayer is entitled to a longer period under the

general statute of limitations for filing such claims, the longer period

applies.

Generally, taxpayers should file refund or credit claims asserting

grounds for relief under the Act with the Internal Revenue Service.

If the taxpayer already has an open claim filed with the Service, or
is involved in litigation over such a claim with the Department of

Justice, the original claim qualifies as a claim for relief under this

provision, provided the taxpayer notifies either the Service or the

Department of Justice, whichever is appropriate, within the proper
time period, of the taxpayer's basis for relying on the Act for relief.

Penalties and interest

If a taxpayer is relieved of liability for any tax under this provi-

sion, any liability for interest or penalties attributable to such tax

liability is forgiven automatically. This relief applies to all such in-

terest and penalties for both pre-1979 and 1979 liabilities, whether
charged directly against the taxpayer or personally against the tax-

payer's officers.

Status^ liahHities and righ ts of individual employees and independent

contractors

The Act does not change in any way the status, liabilities and rights

of an individual whose employment status is at issue.
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Prohibition against IRS Revenue Rulings and Regulations

The Act prohibits the Department of the Treasury (including the

Internal Kevenue Service) from publishing any regulation or Kevenue

Ruling classifying individuals for purposes of employment taxes under

interpretations of the common law. This prohibition becomes effective

on the date of enactment of the Act and will remain in effect until

January 1, 1980, or, if earlier, the effective date of any law subsequently

enacted to clarify the employment status of individuals for purposes

of employment taxes.

The prohibition applies to Revenue Rulings having precedential

status but does not apply to the issuance of private letter rulings

requested by taxpayers. Moreover, the prohibition does not extend to

regulations or Revenue Rulings based on statutory provisions dealing

with the employment tax status of particular workers, such as certain

fishermen, which do not involve the application of common law stand-

ards ; nor does the prohibition apply to the determination of matters

such as effective dates, which do not entail issues of common law
employment status for purposes of employment taxes.

Effective date

This provision was effective upon enactment (November 6, 1978).

Revenue effect

The revenue effect of this provision cannot be estimated because the

provisions affects IRS-asserted employment tax liabilities which were

contested by taxpayers in both administrative and judicial proceedings.



2. Tax Treatment of Cooperative Housing Corporations (sec. 531
of the Act and sec. 216 of the Code)

Prior law
A tenant-stockholder in a cooperative housing corporation is en-

titled to deduct amounts paid to the corporation which represent the

tenant stockholder's proportionate share of allowable real estate taxes

and interest relatinjof to the corporation's land and buildings, (In addi-
tion, to the extent a tenant -stockholder uses depreciable property
leased from the cooperative housing corporation in a trade or business
or for the production of income, the tenant-stockholder is allowed to

take depreciation deductions with respect to the stock the ownership
of which gives the tenant-stockholder the right to lease such property.)
In general, for an organization to qualify to pass through these

deductions to tenant-stockholders, 80 percent or more of the gross
income of the cooperative housing corporation must have been de-

rived from individual tenant-stockholders. However, for purposes of
determining whether the 80 percent test has been satisfied, stock owned
and dwelling units leased by governmental entities for the purpose of
providing housing facilities are not taken into account. Further, banks
and other lending institutions which obtain stock in a cooperative
housing corporation through foreclosure are treated as tenant-stock-
holders for up to three years after the date of acquisition.

Reasons for change
The requirement that at least 80 percent of the gross income of a

cooperative be derived from individual tenant-stockholders results

in placing corporate sponsors of cooperative projects in a disadvan-
tageous iwsition when converting residential apartments to coopera-
tive status because of the adverse tax consequences which result from
the retention of unsold units. Unless the individual owners of the
corporate sponsor are willing to assume the financial risks involved
in holding the unsold shares, the corporation is unable to take back
the shares from the cooperative corporation for resale without the risk
of violating the 80 percent of gross income rule.

Consequently, Congress believed that there should be a relaxation
of the rule that 80 percent or more of the income of the cooperative
must come from individual tenant-stockholders in situations where
buildings are being converted into housing cooperatives (or being
constructed for use as housing cooperatives) by non-individual
sponsors.

Explanation of provision

The Act provides that if a person who conveys the houses, apart-
ment building or leasehold thereof to a cooperative housing corpora-
tion acquires stock in the corporation by purchase or foreclosure, to-

gether with a lease or right to occupy the house or apartment, such
person would be treated as a tenant-stockholder for up to three years
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from the date of acquisition. This provision would apply even though
such person or any purchaser from such person could not occupy the

apartment or house without prior approval of the corporation or its

managing agent.

Effective date

This provision applies to stock acquired after November 6, 1978.

Revenue effect

The provision will reduce budget receipts by less than $5 million

annually.



3. Deposits in Certain Branches of Puerto Rican Savings and
Loan Associations (sec. 540 of the Act and sec. 861 of the
Code)

Prior law

U.S. citizens and resident aliens residing in Puerto Rico are, in
general, subject to U.S. tax on all their income other than Puerto
Rican source income (sec. 933). U.S. corporations operating in Puerto
Rico which qualify under section 936 are entitled to a possessions
credit against any U.S. tax on the foreign source income of their Puerto
Rican businesses and on certain investment income from Puerto Rican
sources (qualified possessions source investment income).
As a general rule, interest received from a U.S. corporation is

treated as U.S. source income (sec. 861(a)(1)) and thus does not
c[ualify for the special treatment provided for Puerto Rican source
income of Puerto Rican residents (sec. 933) and possessions corpo-
rations (sec. 936) described above. However, interest paid by a do-
mestic corporation is considered to be foreign source if less than 20
percent of the corporation's gross income is from sources within the
United States (sec. 861(a)(1)(B)). If this requirement is met and
50 percent or more of the corporation's gross income is from Puerto
Rican sources, then interest paid by the corporation is treated as
from Puerto Rican sources in the same proportion as the corpora-
tion's gross income is from Puerto Rican sources. (Of. Rev. Rul. 76-
535, 1976-2 C.B. 219.)
As an exception to these rules, interest on deposits with a foreign

branch of a U.S. commercial bank, including a branch located in

Puerto Rico or another U.S. possession, is treated as income from
sources within the foreign country or possession in which the branch
is located (sec. 861(a)(1)(F); treas. Reg. § 1.861-2(b) (5)). Con-
sequently, interest paid by Puerto Rican branches of U.S. commer-
cial banks generally qualifies for the special treatment afforded Puerto
Rican residents and possessions corporations (provided, of course, it

meets the other applicable conditions for such treatment).
However, this exception for foreign branches of U.S. commercial

banks did not, under prior law, extend to foreign or possessions
branches of XT.S. savings and loan associations. Since this exception did
not apply to Puerto Rican branches of TT.S. savings and ^oan institu-

tions, interest paid by those branches generally was treated as U.S.
source income or, if less than 20 percent of the gross income of the sav-
ings and loan was from U.S. sources, the interest income could be
treated as partially from sources within and without Puerto Rico in
accordance with the proportion of the gross income of the savings and
loan institution from sources within and without Puerto Rico. It was
unclear under prior law whether these same source inles were to be ap-
plied for purposes of the special treatment provided Puerto Rican
residents and possessions corporations. As a result, unless all the in-
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come of the saving^s and loan association was from Puerto Rican
sources, interest income received from the Puerto Rican branch of the

savings and loan association (or, where applicable, a pro rata portion

of the interest) might not have been from Puerto Rican sources for

purposes of the exclusion for residents of Puerto Rico under section

933, and also might not have qualified for the possessions tax credit

under section 936.

Reasons for change

The Congress believed that interest on deposits with Puerto Rican
branches of U.S. savings and loans should receive the same treatment

for purposes of the exclusion allowed residents of Puerto Rico under
section 933 and the possessions tax credit under section 936 as does

interest on deposits with a Puerto Rican branch of a U.S. commercial
bank.

Explanation of provisions

The Act expands the exception to the source rule provided by sec-

tion 861(a)(1)(F) for interest on deposits in foreign branches of

U.S. connnorcial banks so that it also applies to interest on deposits or

withdrawable accounts with foreign branches of U.S. savings and loan

associations.^ The principal purpose of this change is to make it clear

that interest received from Puerto Rican branches of U.S. savings and
loan associations is to be treated as Puerto Rican source income and
thus qualifies for the special treatment afforded Puerto Rican source

income received by Puerto Rican residents and for the tax credit af-

forded to possessions corporations.

Effective date

The provision applies to taxable years of the recipient of the in-

terest beginning after the date of enactment (November 6, 1978) . (The
Congress did not intend that any inference be drawn as to whether or
not mt«rest paid by Puerto Rican branches of U.S. savings and loan
associations was from Puerto Rican sources for purposes of the special

tax treatment provided to Puert:o Rican residents and possessions
corporations prior to the effective date.)

Revenue effect

The provision will reduce budget receipts by less than $5 million a
year.

^ This provision was added to the Revenue Act of 1978 as a Senate Finance
Committee amendment. The i)rovision was also the subject matter of a separate
bill, H.R. 1.375S, which was reported by the House Ways and Means Committee
(H.Rept 95-1745, October 6, 1978) and passed by the House on October 13, 1978.



4. Taxation of Alaska Native Claims Settlement Act Corporations
(sec. 541 of the Act and sec. 21 of the Alaska Native Claims
Settlement Act)

Prior law
The Alaska Native Claims Settlement Act ("ANCSA"), 43 U.S.C.

§§ 1601-28, settled the aboriginal land claims of Alaska Natives.

ANCSA provided for the establishment of regional and village cor-

porations, the shareholders of which are Alaska Natives. Under
ANCSA, cash in the Alaska Native Fund of the Treasury is distrib-

uted to the regional corporations and is redistributed in part to the
Native shareholders of the regional corporations and to the village

corporations. Also, both the regional and village corporations have
the right under ANCSA to select specified amounts of Alaska land
from larger areas of land set aside under ANCSA for possible selec-

tion by them.
In many instances, a large part of the value of the land the corpora-

tions may select is in its potential for mineral exploitation. A number
of regional corporations are understood to have entered into agree-
ments with oil companies under which the companies agreed to ex-
plore the land and to provide information to the regional and village
corporations to assist them in selecting the land with the greatest
potential. The oil companies might then drill on the selected lands and
receive a share of the oil extracted. The regional and village corpora-
tions have also incurred expenses in organizing, selecting land, and
commencing business operations.

Section 21 of ANCSA provides a number of rules for the proper
tax treatment of various aspects of the transactions contemplated by
ANCSA. However, under prior law, the proper rules for the treatment
of certain transactions were unclear. Questions were raised as to
whether, when an oil company provided services, equipment and infor-
mation to a regional corporation, the regional corporation realized
income to the extent of the fair market value of those goods or services.
It was also not clear whether the expenses of the regional and village
corporations for exploring land were deductible, or were to be added
to the basis of land which was selected. Finally, questions were raised
as to whether or not the expenses incurred by the regional and village
corporations in the early stages of their operations were nondeductiWe
"start-up" or "pre-opening" expenses. This depended on whether or
not the corporations were engaged in a trade or business at the time the
expenses were incurred.

ANCSA provides that village corporations may be organized in
certain villages with a population of as few as 25 Natives. In some
instances, the Native shareholders may be closely related to one another
and, if the corporation has sufficient passive income, it may meet the
definitional requirements for a personal holding company (sec. 542) by
operation of the stock attribution rules (sec. 544).
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Reasons for change

When Congress enacted ANCSA, it recognized the unique status

of the regional and village corporations by providing certain special

tax rules. Although the Congress intended that these corporations

would ordinarily be subject to general tax rules, unforeseen questions

arose in connection with the organization and operation of these cor-

porations which the Congress believed were best resolved through the

prescription of additional special rules by legislation.

Explanation of provisions

The Act provides that, in the case of any Native corporation estab-

lished pursuant to ANCSA, income for purposes of any form of

Federal, State, or local taxation does not include the value of (1)

the receipt, acquisition, or use of any resource information or analysis

(including the receipt of any right of access to the information or

analysis) relating to lands or interests in lands, or (2) the promise or

performance by any person or by any Federal, State, or local govern-
ment agency of any professional or technical services relating to the

resources of lands or interests in land, including, but not limited to,

services in connection with exploration on the lands for oil, gas, or

other minerals. The lands to which the provision applies are those

conveyed, selected but not conveyed, or available for selection under
ANCSA.
In addition, income of these corporations generally does not in-

clude the value derived from the expenditure of funds, incurring of

costs, or the use of any equipment or supplies by any person or any
Federal, State, or local government agency, or any promise, agree-

ment, or other arrangement by the person or agency to expend funds
or use any equipment or supplies for the purpose of developing the
information or performing the services described above. As an ex-

ception to this general rule, any fmids paid for these purposes to an
ANCSA corporation or to any subsidiary of such a corporation are
not excludable mider this provision.

The Act also provides that each ANCSA corporation is deemed to

have become engaged in carrying on a trade or business as of the
date it was incorporated for purposes of any form of Federal, State,
or local taxation. Thus, a deduction for the ordinary and necessary
business expenses of such a corporation will not be denied solely on
the ground that they are "pre-opening" or "start-up" costs.

The Act provides that all expenses paid or incurred by an ANCSA
corporation in connection with the selection or conveyance of lands
pursuant to ANCSA, or in assisting another ANCSA corporation
within or for the same region in the selection or conveyance of lands
under ANCSA, are deemed to be ordinary and necessary expenses of
the corporation, paid or incurred in carrying on a trade or business,
for purposes of any form of Federal, State, or local taxation. As a
result, these expenses generally will be deductible, whether they relate
to land which is selected or land which is not selected.

Finally, the Act provides that no ANCSA corporation is to be
considered to be a personal holding company.

35-922 O - 79 - 21
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Effective date

The provisions are generally eflfective as of December 18, 1971.

The provisions relating to the exclusion from income of resource
information and services apply to an ANCSA corporation after that

date for a period of 20 years or until the corporation has received

conveyance of its full land entitlement, whichever occurs first. The
personal holding company provision applies until January 1, 1992.

Revenue effect

Because the (juestions resolved by the provision are in the early
stages of litigation, it is not anticipated that the provision will affect

budget receipts through 1983.



5. Replacement of Livestock With Other Farm Property Where
There Has Been Environmental Contamination (sec. 542 of

the Act and sec. 1033 of the Code)

Prior law
The Code contains provisions under which taxpayers may elect not

to recognize gain realized on the involuntary conversion of certain

property if property similar or related in service or use to the property

converted is acquired by the taxpayer within the replacement

period (sec. 1033). In such a situation, gain is recognized only to the

extent that the amount realized exceeds the cost of the replacement

property. The basis of the replacement property is that of the con-

verted property, decreased by any gain npt recognized.
'17 livestock is involuntarily converted,^ the "similar or related in

service or use" requirement for nonrecognition can be satisfied only if

the replacement property is livestock which is functionally the same
as that converted.

Reasons for change
Congress believes that the requirement that involuntarily con-

verted livestock be replaced by livestock used for the same purpose in

order for nonrecognition treatment to be available is unnecessarily

harsh in certain limited circumstances where reinvestment in such

property is not feasible because of soil or environmental contamina-
tion. In such circumstances. Congress concluded that the tax law
should not require reinvestment in such a limited class of property.

Explanation of provision

The Act provides for a broader class of qualifying replacement
property in situations where livestock have been involuntarily con-
verted because of soil contamination or other environmental contami-
nation and, because of such contamination, it is not feasible for a

taxpayer to reinvest the proceeds from involuntarily converted live-

stock in livestock similar or related in use to the converted livestock.

In this situation, the taxpayer's reinvestment of such proceeds in other
property (including real property) used for farming purposes will

qualify for nonrecognition (or partial nonrecognition) under the

involuntary conversion provisions.

Effective date

This provision applies to taxable years beginning after December 31,

1974.

Revenue effect

This provision will reduce budget receipts by less than $5 million

per year.

^ The destruction of livestock by or on account of disease, or the sale or ex-

change of livestock because of disease, is treated as an involuntary conversion
(sec. 1033(d)).
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6. Exclusion for Certain, Cost-Sharing Payments (sec. 543 of the
Act and new sees. 126 and 1255 of the Code)

Prior law
Under prior law, government payments generally were included in

the gross income of the recipient unless a specific exclusion was
provided.

Reasons for change
There are a number of programs under which Federal and State

governments make payments to taxpayers which represent a share
of the cost of certain improvements made to land. In general, these

programs relate to improvements which further conservation, protect

or restore the environment, improve forests, or provide a habitat for

wildlife. These payments ordinarily do not improve the income pro-

ducing capability of the property. Also, since these payments repre-

sent a portion of an expenditure made by the taxpayer, the tax-

payer generally does not have additional funds to pay the tax when
such payments are made. The potential adverse tax consequences of the
receipt of such payments may operate to discourage certain taxpayers
from participating in these programs.
For these reasons, Congress believes that it is appropriate to exclude

these payments from income and to provide for their inclusion only
at the time the underlying property is disposed of.

Explanation of provision

The Act generally provides that gross income does not include the

excludible portion of payments received under the following pro-

grams :

(1 ) The rural clean water program authorized by section 208 (j

)

of the Federal Water Pollution Control Act

;

(2) The rural abandoned mine program authorized by section

406 of the Surface Mining Control and Reclamation Act of 1977;

(3) The water bank program authorized by the "Water Bank
Act;

(4) The emergency conservation measures program authorized
by title IV of the Agricultural Credit Act of 1978

;

(5) The agricultural conservation program authorized by the

Soil Conservation and Domestic Allotment Act

;

(6) The great plains conservation program authorized by sec-

tion 16 of the Soil Conservation and Domestic Policy Act;

(7) The resource conservation and development program au-

thorized by the Bankhead-Jones Farm Tenant Act and by the

Soil Conservation and Domestic Allotment Act

;

(8) The forestry incentives program authorized by section 4
of the Cooperative Forestry Assistance Act of 1978

;

(9) Any small watershed program administered by the Secre-
tary of Agriculture which is determined by the Secretary of the
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Treasury to be substantially similar to the type of programs de-

scribed in items (1) through (8) ; and

(10) Any State program under which payments are made to

individuals primarily for the purpose of conserving soil, protect-

ing or restoring the environment, improving forests, or providing

a habitat for wildlife.

However, for a payment (or portion thereof) to be excluded from

income under this provision, two conditions must be met. First, a

determination must be made by the Secretary of Agriculture that the

payment is made primarily for the purpose of conserving soil and

water resources, protecting or restoring the environment, improving

forests, or providing a habitat for wildlife. Second, the Secretary of

the Treasury must determine that the payment does not result in a

substantial increase in the annual income derived from the property

with respect to which the payment is made.
Neither a current deduction, depreciation, amortization, depletion,

nor the investment credit may be claimed with respect to amounts
excluded under this provision. The basis of any property acquired or

improved with such payments would not reflect the amount of such

payments. Recapture (that is, ordinary income treatment) is provided

to the extent of the lesser of the income recognized or the excluded
payments if the property or improvements purchased with such pay-

ments are disposed of before the expiration of 20 years. The amount
recaptured is reduced 10 percent pev year after the first ten years.

Effective date

This provision applies tf' grants made after September 30, 1979.

Revenue effect

This provision will not affect fiscal year 1979 budget receipts, but
will reduce budget receipts by $28 million in fiscal year 1980, and by
$79 million in fiscal year 1983.



E. TAX STUDIES

1. Study of Simplification of Tax Returns (sec. 551 of the Act)

Prior law
Prior law did not require a specific study or report on tax simplifica-

tion by the Treasury Department. However, the Tax Reform Act of
1976 required the Joint Committee on Taxation to conduct a study on
simplifying the tax law. This study was completed and a report en-

titled "Issues in Simplification of the Income Tax Laws" was issued by
the staff of the Joint Committee on Taxation on September 19, 1977.

Reasons for change
The Congress believes that certain provisions of the Internal Reve-

nue Code and certain filing requirements are complicated and create

difficulty for many taxpayers in filing accurate returns. There also

are provisions where complexity of the rules makes determination of

a taxpayer's actual tax liability difficult.

Explanation of provisions

The Act requires the Secretary of the Treasury to conduct a full and
complete study and investigation with respect to : (1) provisions of the

Internal Revenue Code which, due to their complexity, may hamper
the ability of individuals to prepare accurate and complete Federal
income tax returns, and (2) methods of simplifying income tax forms
and instructions accompanying such forms.
The Secretary is to establish a task force to assist him in the study,

which must report from time to time on its progress directly to the

Secretar)^. The Secretary may appoint up to 10 employees to carry out

the function of the task force.

The Secretary, after studying the reports and recommendations of

the task force, must submit to the Senate Finance Committee and
House Ways and Means Committee a final report on the study, together

with such recommendations for legislation as he finds necessary, no
later than November 6, 1980.

(316)



2. Study of the Tax Treatment of Certain Government-Mandated
Expenditures (sec. 552 of the Act)

Prior law

Under prior law there was no specific requirement that the Treas-

ury Department conduct studies dealing with the appropriate income
tax treatment of expenditures mandated by Government agencies.

Reasons for change
Expenditures mandated by the Occupational Safety and Health

Administration (OSHA) or by the Mining Safety and Health Ad-
ministration (MSHA) may place a significant financial burden on
some taxpayers. In certain situations it may be appropriate to allow

special tax treatment with respect to such expenditures. However,
the Congress concluded that a number of technical and definitional

problems will have to be resolved before any special tax treatment

can be considered, and that further study of the issues involved is

needed.

Explanation of provision

Under the Act, the Treasury Department is required to conduct a

study with respect to the tax treatment of expenditures incurred in

compliance with OSHA and MSHA. The study is to include the feasi-

bility of providing 5-year amortization as well as special investment
tax credit provisions.

The Treasury Department is to report to the Congress before

April 1, 1979.
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3l Study of Taxation of Nonresident Alien Real Estate Transac-
tions in the United States (sec. 553 of the Act)

Prior law

Under the Code, nonresident aliens and foreign corporations, not
actively engaged in the real estate business in the United States, are
subject to a flat 30-percent tax on their gross current income from
UjS. real estate investments, but they are ordinarily exempt from
capital gains tax on the sale of capital assets, including U.S. real

estate. They may elect, however, to be taxed on a net basis on their
current income from real estate in the same manner as U.S. persons
but, as a condition, must agree to be taxable on any gains from the
sale of that real estate.

Foreign investors can generally avoid most or all U.S. taxes on U.S.
real estate by utilizing U.S. tax treaties. If, for example, a foreign
investor makes a U.S. real estate investment using a Netherlands
Antilles holding company, the election to be taxed on a net basis can
be made annually under the tax treaty applicable to the Netherlands
Antilles. Particularly in situations where the real estate investment
is financed in part with debt, it is generally possible to structure the
investment so that it does not yield taxable income on a current basis.

(The funds may even be lent to the holding company by the foreign
investors themselves, and the interest payments would be deductible
for U.S. tax purposes by the holding company but the foreign inves-

tors may be exempt from U.S. tax under the treaty on the interest

they receive. Of. Rev. Rul. 75-23, 1975-1 C.B. 290.) In the year the

U.S. real estate is sold, the foreign investor does not make the annual
election and the gain on the sale is exempt from U.S. tax under the
normal Code rule for foreign investors.

Reasons for change
The Congress concluded that it was necessary to review the applica-

tion of U.S. tax laws and treaties to foreign investors in U.S. property
to determine whether the present relatively favorable tax treatment
afforded foreign investors should be modified.

Explanation of provision

The Act directs the Treasury Department to submit to Congress a

study on the taxation of forei^ owners of interests in U.S. property
for the purpose of determining the appropriate treatment of the
income or gain from these assets. The study is to be completed within
six months of the date of enactment (by May 6, 1979).
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4. Report on Effectiveness of Jobs Credit (sec. 554 of the Act)

Prior law

Prior law contained no requirement that the Secretary of the Treas-

ury report on the effectiveness of the general jobs credit.

Reasons for change

The Congress is concerned with what effect the new targeted jobr

credit will have on the hiring of employees who are members of

groups that the Congress believes are deserving of special considera-

tion and believes that this matter should be thoroughly investigated.

The Congress also is concerned with determining the effectiveness of

the prior general jobs credit in stimulating employment and enhancing
economic growth.

Explanation of provision

The Act requires the Secretaries of Labor and Treasury jointly to

submit a report to the Senate Finance Committee and House Ways and
Means Committee on: (1) the effectiveness of the targeted jobs credit

in improving the employment situation of the targeted groups, and
(2) the types of employees claiming the credit. This report also is to

include an evaluation of : ( 1 ) the effectiveness of the general jobs credit

for 1977 and 1978 in stimulating employment and enhancing economic
growth, and (2) the types of employers claiming the credit.

In addition, the report is to include an evaluation of the probable
effectiveness and feasibility of any alternatives to a iobs credit. This
portion of the report is to include an evaluation of the probable eco-

nomic effect and feasibility of a tax credit based on increases in

worker opportunity. The evaluation should include consideration of
a credit of up to 10 percent of cei-tain wage levels with a provision for
disqualification or credit phase-out if the worker is employed by a
company wliich raises its prices above certain levels during a year.

Tins report is due no later than June 30. 1981.
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5. Study of Effects of Capital Gains Tax Changes (sec. 555 of the
Act)

Prior law
Under prior law, the Treasury Department generally was not re-

quired to submit reports to Congress on the effectiveness of specific tax
provisions.

Reasons for change
Due to the economic importance of capital formation and employ-

ment growth, the Congress believes that it is appropriate to have a
study conducted on the impact of the reduction of individual and
corporate capital gains tax rates on these areas.

Explanation of provision

The Act requires the Treasury Department to prepare, and submit
to Congress, a report on the effectiveness of the reductions of both
the individual and corporate capital gains tax rates in stimulating
investments, increasing the rate of economic growth, increasing em-
ployment, and of the effects of these reductions on income tax reve-
nues. The report is to be made by September 30, 1981.
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TITLE VI—GENERAL STOCK OWNERSHIP
CORPORATIONS

6. Tax Treatment of General Stock Ownership Corporations and
Their Stockholders (sec. 601 of the Act and sees. 1391-1397,

172(b), 3402(r), 1016(a), and 6039B of the Code)

Prior law
Under prior law, there were no special provisions relating to the

establishment of a private corporation for the benefit of the residents

of a State.

Reasons for change
The Congress believed that many citizens should have a greater

ownership stake in the private enterprise system which would lead

to a better citizen understanding of the system and would encourage
individuals to invest in other business enterprises. Also, in the case

of individuals now receiving various forms of transfer payments from
Federal, State, or local governments, the receipt of dividend income
from a General Stock Ownership Corporation (GSOC) would, to

some extent, reduce the need for such payments. The Congress con-

cluded that an experimental program permitting States to form such
private corporations for the benefit of all their citizens would enable

the Congress to study a method of replacing transfer payments with

dividend income.

Explanation of provision

General

The Act authorizes a Stat« to establish a General Stock Owner-
ship Corporation (GSOC) for the benefit of all its citizens. It is

anticipated that the GSOC will be permitted to borrow money to

invest in business enterprises. The cash flow from the operation of the

business would be used to ser\ice and repay the loan, and the remaining
cash would be distributed to the GSOC shareholders (i.e., all the citi-

zens of the State).

De-flnition of GSOC
The Act provides that a corporation must meet certain statutory

tests in order to be treated as a GSOC. First, the corporation must be
chartered by an official act of the State legislature or by a State-wide

referendum. Second, the GSOC's corporate charter must provide for

the issuance of only one class of stock, the issuance of shares only to

eligible indixiduals and the issuance of at least one share to each eligi-

ble individual if such eligible individual does not elect within one year

after tlie date of issuance not to receive such share. The Act also re-

quires the charter to provide for cei-tain restrictions on the transfera-

bility of the GSOC sliares. The transfer restriction must provide that

the share cannot be transferred until the earliest to occur of (1) the

(321)
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expiration of 5 years from i&suancc, (2) death, or (8) failure to meet
the State's residency requirements. In no event may shares of stock of a
GSOC be transferred to nonresidents. Also, no person may acquire
more than 10 shares of the GSOG's stock. Third, the GSOC must not
be empowered to invent in properties acquired' by it or for its benefit
through the right of eminent domain. Fourth, the GSOC may not be
affiliated with any other corporation. For this purpose, a 20 percent
ownership test will apply to determine affiliated status rather than
the customary 80 percent test. Fifth, the GSOC must be organized
after December 31, 1978, and before January 1, 1984.
An eligible individual is any individual who is a resident of the char-

tering State as of the date specified in the enabling legislation and who
remains a resident between that date and the date of issuance of the
stock. A State may define a resident for purposes of its GSOC so long
as such definition is consistent with constitutional principles.

Election ly GSOC
A GSOC must make an election to obtain the special statutory

treatment provided for by the amendment. The election is effective for
the taxable year for which it is made. The manner in which the election
is to be made is to be determined by regulations promulgated by the
Department of the Treasury. Tlie election once made is irrevocable im-
less terminated with the consent of the Secretaiy of the Treasury. In
addition, the election is terminated if the corporation ceases to qualify
as a GSOC.
The effect of the election is to exempt the corporation from Federal

income taxation. Instead, the shareholders of the GSOC would report
their proportionate part of the GSOC's taxable income on tlieir

Federal individual income tax returns.

Other rules for GSOC
Treated as a private corporation.—A GSOC is treated as a private

corporation for Federal income tax purposes.
Computation of GSOC incoms.—The GSOC computes its taxable

income in the same manner as a regular corporation with certain modi-
fications. The GSOC is not eligible for a dividends received deduction
nor any tax credit.

Net operating loss deduction.—The shareholders of a GSOC are not

eligible to report any portion of a GSOC net operating loss on their

individual income tax returns. Instead, the GSOC is entitled to a 10-

year carrvover of any net operating loss.

Investment tax credit and recapture of investment tax credit.—
Under the Act, shareholders of the GSOC are entitled to their pro-

rata share of the GSOC's investment tax credit. The shareholders are

also personally responsible for any recapture of the investment tax

credit. Neither the corporation nor its shareholders is entitled to the

foreifirn tax credit.

Distribution requirements.—A GSOC is required to distribute 90

percent of its taxable income for anv taxable year to its shareholders

by January 81 of the next succeeding year. To the extent a GSOC
fails to meet this distribution requirement, a tax equal to 20 percent of

the deficiency (i.e., the difference between the required distribution

and the actual distribution) is imposed on the GSOC. The amount
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of such tax will be allowed as a deduction to the GSOC for the year
in wliich it is paid rather than the year of acciTial.

Taxation of GSOC shareholders

Under the Act, each shareholder includes in his gross income his

daily pro rata portion of the GSOC's taxable income. Such income is

included in the shareholder's gross income for the taxable year in which
or with which the GSOC's taxable year ends. The income in the hands
of the shareholder is treated as ordinary income and is not eligible for

the partial dividend exchision (sec. 116).

Shareholders will increase the tax basis of shares of stock in the

GSOC by the amount of the GSOC taxable income which is taxed to

the shareholders. This basis adjustment is made by a shareholder only

to the extent an amount is actually included in gross income in his or

her income tax return (unless under section 6012 (a)(1), the share-

holder is not required to file a return). Disti-ibution from the GSOC
out of such previously taxed income decreases the tax basis of such

shares.

Taxation of GSOC distrihution.—Under the Act. distributions from
a GSOC's income which have b<'en previously taxed to a shareholder

are treated as tax-free distributions. Any distribution in excess of

such previously taxed income is taxed to the shareholdei-s in the same
manner as a distribution from a regular corporation (sec. 801 (c) ).

Audit adjustments and amended tax retu/ms.—Any audit adjust-

ment resulting from an Internal Revenue Service determination is to

be reflected in the GSOC's taxable year in which such adjustment is

made (and not the taxable year to which it relates). The amount of

such adjustment is subject to an interest charge in an amount com-
puted as though the income had been taxed to a nonelecting regular

corporation.

Reporting requirements.—Under the Act, a GSOC is required to file

a Federal income tax return and appropi'iate data showing informa-
tion i-eported to each of its shareholders. The GSOC's tax return is

required to meet the same filing requirements as a regular corporation.

In addition, a (tSOC is required to give each shareholder an annual
receipt or statement. If requii'ed by the Treasury Department, the

annual receipt or statement will show (1) the shareholder's pro rata

income for the taxable year, (2) tax-free distributions for the year, (3)

the tax ti-eatment of other distributions. (4) the amount of any invest-

ment tax credit and recapture thereof for such year, and (5) any
amounts withheld foi- Fede^'al incouie tax purposes.

WithhoJdi7ig requirements.—The Act requires the GSOC to with-

hold an amount equal to 25 percent of every distribution made to each
of its shareholders. The amount withheld is allowed as a refundable
credit to the shareholders. The Treasury is authorized to issue regula-

tions providing a cer-tification procedure for individuals who are non-
taxpayers under which they may be exempted from the withholding
i-equirement.

TaxaWe year of GSOC.—Th^ Act requires all GSOCs to adopt a

taxable year ending on October 31 unless the Secretary of the Treasury
consents to a different year end. This will enable them to close their

books and meet their shareholder reporting requirements by Janu-
ary 31 of the next succeeding year.
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Studies

The Act also requires the staff of the Joint Committee on Taxation
to prepare a '-eport on the operation and effect of any electing GSOCs.
An interim report is to be filed within two years after the first GSOC
is formed and a final report is due by September 30, 1983.

Effective date

The provision applies to corportions chartered and organized after

December 31, 1978.

Revenue effect

The revenue cost of the proposal is expected to be negligible during
the next few years. However, the long-run cost could be substantial.
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TITLE VII—TECHNICAL CORRECTIONS TO THE TAX
REFORM ACT OF 1976^

A. AMENDMENTS TO INCOME TAX AND ADMINISTRATIVE
PROVISIONS

1. Retirement Income Credit for Public Retirees Under Age 65

(sec. 701(a) of the Act and sec. 37 of the Code)

Prior law
Prior to the enactment of the 1976 Tax Reform Act, the retirement

income credit was generally 15 percent of the first $1,524 of retirement

income for each eligible individual age 65 and over, or 15 percent of

the first $2,286 of retirement income for electing married couples with
only one eligible spouse. Special rules provided that a taxpayer under
age 65 was eligible for a retirement income credit with respect to pen-

sions received from a Federal, State, or local government retirement

system.
' The 1976 Act increased the maximum credit base to $2,500 ($3,750
for joint returns if each spouse is eligible for the credit), renamed the

general provision the credit for the elderly, simplified the qualification

requirements, and broadened the category of eligible individual age
65 and over. Although the credit for public retirees under age 65 was
also simplified and increased, most of the prior law provisions for

public retirees under age 65 were retained. However, the requirement
that an individual liave earnings of at least $600 for 10 years was
eliminated.

Reasons for change

As a result of changes made by the 1976 Act, several unforeseen
problems have developed with regard to the special retirement income
credit for public retirees under age 65. The laws of community prop-
erty States require equal splitting of comnumity income, including
items such as earnings, pensions, and social security benefits, which
are taken into account for purposes of this credit. Consequently, these

laws affect both the determination of eligibility for the credit and the
computation of the credit. Thus, the amount of the credit varies de-

pending upon whether the retiree lives in a community property State
or in a common law State.

In addition, the credit has been claimed by married couples with one
spouse a public retiree age 65 or older and the other spouse a nonpublic
retiree under age 65. This unintended situation resulted by oversight
from the lack of an explicit statutory requirement that the spouse who
is under age 65 be the one receiving the public retirement system
income.

^ In general, these provisions were contained in a separate bill. H.R. 6715.
passed by the Honse and reported by the Senate Finance Committee. Except for
several changes incorporatKl in the Senate amendment to the Revenue Act of
1978. the relevant legislative history is contained in House Report No. 95-700
and Senate Report No. 95-1263.
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Furthermore, because the Tax Reform Act of 1976 eliminated the
10-yeai*s' earnings test and because "retirement income" eligible for

the credit continued to be defined as income from public retirement
system pensions and annuities received by an individual under age 65.

the credit has been claimed by taxpayers who receive such income but
who are neither public retirees nor spouses of public retirees and who
were not intended to qualify for the credit. For example, some public
retirees' children who receive public retirement system income because
of their parents' death have claimed the credit.

The Congress believes that the situations described above are in-

consistent with the Congressional intent regarding the revisions of the
retirement income credit rules in the Tax Reform Act of 1976. The
Congress therefore has decided to eliminate the difference in the tax
treatment of married public retirees in community property and com-
mon law States who file joint returns, to clarify the special rules for

married public retirees with one spouse under age 65 and the other
spouse age 65 or over, and to limit the credit explicitly and exclusively
to public retirees and their spouses.

Explanation of provision

Under the Act, the community property rules are to be disregarded
in determining eligibility for the special retirement income credit and
in computing the credit for public retirees and their spouses who file

joint returns.^ The Act also specifies that, in order for a married
couple to claim the credit, the spouse under age 65 must receive public-

retirement income. In addition, the Act makes it clear that an individ-
ual under age 65 may qualify for this credit only if that individual
or the spouse of that individual actually performed the services cov-
ered by a public retirement system.

Effective date

These provisions clarifying the eligibility rules limiting the credit

to public retirees under age 65 and their spouses apply to taxable years
beginning after Decemlier 31, 1975. The elimination of the difference

in tax treatment resulting from differences in State laws applies to

taxable years beginning after December 31, 1977.

Revenue effect

This provision will increase tax receipts by less than $1 million per
vear.

^The community property rules are to be observed in tbe case of married
couples filing separate returns (who must live apart for the entire taxable year
in order to do so and also claim the credit). They are to apply in order to avoid
the confusion that would result from requiring two sets of calculations, one for
the computation of tax and the other for the computation of the credit, and the
inequity which would result in such case if an individual were taxed on his or
her share of community retirement income without being able to claim any re-

tirement income credit on that income.



2. Amendments Relating to the Minimum Tax

a. Subchapter S corporations and personal holding companies (sec.

701(h)(1) of the Act and sec. 57 of the Code)

Prior law
Under the minimum tax provisions, electing small business corpora-

tions (subchapter S corporations) and personal holding companies

generally determine their tax preferences in a manner similar to indi-

viduals. The 1976 Act added a new preference for individuals with

adjusted itemized deductions, i.e., certain itemized deductions in excess

of 60 percent of adjusted gross income.

Reasons for change

The Congress believes it appropriate to clarify the minimum tax

provisions in the case of small business corporations and personal

holding companies.

Explanation of provision

The Act clarifies that the preference for adjusted itemized deduc-

tions (sec. 57(a)(1)) does not apply to subchapter S corporations

and personal holding companies since these corporations have no
adjusted gross income from which to calculate this preference.

Effective date

The amendments made by this section apply to items of tax pref-

erence for taxable years beginning after December 31, 1975.

Revenue effect

This provision will reduce budget receipts by less than $1 million

per year.

ft. Exemption for controlled groups for purposes of the minimum
tax (sec. 701(b)(2) of the Act and sec. 58 of the Code)

Prior law
Under prior law, in the case of a controlled group of corporations,

the group's $10,000 amount used in computing the minimum tax ex-

emption was allocated among the members of the group equally or

according to a plan adopted by the members of the group.

Reasons for change
The 1976 Act changed the exemption for the minimum tax on corpo-

rations to the greater of $10,000 or their regular tax deduction, but did

not change the manner in which the exemption could be apportioned

in the case of a controlled group. Consequently, a taxpayer may be

able to allocate the $10,000 amount to relatively low tax-paying mem-
bers in order for the group to obtain a total exemption in excess of the

exemption which the group would have if it were a single corporation.
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Explanation of provision

The Act requires the allocation of the $10,000 exemption amount
to each of the members of a controlled group in proportion to each

member's regular tax deduction.

Effective date

This provision is generally effective for taxable years beginning
after December 31, 1975.

Revenue effect

This provision will increase budget receipts by less than $1 million

per year.
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c. Minimum tax imposed on trusts and estates (sees. 701(b)(3)
and (4) of the Act and sec, 57 of the Code)

Prior law
The 1976 Act created a new preference for adjusted itemized deduc-

tions to the extent they exceed 60 percent of adjusted gross income for

purposes of the minimum tax. Generally, the Act included charitable

deductions that are included as itemized deductions of trusts and
estates for purposes of determining if there are "excess" itemized de-

ductions treated as a preference under the minimum tax.

Reasons for change
The Congress believes that the law should be clarified to insure

that the concept of "adjusted gross income" applies to a trust or estate

for purposes of the minimum tax in the same manner as to an individ-

ual. Moreover, the Congress believes that the personal exemption of

an estate or trust should not be treated as an itemized deduction.

Moreover, the charitable deduction, generally, is treated as an item-

ized deduction even though imposition of the minimum tax may actu-

ally reduce the amount passing to charity and even though the trust

was not established to avoid the application of the minimum tax to

the grantor since it was created prior to the 1976 Act.

Consequently, the Congress believes that the charitable deduction

should not be treated as an itemized deduction in the case of deduc-

tions attributable to transfers in trust made before the effective date of

the adjusted itemized deduction preference. In addition, the Con-
gress believes that the charitable deduction should not be treated as

an itemized deduction for minimum tax purposes where the remainder

interest has been given to charity.

Finally, the Congress believes that the deduction for estate taxes

attributable to income in respect of a decedent should not be treated

as an itemized deduction for individuals or for trusts and estates.

Explanation of provision

The Act clarifies in several respects the treatment of trusts and
estates under ihe minimum tax in the case of the preference for ad-

justed itemized deductions. First, the Act makes it clear that the con-

cept of "adjusted gross income" applies to trusts and estates in basic-

ally the same manner as to individuals. Second, the Act clarifies that

the personal exemption (under sec. 642(b) ) is not taken into account

in determining the adjusted itemized deductions of a trust or estate.

Third, the Act provides that the deduction for administration ex-

penses and, in the case of estates, wholly charitable trusts, testamentary

charitable lead trusts, transfers in trust before January 1, 1977, and
pooled income funds,^ the deductions for charitable contributions are

treated as deductions in determining adjusted gross income. For this

purpose, a transfer to a trust after January 1, 1977, from an estate of a

decedent dying before that date shall be treated as a transfer in trust

before January 1, 1977.

Finally, the Act provides that the deduction for estate taxes attrib-

utable to income in respect to a decedent is not taken into account in

* Charitable remainder trusts (sec. 664) created after tlie Tax Reform Act of
1969 are generally exempt from both the income tax and the minimum tax and,

consequently, no exception is necessary for these trusts.
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computing the preference for adjusted itemized deductions for indi-
viduals or for trusts and estates.

Effective date

The amendments made by this section are effective as if they had
been incorporated in the Tax Reform Act of 1976. However, for tax-
able years beginning after December 31, 1978, additional changes are
made to the preference for adjusted itemized deductions by section 421
of this Act.

Revenue effect

This provision will aifect budget receipts by less than $1 million
per year.



3. Exclusion For Disability Income (sec. 701(c) of the Act and
sec. 105 of the Code)

Prior law
Under prior law, as amended by the Tax Reform Act of 1976,

the exclusion for disability income (the "sick pay" exclusion) was
limited to a maximum of $5,200 a year per taxpayer. The sick pay
exclusion was phased out based on the adjusted gross income of tlie

taxpayer in excess of $15,000. Married couples claiming the sick pay
exclusion were required to file joint returns.

Reasons for change

The legislative history of the 1976 Act indicates that- in the case of

joint returns, a maximum exclusion of $5,200 would be available for

each spouse but that the $15,000 income limitation would apply to

total income shown on the joint return.

Because the statute uses the term "taxpayer" to mean the individual

taxpayer in one instance and the married couple in another, it is not

clear whether the income phaseout is to be made separately on the basis

of each spouse's adjusted gross income or on their combined income.

Nor is it entirely clear whether, if otherwise eligible, both spouses are

entitled to one of two maximum exclusions of $5,200. The Congress

believes that the application of these provisions should be clarified.

Explanation of provision

To eliminate any ambiguity, the sick pay exclusion is restructured to

specify that the $5,200 maximum exclusion is to be applied separately

to each spouse and that the $15,000 adjusted gross income limit is

to be applied to their combined adjusted gross income.

Effective date

This provision applies to taxable years beginning after December 31,

1975.

Revenue effect

This provision has no eflfect on budget receipts.
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4. Net Operating Loss Carryback and Carryforward (sec. 701(d)
of the Act and sec. 172 of the Code)

Prior law
Prior law provided varying periods for the carryback and cari-y-

forward of net operating losses by different categories of taxpayers.
For taxpayers in general, the law prior to the Tax Reform Act of
1976 allowed net operating losses to be carried back for 3 years and
forward for 5 years. (A similar rule applied to insurance companies.)
Regulated transportation companies were previously allowed to car'^
net operating losses back for 3 years and forward for 7 years.

The 1976 Act increased the loss carryforward period bv two years

for those categories of business taxpayers. The two additional carry-
forward years were not provided, however, for categories of taxpayers
which were already allowed extended loss carryback or carryover
periods, such as financial institutions (which have 10-year loss carry-

backs and 5-year cariyforwards).

Reasons for change
The provisions of the 1976 Act inadvertently extended two addi-

tional carryover years to Banks for Cooperatives which, like other
financial institutions, were already allowed 10-years loss carryback
and 5-year loss carryforward periods.

Explanation of provision

The provision corrects this oversight and eliminates Banks for Co-
peratives from the categories of taxpayers which are eligible for the
two additional loss carryforward years under the Tax Reform Act of
1976.

Effective date

This amendment is effective for losses incurred in taxable years
ending after December 31, 1975.

Revenue effect

This provision has no effect on budget receipts.
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5. Construction Period Interest and Taxes (sec. 701(e) of the Act
and sec. 189 of the Code)

Prior law
The 1976 Act added a new provision (sec. 189) requiring the capi-

talization and amortization of real property construction period in-

terest and taxes by individuals, subchapter S corporations, and per-

sonal holding companies. In the case of nonresidential real property,

the new provisions apply where the construction period begins after

December 31, 1975. However, no provision for an amortization deduc-
tion was provided with respect to construction beginning in 1976
where the taxpayer's taxable year began in 1975.

Reasons for change
The Congress believes it necessary to clarify that capitalization

and amortization of construction period interest and taxes for nonresi-

dential real property is required only if the construction period begins

on or after the first day of the first taxable year beginning after De-
cember 31, 1975.

Explanation of provision

The Act clarifies that capitalization and amortization of construc-

tion period interest and taxes for nonresidential real property is re-

quired only if the construction period begins on or after the first day
of the first taxable year beginning after December 31, 1975.

Effective date

This provision is effective on the date of enactment of the Act.

Revenue effect

This provision will reduce budget receipts in fiscal year 1978 by less

than $1 million.
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6. Tax Treatment of Certified Historic Structures (sec. 701(f) of

the Act and sees. 167, 191, and 280B of the Code)

Prior law
Under the 1976 Act, taxpayers are allowed to amortize over 5 years

the expenses incurred in rehabilitating certified historic structures or,

alternatively, to depreciate substantially rehabilitated historic struc-

tures using accelerated depreciation methods. The 1976 Act also pro-

hibits deductions with respect to the demolition of certified historic

structures and requires straight-line depreciation of any replacement
structure.

Under the Act, a certified historic structure is defined as a depreci-

able structure listed in the National Register, a depreciable structure

located in a district listed in the National Register if the Secretary of

the Interior certifies that the structure is of historic significance to the

district, or a depreciable structure located in a State or locally desig-

nated historic district which meets certain tests.

The 1976 Act provides that the full amount of the rapid amortiza-
tion deductions claimed are to be recaptured on the sale or exchange
of an historic structure (i.e., gain on the disposition, to the extent of
the rapid amortization claimed, Is treated as ordinary income rather
than capital gain).

Reasons for change
Because of the differences in the requirements for qualifying as a

certified historic structure in the case of buildings located in Federally
designated historic districts and State or locally designated historic
districts, the tax treatment of a building under the 1976 Act depends
upon the type of historic district it is located in. The Congress believes
that several modifications to the provisions dealing with historic struc-
tures are necessary^ to eliminate these unintended differences and estab-
lish more equivalent treatment for all types of historic districts and
structures.

Recapture of the full amount of the rapid amortization deductions
claimed with respect to expenditures for rehabilitating historic struc-
tures (as required by the 1976 Act) is the recapture rule that generally
applies with respect to recapture of depreciation or amortization de-
ductions on dispositions of personal property. In the case of real
property, recapture is ordinarily limited to the extent that the de-
preciation or amortization deductions claimed exceed otherwise allow-
able straight-line depreciation. The Congress believes it is appropriate
to conform the re'^apture rules applicable to amortization of rehabili-
tation expenses of historic structures with the rules applicable to real
estate generally.

Explanation of provision

Under the definition contained in the 1976 Act, there is no require-
ment that State or locally designated districts satisfy the criteria for
listing on the National Register or that structures be of historic sig-

(340)



341

niiicance to the districts. The 1978 Act conforms the definition with re-

spect to structures localted in State or locally designated districts with
the rules applicable to Federally designated districts by providing that
structures in these districts are certified historic structures only where
the district substantially satisfies the criteria for listing in the Na-
tional Register and the Secretary of the Interior certifies that the
structure is of historic significance to the district.

It is the current policy of the Department of the Interior, and the
Congress' intent, that buildings within registered historic districts

can be certified as significant if they contribute to the significance of
the district as a whole even if they do not individually qualify for
listing in the National Register. For example, a turn of the century
warehouse in a district identified for its significance in the commercial
development of a city might be certified as contributing to the signifi-

cance of the district based on the history of architecture of the struc-

ture and the area in which it is located.

The 1976 Act contains a special rule under which deductions are not
allowed with respect to the demolition of a structure located in a reg-

istered historic district unless the Secretary of Interior certifies that

the building is not of historic significance. The 1978 Act applies this

special rule to structures located in State or locally designated dis-

tricts. The Act also provides that, in order to obtain accelerated depre-

ciation on a structure replacing a demolished structure which was lo-

cated in a Federal, State, or locally designated historic district, certi-

fication that the structure to be demolished is not historically signifi-

cant must l)e obtained prior to its demolition unless the taxpayer, in

good faith, was not aware of the certification requirement at the be-

ginning of the demolition.

The 1978 Act applies the real property recapture rules to rapid

amortization deductions claimed with respect to rehabilitations of cer-

tified historic structures. Thus, recapture is limited to the excess of the

amortization claimed over the otherwise allowable straight-line depre-

ciation (computed on the basis of the actual useful life). The Act
makes it clear that the excess amortization claimed over the otherwise

allowable straight-line depreciation is a preference for minimum tax

purposes (as is the case' with other excess depreciation on real prop-
erty).

In addition, the 1978 Act clarifies other 1976 Act law provisions deal-

ing M'ith historic structures. Under the 1976 Act, a taxpayer could elect

either rapid amortization or accelerated depreciation with respect to

the same substantial rehabilitation of a certified historic structure, but
he could not elect both (i.e., the taxpayer could not claim rapid amorti-

zation with respect to the amounts spent on rehabilitation and claim

accelerated depreciation with respect to the remaining basis of the

proprety). The 1978 Act makes it clear that a taxpayer may not elect

accelerated depreciation (under sec. 167 (o)) on a substantially rehabil-

itated historic structure if he has previously elected rapid amorti-

zation of rehabilitation expenditures with respect to that building. The
Act also makes it clear that the required use of straight-line deprecia-

tion with respect to a structure which has been substantially altered

(other than by a certified rehabilitation) does not apply where there

is a subsequent substantial alteration of the structure which is a certi-

fied rehabilitation.
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The 1978 Act permits lessees of historic structures to claim the rapid

amortization deductions with respect to expenditures incurred in re-

habilitating certified historic structures in situations where the lessee

holds the historic structure under a lease which, at the time the im-

provements are completed, has a remaining term at least as long as the

useful life of the improvements determined without regard to any
renewal periods (but in no event less than 30 yeai-s). As in the case

of dispositions by owners of historic structures claiming the benefit

of the 1976 Act provisions, benefits claimed by lessees under this pro-

posal would be subject to recapture if the lease is terminated early.

Effective date

The provisions with respect to historic structures take effect as if

they were included in the provisions of the Code to which they relate,

as those provisions were added by the Tax Reform Act of 1976.

Revenue effect

This provision will reduce budget receipts by less than $2 million per
year.



7. Deduction for Attending Foreign Conventions (sec. 701(g) of

the Act and sec. 274(h) of the Code)

Prior law
Prior to the 1976 Act, a deduction was allowed for traveling expenses

paid or incurred to attend a foreign convention if the traveling ex-

penses were reasonable and necessary in the conduct of the taxpayer's

business and directly attributable to the trade or business. The lack

of specific detailed requirements created substantial administrative

problems for the IRS.
The 1976 Act provided specific rules (sec. 274(h) of the Code) limit-

ing the deduction for expenses of attending conventions, seminars or

similar meetings held outside the United States, its possessions, and the

Trust Territory of the Pacific. These rides apply not only to the indi-

vidual attending tlie convention, but also to his employer, if the em-

ployer pays the expenses. The new rules apply to conventions be-

ginning after December 31, 1976. Under the new rules

:

1. No deduction is allowed for expenses paid or incurred by an in-

dividual in attending more than two foreign conventions in any tax-

able year.

2. 'with respect to the two conventions for which a deduction is

allowable, the amount of expenses that can be deducted for trans-

portation and subsistence are limited. A deduction for transportation

expenses outside the United States may not exceed coach or economy
rates charged by a commercial airline. The deduction for subsistence

may not exceed the dollar per diem rate established for federal em-
ployees at the location in which the convention is held.

3. No deduction is allowed for subsistence expenses unless (a) a full

day or half day of business activities are scheduled on each clay dur-

ing the convention, and (b) the individual attends at least two-thirds

of the hours of the daily scheduled business activities or, in the aggre-

gate, attends at least two-thirds of the total hours of scheduled business

activities at the convention.

4. The taxpayer must comply with additional reporting require-

ments. He must furnish information indicating the total days of the

trip (exclusive of the transportation days to and from the convention)

,

the number of hours of each day that he devoted to business activities

(in a brochure describing the convention, if available), and any other

information required by regulations. In addition, the taxpayer must
attach a statement to his income tax return signed by an appropriate

officer of the sponsoring organization which must include a schedule of

the business activities of each convention day, the number of hourly-

related activities that the taxpayer attended each day and any other

information required by regulations.

5. A deduction for the full expenses of transportation (subject to

the coach or economy rate limitation) to and from the site of a foreign

convention will be allowable only if one-half or more of the total days
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of the trips are devoted to business-related activities. The same rules
for counting full days and half-days for purposes of subsistence ex-
penses are applied.

Reasons for change
The Congress believes that it is not necessary to apply the rules

described above to limit the deduction otherwise available to an em-
ployer who pays the expenses of an employee to attend a foreign con-
vention where those payments are includible in the employee's income.

Explanation of provision

Amounts includible in income

The Act provides that the limitations added by the Tax Reform Act
of 1976 on the deductibility of attending foreign conventions do not
apply to an employer (or other person) paying the expenses of an
individual attending a foreign convention (either directly or through
reimbursement) where that individual is required to include the ex-

penses in his gross income. This exception would not apply to a payor
where the amounts paid are required to be furnished by the payor to

the payee on information i-etums or statements (i.e., Form W-2 or
Form 1099) but are not furnished by the payor.
For example, where a manufacturer purchases tickets for the at-

tendance by one or more of the employees of its dealers at a foreign
convention as an incentive award and transfers the tickets to its dealers
who in turn award them to certain employees, the manufacturer will

not be subject to these limitations if the tickets are includible in income
of the dealer and the manufacturer complies with any required infor-

mation reporting. Further, the limitations will not apply to the dealer
for any amount if the employee is required to include that amount in

his income and the dealer complies with the applicable infortnation
reporting requirements. Of course, the rules described above limiting

deductions for foreign conventions continue to apply to the individual
involved to determine the extent to which he is entitled to deduct the

convention expenses.

Business activities allocation rule

The 1976 Act added new provisions limiting the deduction for at-

tendance at a foreign convention. One of the provisions limits the

deductibility of the full transportation expenses to and from the site

of the convention to situations where "more than one-half" of the total

days of the trip (exclusive of days travelling to and froin the conven-
tion) are devoted to business activities. If "less than one-half" of the
total days are devoted to business activities, the transportation ex-

penses are allocated to business activities on the basis of the percentage
of days devoted to business. No specific rule is prescribed when exactly
one-half of the time is devoted to business.

To correct this situation, the Act makes it clear that a portion of the
transportation expenses will be denied only where less than one-half of
the total days are devoted to business activities.

Individuals residing in foreign countries

The Act also provides that the attendance by a IT.S. citizen who is

a bona fide resident of a foreign country at a convention in that foreign
country will not be treated as attendance at a foreign convention.
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Effective date

These provisions are effective for conventions beginning after

December 31, 1976.

Revenue effect

These provisions will have no effect on budget receipts.



8. Deduction for Expenses Attributable to Rental of Vacation
Homes (sec. 701(h) of the Act and sec. 280A of the Code)

Prior law
Prior to the 1976 Act, a taxpayer was allowed a deduction for the

ordinary and necessary expenses paid or incurred during the taxable

year in carrying on a trade or business, or for the nianagen^ient, con-

servation, or maintenance of property held for the production of
income. For a deduction to be allowable under these provisions, the

activity must have been engaged in by the taxpayer for the purpose
of or with the intention of making a profit. The determination of
whether an activity was engaged in for profit was made on the basis

of objective standards, taking into account all facts and circumstances
of each case. However, in the case of residential property held for both
business and personal purposes, no definitive rules were provided to

determine which expenses were attributable to the business use of the
property.
The 1976 Act. added a provision which, in general, provides a limi-

tation on the amount allowable to a taxpayer for the deductions
attributable to the rental of a dwelling unit if the taxpayer personally
uses the unit in excess of specified j^eriods of time during a taxable
year. This new limitation applies if the taxpayer's use of the dwelling
unit for personal purposes during his taxable year exceeds the greater
of 14 days or 10 percent of the number of the days during the year for
which the home is rented. The purpose of this limitation was to pre-

vent the conversion of nondeductible personal living expenses into
deductible expenses.

Reasons for change
The Congress does not believe that the personal use of a principal

residence for a portion of the taxable year should result in the dis-

allowance of deductions for the period when the residence has been
converted to rental property.

Explanation of provision

The Act provides that the use of a dwelling unit as a taxpayer's
principal residence (within the meaning of section 1034) is not to be
treated as personal use for purposes of determining whether the deduc-
tions attributable to a "qualified rental period" are subject to the limi-
tations added by the 1976 Act. For this purpose, a "qualified rental
period" will be a consecutive period of 12 months or more, beginning
or ending during the taxable year, during which the unit is rented
(other than to a brother, sister, spouse, ancestor or lineal descendant
of the taxpayer), or held for rental, at its fair market rental. The 12-

month rental requirement does not apply if the residence is sold or
exchanged before it has been rented, or held for rental, for the full

12 months.
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The provision does not apply to the deductions attributable to any
period other than the "qualified rental period". In addition, the pro-
vision does not affect the allocation of deductions attributable to the
rental period.

The determination of whether a unit is a principal residence (within
the meaning of section 1034) is to depend on the facts and circum-
stances of each particular case.

Effective date

The provision applies to taxable years ending after December 31,

1975.

Revenue effect

This provision will have a negligible effect on budget receipts.



9. Simultaneous Liquidation of Parent and Subsidiary Corpo-
rations (sec. 701 (i) of the Act and sec. 337 of the Code)

Prior law
Under present law, if a corporation adopts a plan of complete liqui-

dation and within 12 months thereafter distributes to its shareliolders

all of its assets (less those retained to meet claims) , gain or loss is gen-
erally not recognized to the corporation for tax purposes with respect

to j)roperty it sold during the 12-month period (sec. 337) . The purpose
of this provision is to provide the same tax treatment (a single tax at

the shareholder level) where a corporation sells its properties and
then distributes the proceeds to its shareholders as that which would
be provided had the corporation first distributed the properties in kind
to the shareholders who then sold the property.

Section 337 generally does not apply to a sale of assets by an 80 per-

cent or greater controlled subsidiary which liquidates into its parent
corporation. In that case, the parent corporation is not taxable on the

liquidation of the subsidiary (sec. 332), and no current tax would be
imposed at all if sections 332 and 337 were available at the same time.

As amended by the 1976 Act, the rule for 12-month liquidations

under section 337 is available for a sale by a member of an affiliated

group of corporations if every otlier member of the group which
receives a liquidating distribution also liquidates completely.

Reasons for change
The 1976 Act did not make the new rule inapplicable to those situa-

tions where the parent (or common parent) corporation is liquidated
tax-free (in whole or in part) under the one-month liquidation rule of

section 833 of the Code. (Under section 333, a shareholder's gain is

taxable only to the extent the corporation has accumulated earnings
and profits or distributes money and stocks or securities acquired after

1953.) If both liquidation provisions (sees. 333 and 337) could apply to

an asset sale followed by liquidation, the result in many cases wouki
be that little or no current tax would be imposed on the sale proceeds.
The Congress believes that the nonrecognition provisions of section

337 should not apply to the sale of assets by a subsidiary when the
simultaneous or ensuing liquidation of its parent falls under the
liquidation rules of section 333.

The 1976 amendment to section 337 applied to a sale or exchange by
a corporation which is a member of an affiliated group of corporations.
However, the language of the amendment did not make completely
clear at what point the existence of stock ownership for this purpose
is to be determined. The Congress believes that this language should
be clarified.

Explanation of provision

The 1978 Act makes the relief i)rovided by the 1976 Act inapplicable
where the parent (or common parent) is" liquidated under the one-
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month liquidation rules of section 333.* This provision will thus deny
the benefit of section 337 where the corporation which sells assets is a
first-tier subsidiary which then liquidates (under section 332) into its

parent, after which the parent's shareholders liquidate that corpora-
tion under section 333.

If the corporation which sells property is a second-tier or lower
subsidiary in a group of corporations, section 337 also is not to be
available if any of the liquidations occurring at a higher point in the
chain of ownership (which are otherwise required to occur) are
governed by section 333.

In lieu of the reference to an affiliated group of corporations in

the 1976 Act, the 1978 Act substitutes references to the selling corpora-
tion and to distributee corporations which are members of the chain of
includible corporations. The selling corporation and each distributee

corporation in the chain of includible corporations are required to liq-

uidate completely within 12 months after the selling company adopts
its liquidation plan. A "distributee corporation" is a corporation in
the chain to which the selling company makes a liquidating distribu-

tion and each other company in the chain which in turn receives a
liquidating distribution by reason of the liquidation of its transferor.

The term "chain of includible corporations" is intended to have the
same meaning as that term has in section 1504(a), which generally de-
fines an affiliated group.^ The reference to chains of includible cor-

porations is substituted for the existing reference to an affiliated group
in order to make clear that the liquidation requirements of the 1976
amendment apply only to those corporations which directly or in-

directly own a stock interest in the selling company (other than
through the common parent.)^

The definition of distributee corporation also is intended to make it

clear that no corporation in which the selling company owns stock is

re<|uired to liquidate under this provision. That is, the liquidation re-

quirements apply only to corporations in the chain above the level of
the selling company in the direction of the common parent; a sub-

sidiary of the selling company which owns no stock of the selling com-
pany would not have to liquidate.

^ Section 337 will not be available under this provision if gain Is not recog-
nized to the shareholders in whole or part pursuant to section 333. 'I'hus, even if

part of a shareholder's gain is taxable by reason of the special limitations in

section 333, section 337 will not be available to the subsidiary.

^An includible corporation is determined under sec. 1504(a) by reference to

80 percent or greater ownership of a corporation by the common parent or one
or more other includible corporations. To illustrate the operation of this defini-

tion, assume that a common parent, P, owns all the stock of sister subsidiaries

S-1 and SS-1. S-1 owns 90 percent of the stock of a second-tier subsidiary, S-2.

SS-1 owns the remaining 10 percent qt the stock of S-2 and all the stock of

its subsidiary, SS-2. If S-2 adopts a plan under section 337 and sells its assets,

the corporations which must liquidate under this provision (in addition to

S-2) are S-1, SS-1, and P.

The existence of an includible corporation continues to be determined without
regard to the exceptions contained in section 1504 (b)

.

^ For example, if a common parent, P, owns all the stock of S-1, which in turn
owns all the stock of S-2, which in turn owns all-" the stock of S-3, section 337
can apply to a sale of property by S-3 if the selling company liquidates into S-2.

S-2 liquidates into S-1, S-1 liquidates into P, and P liquidates completely within

12 months after S-3 adopted its plan. If P had owned a separate group of sub-

sidiaries, none of which owns any stock in the companies just described, none
of the subsidiaries in the separate cliuin would be required to liquidate in order

for section 337 to benefit S-3's sale. P's shareholders would be required, however,

to receive P's stock in the parallel chain as part of P's liquidation.
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The definition of distributee corporation also makes clear that the
companies required to liquidate are determined by reference to the
date on which a liquidating distribution is made rather than the date
on which the distribution is received (which in some cases might be
later than the date on which the transferor transmitted the distribu-
tion). The 1976 amendment was subject to a possible interpretation
that a corporation in the chain which received a liquidating distri-

bution from another corporation in the same chain might not be re-

quired to liquidate if the distributee actually received the distribution
beyond the 12-month period.

The definitions in the Act also deal with changes in stock ownership
of the selling company (or of another company in the same chain)
after the selling company adopts its plan or sells assets and before it

begins making distributions in liquidation. If the selling company is a
member of a chain of includible -corporations at the time the selling

company makes a liquidating distribution, each corporate member of

the chain receiving a liquidating distribution at that time must itself

liquidate completely. Thus, for example, if a corporation is owned
by one or more individuals at the time it adopts a section 337 plan
and sells its assets, but is 80 percent or more owned by a corporate

shareholder at the time it begins making distributions in liquidation,

the corporate shareholder must liquidate completely even though that

shareholder did not own stock of the selling company at the time the

plan was adopted or the assets sold.

Even if a corporation which receives a liquidating distribution was
not a member of the chain at the time the selling company liquidated,

a "distributee corporation" must also liquidate completely within 12

months after the selling company adopted its plan. For example, as-

sume that several individuals own all the stock of corporation B which
in turn owns all the stock of corporation C. C adopts a section 337 plan
on January 1, 1978, shortly thereafter sells some or all of its assets, and
makes a liquidating distribution to B on June 1 of the same year. On
July 1 of the same year, unrelated corporation A purchases all the

stock of B. On September 1 of the same year B makes a liquidating dis-

tribution to A. Under the Act, section 337 will apply to C's gain on its

sale of property only if A also liquidates completely within the 12

month period starting on January 1. 1978. Even though A and C were
never in the same affiliated group or chain of includible corporations
(because C had liquidated before A acquired B's stock) . A must liqui-

date because within the 12-month period it became a distributee corpo-
ration (as described above).

Effective date

The provision applies to sales or exchanges pursuant to a plan of
complete liquidation adopted after December 31, 1975.

Revenue effect

This provision will reduce budget receipts by less than $1 million
per year.



10. Transactions Involving Two or More Investment Companies
(sec. 701(j) of the Act and sec. 368(a)(2)(F) of the Code)

Prior law

Under present law, as amended by the 1976 Act, tax-free "reorga-

nization" treatment is denied to investment companies ("swap funds")

and their shareholders and security holders if such company (or com-
panies) owns an undiversified portfolio of stock or securities before

the exchange (sec. 368(a)(2)(F)). Under an exception, this disal-

lowance of tax-free reorganization treatment does not apply where the
stock of each company is owned substantially b}' the same persons in

the same proportions. However, under the swap fund rules, a realized

loss can be created and deducted by a corporation or its shareholders

and security holdere where it results from an exchange among two or

more "commonly-controlled" investment companies (if one of them
has an undiversified portfolio), unless the corporate parties to the

exchange are owned by substantially the same persons in the same
proportions.

Reasons for change

The Congress believes that deductions of losses resulting from an
exchange made taxable by the "swap fund" provision between one or
more undiversified investment companies should be disallowed where
more than 50 percent of the value of the stock of the corporate parties

to the exchange is owned, directly or indirectly, by the same person.

Explanation of provision

Tender the Act, a deduction of a loss resulting from an exchange
made taxable b}'^ the "swap fund" provision between one or more
undiversified investment companies will be disallowed if more than
50 percent in value of the outstanding stock of the corporate parties

to the exchange are owned, directly or indirectly, by or for the same
individual. The purpose of this rule is to prevent tlie deduction of
losses not sufficiently realized to be properly deductible. This result

Avill be achieved by a])plying the provisions of section 267(b) (3) of
the Code to a loss realized by a party to the exchange which is an
undiversified investment company immediately before the exchange.
This provision will not affect the tax-free treatment of gains where
substantially all of the stock of the investment company is owned by
the same persons in the same proportions.
In addition, the Act modifies the definition of an investment com-

pany to parallel the percentnge rpquirements for portfolio diversifica-

tion which are otherwise applicable to reorganizations of two or more
investment companies. In addition, the Act adds a specific definition of
the term "securities" for purposes of the "swap fund" provision.

Finallv, the Act makes several chancres in the language of the "reverse
acquisition" rule in order to clarify the computation of the amoimt
which shareholders will be deemed to realize in transactions to which
this special rule applies.
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Effective date
These changes apply as if included in the 1976 Act exeunt ihoi

Revenue effect

pe™ar°"''°" "" '""'"^ ''"''g^' ^'<=»'P'= by less than $1 million



11. At Risk Provisions (sec. 701 (k) of the Act and sec. 465 of the
Code)

Prior law
The 197G Act contained a special effective date provision for appli-

cation of the risk provision (sec. 465) to equipment leasing activi-

ties. Inadvertently, a cross-reference which referred to a provision de-

scribing farming activities should have referred to leasing activities.

In addition, the at risk provision provides generally that the amount
of any loss (otherwise allowable for the taxable year) which may be
deducted in connection with any one of certain activities (involving
farming, oil and gas, motion pictures or video tape, or equipment leas-

ing) cannot exceed the aggregate amount with respect to which the
taxpayer is at risk in each such activity at the close of the taxable
year. The intent of the provision was to treat amounts disallowed by
reason of the at risk provision in the prior taxable year in the same
manner as amounts paid or accrued from the activity to which sec-

tion 465 applies in the current taxable year.

The definition of loss for a taxable year (sec. 465(d) ) refers to the

excess of the deductions allowable for the taxable year (determined
without regard to the at risk provision) over the income received or
accured by the taxpayer during the taxable year from the activity.

Thus, the provision is unclear as to whether the deductions entering
into the computation of the loss for the current year include losses

from prior years which, by virtue of section 465(a), were disallowed

as deductions in those prior years.

Reasons for change
To clarify the computation of the loss for any current year, the

Congress believes it to be appropriate to clarify the provisions of sec-

tion 465(d) as to the treatment of losses disallowed in prior years

solely by reason of the at risk provision (sec. 465 (a) )

.

Explanation of provision

The 1978 Act amends subparagraph (A) of section 204(c) (3) of the

Tax Refomi Act of 1976, to refer to the special effective date provision

for the application of the at risk provision to equipment leasing activi-

ties. This is a clerical change.
The 1978 Act also amends the definition of loss for the taxable year

(sec. 465(d) ) to clarify that the deductions entering into the computa-
tion of loss for the taxable year includes losses from prior years which,

by virtue of section 465(a), are treated as deductions in the current

year.

Effective date

The amendments made by this section are effective as of October 4,

1976 (the date of enactment of the 1976 Act)

.

Revenue effect

These provisions will have no effect on budget receipts.

(353)



12. Amendments Relating to the Use of Accrual Accounting for
Farming (sec. 701(1) of the Act and sees. 447 and 464 of the
Code)

a. Automatic 10-year adjustment period for farming corporations
and partnerships required to use accrual accounting (sec. 701
(l)(l) of the Act and sec. 447 of the Code)

Prior law
Prior to the 1976 Act, any taxpayer engaged in the trade or business

of farming was entitled to use the cash method of accounting for such
business and to deduct currently costs of a nature which, for other

businesses, would be either included in inventory or capitalized.

The 1976 Act generally requires that certain farming corporations
use an accrual method or accounting and capitalize preproductive pe-

riod expenses. Exceptions are provided for subchapter S corporations,

family corporations, certain small corporations, and taxpayers in the

trade or business of operating a nursery. The Act also requires that

certain farming partnerships (in which "nonexcepted" corporations

are partners) use an accrual method of accounting and capitalize pre-

productive period expenses.

A transitional rule (sec. 447(f)) provided that a taxpayer who is

required by this section to change its method of accounting can, except
as otherwise provided in regulations, take the accounting adjustments
required by this change into account over a ten-year period.

Reasons for change
The 1976 Act is unclear how the accounting adljustments are to be

made in certain cases where either the taxpayer had not been in exist-

ence, or had been using a different method of accounting, during the 10

years prior to the year of change or where the taxpayer's future life

was limited to fewer than 10 years from the year of change.
The Congress believes that it is equitable to allow a taxpayer who

has been in existence for less than 10 taxable years, to be able to spread
the adjustments over a period equal to 10 taxable years (or if lesser, its

stated future life, if one is specihed)

.

Explanation of provision

Under the Act, a corporation or partnership which is required by
section 447 to change to an accrual method of accounting with capitali-

zation of preproductive period expenses is permitted to take the

accounting adjustments required by such change into account over a

10-year period except in those situations where a corporation or part-

nership has a stated future life of less than 10 years. In cases where
the corporation or partnership has a stated future life of less than 10
years, these adjustments may be taken into account ratably over its

stated future life.

The determination as to the stated future life of an organization is

to be made as of the first day of the first taxable year for which an
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accounting change is required. Thus, for instance, if a partnership
agreement contains a provision limiting the future life of the partner-
ship to a stated period and also contains an agreement whereby such
partnership agreement may be amended to extend the life of the part-

nership, the provision to permit an extension is to be disregarded if

the partnership agreement has not been amended to provide for such
extension as of the first day of the year of change.

Effective date

This provision is effective as of October 4, 1976 (the date of enact-

ment of the 1976 Act)

.

Revenue effect

This provision will reduce budget receipts by less than $1 million per
year.

b. Automatic 10-year adjustment for farming syndicates chang-
ing to accrual accounting (sec. 702(1) (2) of the Act and sec.

464 of the Code)

Prior law
Prior to the 1976 Act, any taxpayer engaged in the trade or business

of farming was entitled to use the cash method of accounting for such
business and to deduct currently costs of a nature which, for other
businesses, would be either included in inventory or capitalized.

The 1976 Act provides limitations on certain types of deductions
for farming syndicates. These limitations generally require farming
syndicates (1) to defer deducting the cost of prepaid feed, seed, ferti-

lizer, or other supplies until the supplies are used or consumed, (2) to

capitalize or inventory certain preproductive period expenses of poul-

try, and (3) to capitalize preproductive period expenses of orchards
and vineyards.

No transitional rules were provided for farming syndicates affected

by this provision. Thus, if a farming syndicate wishes to change to

an accrual method of accounting with capitalization of preproduc-
tive period expenses, it must, under the ordinary rules, obtain the

consent of the Internal Revenue Service, and the Internal Revenue
Service would have broad discretion to determine the period (if any)
over which the farming syndicate would have to spread the adjust-

ments required by the change in accounting method.

Reasons for change
The Congress understands that certain farming syndicates may

wish to elect to use an accrual accounting method with capitalization of

preproductive period expenses. Since this method of accounting more
accurately matches income and expenses than the cash method of ac-

counting (even as modified by the farming syndicate rules), the Con-
gress believes that it is appropriate to provide a generous transition

period to encourage farming syndicates to change voluntarily to this

method. In addition, certain farming syndicates have been able to

take advantage of a 10-year transitional rule provided in section 447

of the Code because they are partnerships with corporate general

partners. However, other farming syndicates with individuals as gen-

eral partners have been ineligible to use this transitional rule because
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section 447 of the Code does not require them to change to an accrual

method of accounting.

Explanation of provision

The Act provides that, if a farming syndicate was in existence on
December 31, 1975 (the date immediately prior to the effective date

of the farming syndicate provisions of the 1976 Act), and the syndi-

cate elects to change to an accrual method of accounting with capitali-

zation of preproductive period expenses (described in section 447(b)

)

for a taxable year beginning before January 1, 1979, the change of

method of accounting will be treated as having been made with the

consent of the Service and the net amount of the accounting adjust-

ment required to be taken into account shall be spread over a period

of 10 taxable years starting with the year of change (or ratably over

the syndicate's remaining taxable years where the syndicate has a

stated future life of less than 10 years)

.

This provision is to be available only if the farming syndicate

changes to an accrual method of accounting with capitalization of the

preproductive period expenses referred to in section 447(b). It is not

intended to apply to a taxpayer seeking to change to the "annual
accrual method of accounting" under section 447(g).
In determining whether a farming syndicate (such as a partnership)

has a stated future life of less than 10 years, and in determining the
number of years of such stated future life, reference is to be made
to the circumstances as of the first day of the year of change of the

accounting method. Thus, for instance, if a partnership agreement
contains a provision limiting the future life of the partnership to a

stated period and also contains an agreement wliereby such partner-
ship agreement may be amended to extend the life of the partnership
for a further period, the provision to permit an extension will be dis-

regarded if the partnership agreement has not been amended to pro-
vide for such extension as of the first day of the year of change.

Effective date

This provision is effective as of October 4. 1976 (the date of enact-
ment of the 1976 Act).

Revenue effect

This provision will reduce budget receipts by less than $2 million per
year.

c. Extending family attribution to spouses in the farming syndi-
cate rules (sec. 701(1) (3) of the Act, and sec. 464 of the Code)

Prior law
Prior to the 1976 Act. any taxpayer engaged in the trade or business

of farming was entitled to use the cash method of accounting for such
business and to deduct currently costs of a nature which, for other
businesses, would be either included in inventory or capitalized.
The 1976 Act provided limitations on certain types of deductions for

farming syndicates. These limitations generally require farming syn-
dicates (1) to defer deducting the cost of prepaid feed, seed, fertilizer
or other supplies until the supplies are used or consumed, (2) to capi-
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talize or inventory certain costs of poultry, and (3) to capitalize pre-

productive period expenses of orchards and vineyards.

In general, farming syndicates were defined to include (1) any part-

nership or other noncorporate enterprise engaged in farming if inter-

ests in the business were required to be registered with a Federal or
State securities agency and (2) any partnership or other noncorporate
enterprise engaged in farming if more than 35 percent of the losses

during any period are allocable to limited partners or limited entre-

preneurs. Generally, limited entrepreneurs and limited partners are
individuals wlio do not actively participate in management of the

activity. Certain interests in farming enterprises are not treated as

interests held by limited partners or limited entrepreneurs if the
interests are attributable to active participation in farm management
or certain other qualifications are met by an individual or certain

family members of that individual. For purposes of this rule, a family
is determined by reference to the grandparent of f^.n individual, and
family members are members of the grandparent's family. However,
under the language of this provision, the individual's spouse and the
spouses of other family members other than the gi'andparent are not
included as family members.

Reasons for change
The omission of spouses of members of a family in the family mem-

ber rules of the farming syndicate provisions was a technical oversight.

Explanation of provision

This provision expands the family member rules of the farming
syndicate provisions to cover the spouses of family members.

Effective date

This provision is effective as of October 4, 1976 (the date of enact-

ment of the 1976 Act)

.

Revenue effect

This provision will reduce budget r3ceipts by less than $1 million per
year.



13. Extensions of Certain Provisions to Foreign Personal Hold-
ing Companies (sec. 701(m) of the Act and sees. 189 and 280
of the Code)

Prior law
The 1976 Act contained a number of provisions to limit taxpayers'

use of tax shelters. One of these provisions provides that certain
real property construction period interest and taxes are to be capi-

talized in the year in which they are paid or accrued and amortized
over a period of years, generally 10 years (sec. 189). Another section

requires the capitalization of the costs of producing motion pictures,

books, records, and other similar property and permits the deduction
of these capitalized costs over the life of the production activity (sec.

280). Both of these provisions apply to individuals, estates, trusts,

subchapter S corporations and personal holding companies. These
provisions do not apply to other corporations.

In general, these provisions were applied only to situations where
the deductions would reduce the taxable income of individuals (or

estates and trusts). However, these rules also were made applicable
to personal holding companies, which are certain domestic corpora-
tions receiving investment income or compensation of its shareholders
in order to shield that income from the higher individual tax rates that
would apply if the income were received by the shareholders.

Reasons for change
Since a foreign personal holding company can be used to shelter

income from the individual income tax rates, the Congress believes

the two tax shelter provisions discussed above also should apply to
foreign personal holding companies.

Explanation of provision

The Act makes the provisions of the Internal Revenue Code of 1954,
relating to the amortization of real property construction period in-

terest and taxes (sec. 189) and the capitalization of costs of producing
motion pictures, books, records and other similar property (sec. 280)
applicable to foreign personal holding companies in the computation
of their taxable income.

Effective date
These provisions generally are effective for taxable years beginning

after December 31, 1975.

Revenue effect

This provision will increase budget receipts by less than $2 million
per year.
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14. Definition of Condominium Management Association (sec.

701 (n) of the Act and sec. 528 of the Code)

Prior law
The Tax Reform Act of 1976 added a provision to the Internal

Revenue Code (sec. 528) which permits certain homeowners associa-

tions to elect to be treated as tax-exempt with respect to their exempt
function income. The homeowners associations which are eligible to

make this election include condominium management associations and
residential real estate management associations which satisfy certain

statutory requirements. Under the 1976 Act, the definition of a residen-

tial real estate management association requires that substantially all

of the lots or buildings of the subdivision, development, or similar area

which the association serves "may only be used by individuals for resi-

dences" (sec. 528(c) (3)), but similar requirements for condominium
management associations require that the units of the condominium
project be "used as residences" (sec. 528(c) (2) ).

Reasons for change
In order to make it clear that no distinction was intended with re-

spect to the differences in definitions between a condominium manage-
ment association and a residential real estate management association,

the Congress believes it is appropriate to conform the definitions of

the two types of homeowners associations.

Explanation of provision

The Act conforms the definitions of condominium management asso-

ciation with that of residential real estate management association by
l^roviding that all of the units of a condominium project be "used by
individuals for residences." Thus, the Act makes it clear that no dis-

tinction was intended to be made between the two types of associations

in this respect.

Effective date

The amendment is applicable to taxable years beginning after

December 31, 1973.

Revenue effect

This provision has no effect on budget receipts.
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15. Personal Holding Companies—Definition of "Individual** for

Stock Ownership Test (sec. 701 (o) of the Act and sec. 542 of
the Code)

Prior law
Under present law, a tax is imposed on the undistributed income of

a "personal holding company.'* Basically, a "personal holding com-
pany" is a corporation which derives most of its income from certain

passive sources and 50 percent or more of whose stock is owned by 5 or

fewer individuals.

Under the law prior to the Tax Reform Act of 1976, an organization
or trust organized or created before July 1, 1950, would not be counted
as an individual in determining whether a corporation constituted a
personal holding company if the organization or trust owned all of the

common stock and at least 80 j^ercent of the other stock of the corpora-
tion. The 1976 Act deleted this last exception as part of the "dead-
wood" provisions of that Act.

Reasons for change
The "deadwood provisions" in the 1976 Act were designed to sim-

plify the tax law by removing from the Internal Revenue Code those
provisions which are no longer used in computing current taxes or are

little used and of minor importance. In the case of this provision, it has
come to the attention of the Congress that at least one company still

comes within the provision eliminated under the deadwood provisions.

Since the definition of personal holding company was modified by the
"deadwood" provisions of the 1976 Act pursuant to the belief that no
taxpayer any longer qualified under its terms, the Congress believes
it to be appropriate to reinstate the exception.

Explanation of provision

The amendment reinserts the provision of prior law that was deleted
by the deadwood provisions of the 1976 Act.

Revenue effect

This provision will reduce budget receipts by less than $1 million
per year.
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16. Gain on Sale of Certain Property Transferred in Trust (sec.

701(p) of the Act and sec. 644 of the Code)

Prior law
The 1976 Act added a new provision (sec. 644) which taxes a trust

at the transferor's rate brackets where the trust disposes of an asset

within 2 years of its transfer to the trust by the transferor. The statute

applies to any gain realised by the trust, even if that gain would not

be recognized by the trust under other provisions of the Code that

provide for tax-free treatment in certain situations. Thus, for example,

the new provision apparently would apply to stock exchanged in a

tax-free reorganization of a corporation by the trust if the stock had

been transferred to the trust less than 2 years before the reorganization.

In addition, the application of the new provision is unclear where

the transferor has items, such as charitable contributions, net operating

losses, and capital losses, that are carried back or over from the trans-

feror's taxable year in which the property was sold by the trust to

another year.

Also, where the transferor incurs a net operating loss within three

years after the year in which the transferred property was sold, the

transferor may be permitted to carry back the net operating loss and
thus reduce his taxable income for the year in which the transferred

property was sold. In such a case, the trust would apparently be en-

titled to file a claim for refund since its tax under this new provision

is based on the transferor's rate bracket.

Generally, the new provision applies regardless of whether the trust

elects to report income under the installment method for reporting

gain on a sale or exchange. However, the "includible gain'' does not

include any portion of an installment received by the trust after the

death of the transferor.

Reasons for change
The Congress believes that the new provision should only apply to

gains recognized by the trust. However, the Congress also believes

that the new provision should apply to the property received in a tax-

free exchange to the same extent that the provision applied to the

property transferred in the tax-free exchange.
In addition, the Congress believes that it should not be possible

for both the trust and the transferor to obtain the benefit of an item
through the carryover of that item to another year of the transferor.

Moreover, because of the administrative difficulties which would arise

if the trust is permitted to take into account a net operating loss

carryback of tlie transferor, the Congress believes tliat the tax under
the new provision should be computed without regard to any net

operating loss carryback of the transferor.

Finally, the Congress wishes to clarify that the provision applies

where installment reporting of gain on the sale or exchange of property
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is elected and installment payments with respect to the purchase price

are made in two or more years.

Explanation of provision

The Act provides that the new rule applies only to gains recognized

by the trust under the normal rules governing tax-free transactions.

However, the Act provides that the new provision will apply to prop-

erty received in a tax-free exchange to the same extent that it would

have applied to the property given up in the tax-free exchange.

In addition, the Act provides that the tax computation under the new
provision is to be determined without regard to any loss or deduction

which is carried (either back or forward) to another year of the trans-

feror. For example, assume that the transferor had $10,000 of ordinary

business income in the year in which the transferred property is sold

and that the includible gain on the transferred property was $20,000.

If the transferor had a long-term capital loss in 1977 or a long-term
capital loss carryover to that year of $5,000, then $1,000 of the loss

would be disregarded because it is carried over to the transferor's fol-

lowing taxable year (total long-term capital loss of $5,000 reduced by
$4,000 which is the amount considered used to determine to a maximum
$2,000 capital loss deductible against ordinary income for 1977 ($3,000
for 1978) at 50 percent of the long-term capital loss.)

In addition, the Act provides that the tax under the new provision
is to be computed without regard to any net operating loss carry-
backs to the transferor's taxable year which are used to determine
the applicable tax rate. However, the tax is computed with regard
to net operating loss carryovers from prior years and any net op-
erating loss for the year of sale, to the extent no carryback or carry-
over arises from that year. For example, assume the same facts
above, except that the transferor has a net operating loss carry-
forward from prior years of $5,000 and no capital losses. In this case,

the tax under the new provision is computed by taking the entire
amount of the $5,000 net operating loss deduction into account since
none of the net operating loss deduction can be carried forward to

another year of the transferor. However, if the net operating loss

carryforward were $12,000, then the tax under the new provision
would be computed by allowing a net operating loss deduction of
$10,000 since $2,000 can be carried over to another year of the trans-
feror. Where, however, the year of sale is the last year to which a
net operating loss deduction can be carried (generally 7 years), then
the tax under the new provision is computed with regard to the
full net operating loss deduction since any excess net operating loss

deduction of the transferor cannot be carried over to another year
of the transferor.

Finally, in the case of installment sales, each installment is taxed
at the grantor's tax rate if the installment sale occurred within the
two year period after the transfer to the trust. In other words, the
provision applies where a trust elects to report income under the in-

stallment sale method as if each installment were a ssparate sale or ex-
change of property to which the provision applied, without regard to

the two year rule.
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The Act also removes a conforming amendment in the capital gains
throw-back rule which was repealed by the 1976 Act since the enact-
ment of the new provision (sec. 644) removed the need for such a
conforming amendment.

Effective date

The provisions generally apply to transfers in trust made after

May 21, 1976. The removal of the conforming amendment in the capi-

tal gains throw-back rules is effective on October 4, 1976 (the date of
enactment of the 1976 Act)

.

Revenue effect

This provision will reduce budget receipts by less than $1 million per
year.



17. Allowance of Foreign Tax Credit for Accumulation Distribu-
tions (sec. 701 (q) of the Act and sees. 665 and 667 of the Code)

Prior law
Prior to the 1976 Act, distributions fir)iii trusts of aoeuniulated in-

come were taxed in substantially the same manner as if the income
were distributed when earned. The 1070 Act nuide several modifica-

tions in the manner in which accunudation distributions are taxed. Un-
der the Act, accumulation distributions are thrown back to three of the

five preceding years, excluding those years with the highest and lowest

incomes, and are taxed at the beneficiary's rates for those years with a

credit for any U.S. taxes imposed on the trust. The 1076 Act does not

permit refunds of excess taxes paid by the trust. In addition, the

accunudation distributions generally do not retain, in the hands of the
beneficiary, the character of the income from which they were
distributed.

Reasons for change
The modifications made by the 1976 Act to the taxation of accumula-

tion distributions leave unclear whether beneficiaries may claim a

credit with respect to foreign taxes paid by the trust which are al-

locable to accunndation distributions and. if such a credit is allowed,
how it IS computed. The Congress Udieves that beneficiaries should he
permitted to claim a tax credit with respect to foreign, taxes allocable to

accumulation distributions so that the treatment of current and accu-

mulation distributions are substantially similar in this regard.

Explanation of provision

The Act adopts two separate rules: one for distributions from
domestic accunuilation trusts and the other for distributions from
foreign accumulation trusts.

With respect to distributions from domestic accumulation trusts,

the Act clarifies the operation of the credit mechanism by defining
"taxes imposed on the trust" as the gross Federal income tax before
credits allocable to the distribution. Thus, the benefit of any foreign
tax credit, investment credit, or any other credit allowed under subpart
A of part IV of subchapter A of the Code (sees. 31 through 45) claimed
by the trust in a prior accumulation year is flowed through to the bene-
ficiary when the accumulated income of such year is distributed. The
credits are not passed through as identifiable amounts, but rather com-
prise a portion of U.S. tax imposed on the ti'ust which may be offset

against the partial tax on the distribution. Since any applicable limita-

tions on the credits were computed and applied at the trust level, no
further limitations (other than the denial of refund for taxes imposed
on the trust in excess of the partial tax) are imposed. There is no re-

quirement under the Act that the beneficiary elect the foreign tax credit
for the year of distribution.
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A separate rule is provided under which foreign income taxes alloca-

ble to accumulation distributions from foreign trusts are allowed as a

credit in computing the partial U.S. tax on the distribution.

Under the Act, the definition of "taxes imposed on the trust" (sec.

665(d)) is amended to include, in the case of foreign trusts, the for-

eign taxes paid or accrued by the trust that are properly allocable to

the accumulation distribution. As a consequence, the amount of such

taxes is deemed to have been distributed to the beneficiary and is includ-

ible in his gross income along with the actual trust distribution (sees.

666(b) or (c) and 667). As in the case of a domestic trust, a partial tax

is computed with respect to the total distribution using the throwback
rules (sec. 667(b) ). In computing the partial tax in the case of a for-

eign trust, however, the deemed distributed foreign income taxes in-

cluded in income in a computation year are allowed, subject to the for-

eign tax credit limitations, as a credit against the increase in tax for

that year. In contrast, U.S. taxes imposed on the trust are allowed as

an offset against the partial tax on the distribution in the distribution

year (determined on the basis of the average increase in tax for the

three computation years)

.

The foreign tax credit limitations are applied in computing the

partial tax in the case of distributions from foreign trusts because, in

contrast to domestic trusts, foreign trusts are not generally subject to

U.S. tax on the income when accumulated, and thus the foreign tax

credit limitations have not been applied at the trust level. Foreign
taxes in excess of these limitations are not available for carryover or

carryback. (This corresponds to the treatment of U.S. taxes attributa-

ble to accumulation distributions; they are allowed as an offset against

the partial tax, but no carryovers are allowed for any excess).

The limitations on the foreign tax as a credit against the increase in

tax in each of the computation years are applied separately to the

accumulation distribution as compared with other items in the bene-

ficiary's return for such year. Further, foreign taxes included in

income in the computation year by reason of the accumulation distribu-

tions may be claimed only against the increase in tax for the computa-
tion year. The separate limitations on the trust distribution are

computed in the same manner as the separate limitations on foreign

taxes related to foreign source interest and DISC dividends. That is,

the numerator of the limiting fraction is the portion of the income
added to the beneficiary's taxable income for the computation year
which is from foreion sources (or which is foreign oil-related income,
interest income, or DISC income) ; the denominator is the sum of the

worldwide taxable income of the beneficiary for the computation year
and the income added to his taxable income for purposes of computing
the increase in tax : and the tax to which the fraction is applied is the

sum of the total U.S. tax of the beneficiary for the computation year
and the increase in tax for that year. The items of income, deduction,

and credit of the trust retain their character and source to the extent

necessary to apply these rules.

If the beneficiarv' elected the foreign tajc credit on his return for a

computation year, he must credit the foreign taxes deemed distributed

by the trust in computing the increase in tax for that year. If the

beneficiarv did not elect the foreicrn tax credit on his return for the

computation year, he may either treat the foreign tax imposed on the
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trust as a deduction or a credit in determining the increase in tax for
that computation year. If the beneficiary deducted other foreign taxes
in the computation year, he will not merely by reason of the throw-
back rules, be required to amend his return for that year and recom-
pute the tax as if the foreign taxes had been claimed as a credit. How-
ever, if the beneficiary deducted foreign taxes on his return for the
computation year but elects to credit foreign taxes included in the
accumulation distribution in computing the increase in tax for that
year, the increase in tax is the diiference between (i) the tax on the
beneficiary's taxable income for that year, computed by deducting
foreign taxes and (ii) the tax on the sum of the beneficiary's taxable
income, plus the amount added under section 667(b) (1) (C), plus the
amount of foreign taxes originally deducted for that year, computed
by creating both the foreign taxes imposed on the trust and the for-

eign taxes paid or accrued by the beneficiary in the computation year.

A special rule is provided for the application of the foreign loss

recapture rules (sec. 904(f)) to accumulation distributions from for-

eign trusts. If the beneficiary sustained an overall foreign loss (or

foreign oil-related loss) in a taxable year prior to the distribution

year, the portion of the accumulation distribution which is out of for-

eign source income (or foreign oil-related income) of the trust will be

recaptured (i.e., treated as U.S. source income for purposes of com-
puting the credit in the computation year) to the extent that the loss

has not been recaptured (i) in intervening years or (ii) against any
foreign source taxable income (or foreign oil-related income) of the

beneficiary in the distribution year other than the accumulation dis-

tribution. The recapture will apply to the entire amount of the foreign
source income included in the accumulation distribution (the 50 per-

cent of foreign source taxable income limitation of sec. 904(f) (1) (B)
will not apply). By recapturing the unused loss against the accumula-
tion distribution, the trust income added to each of the computation
years is treated as income from U.S. sources in the proportion that the

loss recaptured against the accumulation distribution bears to the total

accumulation distribution (including the foreign taxes deemed
distributed)

.

The application of this rule is illustrated by the following example.
A beneficiary of a foreign accumulation trust receives a distribution

in 1980 of $20,000 of foreign source income. The foreign tax paid or

accrued by the trust that is properly allocable to such income is $4,000.

The tliree computation years chosen after application of section 667(b)

(1) (C) are 1975, 1977, and 1978. The beneficiary incurred an overall

foreign loss in 1979 of $10,000. He does not have any foreign source

income in 1980 other than that from the trust distribution. The amount
to be added to taxable income in each computation year is $12,000 (the

sum of the actual distribution ($20,000) plus the deemed distributed

taxes ($4,000) divided by the number of accumulation years (2) ). The
foreign loss recapture rules require that 10/24 ($10,000 recaptured
loss over the $24,000 total distribution) of the income added to each
computation year be treated as U.S. source income. Thus, $5,000 of
the income added to each computation year is U.S.-* source and $7,000
is foreign source for the purposes of computing the foregin tax credit

limitations in those years.
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Effective date
The amendments made by this provision apply generally to distri-

butions made in trust taxable years beginnin^r after December 31, 1975.
However, the amendment coordinating the loss recapture rules witli
the accumulation distribution amendments applies to losses sustained
in taxable years of beneficiaries beginning after December 31, 1975.

Revenue effect

This provision will reduce budget receipts by less than $1 million
per year.



18. Source and Character of Accumulation Distributions from
Trusts (sec. 701(r) of the Act and sec. 667 of the Code)

Prior law
The 1976 Act substantially changed the treatment of distributions

of income accumulated by trusts in years prior to the distribution. One
of those changes is that distributions of previously accumulated in-

come, other than those attributable to tax-exempt interest, do not re-

tain in the iiands of the beneficiary, the character of the income from
which they were distributed. In the case of distributions of previously
accumulated income to nonresident aliens and foreign corporate bene-
ficiaries, the elimination of the characterization rules leaves unclear
how to determine the amount, if any. of U.S. withholding tax to be
imposed on the distribution.

Reasons for change
Because of the necessity of knowing the character of the income in

applying the U.S. withholding tax on distributions to nonresident
aliens and foreign corporations, the Congress believes that the char-
acter of income should be retained in the case of accumulation distri-

butions to these persons.

Explanation of provision

The Act reinstates the rules that applied prior to the 1976 Act (under
sec. 662(b) ) with respect to accumulation distributions to nonresident
aliens and foreign corporations. Thus, distributions by a trust of pre-
viously accumulated income made to nonresident aliens and foreign
corporate beneficiaries will retain the character of the income from
which the distributions are made.

Effective date

The amendment is effective for accumulation distributions made in
taxable years beginning after December 31, 1975.

Revenue effect

This provision will reduce budget receipts by less than $1 million
per year.
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19. Exempt-Interest Dividend of Regulated Investment Com-
panies (sec. 701 (s) of the Act and sec. 851 of the Code)

Prior law
A regulated iiiA-estment company (commonly called a mutual fund)

is permitted a deduction for dividends paid to its shareholders if it

meets several tests. One of the tests is that at least 90 percent of its

gross income must be derived from dividends, interest, and gains from
the sale or other disposition of stocks or securities. Another of tlie tests

is that less than 30 percent of its gross income must be derived from
the sale or other disposition of stock or securities held for less than 3

months.
The 1976 Act contained an amendment to the provisions dealing

with regulated investment companies which permits a company to

pay exempt-interest dividends to its shareholders if at least 50 per-

cent of its assets are invested in tax-exempt State and local govern-

mental obligations. However, interest on tax-exempt State and local

governmental obligations is not included in gross income. Conse-

quently, a regulated investment company investing all or most of its

assets in tax-exempt obligations could fail to meet the 90- and 30-

percent tests if, for example, it recognizes a relatively small amount
of nonqualifying income.

Also, a shareholder may invest in an open end tax-exempt mutual

fund shortly before the record date of a future dividend and then

tender his share for redemption immediately after the receipt of the

tax-exempt interest dividend. Since the fund's assets have been de-

pleted by the amount of the dividend, the shareholder will generally

recognize a short-term capital loss on the redemption in the amount

of the dividend. The net effect of the two transactions is to create an

artificial short-term capital loss which can be used to shelter other

capital gains of the shareholder.

Reasons for change

The Congress believes that the tests for determining whether a

corporation qualifies as a regulated investment company should be

made by including tax-exempt interest in gross income. In addition,

the Congress believes that it should not be possible to create an arti-

ficial loss through the purchase and sale of shares in a regulated

investment company that pays exempt-interest dividends.

Explanation of provision

The Act provides that "gross income" for purposes of the 90- and 30-

percent tests includes tax-exempt interest. In addition, the Act dis-

allows any loss recognized within 31 days of the date of purchase on

shares in a tax-exempt mutual fund to the extent of any exempt

interest dividend received by the shareholder.

(369)
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Effective date

The amendments made by this section are effective for taxable years
beginning after December 31, 1975.

Revenue effect

This provision has no effect on budget receipts.



20. Real Estate Investment Trusts (sec. 701(t) of the Act and sec.

859 of the Code)

Prior law
Real estate investment trusts (REITs) are treated under the tax

law in a manner similar to mutual funds, so that if a qualifying REIT
distributes at least 90 percent of its income to the shareholders, the
income is taxed to the shareholders and not to the REIT. There are
several income source tests which must be satisfied in order to qualify
as a REIT, among which is the requirement that at least 75 percent of
the trust's gross income must come from rents, interest on mortgages
and other sources related to the holding of real estate for investment.
The 1976 Tax Reform Act made extensive changes to the provisions

relating to taxation of REITs and their shareholders. Under prior
law, for example, a REIT could elect a fiscal year, and, if its share-

holders used the calendar year for tax purposes, the shareholders
could obtain a delay of up to two years in reporting income flowed
through from the REIT. The 1976 Act provided that a REIT could
not in the future adopt or change to any annual accounting period
other than the calendar year.

Prior law also prohibited a REIT from holding property, other
than property qualifying as foreclosure property, for sale to customers
in the ordinary course of business. The 1976 Act permits REITs to

hold such property ; however, the net income from the sale of the prop-
erty is taxed at a rate of 100 percent. In addition, gains derived from
such property generally do not qualify for purposes of meeting the
income source tests.

Reasons for change
The Congress noted that the provisions in the 1976 Act requiring

a taxable year did not specifically require a newly electing REIT to

adopt a calendar year if it had previously adopted a fiscal year for tax
purposes. It was also noted that, under the amendments made by the
1976 Act, it was possible for gain derived from shares in another
REIT to qualify for the 75-percent income source test even though
these shares were held primarily for sale.

Explanation of provision

The Act amends the REIT taxable year provisions to require that
any corporation, trust, or aSvSOciation which first qualifies for REIT
status after October 4, 1976, must adopt or change to a calendar year
in order to be eligible for REIT status. In addition, the Act clarifies

the income source rules to require that, for purposes of the 75-percent
income source test, qualifying income does not include gain from the

sale of REIT shares which were held primarily for sale. The Act also

corrects several erroneous or omitted cross references which relate to

the REIT amendments in the 1976 Act.

(371)
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Effective date

These provisions are effective as of October 4, 1976 (the effective
date of the 1976 Tax Keform Act)

.

Revenue effect

This provision has no effect on budget receipts.



21. Amendments Relative to the Treatment of Foreign Income
<sec.701(u)of theAct)

a. Taxation of possessions corporations (sees. 701(u)(l) and (11)
of the Act and sees. 901(g) and 936 of the Code)

Prior law
The 1976 Act restructures the taxation of U.S. corporations substan-

tially all of whose operations are in Puerto Rico and the possessions

("possessions corporations"). In brief, the Act provides that posses-

sions corporations are entitled to a tax credit equal to the U.S. tax
which otherwise would be paid on the income derived from the active

conduct of a trade or business in a possession or from investments in

the possession of the earnings from a possessions business.

A recent Tax Court case (Kewanee Oil Co., 62 T.C. 728) has held
that the sale of substantially all the assets of a trade or business does

not, for purposes of the Western Hemisphere trade corporation provi-

sions, constitute income derived from the active conduct of a trade

or business. The 1976 Act does not specify the treatment of this type of

sale for purposes of the possessions tax credit.

In addition to the tax credit for income earned by possessions cor-

porations, the 1976 Act provides that corporate shareholders are en-

titled to the dividends-received deduction with respect to dividends

from possessions corporations. As a result, Congress decided that it

was inappropriate to allow a foreign tax credit for taxes imposed on
distributions from possessions corporations to U.S. shareholders which
are also partially or fully exempt from U.S. tax because of the divi-

dends-received deduction or other nonrecognition provisions. However,
the 1976 Act (sec. 901(g) ) disallows the credit even where the distri-

bution was fully subject to U.S. tax. For example, the credit is denied

with respect to withhokrmg taxes on dividends from possessions cor-

porations which are received by individuals although individuals are

not entitled to the dividends-received deduction.

Reasons for change

The recent Tax Court case involving a sale of substantially all of

the assets of a Western Hemisphere trade corporation can result in

an implication that, in a similar situation, a sale of assets by a posses-

sions corporation will not qualify for the possessions tax credit. The
Congress believes that this implication was not intended under the 1976

Act.

In addition, the 1976 Act provision disallowing any foreign tax

credit on dividends irom possessions corporations was intended to ap-

ply only where those dividends are exempt (or substantially exempt)

from U.S. tax. The Congress believes it is necessary to make conform-

ing changes to carry out this intention.

(373)
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Explanation of provision

The Act makes it clear that taxable income from the sale of sub-

stantially all the assets which had been used by a possessions corpora-

tion in the active conduct of a possession business may qualify for the

possessions tax credit. In addition, the Act provides that income from
the sale or exchange by a possessions corporation of any asset generally

will not qualify for the credit if the basis of the asset (for purposes of

determining the gain on the sale or exchange) is determined in whole

or in part by reference to its basis in the hands of another person. Gain
on the sale of an asset with a carryover basis will qualify, however, if

the person (or persons) whose basis in the asset has been carried over

was, for the entire period that the person held the stock, a possessions

corporation (under sec. 931 or 936) or a corporation organized in

Puerto Rico or a possession and described in section 957(c)

.

The Act also provides that the denial of the foreign tax credit with

respect to taxes imposed on distributions from possessions corpora-

tion does not apply where the distribution is fully taxable by the U.S.
Where the recipient of the distribution (including an indirect re-

cipient such as a corporate partner of a partnership or corporate bene-

ficiary of a trust which directly receives the dividend) is entitled to a

dividends-received deduction attributable to the distribution, the credit

is denied with respect to the full amount of the taxes imposed on the

distribution. Where the distribution is received in connection with a

liquidation or other transacton, the credit is denied to the extent

that the taxes are imposed on income, gain or loss which is not recog-

nized for T^.S. tax purposes by the recipient. The Act also makes it

clear that the disallowance of the credit also applies in the case of dis-

tribution from corporations described in section 957(c) in situations

where income, gain, or loss is not recognized.

Effective date

The provision generally applies to taxable years beginning after

December 31, 1975. The provision disallowing foreign tax credits in

the case of distributions from section 957(c) corporations applies to

distributions made after the date of enactment (November 6, 1978).

Revenue effect

This provision will reduce budget receipts by less tlian $10 million
in fiscal year 1978 and by less than $5 million annually thereafter.

h. Foreign tax credit adjustments for capital gains (sees. 701(u)
(2) and (3) of the Act and sec. 904 of the Code)

Prior law
The 1976 Act made several adjustments to the computation of the

foreign tax credit to take account of the fact that capital gains are
taxed differently from ordinary income. Section 904(b)(2) of the
Code, as added b}' section 1031 of the 1976 Act, establishes the rules for
determining the manner in which income and loss from the sale of
capital assets is taken into account in computing the credit. However,
the provision a^Dplies those adjustments only for the computation of
the limitation itself and not for other purposes.
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Reasons for change
The 1976 Act leaves unclear whether the adjustments required for

capital gains income apply before or after other adjustments required
(under sec. 904) in order to compute a taxpayer's foreign tax credit
limitation. For example, it is not clear in the statute whether the loss
recapture rules (of sec. 904(f) ) apply before or after any capital gains
adjustments. In addition, it is unclear whether the reduction proWded
for in the 1976 Act in the amount of foreign capital losses taken into
account in computing the numerator of the foreign tax credit limiting
fraction does not apply to capital loss carryovers and carrybacks.

Explanation of provision

The Act provides that the adjustments with respect to capital gains
and losses apply for all foreign tax credit limitation purposes (i.e.,

sec. 904) so that the adjustments are applicable for loss recapture
purposes. In addition, the Act amends clause (iii) of section 904(b)
(2) (A) to make it clear that the three-eighths reduction provided with
respect to foreign capital losses which offset U.S. source net capital
gains is to be made only in computing the numerator of the limiting
fraction and to provide that the adjustment is also made where the
foreign capital loss is a capital loss carried forward from a preceding
year or carried back from a succeeding taxable year.

Effective date

The provision applies to taxable years beginning after December 31,
1975.

Revenue effect

This provision has no effect on budget receipts.

c. Treatment of capital loss carryovers and carrybacks for re-

capture purposes (sec. 701(u)(4) of the Act and sec. 904 of
the Code)

Prior law
The 1976 Act provides that where a taxpayer has an overall foreign

loss (or a foreign oil related loss) in one year, that loss is to be recap-

tured by recharacterizing foreign source income (or foreign oil related

income) earned in future years as U.S. source income for foreign tax

credit limitation purposes. An overall foreign loss is the amount by
which foreign source gross income is exceeded by the deductions attrib-

utable thereto ; a foreign oil related loss is the amount by which foreign

oil related income is exceeded by deductions attributable thereto. Since

foreign net operating losses carried to other years are included in the

computation of the overall foreign loss or foreign oil related loss in

the year sustained for recapture purposes, net operating loss carry-

overs or carrybacks are excluded from the computation of any overall

foreign loss or foreign oil related loss for the year in which deducted

in order to prevent a double counting of the loss. The 1976 Act sim-

ilarly excludes capital loss carrybacks and carryovers from overall

foreign loss and foreign oil related loss.

Reasons for change

Since capital losses are deductible only to the extent of capital gains

(plus a limited amount allowed to offset ordinary income of individ-

uals under sec. 1211(b)), foreign capital losses which are not de-

35-922 O - 79 - 25
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ductible in the year incurred are not included in overall foreign loss

or foreign oil related loss in either the year sustained or the year to

which carried. Thus, they are not subject to recapture. This exclusion

of capital loss carryovers from the loss recapture provisions was not

intended.

Explanation of provision

The Act amends the definition of overall foreign loss and foreign

oil related loss to eliminate the exception for capital loss carryovers

and carrybacks. Thus, such losses will be subject to recapture to the

extent they are used as carryovers or carrybacks in years in which the

taxpayer has an overall foreign loss or a foreign oil related loss.

Effective date

The provision applies to taxable years beginning after December 31,

1975.

Revenue effect

This provision will increase budget receipts by less than $1 million
per year.

d. Effective date of recapture of foreign oil related losses (sec.

701(u)(5) of the Act and sec. 904 of the Code)

Prior law
The provisions requiring recapture of foreign oil related losses were

added to the Code by the Tax Reduction Act of 1975. The provisions
applied to losses sustained in taxable years ending after December 31,

1975. The 1976 Act modified the rules relating to recapture of foreign
oil related losses and extended recapture to all foreign losses.

Reasons for change
The modifications to the foreign oil related loss recapture rules were

intended to apply retroactively to the effective date of those rules under
the Tax Reduction Act. However, the effective date of the 1976 Act
modifications is taxable years beginning after December 31, 1975,
rather than taxable years ending after December 31, 1975 (the effective

date of the oil related loss recapture rules under the Tax Reduction
Act).

Explanation of provision

The Act corrects this technical defect by providing that the modifi-
cations dealing with recapture of foreign oil related income made by
the 1976 Act apply to taxable years ending after December 31, 1975.

Effective date

This provision is effective upon enactment.

Revenue effect

The provision has no effect on budget receipts.

e. Transitional rule for recapture of foreign losses (sec. 701(u)
(7)(A) of the Act and sec. 904(f) of the Code)

Prior law
Prior to the Tax Reform Act of 1976, foreign losses generally re-

duced U.S. tax on U.S. source income by decreasing the worldwide
taxable income on which the U.S. tax was based. In addition, when
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the business operations in the loss country (or countries) became
profitable, a credit against U.S. tax was allowed for taxes paid to that

country (or countries) without any recapture of the prior benefits

from foreign losses (except in the case of foreign oil related losses,

which were subject to recapture)

.

To reduce these advantages, the 1976 Act extended the recapture

provisions to all foreign losses. The Act requires that, in cases where
a loss from foreign operations reduces U.S. tax on U.S. source income,

the loss is to be recaptured by the United States if the company sub-

sequently derives income from abroad. In general, the recapture is

accomplished by treating a portion of foreign income which is sub-

sequently derived as income from domestic sources.

The loss recapture provisions apply to losses sustained in taxable

years beginning after December 31, 1975. An exception to the effective

date is provided for cases where a loss sustained in 1976 is from an
investment in a corporation which became substantially worthless

prior to the effective date. This exception applies where a corporation

has suffered an operating loss in three out of the five years preceding

the year in which the loss was sustained, the corporation has sustained

an overall loss for those five years, and the termination of the invest-

ment takes place before January 1, 1977.

An additional exception was provided for cases where an invest-

ment ••'. continued beyond 1976 in an attempt to try to make the invest-

ment profitable, although the attempt may ultimately fail. The Act
provides that if a loss would qualify for the above exception to re-

capture but for the fact that the investment was not terminated in

1976, and if the investment is terminated before January 1, 1979, there

is to be no recapture of the loss to the extent there was on December 31,

1975, a deficit in earnings and profits.

Reasons for change

A problem has arisen under the exception relating to deficits in

earnings and profits prior to 1£76 in that the Act requires that the defi-

cit be computed with respect to all years of the corporation. However,
in the case of a taxpayer who purchased a previously existing foreign

corporation, the earnings and profits record for the years prior to

the acquisition may not be available. Moreover, any losses (or profits)

of the corporation prior to its acquisition by the U.S. taxpayer are not

necessarily relevant to the taxpayer's loss upon later sale of that cor-

poration, since the price paid by the U.S. taxpayer presumably re-

flects the accumulated earnings and profits (or any deficit) prior to

the date of acquisition.

In addition, problems can arise for U.S. taxpayers owning foreign

corporations prior to 1962 because, unless dividends are likely to be
paid out of pre-1962 earnings, the corporation may not have retained

earnings and profits records from pre-1962 years.

Explanation of provision

The Act modifies the exception to the recapture rules for substan-

tially worthless investments disposed of after 1976 and before 1979.

Under the bill, in computing the December 31, 1975, deficit in earnings

and profits, there is only to be taken into account earnings or deficits

of years after 1962 and then only to the extent that the taxpayer

held the stock of the substantially worthless corporation in those
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years. This period would include any tacked-on holding period under
section 1223.

Effective date

The provision applies to taxable years after December 31, 1975.

Revenue effect

This provision will reduce budget receipts by less than $5 million

over the next several years.

f. Transitional rule for recapture of possessions source losses

(sec. 701iu)(7)(B) of the Act and sec. 1032 of the 1976 Act)

Prior law
Prior to the Tax Reform Act of 1976, foreign losses of a taxpayer

electing the per country limitation on the foreign tax credit could be

used to reduce U.S. tax on U.S. income in the year of the loss. In sub-

sequent years when income is earned in that foreign country, little or

no U.S. tax arose because of foreign taxes allowed as credits against

that income.

The 1976 Act repealed the per country limitation for years begin-

ning with 1976 and, in addition, provided that any foreign losses on
an overall basis are to be recaptured out of future foreign income.

However, the Act provided a three-year exception (i.e., up to 1979)
to the repeal of the per country limitation for income from sources

within a possession of the United States (including Puerto Rico). No
similar exception was provided for the loss recapture rule, but any
losses reducing U.S. tax under the per country limitation during the

3-year period are only to be recaptured on a per country basis.

Reasons for change
In the conference relating to the Tax Reform Act of 1976, the con-

ferees had agreed to adopt an exception to the loss recapture rules for

losses arising in the possessions through 1978. However, the provision

was inadfertently omitted from the conference report and the final

legislation as enacted.

Explanation of provision

The provision creates an exception to the loss recapture rule for pos-

session source income for taxpayers using the per country limitation.

Under the exception, losses from the possessions arising in years before

1979 generally would not be subject to recapture where those losses are

attributable to a trade or business which was conducted in the posses-

sions before 1976. However, losses from possessions sources incurred
during the pre-1979 transition period would, nevertheless, be subject

to recapture in years after 1978 to the limited extent that affiliates of
the taxpayer earn possessions source income during those years which
is not included in the consolidated return (for example, income earned
by an affiliated corporation making an election under sec. 936). The
Act makes it clear that losses which do not qualify for the limited ex-

ception to the recapture rules because they are not attributable to a
trade or business engaged in by the taxpayer in the possession since
1975 are subject to recapture on a per-country basis only if (1) they
credited rather than deducted foreign taxes in the year the loss arose
and (2) the transitional per-country limitation for possessions applied
to that year.
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Effective date

The provision is effective upon enactment.

Revenue effect

This provision will reduce budget receipts by approximately $2
million in fiscal year 1978. It is not likely to have any additional reve-

nue effect until 1980, after which time there is some possibility that it

could decrease budget receipts by up to $10 million.

g. Transitional per-country rules for certain mining companies
(sec. 701(u) (6) of the Act and sec. 904 of the Code)

Prior law
Under the 1976 Act, the per-country limitation could be used by cer-

tain mining companies with respect to foreign mining income for a 3-

year transitional period (i.e., taxable years beginning before January 1,

1979). The transitional rule provides also that any losses sustained by
the mining companies would be recaptured on a per-country basis
against income subsequently earned in the country where the loss was
sustained. However, the transitional rule as drafted would require
losses sustained by all qualifying mining companies during the 3-year
transition period to be recaptured on a per-country basis even in those
cases where, with respect to the year of the loss, the taxpayer elects to
use the overall limitation rather than the transitional per-country
limitation.

Reasons for change
The transition rule applying per-country recapture for mining com-

panies was intended to apply only where the company is on the per-
country limitation for foreign tax credit purposes.

Explanation of provision

The Act amends the per-country transitional rule so that foreign
mining losses sustained during the transition period will be recap-
tured on a per-country basis only if the transitional per-country lim-
itation applied to the year in which the loss is sustained.

Effective date

This provision is effective upon enactment.

Revenue effect

This provision will increase budget receipts by less than $1 million
per year.

h. Limitation on credits for foreign taxes on oil and gas extrac-
tion income earned by individuals (sec. 701(u)(8) of the Act
and sec. 907 of the Code)

Prior law
The 1976 Act made several modifications with respect to the limi-

tations on credits for foreign taxes paid on oil and gas extraction

income. In the case of corporations, the limitation on extraction taxes

was reduced to 48 percent, the maximum tax which the U.S. would
impose on such income. However, in the case of noncorporate tax-

payers, it was felt that the 48-percent limitation was not appropriate
because foreign extraction taxes should be allowed as creditable taxes
to the extent of the effective U.S. tax rate on the extraction income
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and noncorporate taxpayers could be subject to U.S. tax on that

income at average rates in excess of the corporate rates.

The change in the extraction limit in the case of noncorporate tax-

payers was accomplished by eliminating the separate limitations for

oil related income and the fixed percentage limitation on the extrac-

tion taxes of noncorporate taxpayers and by substituting a separate

foreign tax credit limitation for foreign oil and gas extraction income.

Thus, the limitation on extraction taxes paid by noncorporate tax-

payers is an amount equal to the taxpayer's effective U.S. rate of tax

(before foreign tax credit) times the taxpayer's foreign extraction

income.

Reasons for change

Although this change effectively accomplishes the intended goal of

allowing credits for extraction taxes paid by noncorporate taxpayers
up to the amount of the pre-credit U.S. tax on the extraction income,
it also has certain unintended additional effects. First, the change
operates to allow noncorporate taxpayers full carrybacks and carry-

overs of all excess extraction taxes, rather than limiting the excess

credits which can be carried from a year to 2 percent of extraction in-

come (as in the case of corporations). In addition, it allows non-
corporate taxpayers to use extraction losses arising in a country to

reduce foreign income which is not oil extraction income and then to

reduce U.S. source income, rather than requiring that such losses first

reduce foreign oil extraction income earned in other countries.

Explanation of provision

The Act retains as the limit on credits for extraction taxes paid by
noncorporate taxpayers their pre-credit U.S. tax on extraction income,
but it also conforms the treatment of extraction taxes for noncorporate
taxpayers to the treatment afforded corporate taxpayers by imposing
the separate limitation for foreign oil related income and limiting the
excess credits which can be carried from a year to 2 percent of extrac-

tion income.

Effective date

The provision applies to taxable years ending after December 31,

1974.

Revenue effect

This provision will increase budget receipts by less than $5 million
per year.

i. Foreign taxes attributable to section 911 exclusion (sec. 701(u)
(10) of the Act and sec. 911 of the Code)

Prior law
The 1976 Act made several modifications to the section 911 exclusion

for earned income of U.S. citizens working abroad. One of the 1976
Act modifications was to disallow as a credit or deduction those foreign
taxes attributalale to income which is excluded from U.S. tax. This
provision was intended to prevent a double benefit where a taxpayer
had a certain amount of his income excluded from tax and, in addition,
was able to use any foreign taxes paid on that income to reduce or elimi-
nate U.S. tax on other income.
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The 1976 Act does not specify how the amount of taxes attributable

to excluded income is to be determined in cases where the taxpayer has

additional foreign income from the same country in which the excluded

income is earned. Consequently, difficulties can arise in coordinating the

appropriate disallowance of foreign tax credits with the rules (of sec.

911 (d) ) determining the U.S. tax treatment of any additional foreign

income.

Explanation of provision

The Act specifies the manner in which foreign taxes are to be deter-

mined attributable to excluded income and thus disallowed as foreign

tax credits. The amount of foreign taxes disallowed is determined by
multiplying the amount of the foreign taxes paid by a fraction the

numerator of which is the U.S. tax on the excluded amount (plus the

applicable zero bracket amount) and the denominator of which is the

sum of the numerator plus the foreign tax credit limitation for the year.

Under this method, taxes are generally disallowed in the proportion

that the tax on the excluded amount bears to the amount of U.S. tax

which would be imposed on an amount of taxable income equal to for-

eign source income (thereby allocating foreign taxes between excluded

and nonexcluded foreign source income in proportion to the U.S. pro-

gressive tax rate schedule). Where a taxpayer has U.S. source income,

the amount of taxes disallowed is somewhat less because the average

U.S. effective rate is applied to the nonexcluded foreign source income.
However, this method greatly simplifies the calculation because it uses

figures that are line items on the return which the taxpayer must com-
pute in any event for other purposes.

Effective date

The provision applies to taxable years beginning after December 31,

1975, the general effective date of the 1976 Act amendments to sec. 911

of the Code. However, since the Tax Reduction and Simplification Act
of 1977 deferred the 1976 Act amendments until taxable years begin-

ning in 1977, the provision in the Act will not be effective before that

time.^

Revenue effect

This provision has no effect on budget receipts.

/. Gain on disposition of stock in a DISC (sec. 701(u)(12) of the
Act and sec. 995 of the Code)

Prior law
Prior to the 1976 Act, there was no recapture of accumulated DISC

income (i.e., treatment as a dividend) on the distribution of DISC stock

in certain tax-free transactions (sec. 311, 336, or 337) because no gain

was recognized on the transfer. The accumulated DISC income would

^ Section 4 of the Foreign Earned Income Act of 1978 deferred the effective

date of the amendments to section 911 until taxable years beginning in 1978, and
section 202 (a) of the Foreign Earned Income Act of 1978 amended section 911 (a)

so as to repeal the amendment made by this section generally for taxable years

beginning after 1977. Thus, the amendment made by this section will apply only

to those taxpayers who elect, pursuant to section 209(c) of the Foreign Earned
Income Act of 1978, to not have amendments made by that Act apply for 1978.
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also escape recapture upon a subsequent disposition of the DISC stock
by the distributee if the distributee did not carry over the distributing
corporation's basis and holding period in the DISC stock (but instead
received a stepped-up basis). Therefore, the 1976 Act requires recap-
ture of the accumulated DISC income upon a distribution, sale, or
exchange of DISC stock to which section 311, 336, or 337 of the Code
applies. (Sec. 995(c) (1) (C))
The amendments by the 1976 Act were effective for sales or other

dispositions madie after December 31, 1975, in taxable years ending
after that date.

Reasons for change
In certain transactions to which sections 311, 336, or 337 apply

where the stock of a DISC is transferred from one member to another
member of the same controlled group, the distributee does not receive
a step-up in basis for the distributed stock, but rather receives a carry-
over basis. In those instances where the distributee receives a carry-
over basis, the holding period of the distributing corporation is tacked
on to the holding period of the distributee (sec. 1223(2)). Because
there is a carryover of basis and holding period in these situations,

there is no possibility for the avoidance of the recognition of accu-
mulated DISC income upon the subsequent disposition of such stock

by the distributee. Consequently, there is no need to recapture the

DISC benefits in these instances.

In addition, this recapture provision was not contained in the House
version of the 1976 Act but was added to the Act as part of the

Senate amendment to the DISC provisions, which generally were
effective for sales after December 31, 1976. The conference committee
adopted the substantive provisions of the Senate amendment, but with
the December 31, 1975, effective date of the House bill. The use of the

House bill's December 31, 1975, effective date results in the applica-

tion of the Senate's recapture rule to transactions occurring during

1976 when the taxpayers did not have notice that the recapture provi-

sion would apply.

Explanation of provision

The Act makes the 1976 Act amendment inapplicable to those situa-

tions where the distributee of the DISC stock receives both a carryover

basis and a tacked on holding period. Thus, for example, in a liquida-

tion of a subsidiary to which section 334 (b) (1) applies (in which the

basis and the holding period of property distributed by a subsidiary is

carried over to its parent) , recapture on the distribution of DISC stock

would not be required.

The Act also delays the effective date of the DISC recapture pro-

vision of the 1976 Act until December 31, 1976.

Effective date

The provision is effective as if it were included in the Tax Reform
Act of 1976.

Revenue effect

This provision will reduce budget receipts by less than $1 million

per year.
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k. Limitation on partner^s tax where partner is treated as having
sold or exchanged section 1248 stock (sec. 701(u)(13) of the
Act and sec. 751 of the Code)

Prior law
The 1976 Act provides that if a partnership holds stock in a foreign

corporation which would be subject to dividend treatment (under
sec. 1248) if sold or exchanged, any gains to a partner receiving certain

partnership distributions or selling his interest in the partnership will

be treated as ordinary- income to the extent that he would have had a
dividend had the foreign corporate stock been sold.

Reasons for change
The dividend treatment rules on foreign corporate stock include a

specific limitation applicable to individuals (sec. 1248(b)) under
which the individual's U.S. tax is limited to (1) his share of any ad-
ditional tax that would have been payable if the foreign corporation
had been a domestic corporation paying tax at the full United States
corporate rat© plus (2) the capital gains tax for which the individ-

ual would be liable on an amount equal to his share of the after-

tax earnings and profits (assuming the full U.S. tax rate) of the corpo-
ration. The provision in the 1976 Act applying the dividend treatment
rules to the partnership area did not include this special limitation

relating to individuals. This could have the impact of requiring in-

dividuals holding stock in a foreign corporation to pay a substantially

greater tax in cases where they sell their interest in the partnership
than in cases where they sell the stock directly. The Congress believes

this was an imintended difference.

Explanation of provision

The Act modifies the provision in the Code (sec. 751) which treats

certain gains to a partner as an unrealized receivable to the extent the
amounts would be treated as gain to which the foreign corporation
dividend rules (sec, 1248) would apply. The modification provides
that, in the case of an indi%'idual, the tax attributable to the sec. 1248
amount is to be limited in the same manner as it would be limited

(under sec. 1248(b)) had the stock in the foreign corporation been
sold by the individual or partnership.

Effective date

The provision applies to transfers beginning after October 9, 1975,

and to sales, exchanges, and distributions taking place after that date.

Revenue effect

This provision will reduce the budget receipts by less than $1 million

per year.

/. Excise tax on transfers of appreciated assets to foreign entities

(sec. 701(u)(14) of the Act and sec. 1491 of the Code)

Prior law
An excise tax (sec. 1491) is imposed upon the transfer of certain

appreciated property to foreign entities. The tax applies to citizens

or residents of the United States and to domestic corporations, part-

nerships, and trusts. Under prior law, it did not apply to estates be-

cause the basis of assets transferred at death was "stepped-up" to their
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fair market value on the date of death (or alternative valuation date
where applicable).

The 1976 Act increased the excise tax and expanded the application

of the tax to additional types of property. In addition, the Act pro-

vided a carryover basis for assets transferred at death. Since assets

transferred by estates do not generally receive a step-up in basis, assets

transferred by estates to foreign entities can escape both the U.S. capi-

tal gains and excise taxes.

The 1976 Act also provides that the excise tax imposed on transfers

of property to foreign persons to avoid Federal income tax shall not
apply to "a transfer to which section 367 applies". In these instances,

the taxation of such transfers are governed by section 367.

Reasons for change

As a result of the 1976 Act changes providing for carryover basis at

death, estates can avoid U.S. income tax on transfers of appreciated
assets to foreign entities. The Congress believes that the excise tax
should apply to these types of transfers to prevent any tax advantage.

In addition, the exception created in the 1976 Act for transfers to

which section 367 applies produces some possibility that specific trans-

fers to which that section does not apply because the IRS has deter-

mined that no tax avoidance is involved will inadvertently be sub-
jected to the excise tax.

Explanation of provision

The Act extends the excise tax on transfers of property to foreign
entities to transfers made by estates subject to U.S. tax. In addition,
it extends the tax to transfers of appreciated property by U.S. persons
to foreign estates.

The Act also provides that the excise tax does not apply to "a trans-
fer described in section 367." As a result of this amendment, transfers
of property described in section 367, although excepted from its appli-
cation under section 367(a) (2), will not be subject to the excise tax
imposed under section 1491.

Effective date

The provisions apply to transfers made after October 2, 1975.

Revenue effect

This provision will increase budget receipts by less than $1 million
per year.

m. Income tax treatment of nonresident alien individuals who are
married to citizens or residents of the United States (sees.
701(u)(15) and (16) of the Act and sec. 6013(g) and (h) of
the Code)

Prior law

The 1976 Act permits a nonresident alien individual who is married
to a citizen or resident of the United States to file a joint return pro-
vided that both spouses elect to be taxed on their worldwide income.
Secions 6013 (g) and (h), as added by the Act, both provide that the
nonresident alien individual in question "shall be treated as a resident



385

of the United States for purposes of chapter 1 for all of such taxable
year."
In addition, the Act provides that the election to be treated as a

resident will apply to any individual who, at the time an election was
made, was a nonresident alien individual married to a citizen or resi-

dent of the United States. A literal reading of this provision results

in a requirement that, at the time the election is made, one of the
spouses must be a nonresident alien married to a U.S. citizen or
resident.

Reasons for change
By referring only to chapter 1 of the Code, a nonresident alien

qualifying under section 6013 (g) or (h) will be treated as a U.S. resi-

dent for joint return purposes, but as a nonresident alien for purposes
of the excise tax on transfers of property to a foreign person (chapter

5) and for wage withholding purposes (chapter 24).
An additional problem arises because of the possible interpretation

that the nonresident alien electing to file a joint return must be a non-
resident at the time the election is made (i.e., at the time the return is

filed). This requirement appears inappropriate where the nonresident
becomes a resident of the United States in the period between the year
in question and the time for filing the return for that year.

Explanation of provision

The Act provides that nonresident aliens electing under section 6013

(g) or (h) will be treated as U.S. residents for purposes of chapters 5

and 24, as well as chapter 1. It is contemplated that nonresident aliens

electing under section 6013 (g) or (h) will be treated as resident aliens

under the procedural and administrative provisions of Subtitle F
where those provisions relate to the treatment of the taxpayer under
chapter 1, 5, or 24. In addition, the Act provides that a refund will be
allowed for any overpayment of tax attributable to withholding taxes

imposed (under sec. 1441) on income of an electing nonresident alien

for a year with respect to which the election applies.

The Act also deletes the requirement that one spouse be a nonresi-

dent alien married to a U.S. citizen or resident at the time of the elec-

tion and provides instead that it applies to nonresident aliens who, at

the close of the taxable year with respect to which an election is made,
are married to U.S. citizens or residents.

Effective date

The provisions making the election effective for all purposes of

chapters 5 and 24 (and related administrative provisions) and clar-

ifying the time with respect to which the individual making the elec-

tion must be a nonresident alien are effective for taxable years end-

ing on or after December 31, 1975 (the effective date of the 1976 Act

provisions). The provisions relating to wage withholding (chapter 24

of the Code) are to apply to remuneration paid on or after March 1,

1979.

Revenue effect

This provision has no effect on budget receipts.
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n. Foreign tax credit for production-sharing contracts (sec.

701(u) (9) of the Act and sec, 1035(c) of the Tax Reform Act
of 1976)

Prior law
An IRS ruling (Rev. RuL 76-215, 1976-1 CB 194) holds that a con-

tractor operating under a production-sharing contract in Indonesia is

not entitled to a foreign tax credit for payments made by the govern-

ment-owned company to Indonesia which contractually satisfy the

contractor's liability. The IRS announced that this ruling would only

apply prospectively to credits claimed for taxes paid in taxable years

beginning on or after June 30, 1976.

Apparently the Indonesian taxes affected by the ruling are imposed

on an annual basis, and in most situations the entire annual tax liability

accrues on December 31 with respect to each year. Consequently, the

ruling did not affect the creditability of Indonesian taxes paid and
accrued with respect to 1976 by calendar year taxpayers and taxpayers

whose fiscal year began before June 30, 1976. With respect to taxpayers

whose fiscal year began on or after June 30, the ruling applied to the

fiscal year beginning in 1976 and ending in 1977, and therefore dis-

allowed the creditability of Indonesian taxes imposed with respect to

1976.

The 1976 Act provides that Revenue Ruling 76-215 is not to apply
to most taxpayers for taxable years ending in 1977 with respect to

amounts paid to foreign governments and designated as taxes under
production-sharing contracts entered into before April 8, 1976. The
1976 Act generally intended to delay the effect of the ruling for one
year so that the companies would have additional time to renegotiate
their production-sharing contracts wuth Indonesia. The Act does result
in a one-year delay in the effective date of the ruling for taxpayers on
a calendar year basis (for taxes paid with respect to 1977) and for
taxpayers with fiscal years beginning on or after June 30 (for Indo-
nesian taxes paid with respect to 1976). In the case of taxpayers with
fiscal years beginning before June 30, however, the Act does not delay
the date of the ruling (to cover Indonesia taxes paid with respect to
1977).

^
Reasons for change

The result of Revenue Ruling 76-215 and the 1976 Act is that cal-
endar year taxpayers are i>ermitted to treat their payments made with
respect to 1977 as creditable taxes while fiscal year taxpayers ciin only
credit payments made through 1976. This creates inequities for fiscal
5'ear taxpayers.

Explanation of provision

The Act delays the effect of the revenue ruling so that all amounts
paid or accrued to the foreign government before Januarv 1, 1978, and
atributable to income earned before that date would be creditable (thus
allowing the credit for amounts paid to Indonesia in 1977 by fiscal year
taxpayers)

.

Effective date
The provision is effective upon enactment.
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Revenue effect

This provision will reduce budget receipts by $5 million in fiscal

yen I- 1978 only.

o. Source of income on liquidation of foreign corporation (sec.

701(u)(2)(C) of the Act and sec. 904(b) of the Code)

Prior law
Generally, the source of income derived from the sale of personal

property, including stock, is determined by the place of the sale. How-
ever, the 1976 Act provided as a general rule, that gain on the sale or ex-

change of personal property outside the U.S. which is not subject to a
foreign tax of at least 10 percent will not be considered foreign source
income. That general rule does not apply in certain specific situations

including, in the case of a sale by a corporation of stock in a second
corporation, those where the stock is sold in a country in which the
second corix>ration derived more than 50 percent of its gross income.
The provision was intended to prevent taxpayers from maximizing the
use of foreign tax credits by arranging for sales of personal property
to take place in low tax foreign countries.

Reasons for change

The 1976 Act provision applies to liquidations as well as to other
types of exchanges. However, the potential for artificially arranging a

sale in a low-tax country does not exist in the case of liquidations

because, under the normal source rules, any gain from a liquidation has

its source in the country of incorporation. Consequently, the need to

recharacterize any income resulting from a liquidation as domestic
source income is limited to cases where the corporation is incorporated
abroad but doing most of its business within the United States.

Explanation of provision

The Act provides that the source of income received by a corpora-

tion on the liquidation of a foreign corporation will be treated as for-

eign source income in all cases, except where the foreign corporation

derived 50 percent or more of its gross income from U.S. sources for

the 3-year period ending with the close of its taxable year immedi-
ately preceding the year in which the liquidation occurs.

Effective date

The provision applies to taxable years beginning after December 31,

1975.

Revenue effect

The provision will reduce budget receipts by less than $5 million

per year.



22. Gain From Sales Between Related Persons (sec. 701(v) of the
Act and sec. 1239(a) of the Code)

Prior law
Under present law, gain from sales or exchanges between certain

related persons is treated as ordinary income. The 1976 Act expanded
the application of this provision (sec. 1239) to include sales or ex-

changes between commonly-controlled corporations and to determine
stock ownership by reference to the attribution rules generally appli-

cable to corporations and shareholders (sec. 318).

In making these changes, the 1976 Act inadvertently changed the de-

scription of the property subject to the provision from "property of

a character which is subject to the allowance for depreciation pro-

vided in section 167" to property which is "subject to the allowance
for depreciation provided in section 167.'' However, no substantive

change was intended by this change in language.

Reasons for change
In order to prevent the possibility of any misinterpretation, the

Congress believes that it is appropriate to reinstate the language pre-

viously used in section 1239, i.e., "property of a character which is

subject to the allowance for depreciation provided in section 167."

Explanation of provision

The Act amends section 1239(a) of the Code by deleting the lan-

guage "subject to the allowance for depreciation provided in section
167" and substituting the language "property of a character which is

subject to the allowance for depreciation provided in section 167." No
substantive change in the law is intended by this change in language.

Effective date

The amendment made by this section is applicable to sales or ex-

changes after October 4, 1976 (the date of enactment of the 1976 Act).
A sale or exchange is considered to have occurred on or before Octo-
ber 4, 1976 if it is made pursuant to a binding contract entered into on
or before that date.

Revenue effect

This provision has no effect on budget receipts.
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23. Recapture of Depreciation on Player Contracts (sec. 701(w)
of the Act and sec. 1245 of the Code)

Prior law
The 1976 Act provided special rules for recapture of depreciation

and deductions for losses taken with respect to player contracts. The
special recapture rules apply only in the case of the sale, exchange,
or other disposition (other than a disposition under which the trans-

feree has a carryover basis) of the entire sports franchise. In the case

of the sale or exchange of individual player contracts, the amount re-

captured as ordinary income is determined on a contract-by-contract

basis. Under the special recapture rules for sales of the entire franchise,

the amount recaptured as ordinary income is the amount of gain not to

exceed the greater of (1) the sum of the depreciation taken plus any
deductions taken for losses (i.e., abandonment losses) with respect to

those player contracts which are initially acquired as a part of the

original acquisition of the franchise or (2) the amount of depreciation

taken with respect to those player contracts which are owned by the

seller at the time of the sale of the sports franchise. Under the provi-

sion, the potential recapture amounts for both the initial contracts and
the contracts transferred in connection with the sale of the franchise

are reduced by amounts previously recaptured with respect to the

applicable contracts.

The special recapture rules provisions apply to transfers of player

contracts in connection with any sale or exchange of a franchise after

December 31, 1975.

Reasons for change

Since there could be no prior disposition of a contract held at the

time the entire franchise is transferred, the reduction for prior recap-

ture amounts for these contracts is unnecessary.

In addition, the special recapture rules for the initial contract re-

capture pool result in retroactively changing the treatment of deprecia-

tion and losses claimed before 1976 if the franchise is sold after

December 31, 1975.

Explanation of provision

Under the Act, the provision for a reduction for prior recapture

amounts attributable to contracts actually transferred with the sale or

exchange of a sports franchise is deleted.

The Act also provides that the pool recapture rule for contracts

initially acquired with the franchise is to apply with respect to de-

preciation allowable for periods after December 31, 1975, and losses

incurred after December 31, 1975.

Effective date

The amendments apply to transfers of player contracts in connection

with a sale or exchange of a franchise after December 31, 1975.

(389)
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Revenue effect

The provision relating to recapture amounts for contracts actually
transferred with the sale or exchange of a sports franchise has no effect
on budget receipts. The provision relating to the effective date of the
special recapture rules will reduce budget receipts by $1 million in
fiscal 1978 and by less than $1 million each fiscal year thereafter.



24. Treatment of Pensions and Annuities for Purposes of Maxi-
mum Tax on Personal Service Income (sec. 701 (x) of the Act
and sec. 1348 of the Code)

Prior law
The Tax Keform Act of 1976 amended the 50-percent maximum tax

on personal service income to provide, in part, that amounts received

as a pension or annuity were treated as personal service income (sub-

ject to certain special exceptions) . However, that Act did not specifical-

ly limit the application of the maximum tax to pensions or annuities

which are connected with earning income from personal services.

Reasons for change

Presently, it is unclear if the maximum tax applies to pensions or an-

nuities which do not arise from an employer-employee relationship or
from tax deductible contributions to a retirement plan. Congress
intended that the maximum tax apply to amounts received as a pen-
sion or annuity only when the pension or annuity arises from a situa-

tion where personal services were rendered either as an employee or as

a self-employed person.

Explanation of provision

The Act clarifies present law by providing that the 50 percent maxi-
mum tax applies to a pension or annuity only when the pension or an-

nuity arises from a situation where personal services were rendered
either as an employee^or as a self-employed person (such as an inde-

pendent contractor). This clarification applies to pensions and an-

nuities established by an employer for his employee (whether or not

made under a qualified pension plan) and to amounts received from
H.R. 10 plans and individual retirement accounts, annuities, and
bonds. Pensions or annuities that are not connected with earned in-

come from personal services do not qualify. However, this amendment
is not intended to deny the benefits of the maximum tax provisions to

other deferred compensation arrangements where the compensation

is "earned income" within the meaning of section 911(b), i.e., wages,

salaries, professional fees, and other amounts received for personal

services. For example, payments to a retired partner where the pay-

ments are for personal services actually performed prior to retirement

are eligible for the 50-percent maximum tax rate (except to the extent

that capital is a material income-producing factor) .^

Effective date

The provision applies to taxable years beginning after December 31,

1976.

^ These payments would be eligible for the maximum tax rate because they

are defined as earned income under section 911 (b) although, under section 911 (c)

(5), no foreign source income exclusion is allowed under section 911(a) for de-

ferred compensation.

(391)
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Revenue effect

The provision will increase budget receipts by less than $1 millionper year.
ir ^ ^^ ^^ixniyjii



25. Certain Grantor Trusts Treated as Permitted Shareholders

of Subchapter S Corporations (sec. 701(y) of the Act and
sec. 1371 of the Code)

Prior law

Prior to the 1976 Act, a corporation could not elect to be treated

as a subchapter S corporation if it had a trust as a shareholder. How-
ever, an estate was permitted to be a shareholder. Under the (1976

Act, a so-called "grantor trust'' is permitted to be a shareholder

of a subchapter S corporation. In addition, the 1976 Act permitted a

testamentary trust to be a shareholder in a subchapter S corporation

for 60 days. However, the 60-day period was not extended to a grantor

trust following the grantor's death although, in many cases, the trust

is used as a will substitute.

Reasons for change

The Congress believes that a grantor trust should be permitted to

be a shareholder of a subchapter S corporation for two years after

the death of the grantor, since this type of trust is often used as a will

substitute and should be treated in a manner similar to an estate.

However, where the corpus of the trust is not includible in the estate,

only 60 days should be allowed. In addition, the Congress wishes to

clarify that the grantor of a grantor trust must himself be an eligible

shareholder for the trust to qualify.

Explanation of provision

The provision amends the qualification requirements for subchapter

S treatment to permit a grantor trust to be an eligible shareholder

for a two-year period following the grantor's death if the entire corpus

of the trust is includible in the grantor's gross estate. If the entire

corpus is not included in the grantor's estate, only 60 days are

provided. The two-year period is roughly equivalent to a normal period

of administration while the stock is held by the estate and a 60-day
period after the testamentary trust receives tlie stock from the estate.

The provision also makes it clear that a grantor trust is an ineligible

shareholder only if the grantor would be an eligible shareholder, i.e.,

the grantor is an individual citizen or resident of the United States.

Effective date

This provision is effective for taxable years beginning after

December 31, 1976.

Revenue effect

This provision will reduce budget receipts by less than $1 million

per year.
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26. Withholding of Federal Taxes on Certain Individuals En-
gaged in Fishing (sec. 701(z) of the Act and sees. 1402(c),

3121(b)(20), and 3401(a) of the Code)

Prior law
The Tax Reform Act of 1976 changed the prior law treatment of

certain individuals engaged in fishing for payroll tax purposes. Prior
to the 1976 Act, the Internal Revenue Service frequently treated mem-
bers of a fishing boat crew as employees rather than as self-employed
individuals. As a result, operators of the boats had to withhold taxes

from the wages of crew members and also had to deduct and pay So-
cial Security taxes.

Under the 1976 Act, members of a fishing boat crew are to be treated
as self-employed persons for Federal withholding and social security

tax purposes if their sole remuneration is a share of the boat's catch
(or a share of the proceeds of the catch) or, in the case of an operation
involving more than one boat, a share of the entire fleet's catch or its

proceeds. For this rule to apply, the boats must normally have operat-
ing crews of less than 10 members.

Generally, the changes made by the 1976 Act are applicable to serv-
ices performed after December 31, 1971.

Reasons for change
It has been brought to the attention of Congress that the provision

enacted under the 1976 Act does not cover all open cases because of the
effective date.

Explanation of provision

The Act would extend the treatment provided for crew members in

the 1976 Act to all services performed after December 31, 1954.

Effective date

The provision is to apply to services performed after December 31,
1954.

Revenue effect

This provision will reduce budget receipts by less than $1 million per
year.
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27. Tax on Excess Individual Retirement Plan Contributions

(sec. 701 (aa) of the Act and sec. 4973(a) of the Code)

Prior law
Under present law, deductible contributions by an individual for a

taxable year to an Individual Retirement Account (IRA) are generally

limited to the lesser of $1,500 or 15 percent of earned income. The 1976

Act increased the dollar limitation to $1,750 where contributions to the

account are allocated equally between a spouse with earned income and
a spouse with no earned income. If an amount in excess of the deductible

amount is contributed, tlie owner of the IRA is subject to a 6-percent

nondeductible excise tax on the excess for the year of contribution and
each later year for which the excess remains in the account.^ The 1976

Act also amended the excise tax provisions to provide that the tax on
excess contributions would be imposed on the spouse to whom an IRA
deduction is allowed (sec. 1501 (b) (8) ( A) of tlie 1976 Act and sec. 4973
(a) of the Code). Howovpr, the deadwood provisions of the 1976 Act
(sec. 1904(a) (22)) had the effect of repealing that amendment.

Reasons for change
The Congress believes that it is appropriate to make conforming

change.

Explanation of provision

The Act provides for the imposition of the excise tax on the spouse

who is allowed the deduction with respect to the contributions made to

such account.

Effective da^ ^

This provision applies for taxable years beginning after Decem-
ber 31, 1976, the date the provision of the 1976 Act was intended to

apply. However, section 157(j) (2) of the 1978 Act repeals this pro-

vision for contributions made for taxable years beginning after Decem-
ber 31, 1977.

Revenue effect

The provision has no effect on budget tax receipts.

^ If the contribution exceeds the 15-percent limit but not the applicable maxi-
mum dollar ceiling, the excise tax can be avoided if the excess is withdrawn before

the end of the taxable year in which it was contributed.
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28. Disclosure of Returns and Return Information (sec. 701(bb) of
the Act and sees. 6103, 7213 and 7217 of the Code)

Prior law
The 1976 Act significantly increased the confidentiality of returns

and return information by restricting the instances in which returns

or return information may be disclosed to those agencies and indi-

\'iduals enumerated in section 6103 of the Code.
The 1976 Act treats taxpayer return information, including the

address supplied by the taxpayer on his or her tax return, as

confidential information not subject to disclosure by the IRS. except
as specified in the Act. While the Act provides for disclosure of address
information in certain situations, no provision was made in the Act
to permit the disclosure of the mailing address of persons who have
defaulted on student loans made under part E of title 4 of the Higher
Education Act of 1965.

Under the 1976 Act. the Justice Department and other Federal
agencies are required in nontax criminal cases to obtain court approval
in order to receive return information which was filed by or on behalf
of a taxpayer with the IRS. The court approval procedure, however,
does not apply to return information which is not furnished by or
on behalf of the taxpayer. Thus, in nontax criminal cases, the IRS
may disclose to the Justice Department or other Federal agency re-

turn information, other than that furnished by or on behalf of the
taxpayer, including return information which may constitute evidence
of a violation of the Federal criminal laws (sees. 6103 (i) (2) and
(i)(3)). In order for the IRS to transmit this information to the

Justice Department or other Federal agency, it is necessarv. of course,

to provide the name and address of the taxpayer. Because the taxpayer
furnishes his name and address on his return, it is arguable that the

IRS would not be able to provide this information to the Justice

Department or other Federal agency, thus completely negating the

purpose and operation of these provisions.

The 197fi Act provided that returns and return information relating

to specified Federal taxes could generally be disclosed to State tax offi-

cials for the purpose of. but onlv to the extent necessarv in. the

administration of State tax laws. However, the 1976 Act omitted taxes

imposed bv chapter 31 of the Code (i.e.. the special fuel excise taxes)

from the list of taxes with respect to which information could be dis-

closed to State tax officials. As a result, the IRS no longer has the au-

thority to provide State tax officials with returns or return informa-
tion reeardins" special fuel excise taxes.

The 1976 Act provides that returns or return information may be

disclosed to a competent authoritv of a foreism ofovernment which has
an income tax treaty with the United States, but only to the exent pro-

A'ided in and subject to the terms and conditions of such treatv. Xo
similar provision is made, however, with respect to estate and gift tax

treaties.
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Under the 1976 Act, the criminal violation of the disclosure rules is

a felony punishable by a fine of up to $5,000, or imprisonment of up to

5 years, or both. It is also a felony, subject to the same penalties, for

any person to receive an unauthorized disclosure of returns or return

information as a result of an offer by that person to exchange an item

of material value for the unauthorized disclosure. The 1976 Act also

provides that any person who knowingly or negligently discloses re-

turns or return information in violation of the law is liable to the

taxpayer for actual damages sustained plus court costs (but in no
event less than $1,000 liquidated damages with respect to each un-

authorized disclosure)

.

Reasons for change
The Congress believes that it is important to permit the disclosure

of address information to the Commissioner of Education and educa-

tional institutions, for the purpose of locating individuals who have
defaulted in payment of student loans.

The Congress believes that fuel excise tax returns may be disclosed to

State tax authoi-ities and that tlio IRS should have the authority to

make disclosures to the Justice Department and other Federal agencies

of information not furnished by the taxpayer where the information

involved constitutes evidence of a violation of the Federal criminal

laws.

Finally, because of the possible criminal or civil liability which
Government employees handling returns and return information

miffht fare in the event of an nnanthorized disclosure, the Congress

believes that certain clarifying changes should be made to the civil

and criminal penalty provisions in order to eliminate any possible

doubt as to their meaning.

Explanation of provisions

Disclosure of mailing addresses to the Commissioner of Education and
educational institutions {sec. 70J (hh) {1) of the Act and see. 6103
(m) (4) of the Code)

Upon the receipt of a written request, the Secretary will be author-

ized to disclose to the Commissioner of Education the mailing address

of any taxpayer who has defaulted on a loan made from a student loan

fund established under part E of title IV of the Higher Education

Act of 1965 for use only to locate the taxpayer for purposes of col-

lecting the loan. Any mailing address received by the Commissioner
of Education under this provision may, in turn, be disclosed by the

Commissioner of Education to nnv edufntional institution with which
he has an agreement under part E of title IV of the Higher Education

Act of 1965. These addresses will only be disclosed to employees and
agents of the educational institution whose duties relate to the collec-

tion of student loans and only for the purposes of locatincr and collect-

ing the loans from the individuals who have defaulted on student

loans made by the institution pursuant to this agreement.

Disclosure to State tax authorities of returns and return information
regarding svecial fuel excise taxes (sec. '/OI (hh) (2) of the Act and
sec. eiOSid) of the Code)

This amendment includes returns and return information regarding
the special fuel excise taxes imposed under chapter 31 of the Code
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among the returns and return information which the IRS is author-
ized to disclose to State tax officials.

Disclosure of name and mailing address to the Jicstice Department and
other Federal agencies {sees. 701 (hb) {£) and (3) of the Act and
sec8.6103{i) (2) a7id {3) of the Code)

These amendments permit the IRS to transmit to the Justice De-
partment and other Federal agencies the name and address of a tax-
payer along with return information (including return information
indicating the violation of a Federal criminal law) pertaining to, but
not furnished by or on behalf of, the taxpayer.

Disclosure under tax conventions {sec. 701 {hh) {5) of the Act and sec.

ei03{k){i) of the Code)

The Act authorizes the Secretary to disclose returns or return in-

formation to a competent authority of a foreign government which
has an estate and gift tax convention with the United States or other
convention relating to the exchange of tax information, but only to

the extent provided in and subject to the terms and conditions of
such convention.

Criminal penalty/ for unauthorized disclosure of returns and return
information {sees. 701 {hh) {1) and {6) of the Act and sec. 7213 of
the Code)

The Code provision imposing criminal penalties for unauthorized
disclosures, printings, publications, and solicitations (sec. 7213) is

amended in two respects. First, any employee or agent of an educa-
tional institution receiving a taxpayer's address in regard to a de-

faulted student loan, who, in turn, makes a disclosure which is not
authorized under section 6103, will be subject to the criminal penalties
of section 7213.

Second, the section is clarified by explicitly providing that the crim-
inal penalties of section 7213 are to apply only to willfully made dis-

closures, printings, publications, or solicitations, as the case may be.

The term "willfully" relates to a voluntary, intentional violation of a

known legal duty. See, U.S. v. Pomponio, 97 S. Ct. 22 (1976).

Civil penalties for unauthorised disclosures {sec. 701 {hh) (7) of the

Act and sec. 7217 of the Code)

The Code provision imposing civil penalties for knowing or negli-

gent unauthorized disclosures of returns and return information (sec.

7217) is amended to provide that no liability for this penalty shall arise

in the event of an unauthorized disclosure which results from a good
faith, but erroneous, interpretation of section 6103 and the rules and
regulations relating thereto.

Effective date

Except for the amendment under section 701 (bb) (7), the amend-
ments made by this provision are effective on January 1, 1977. The
amendment under sec. 701 (bb) (7) (relating to relief from civil pen-
alty liability in certain circumstances) is to apply to disclosure^ made
after the date of enactment of this Act (November, 1978).

Revenue effect

This provision has no effect on budget receipts.



29. Definition of Income Tax Return Preparer and Negotiation

of Taxpayer Refund Check by Banks (sec. 701 (cc) of the Act
and sees. 6695 and 7701 of the Code)

Prior law
The Tax Reform Act of 1976 expressly exempts a fiduciary of a

trust or an estate from certain rules relating to income tax return pre-

parers for returns or claims for refund prepared for that trust or estate.

However, other persons who prepare returns in a fiduciary capacity

are not specifically excepted from the rules (for example, certain con-

servators or guardians whose fiduciary responsibilities are similar to

those of trustees or executors)

.

The 1976 Act also prohibits any tax return preparer from endors-

ing a refund check of any taxpayer whose return he prepared (ex-

cept for subsequent endorsements by banks) . A $500 fine was provided

for violation of this provision.

Jieasons for change
Many persons prepare returns of taxpayers in their capacity as a

guardian, conservator, or other fiduciary with respect to the taxpayer.

Under the 1976 Act in this case, the person was considered a tax return

preparer. However, it is not necessary for the tax return preparer

provisions to apply because these persons and their employees are

generally subiect to the considerably higher standards imposed on
fiduciaries under local law.

All of the requirements of the 1976 Act also apply to banks which
are tax return preparers for their customers generally (i.e., in other

than a fiduciary capacity). In this case, although the bank should be
subject to the basic rules relating to income tax preparers, there is no
need to apply the prohibition against check endorsements where the

check is deposited by the bank to the taxpayer's own account.

Explanation of provision

The Act creates an exception from the definition of tax return pre-

parer for any person who prepares as a fiduciary a return or claim
for refund for another person. The exception is limited to those

returns of taxpayers with respect to whom the preparer is a fiduciary

and does not affect a tax return preparer's status with respect to

returns of other taxpayers.
In addition, the Act permits banks (as defined in sec. 581 of the

Code) to endorse and deposit a customer's tax refund check in full

to the customer's account in any case where the customer's tax return
was prepared by that bank without violation of the penalties relating

to endorsement of taxpayers' refund checks by tax return preparers.

In addition, the Congress wished to clarify the application of the
return preparer penalty. It is intended that if a preparer in good
faith and with reasonable basis takes the position that a rule or regu-
lation does not accurately reflect the Code and does not follow it, the
preparer has not negligently or intentionaly disregarded the rule or
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regulation. This test shall be applied in the same manner as it is

applied under section 6653(a) and the regulations thereimder (relat-

ing ito disregard of rules and regulations by taxpayers). For example,
if a preparer reasonably takes the position m good faith that a revenue
ruling does not accurately reflect the Code, the preparation of a return

or claim for refund by the preparer in conflict with the revenue ruling

is not a negligent or intentional disregard of the revenue ruling. For
purposes of section 6604(a), the view of the taxpayer concerning a

rule or regulation is not material.^

The Confess directed that the Internal Revenue Sei'vice shall

reasonably interpret section 6694(a) according to the standards of

section 6653(a) and in light of all the facts and circumstances of each
case, taking into account any and all mitigating factors.

Effective date

The provisions apply to documents prepared after December 31,

1976, and to taxpayer refund checks issued with respect to returns

prepared after December 31, 1976.

Revenue effect

This provision has no effect on budget receipts.



30. Declaratory Judgments—Revocation of Prior Determination

(sec. 701 (dd) of the Act and sees. 7428 and 7476 of the Code)

Prior law
In the 1974 pension Act (ERISA), Congress provided for declara-

tory judgments "in a case of actual controversy involving— (1) a deter-

mination by the Secretary with respect to the initial qualification or

continuing qualification of a retirement plan * * *." (Emphasis
supplied.)

The 1976 Act provided for declaratory judgments "in a case of

an actual controversy involving— (1) a determination by the Secre-

tary— (A) with respect to the initial qualification or continuing quali-

fication of an organization as an organization described in sec-

tion 501(c)(3) * * *." (Emphasis supplied.) Both the House and
Senate committee reports on the 1976 Act stated that this statutory

language, in both Acts, is intended to grant jurisdiction in cases

where the Internal Revenue Service has concluded that a previously

qualified organization has lost its preferred tax status.

On Octol^r 6, 1976, the Tax Court published an opinion (Sheppard
& Myers, Inc. v. Comm/r, 67 T.C. 26) in which it held that the retire-

ment plans declaratory judgment provisions do not apply to revoca-

tions of favorable determination letters. The Tax Court decision made
no mention of the 1976 Act or of the committee reports on that Act.

Jteasons for change
The legislative history of ERISA and of the Tax Reform Act of

1976 clearly indicate that Congress intended the Tax Court to have
jurisdiction over cases involving revocation of prior favorable deter-

mination by the IRS. However, in light of the recent Sheppard &
Myers In/;, case, it appears that this intent should be expressed ex-

plicitly in the statute.

Explanation of provisions

The Act makes clear that the declaratory judgment provisions relat-

ing to the qualification of retirement plans and relating to the status

and classification of charitable organizations are to apply for revoca-

tions of any IRS determination in these areas.

Effective date

Under the Act the provisions are to take effect as if included in the

separate declaratory judgment provisions at the time those provisions

were added to the Internal Revenue Code.

Revenue effect

These provisions have no effect on budget receipts.
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31. Contributions of Certain Government Publications (sec. 701
(ee) of the Act and sec. 1231 of the Code)

Prior law
Under present law, U.S. Government publications received from the

Government without charge or below the price at which they are sold

to the general public are not to be treated as capital assets either in the

hands of the taxpayer so receiving the publications or in the hands of

a taxpayer whose basis in such a publication is determined by refer-

ence to its basis in the hands of a person who received it free or at a

reduced price.

Reasons for change
Under the 1976 Act, these publications were excluded from the

definition of "capital asset" under section 1221 of the Code. However,
due to an oversight, they were not similarly excluded from the defini-

tion of "property used in the trade or business" under section 1231 (b)

of the Code and, therefore, could still be eligible for capital gains

treatment in certain circumstances.

Explanation of provision

The Act corrects this technical error and amends section 1231 (b) to

provide that the term "property used in the trade or business" does not
include U.S. Government publications received from the Government
without charge or below the price at which they are sold to the general

public.

Effective date

The provision applies to sales, exchanges, and contributions made
after October 4, 1976.

Revenue effect

This provision will involve a negligible increase in budget receipts.
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32. Procedure for Claiming Exemption from Excise Tax on Cer-

tain Light-Duty Truck Parts (sec. 701 (if) of the Act and
sec. 4063 of the Code)

Prior law
The 8-percent manufacturers excise tax on sales of truck parts or

accessories does not apply to parts sold for "further manufacture."

Consequently, when the 10-percent excise tax on light-duty trucks

(10,000 pounds or less gross vehicle weight) was repealed in 1971,

accessories sold by the manufacturer of such a truck on or in connec-

tion with the sale of the trucks were freed from all manufacturers
excise tax. However, parts or accessories added to a light-duty truck

by a dealer continued to be subject to the 8-percent tax if the addition

of the part was not considered by the Treasury Department to be

further manufacture. An example of this is the attachment of a

bumper by a retail dealer to a new light -duty truck.

As a step toward equalizing the tax treatment of parts or accessories

attached to new light-duty trucks, the Tax Reform Act of 1976 pro-

vided that the 8-percent excise tax on truck parts and accessories is

refunded or credited to the manufacturer if the part or accessory is

sold on or in connection with the first retail sale of a light-duty truck.

Tlie purpose of this provision is to remove tlie 8-percent excise tax on
these parts and accessories sold on, or in connection with, the first retail

sale of a light-duty truck. However, the excise tax still must be paid
initially by the manufacturer, and the manufacturer may not claim

credit or refund until after the retail sale of the vehicle.

Reasons for change

It appears to the Congress that the manufacturer of the light-duty

truck parts that are going to be eligible for the tax refund or credit

under present law should be able to make the sales tax-free initially

so that the manufacturer does not have to wait until the claim for re-

fund or credit is made to have the tax removed.

Explanation of provision

The Act permits the tax-free sale by the manufacturer, producer,
or importer of any truck part which is to be resold by the purchaser
on or in connection with the first retail sale of a light-duty truck (as

described in sec. 4061 (a) (2) ) or is to be i-esold by the purchaser to a

second purchaser for resale by the second purchaser on or in connection
with the first retail sale of a light-duty truck. The Act also gives the

Treasury Department authority to require registration of sellers and
purchasers before they may engage in tax-free sales and purchases
of the parts eligible for exemption from the 8-percent excise tax. The
registration system is now required for most categories of sales that

may be made free of the manufacturers excise taxes.

Effective date

The provision is effective for sales of eligible light-duty truck parts
and accessories made on or after December 1, 1978.
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Revenue effect

This amendment is expected to have a negligible effect on budget
receipts since it constitutes only a change in the administrative pro-
cedure for claiming the existing "exemption" for the eligible light-
duty truck parts and accessories.



B. TECHNICAL AND CONFORMING AMENDMENTS TO ESTATE AND
GIFT TAX PROVISIONS

1. Application of "Fresh Start" Provisions to Section 306 Stock
(sec. 702(a)(1) of the Act and sec. 306(a) of the Code)

Prior law
Under present law, special rules are provided to prevent the "bail

out" of dividends as capital gains upon a sale or redemption of pre-

ferred stock previously distributed to sliareholders. Under these rules,

the amount realized from the sale or redemption of certain stock,

known as "section 306 stock," is generally treated as dividend income.

This treatment also applies to sales or redemptions of stock by a trans-

feree if his basis is determined by reference to the basis of stock held

by the transferor which was section 306 stock. Under the "stepped-up"

basis rules in effect prior to the 1976 Act, inherited stock was not sub-

ject to dividend treatment under section 306 because the basis of the

stock in the hands of his estate or his heirs was not determined by ref-

erence to the decedent's basis of the stock. However, under the carry-

over basis provisions of the 1976 Act, the decedent's basis for the stock

is carried over, with certain adjustments, to the estate or the heir. Thus,

dividend treatment under section 306 also carries over from the dece-

dent to his estate or heirs.

In the case of a redemption of section 306 stock, the full amount of

the redemption proceeds are treated as dividend income to the extent

of the corporation's earnings and profits at the time of the redemp-
tion.^ In the case of a sale of section 306 stock, the amount realized is

treated as ordinary income to the extent of the ratable portion of the

corporation's earnings and profits on the date of distribution of the

stock. In both cases, the "fresh start" adjustment to basis provisions of

the 1976 Act has no effect on the amoimt of the dividend income be-

cause the basis of the stock is irrelevant in making that determination.

However, amounts realized in excess of the sum of the applicable por-

tion of earnings and profits and the basis of the stock is treated as gain

from the sale of the stock. Thus, the "fresh start" provisions can affect

the amount of gain on the sale or redemption of the section 306 stock

but only when the amount realized exceeds the sum of the applicable

portion of the corporation's earnings and profits and the stock's basis

on December 31, 1976.

Reasons for change
The adoption of the carryover basis provisions has the effect of

changing the taxation of section 306 stock sold or redeemed after

death. Unlike the situation under prior law, the death of the recipient

^ However, a distribution in redemption of section 306 stock to pay death taxes
which qualifies under section 303 is treated as an amount realized from the sale or

exchange of a capital asset rather than as dividend income. See sec. 306(b) (5) of

the Code as added by sec. 702(a) (2) of the Act.
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of section 306 stock no longer removes the section 306 taint. Moreover,
due) to the operation of the rules for section 306 stock (described
above), the "fresh start" adjustment of the carryover basis pro-
visions provides only limited relief because the amount of basis is

rarely important in section 306 situations. Since the purpose of the
"fresh start" rule was, generally, to "grandfather" appreciation oc-

curring prior to December 31, 1976, the Congress believes that a spe-

cial rule is needed to carry out this purpose in the case of section 306
stock which was issued before January 1, 1977.

Explanation of provision

The Act provides a special rule in the case of section 306 stock dis-

tributed before January 1, 1977, which is carryover basis property.
However, under the Act, the special rule would apply only to stock

passing or acquired from a decedent dying after December 31, 1979, in

order to conform to the suspension of the carryover basis rules under
section 515 of the Act. For stock passing or acquired from a decedent
before January 1, 1980, it is unnecessary to provide any special rule

because the basis of the stock will be stepped-up in the hands of the
estate or heir and, therefore, will not be subject to dividend treatment
under section 306.

Under the special rule for section 306 stock which is carryover basis

property, the amount treated as ordinary income on the sale or re-

demption of the stock may not exceed the amount realized over the
sum of the adjusted basis of the stock on December 31, 1976, and the
"fresh start" adjustment under the carryover basis rules. In the case

of a redemption, this special rule applies only with respect to a re-

demption which would be treated as a sale or exchange if the stock
were not section 306 stock. Amounts not treated as ordinary income
or as a dividend will be treated as recovery of basis or gain in accord-
ance with the usual rules under section 306(a)(1) or 301(c), as the
case may be.

Effective date

The provision is effective for section 306 stock distributed before
January 1, 1977, which is acquired from a decedent dying after De-
cember 31, 1979.

Revenue effect

The 3-year suspension of carryover basis removes any revenue effect

from this provision until fiscal 1981, when it would reduce budget re-

ceipts by less than $1 million. It would reduce budget receipts by $5
million in fiscal 1982, by $7 million in fiscal 1983 and by gradually
declining amounts through fiscal 1997 after which there is no revenue
effect.



2. Redemptions of Certain Preferred Stock To Pay Death Taxes

(sec. 702(a)(2) of the Act and sec. 306(b) of the Code)

Prior law

Under present law (section 303), a distribution from a corporation

to redeem its stock in order to pay death taxes and funeral and admin-

istration expenses is treated as an amount realized from the sale or

exchange of a capital asset rather than as dividend (where certain

requirements are met).
However, other provisions of the tax law (discussed above) are

designed to prevent the "bail-out" of dividends as capital gain upon a

sale or redemption of certain preferred stock distributed to share-

holders. This stock is known as "section 306 stock." Because of the

carryover basis provisions added by the 1976 Act, these special pro-

visions apply to section 306 stock passing to the estate or heirs of the

distributee shareholder.

It is presently unclear which of these two sets of rules takes prece-

dence over the other; i.e., it is uncertain whether capital gains treat-

ment is available for redemptions of section 306 stock when all of the

requirements of section 303 are met with respect to the stock.

Reasons for change
Tlie Congress believes that it should be made clear that redemptions

of section 306 stock are eligible for capital gains treatment where the

requirements for redemptions to pay death taxes and funeral and
administration expenses (sec. 303) are met with respect to that stock.

This treatment will facilitate the payment of death taxes and expenses
and alleviate liquidity problems of estates consisting primarily of
stock in closely held businesses.

Explanation of provision

The Act provides that a redemption of section 306 stock is excepted
from dividend treatment to the extent that the redemption meets the
requirements for capital gains treatment with respect to redemptions
to pay death taxes and funeral and administration expenses (sec. 303).
Accordingly, a distribution in a qualifying redemption of such stock
is to be treated as an amount realized from the sale or exchange of
a capital asset.

Under the Act, the provision would apply to stock passing or ac-
quired from a decedent dying: after DecemlDer 31, 1979, in order to
conform to the suspension of the carr^^over basis rules under section
515 of the Act. For stock passing or acquired from a decedent before
»Tanuary 1, 1980, it is unnecessary to provide any special rule because
the basis of the stock will be stepped-up in the hands of the estate or
heir and, therefore, will not be subject to dividend treatment under
section 306.
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Effective date

This provision is effective for redemptions of stock acquired from
or passing from decedents dying after December 31, 1979.

Revenue effect

The 3-year suspension of carryover basis removes any revenue effect

from this provision until fiscal 1981, when it would reduce budget
receipts by less than $1 million. It would reduce budget receipts by
$2 million in fiscal 1982 and by $3 million in fiscal 1983.



3. Deduction or Adjustment to Basis for Estate Tax on Appre-
ciation (sec. 702(b) of the Act and sec. 691 of the Code)

Prior law
Under the carryover basis provisions added by the 1976 Act, an

adjustment to basis is permitted for Federal and State death taxes

attributable to appreciation. This adjustment is designed to prevent

the imposition of an income tax on the portion of the estate taxes

attributable to appreciation. Similarly, when property has been sold

before death but the gain is recognized by the heirs for income tax

purposes (sec. 691), the recipient of the income is allowed a separate

deduction for the death taxes attributable to that item of income in

respect of a decedent (rather ihan as an adjustment to the basis of the

property sold).

However, when the heir is entitled to long-term capital gain treat-

ment, there may be a substantial disparity of treatment for income tax

purposes between gains recognized by the heirs for property sold be-

fore death by the decedent and gains realized by the heirs upon a sub-

sequent sale of inherited property. In the case of a sale before death,

some courts have held that an individual is entitled to both the deduc-

tion for estate taxes attributable to the gain and the long-term capital

gain deduction based on the amount of gain undiminished by the

deduction for estate taxes.^ However, in the case of a sale of inherited

property by an heir, the basis adjustments for death taxes attributable

to appreciation would be taken into account in determining the

amount of gain to which the long-term capital gain deduction applies.

Reasons for change
The Congress believes that capital gains recognized by heirs for

property sold before death by the decedent should not be treated more
favorably than gains realized by the heirs upon the sale of inherited

property.

Explanation of provision

The Act provides that, for purposes of computing the long-term

capital gains deduction (or the amount of gain for purposes of the

long-term capital gains alternative tax and any net capital losses),

the amount of the gain is to be reduced (but not below zero) by the

amount of any applicable deduction for estate taxes attributable to a

gain treated as income in respect of a decedent. For example, if a long-

term capital gain of $100 is treated as income in respect of a decedent

and the estate tax attributable to that gain is $30, the amount of the

recipient's long-term capital gain which is subject to the alternative

tax on capital gains would be $70 ($100 minus $30). In addition, the

^ It is possible that the combined deduction for estate taxes attributable to the

income in resi)ect of a decedent (up to 70 percent) and the capital gains deduc-

tion (60 percent) can exceed the amount of the capital gain and can be used

to offset other ordinary income of the taxpayer.
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amount of the long-term capital gains deduction would be $42 (60 per-
cent of $70) for all purposes (including the minimum tax). In either
case, no additional deduction would be allowed for the estate taxes
attributable to that gain.
No inference is to be drawn from the amendment as to the correct

interpretation of prior law.

Effective date

The provision is effective with respect to decedents dying after the
date of enactment.

Revenue effect

This provision will increase budget receipts by less than $5 million
per year.



4. Conforming Amendments to the Postponement of Effective

Date of Carryover Basis Provisions (sec. 702(c)(1) of the

Act and sees. 1014 and 2614 of the Code)

Prior law
Under the 1976 Act, the basis of property passing from a

decedent is "carried over'' from the decedent to the estate or

beneficiaries for purposes of determining gain or loss for sales and ex-

changes by the estate or beneficiaries. Under prior law, the basis of

inherited property was generally stepped up or down to its value on
the date of the decedent's "death. Under the 1976 Act. the

carryover basis provisions apply to property passing from decedents

dying after December 31, 1976. However, section 515 of the Revenue
Act of 1978 delayed the effective date of the carryover basis provisions

so as to apply only to property of decedents dying after 1979.

Reasons for change
These changes are made in order to provide rules to conform certain

provisions to the deferral of the effective date of carryover basis.

Explanation of provision

Since the basis of farm and closely held business real property will

not be carried over from the decedent during the 3-year deferral

period, the Act provides that the basis of that real property will be

the amount determined under the special valuation provision if elected

for estate tax purposes rather than fair market value based on its

highest and best use.

As a conforming change, the basis of property included in a

generation-skipping transfer which occurs during the postponement

period, as a termination by reason of the death of the deemed trans-

feror, will be determined in the same manner as for property acquired

from or passing from a decedent during the postponement period.

Effective date

The amendment relating to the basis of farm property is to apply

to property passing or acquired from a decedent dying after Decem-
ber 31, 1976, and before January 1, 1980. The generation-skipping

transfer amendment applies to transfers after June 11, 1976, and
before January 1, 1980.

Revenue effect

This provision will have a negligible effect on revenues.
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5. Fresh Start Adjustment for Certain Carryover Basis Property
(sec. 702(c)(2) of the Act and sec. 1023(h) of the Code)

Prior law
Under present law, the basis of an asset acquired from or passing

from a decedent, generally, is its basis in the hands of the decedent

(i.e., the basis is "carried over") increased by certain adjustments.

One of the adjustments permits the basis of an asset held on Decem-
ber 31, 1976, to be increased to its fair market value on that date (the

so-called "fresh-start" adjustment). This adjustment was intended to

exclude appreciation occurring before 1977 from the carryover basis

rule.

In the case of property which was a marketable bond or security, the

fair market value on December 31, 1976, is its value on that date.

Where, however, the property is not a marketable bond or security, the

fair market value of the property on December 31, 1976, is determined
under a formula which assumes that the property appreciated evenly
over the holding period. Generally, the aggregate appreciation will be
allocated to pre-1977 holding periods on the basis of the number of
days the asset was held prior to January 1, 1977, over the total number
of days the asset was held by the decedent. In order to apply the
formula, the date the asset was acquired and its basis must be known.
Where the decedent's basis cannot be determined after reasonable
efforts by the executor, but the date (or approximate date) or
acquisition is known, a special rule permits the executor and the Inter-
nal Revenue Service to assume that the decedent's basis was the fair

market value of the property on the date (or approximate date) of
acquisition.

Reasons for change
In some cases, it is particularly difficult for the executor to deter-

mine either the decedent's basis or the date (or approximate date) of
acquisition of the property. This is especially likely to occur where the
property is tangible personal property, such as an item of art, an
antique, or a coin or stamp collection. In such a case, literal applica-
tion of the present rules would result in loss of all benefit from the
"fresh start" provision.
For these reasons, the Congress believes that a special rule should

be provided so that the executor can determine the fresh start adjust-
ment without having to ascertain the decedent's basis and the date (or
approximate date) of acquisition of the property.

Explanation of provision

The Act provides a formula to determine a minimum basis which
reflects the fresh start adjustment for certain property. This provision
applies on a property-bv-property basis for determining the basis of
eligible fresh start property. (The $60,000 "minimum basis" adjust-
ment applicable to aggregate bases would continue to applv as under
present law.)
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Only property which is tangible personal property is eligible for the

new provision. Thus, stocks, bonds, and other intangible assets are not

eligible for this minimum basis rule.

In addition, the executor or heir must establish that the decedent

held the property (or was considered to hold substituted property) on
December 31, 1976, in order for the new provision to apply.

For eligible property, the adjusted basis is treated as being not less

than its value on the date of tne decedent's death discounted for the

period of time from December 31, 1976, to the date of the decedent's

death (taking into account full calendar months). Under the formula,

the post-1976 appreciation is assumed to accrue at approximately 8

percent a year.

Effective date

This provision is effective with respect to property pacing or ac-

quired from a decedent dying after December 31, 1979, which was held

by the decedent on December 31, 1976.

Revenue effect

This provision will reduce budget receipts by less than $5 million per
year beginning in fiscal 1981.



6. Treatment of Indebtedness Against Carryover Basis Property
(sec. 702(c)(3) of the Act and sec. 1023(g) of the Code)

Prior law
Under present law, the basis of assets acquired from or passing from

a decedent, generally, is its basis "carried over" from the decedent
increased by certain adjustments. Two of these adjustments permit
the basis of appreciated assets to be increased by the Federal and
State death taxes attributable to the appreciation (sees. 1023 (c) and
(e)). Generally, these adjustments are made by apportioning the

death taxes to individual items of property on the basis of the appre-
ciation for that item as compared to the fair market value of all

property included in the gross estate.

In the case of property subject to an indebtedness for which the de-
cedent was personally liable, the full fair market value of the property
is included in the gross estate and a separate deduction is taken for
the indebtedness. However, in the case of property subject to an in-

debtedness for which the decedent was not personally liable, the value
of the decedent's equity in the property (i.e., the value of the property
minus the indebtedness) is included in the gross estate. In this latter

case, the apportionment of the death tax basis adjustment is made by
reference to the value of the decedent's equity in the property.

Reasons for change
The Congress believes that the present rule for apportioning the

death tax adjustment may result in misallocating the adjustments be-
tween property subject to a nonrecourse debt and other property.

Explanation of provision

The Act provides that, for purposes of the basis adjustments, the
fair market value of property is to be determined without regard to
whether there is a mortage on, or indebtedness in respect of, the prop-
erty. Thus, the full value of the property unreduced by any indebted-
ness on the property is to be used for all purposes (i.e., the adjustment
for State and Federal death taxes, the amount of the gross estate, and
the amount of the appreciation) in computing the basis adjustments
regardless of how the value of the property and the debt are reported
for estate tax purposes.

Effective date
The provision is effective with respect to property acquired from or

passing from a decedent dying after December 31, 1979.

Revenue effect

This provision will reduce budget receipts by less than $1 million
per year beginning in fiscal 1981.
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7. Only One Fresh Start With Respect to Carryover Basis Prop-
erty Held on December 31, 1976 (sec. 702(c)(4) of the Act and
sec. 1023(h) of the Code)

Prior law
Under present law, the "fresh start" adjustment is permitted for

property passing from a decedent where that property reflects the

basis of any asset held by him on December 31, 1976. Present law does
not explicitly prevent successive fresh start adjustments for property
when it is successively devised, bequeathed, or transferred by inte-

state succession or survivorship rights by more than one decedent.

Reasons for change

The Congress believes that it should be made clear that the "fresh

start" adjustment is to be made only once.

Explanation of provision

The Act amends the carryover basis provisions to provide that the

fresh start adjustment will not apply where the adjusted basis of

property passing from a decedent (i.e., the heir of the prior decedent)
reflects the adjusted basis of property which was carryover basis

property with respect to a prior decedent. However, in the case of

carryover basis property which is jointly held with rights of survivor-

ship, a fresh start adjustment is to be allowed upon the death of a
surviving joint tenant for that portion of the property that was not
included in the estate of the joint tenant who died first.

Effective date

The provision is effective with respect to property acquired from
or passmg from a decedent dying after December 31, 1979.

Revenue effect

This provision has no effect upon budget receipts.
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8. Holding Period for Carryover Basis Property (sec. 702(c)(5)
of the Act and sec. 1223 of the Code)

Prior law
Prior to the 1976 Act, all property which received a "stepped-up"

basis was deemed to have been held by the estate or heirs for the period
required for long-term capital gains treatment (sec. 1223(11)).
Under the 1976 Act, the basis of property acquired from or passing

from a decedent, generally, is its basis in the hands of the decedent
(i.e., a carryover basis). Because the basis of these assets is "carried
over" to the heir or estate and is not "stepped-up" (under sec. 1014),
those assets are not deemed to be held for the period required for
long-term capital gain treatment.

Reasons for change
The Congress believes that the change in the basis rules made by the

1976 Act was not intended to convert what was previously long-term
capital gain or loss into short-term capital gain or loss. The Congi-ess
believes that estates and heirs should continue to receive the favorable
treatment accorded long-term capital gains even though the combined
holding period of the decedent and the estate (or heir) is less than the
holding period necessary for long-term status.

Explanation of provision

The Act provides that carryover basis property is deemed to be held
by the estate or heirs for the period required for long-term capital

gain treatment.

Effective date

This amendment is effective for property acquired from or passing
from a decedent dying after December 31, 1979.

Revenue effect

This provision will reduce budget receipts by less than $1 million
per year beginning in fiscal 1981.
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9. Adjustment to Carryover Basis Property for State Estate

Taxes (sec. 702(c)(6) of the Act and sec. 1023'(c) of the Code)

Prior law

Under the carryover basis provisions as added by the 1976 Act, an

adjustment to basis is permitted for Federal and State death taxes

attributable to appreciation. With respect to State estate taxes, the

adjustment is made to property subject to tax for Federal estate tax

purposes. However, where the inclusion rules, or charitable and marital

deduction rules, for State and Federal estate tax purposes are different,

the present rule does not take these differences into account for making
the basis adjustment for State estate taxes.

Reasons for change

The Congress believes that the basis of property should be entitled

to be increased by any inheritance or other State death taxes that are

actually imposed on that property regardless of whether that property

is subject to Federal estate tax. Accordingly, the Congress believes that

the adjustment to basis for State estate taxes should be made by ref-

erence to the property that is subject to tax under the applicable State

laws.

Explanation of provision

The Act provides that the basis adjustment for State estate taxes on

the appreciation is to be determined by reference to the inclusion and
valuation rules of the applicable State law. However, the amount of

appreciation in any property will continue to be determined under

Federal income tax rules.

Effective date

This amendment is effective with respect to property acquired from
or passing from a decedent dying after December 31, 1979.

Revenue effect

This provision will reduce budget receipts by less than $1 million

per year beginning in fiscal 1981.
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10. Clarification of Increase in Basis for Certain State Succession
Taxes (sec. 702(c)(7) of the Act and sec. 1023(e) of the Code)

Prior law
Under the carryover basis provisions as added by the 1976 Act, an

adjustment to basis is permitted for State death taxes attributable to

appreciation that are paid by the heir and for vchich the estate is not
liable (sec. 1023(e)). This adjustment was intended to apply to State

inheritance and succession taxes actually paid by an heir. However,
under most State laws, the estate is technically liable for the payment
of these taxes and, as a result, it is somewhat unclear as to whether
an adjustment would be permitted in cases where the beneficiary pays
the taxes.

Reasons for change
The Congress believes that the adjustment to basis of property

for State death taxes attributable to appreciation in that property
should be permitted even though the decedent's estate is technically

liable for the payment of the death taxes.

Explanation of provision

The Act makes it clear that the adjustment for State death taxes

attributable to appreciation in property will be available for State

death taxes actually paid by an heir (or trust for the benefit of heirs)

even though the estate of the decedent is technically liable for the pay-
ment of the tax.

Effective date

The amendment is effective with respect to property acquired from
or passing from a decedent dying after December 31, 1979.

Revenue effect

This provision has no effect upon budget receipts.
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11. Coordination of Carryover Basis Adjustments (sec. 702(c)(8)

of the Act and sec. 1023(h) of the Code)

Prior law
Under the carryover basis provisions of present law, adjustments to

basis are permitted for (1) the so-called "fresh-start adjustment to

reflect fair market value at December 31, 1976, (2) the Federal and

State estate taxes attributable to appreciation, (3) a minium basis

of $60,000, and (4) State inlieritance taxes attributable to appreciation

paid by the heir. Under tlie order prescribed for making these adjust-

ments, the fresh start adjustment would be made first. The fresh start

adjustment would tlien affect the amount of the other adjustments

since it would be taken into account in measuring the amount of ap-

preciation for purposes of the death tax adjustments and in determin-

ing whether the basis of all properties was less than the $60,000 mini-

mum basis. However, tlie fresh start adjustment is taken into acount

only for purposes of determining gain from the sale or other disposi-

tion of the property by the estate or heirs and cannot be used to gen-

erate a loss from the sale or other disposition of the property.

Reasons for change

It has been brought to the attention of Congress that it is somewhat
unclear whether recomputations of the death tax adjustments and the

mininum basis adjustments for each item of property may be required

every time any heir sells property.

Explanation of provision

The Act clarifies that no recomputation of basis is required for the

death tax or minimum basis adjustments. Basically, the basis of "fresh

start" property for loss purposes would be the same as for gain pur-

poses except that it would not reflect the fresh start- adjustment.

Effective date

This amendment is effective with respect to property acquired from
or passing from a decedent dying after December 31, 1979.

Revenue effect

This provision has no effect upon budget receipts.
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12. Basis for Certain Term Interests (sec. 702(c)(9) of the Act and
sec. 1001(e) of the Code)

Prior law
In determining the amount of gain or loss from the sale of a term

interest (such as a life estate, term of years, or an income interest in a
trust) , the basis of property acquired or passing from a decedent or

transferred -by gift is not generally taken into account by the holder of
the term interest. A conforming amendment was not made under the

1976 Act to apply this provision to carryover basis property.

Reasons for change
The Congress believes that the basis for determining gain or loss

for sales or exchanges of term interests in carryover basis property
should be subject to the general rules applicable to sales or exchanges
of term interests.

Explanation of provision

The Act applies the basis rule for sales or other dispositions of term
interests to carryover basis property.

Effective date

This amendment is effective with respect to property acquired from
or passing from a decedent dying after December 31, 1979.

Revenue effect

This provision has no effect upon budget receipts.
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13. Clarification of the Rules Relating to Special Use Valuation
(sec. 702(d)(1) of the Act and sec. 2032A of the Code)

Prior law
Under the 1976 Act, if certain conditions are met, "qualified real

proi>erty" may be valued for estate tax purposes at its farm or busi-

ness use value, rather than at its value based on "highest and best"

use. To qualify for the special use valuation rule, several requirements

must be satisfied. First, the real ])roperty must have been owned by
the decedent (or a member of his family) and used for farm or busi-

ness purposes for five of the eight years preceding the decedent's

death. Second, a substantial portion of the adjusted gross estate must
consist of qualified property, i.e., 50 percent must consist of real and
personal property used in the business and 25 percent must consist

of real property used in the business. Third, the qualified property

(the portion satisfying the 50- and 25- percent tests) must pass to

members of the decedent's family (known as "qualified heirs"). Also,

the decedent or a member of his family must have materially partici-

pated in the business in which the proi:>erty is used for five of the eight

years preceding the decedent's death.

Reasons for change
Under present law, it is not clear whether, if the estate otherwise

qualifies and appropriate amounts of qualifying property pass to quali-

fied heirs, other property which is used in a qualifying use can be

valued under the special use valuation rules if it passes to nonfamily
members—i.e., persons who are not qualified heirs.

The intent of Congress was to provide special use valuation only

for property Avhich remained in the hands of the decedent's family

and which was being used for a qualified use both before and after

the decedent's death.

Explanation of provision

The Act explicitly provides that real property is eligible for special

use valuation only to the extent that it passes to qualified heirs.

Effective date

This provision applies to the estates of decedents dying after

December 31, 1976.

Revenue effect

This provision will have no effect on budget receipts.
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14. Use of Special Use Valuation Property to Satisfy Pecuniary
Bequest (sec. 702(d) (2) of the Act and sec. 2032A of the Code)

Prior law
Under the Tax Reform Act of 1976, qualified real property which

passes from a decedent to a qualified heir is generally eligible for spe-
cial valuation rules. Under present law, the distribution of property by
an estate or trust in satisfaction of a pecuniary bequest is treated as a
taxable transaction resulting in the recognition of gain or loss to the
estate. Under the tax law, for most purposes, if property is distributed
in a taxable transaxition, the property is not considered to have been
acquired from or passed from a decedent.

Reason for change
Due to the interaction of the rules described above, there is a tech-

nical question as to whether property otherwise qualifying for the
special estate tax valuation rule will qualify if it is distributed
pursuant to a pecuniary bequest.

Explanation of provision

The Act provides that, under the special use valuation provision,
property shall be considered to have been acquired from, or to have
passed from, a decedent if it is acquired by any person from the estate

in satisfaction of the right of the person to a pecuniary bequest (as
well as if it were acquired from the decedent by a specific bequest or
the equivalent of a pecuniary bequest) . Thus, property will not become
ineligible for the special valuation rule solely because it is distributed
to a qualified heir in satisfaction of a pecuniary bequest.

Effective date

This provision applies to estates of decedents dying after Decem-
ber 31, 1976.

Revenue effect

This provision will have no effect on budget receipts.
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15. Gain Recognized on Use of Special Use Valuation Property to

Satisfy Pecuniary Bequest (sec. 702(d) (3) of the Act and sec.

1040 of the Code)

Prior law
Under present law, the distribution of property by an estate or trust

in satisfaction of a pecuniary bequest is treated as a taxable transac-

tion resulting in the recognition of gain or loss to the estate.

Under the law prior to the 1976 Act, the amount of gain recognized
on a distribution in satisfaction of a peouniai-y bequest was limited to

post-estate tax valuation date appreciation because the estate received

a stepped-up basis for the property. As a conforming change under
the carryover basis provisions added by the 1976 Act, the Act also

provided that, where an estate distributes property in satisfaction of

a pecuniary bequest, gain is recognized by the estate only to the extent

of the appreciation oc^^urring from the estate tax valuation to the date

of distribution.

The limitation on gain recognized by the estate was intended to

provide substantially the same income tax treatment provided imder
prior law for a pecuniary bequest distribution. However, under the

1976 Act, the amount of post-death appreciation is considered to be

the difference between the value of the pro))erty for estate tax purposes

and its fair market value on the date of distribution. Thus, if the

statute is literally applied where property is subject to special fann or

other business use valuation, a portion of the pre -death appreciation

will be included in the gain recognized by the estate because the gain

would be the excess of the value at the time of distribution over the

special use value used for estate tax purposes.

Reasons for change

Where property qualifies for special farm or other business use

valuation, it was not the intent of Congress to subject the benefit from
the special use valuation to income tax upon distribution of the prop-

erty to satisfy a pecuniary bequest.

Explanation of provision

The 1978 Act provides that the special use valuation provision is not

to be taken into account in determining the post-death appreciation

subject to income tax when an estate or trust satisfies a pecuniary be-

quest with appreciated property. Thus, the appreciation subject to tax

will be measured by the difference between the fair market value of the

property on the date of distribution (without regard to special use

valuation) and the fair market value of the property on the date of the

decedent's death or the alternate valuation date (determined without

regard to the special use valuation provision)

.
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Effective date

This provision applies to estates of decedents dying after December
31, 1979.^

Revenue effect

This provision will have a negligible effect upon budget receipts.

* The effective date of this provision is deferred until 1980 as a result of the
3-year deferral to the carryover basis provisions made by section 515 of the 1978
Act. In addition, section 702(c)(1) of the 1978 Act provides that the basis of

farm property for which special valuation is elected and which is acquired from
a decedent dying during 1977, 1978 or 1979 is the amount determined under the

special valuation provision. The interaction of these two provisions will cause
gain other than that attributable to post-death appreciation to be realized on
the satisfaction of a pecuniary bequest of farm recapture property acquired from
a decedent dying before 1980. It is anticipated the corrective legislation will be
enacted in order to change this result.



16. Treatment of Community Property Under Special Use Valua-
tion Provision (sec. 702(d)(4) of the Act and sec. 2032A of the

Code)

Prior law
Under prior law, it was unclear whether the special use valuation

]novision for qualified real property applied in the same manner to

property held as community property as it did to property held by
the decedent as his individual property in a common law State.

Reasons for change

The Congress wishes to clarify the present law so that the special

use valuation provision is to apply to community property in the same
manner as property that is not community property.

Explanation of provision

The Act makes it clear that the special use valuation provision is to

apply to community property in the same manner as property owned
by the decedent in his individual capacity. For example, the entire

value of the property will be taken into account for purposes of de-

termining if the percentage qualification requirements are satisfied.

Effective date

This provision is eflfective with respect to estates of decedents dying

after December 31, 1976.

Revenue effect

This provision will have no effect on budget receipts.
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17. Substitution of Bond for Personal Liability of Qualified Heir
for Recapture of Tax with Respect to Special Use Valuation
Property (sec. 702(d)(5) and sec. 2032A of the Code)

Prior law
Under present law, if an executor of an estate elects to value certain

qualifying real property under the special use valuation provision,

there are certain circumstances which would result in the recapture of
the estate tax savings. All or a portion of the Federal estate tax bene-
fits obtained by virtue of the reduced valuation are to be recaptured
if, within 15 years after the death of the decedent (but before the
death of the qualified heir), the qualifying property is disposed of to

nonfamily members, the qualifying property ceases to be used for
farming or other closely held business purposes, or the family mem-
bers cease to materially participate in the farm or other closely held
business.

Under this provision, the qualified heir is personally liable for
the recapture tax imposed with respect to his interest in qualified real

property, and there is a lien on the qualified real property. There was
no provision under prior laAv which would relieve the qualified heir of

his personal liability, even though he is willing to provide a bond to

secure the amount of his personal liability.

Reasons for change
The Congress believes it is appropriate to allow a qualified heir

to be relieved of potential personal liability if an appropriate bond
is furnished.

Explanation of provision

The Act provides that a qualified heir may be discharged from per-
sonal liability and shall be entitled to a receipt or writing showing this

discharge if he furnishes a bond which meets certain requirements. In
order to comply with this bond procedure, the qualified heir must
make written application to the Secretary of the Treasury for a deter-

mination of the maximum amount of the additional tax which may be
imposed by the special farm valuation provision with respect to his

interest. The Secretary is required to notify the heir of the maximum
amount of the recapture tax as soon as possible and, in any event,

within one year after the making of the application. If the qualified

heir furnishes a bond in this amount and for such period as may be
required (which, in general, should be no longer than the period to

^yhich the recapture tax applies) , he shall be discharged from personal
liability.

The maximum amount of the bond does not include interest on the
amount of the qualified heir's personal liability, even though interest

may accrue on the amount of the recapture tax imposed from the date
of imposition until the date the tax is paid.
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Effective date

These provisions will apply with respect to the estates of decedents
dying after December 31, 1976.

Revenue effect

This provision will have no effect on budget receipts.



18. Security Where Extended Payment Provisions are Elected
(sec. 702(e) of the Act and sec. 6324A of the Code)

Prior law
Under present law as amended by the 1976 Act, there are two pro-

visions permitting extended payment of estate taxes (over 15- or 10-

year periods) where a farm or closely held business constitutes a sub-

stantial portion of the decedent's estate. Prior to the 1976 Act, where
extended payment was elected, the executor was generally personally

liable for the deferred estate taxes unless he posted bond equal to

double the amount of the unpaid tax.

The 1976 Act permitted the executor to be relieved from personal
liability for the unpaid tax where either of these extended payment
provisions is elected. Instead, if elected, a lien attaches to real property
and other assets with long useful lives until the deferred taxes are

paid. The amount of the lien is equal to the deferred tax liability plus
the total amount of interest which will be payable on the deferred
taxes.

Reasons for change
The Congress does not believe it is necessary to require security for

the amount of the deferred taxes plus the full amount of the interest

payable over the deferral period. If a payment of tax is missed or
another event occurs which accelerates the payment of the tax, collec-

tion would ordinarily be completed within a relatively short time after

the accelerating event. Consequently, it appears that adequate security

to protect the Government's interest would be provided if the maxi-
mum amount of security included the amount of the deferred tax
liability plus an amount equal to the interest payable for the first four
years of the payment period.

Explanation of provision

The Act provides that the maximum amount of property which is

to be required to be subject to a lien if the executor elects to be dis-

charged from personal liability (under sec. 6324A) shall not be
greater than the sum of the deferred amount of the unpaid estate tax
liability plus the aggregate amount of interest which would be pay-
able over the first four years of the period over which the tax liability

is deferred. It is anticipated that the IRS will permit a reduction in

the maximum amount as deferred taxes and interest are paid. Also, in

cases where sufficient property is not available or offered to be subject
to the lien, the difference between this maximum amount and the
amount of property tendered can be satisfied by the furnishing a bond.

Effective date

This provision applies to the estates of decedents dying after Decem-
ber 31, 1976.

Revenue effect

This provision will have no effect on budget receipts.
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19. Transfers Within Three Years of Death (sec. 702(f) of the Act
and sec. 2035 of the Code)

Prior law

Under the 1976 Act, transfers made by a decedent within three years

of death are included in the decedent's gross estate without regard to

whether the gifts were actually made in contemplation of death. How-
ever, the 1976 Act provided an exemption to the automatic three-year

inclusion rule for gifts excludable under the $3,000 annual gift tax

exclusion. Under this exception, the legislative history indicated that

the amount of gifts included in the gross estate is limited to the excess

of the estate tax value over the amount excludable with respect to these

gifts.

Reasons for change

The Congress is concerned that this rule will impose serious adminis-

trative burdens upon executors as it will be necessary to ascertain

whether the decedent had made gifts during the 3-year period (even

though no return was required) , and, if there were any gifts, the value

of the gifts at the time of the donor's death.

Explanation of provision

The Act provides that the exception to the transfer within 3 years

of death estate tax inclusion rule applies to gifts made to a donee where
no gift tax return was required to be filed with respect to the gifts,

e.g., gifts of present interests to a donee that do not exceed $3,000 in

a calendar year. If the gifts are required to be shown on a gift tax

return, the gifts made within three years of the decedent's death are

required to be included in the decedent's gross estate. For example, a
gift of a present interest in property valued at $3,500 which is made
within 3 years of death would be includible in the donor's gross estate

even though the gift was fully excludable because the other spouse

consented to be treated as the donor of one-half of the gift.

This exception does not apply to any transfer with respect to a life

insurance policy. However, the exception does apply to any premiums
paid (or deemed paid) by the decedent within 3 years of death to the

extent that such payments, togetlier with other gifts to the donee, are

excludable under the annual exclusion. On the other hand, the excep-

tion does not apply to any transfer Avhich would have resulted in inclu-

sion in the gross estate of the proceeds of the policy under the law prior

to the 1976 Act because the transfer was considered made within 3

years of death (by reason of policy renewal rights, premium pay-
ments, or any other factor, otlier than the existence of a contemplation
of death motive, to the extent these factors were relevant to includibil-

ity of the proceeds in the gross estate of a decedent under prior law).
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Effective date

This provision applies to estates of decedents dying after December
31, 1976, except that it does not apply to transfers made before January
1, m7.

Revenue effect

This provision will have no eflfect on budget receipts.



20. Coordination of Gift Tax Exclusion and Marital Deduction
and Estate Tax Marital Deduction (sees. 702(g) (1) and (2)

of the Act and sees. 2036 and 2056 of the Code)

Prior law

Under present law, as amended by the 1976 Act, an unlimited gift

tax marital deduction is allowed for transfers between spouses for the

first $100,000 of gifts. Thereafter, a deduction is allowed for 50 percent

of the interspousal lifetime transfers in excess of $200,000. (The 1976

Act did not change the ordering rule of section 2524, i.e., the annual
exclusion is taken into account first before a portion of the gift to a

spouse is considered to be deductible under the marital deduction

provision.

)

In addition, where interspousal lifetime transfers are less than

$200,000, the allowable estate tax marital deduction is reduced (or

"cut-down") by the excess of the gift tax marital deduction with

respect to gifts made after 1976 over 50 percent of the value of su(ih

gifts. Under this rule, where the unlimited $100,000 gift tax marital de-

duction has been used up but the aggregate gifts of a spouse do not ex-

ceed $200,000, the present formula will reduce the estate tax marital

deduction "cut-down" where subsequent gifts of $3,000 or less are made
to a spouse during a year (which are excluded from tax and for which a

gift tax return is not required) because the "cut-down" is reduced by
one-half the value of such subsequent gifts. In addition, no exception

to the restoration of the "cut-down" in the allowable estate tax marital

deduction is made where an interspousal lifetime gift is brought back
into the estate of the donor spouse by reason of section 2035 (relating

to transfers within 3 years of death)

.

Reasons for change

Because no gift tax return is required to be filed where the total

gifts to a donee (other than gifts of a future interest) do not exceed

$3,000 per year, the Congress believes that relieve executors should be

relieved of the administrative difficulties in determining the amount of

these small gifts for purposes of computing the allowable marital

estate tax deduction. Further, where property which was given to the

decedent's spouse is included in the decedent's estate by reason of sec-

tion 2035, Congress believes that the estate tax marital deduction

should not be reduced because inclusion in the gross estate will negate

any benefit derived from the gift tax marital deduction.

Explanation of provision

The Act amends the estate tax marital tax deduction in two respects.

First, it excludes any gift not required to be included in a gift tax

return from the coinpTitation of the estate tax marital deduction "cut-

down" (under sec. 2056(c)(1)(B)). Second, it provides that the
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estate tax marital deduction will not be reduced on account of any
gifts to the surviving spouse which were included in the decedent's
estate solely by reason of section 2035.

Effective date

This provision applies with respect to estates of decedents dying
after December 31, 1976.

Revenue effect

This provision will have no effect on budget receipts.



21, Split Gifts Made Within Three Years of Death (sec. 702(h) of

the Act and sec. 2001 of the Code)

Prior law
Under the gift tax law, a spouse may consent to be treated as the

donor of one-half of a gift made by the other spouse to a third party.

This is referred to as "gift splitting." Under the 1976 Act, where the

donor spouse dies within 3 years of making a "split gift," the entire

gift is included in the donor spouse's estate and any gift tax actually

paid by the consenting spouse on the gift is allowed as a credit in

determining the estate tax for the estate of the donor spouse. How-
ever, the transfer tax consequences to the consenting spouse are not

reversed. For example, any unified credit used is not restored and the

amount of aggregate taxable gifts for prior periods is not adjusted.

Reasons for change
Congress believes that, where a spouse consents to be treated

as the donor of one-half of a gift to a third party but the full amount
of the gift is included in the other spouse's estate, the estate tax for the

consenting spouse should be determined without regard to that gift

since the benefits of gift splitting have been generally eliminated by
inclusion of the gift in the other spouse's gross estate.

Explanation of provision

The Act provides for the reversal of the transfer tax consequences
of gift splitting to the estate of the consenting spouse if the gift is

included in the gross estate of the donor spouse as a transfer made
-within three years of death. In computing the estate tax for the con-

senting spouse, the Act exchides the gift in determining the amount
of lifetime transfers under the unified transfer system. However, the

gift tax paid by the consenting spouse would not be taken into account
as a credit against the estate tax of the consenting spouse if it had been
allowed as a credit to the estate of the donor spouse.

Effective date

This provision applies with respect to the estates of decedents dying
after December 31, 1976, except that it does not apply to transfers
made before January 1, 1977.

Revenue effect

This provision will have no effect on budget receipts.
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22. Inclusion in Gross Estate of Stock Transferred by the De-
cedent Where the Decedent Retained Voting Rights (sec.

702(i) of the Act and sec. 2036(b) of the Code)

Prior law

Under present law, the retention of certain powers or interests

by a decedent in property transferred by the decedent during his

lifetime results in the property being includible in his gross estate

for estate tax purposes (sec. 2036). The 1976 Act extended this rule to

the retention of voting rights in stock of any corporation which was
transferred by the decedent during his lifetime even if the corporation
was not a controlled corporation. This rule is often called the "anti-

Bymm''' inile because it was intended to o\errule the result reached in

that case by the U.S. Supreme Court.

Reasons for change
The rule in the 1976 Act required the inclusion of any stock over

which the decedent retained a power to vote regardless of whether
the corporation was controlled by the decedent. The Congress believes
that the retention of voting power should result in the inclusion of the
stock in the decedent's gross estate only where the decedent and his
relatives own 20 percent or more of the voting stock of the corporation.
In addition, the Congress believes that the rule should be clarified

with respect to the retention of voting rights in certain indirect trans-
fers as well as direct transfers of stock in a controlled corporation.

Explanation for provision

The Act makes two amendments to the rule contained in the 1976
Act. First, the Act restricts the rule to stock in corporations which are
controlled by the decedent and his relatives. Second, the Act clarifies

the rule under the 1976 Act that indirect transfers are subject to the
rule.

Under the Act, the rule requiring inclusion in the gross estate only
applies to stock in a "controlled corporation." "Where the stock is not
in a "controlled corporation", the stock is not included in the gross
estate of the decedent even if the decedent directly held the power to

vote those shares.

A "controlled corporation" is defined to mean a corporation where
the decedent together Avith his spouse, children, grandchildren and
parents owned, or had the right to vote, stock possessing at least 20
percent of the total combined voting power of all classes of stock. The
constructive ownership rules of section 318 apply solely for purposes
of determining whether the corporation is a controlled corporation. In
addition, in order for the corporation to be controlled, the ownership
of, or right to vote, 20 percent of the total combined voting power of all

classes of stock had to occur any time after the transfer of the property
and during the 3-year period ending on the date of the decedent's death.
The rule requiring inclusion in the gross estate of stock of a con-

trolled corporation applies where the decedent retained the voting
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rights of the stock which was directly or indirectly transferred by
him. Thus, where the decedent transferred cash or other property
prior to his death to a trust of which he is trustee within 3 years of his

death, and then the trust uses that cash or other property to purchase
stock in a controlled corporation from himself, the value of the stock

would be included in his gross estate. In addition, the indirect reten-

tion of voting rights in the case of reciprocal transfers of stock in trust

Avould result in the inclusion of the stock with respect to which the

decedent had voting rights as trustee. Plowever, voting rights in stock

transferred in trust by the decedent will not be considered to have
been retained by the decedent merely because a relative was the trustee

who voted the stock. In these cases, the voting rights would be con-

sidered to have been indirectly retained bj^ the decedent if in substance
the decedent had retained such voting rights, e.g., there had been an
arrangement or agreement for the trustee to vote the stock in accord-

ance Avith directions from the decedent.

The rule would not apply to the transfer of stock in a controlled

corporation where the decedent could not vote the transferred stock.

For example, where a decedent transfers stock in a controlled cor-

poration to his son and does not have the power to vote the stock

any time during the 3-year period before his death, the rule does not
apply even where the decedent owned, or could vote, a majority of the

stock. Similarly where the decedent owned both voting and nonvoting
stock and transferred the nonvoting stock to another person, the rule

does not apply to the nonvoting stock simply because of the decedent's

ownership of the voting stock.

Effective date

This provision is effective with respect to decedents dying after

December 31, 1976.

Revenue effect

This provision will reduce budget receipts by less than $1 million
per year.



23. Estate Tax Exclusion for Certain Retirement Benefits (sec.

702(j)(l) of the Act and sec. 2039(d) of the Code)

Prior law
Under present law as amended by the 1976 Act, in general, the value

of an annuity receivable by a beneficiary (other than the executor)

under an individual retirement account is excluded from a decedent's

gross estate. The exclusion applies only to the portion of the account
attributable to contributions which were allowable as a deduction for
income tax purposes or attributable to rollover contributions from a
tax-Qualified plan.^

This exclusion specifically refers to individual retirement accounts,

individual retirement annuities, and retirement bonds for which a de-

duction was allowable under section 219 of the Code, but does not refer

to the new spouse-covered plans for which a deduction is allowable
under section 220.

Reasons for change
The Congress believes an individual retirement account for an in-

dividual and his spouse should be treated in the same way as other in-

dividual retirement accounts for purposes of the estate tax exclusion.

Explanation of provision

The Act makes it clear that annuities receivable by a beneficiary

(other than the executor) under a spouse-covered individual retire-

ment account (sec. 220) may qualify for the estate tax exclusion.

Effective date

This provision applies to estates of decedents dying after Decem-
ber 31, 1976.

Revenue effect

This provision will have no effect on budget receipts.

' However, the estate tax exclusion is limited to an annuity receivable under a
qualifying program.
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24. Annual Exclusion for Spouse's Interest in an Individual Re-
tirement Account (sec. 702(j)(2) of the Act and sec. 2503 of
the Code)

Prior law
Under present law as modified by the 1976 Act, an elig;ible indi-

vidual can contribute up to $875 to his own IRA and $875 to an IRA
separately owned by a spouse, or can contribute up to $1,750 to an IRA
which credits $875 to a subaccount for the husband and $875 to a sub-

account for his wife ("SIRA").
A taxpayer who makes a gift to another person is generally subject

to a gift tax on the amount of such gift. However, present law provides
an annual exclusion of $3,000 per donee for a donor to the extent that

the donee receives a present interest in the property.

Under the SIRA rules, the spouse of the individual establishing the

account or annuity must be given a vested interest in the account or
annuity. However, since the spouse cannot receive benefits from the

SIRA until age 59i/^, without a significant tax penalty, the contribu-

tion made on behalf of the spouse would probably be treated as a trans-

fer of a future interest and not eligible for the $3,000 annual per donee
exclusion.

Reasons for change
The Congress believes that the spouse's interest in an individual

retirement account should be considered a present interest eligible for
the gift tax annual exclusion.

Explanation of provision

The Act provides that the contribution by an individual to a SIRA
for his spouse (whether in the form of an individual retirement ac-

count, individual retirement annuity, or retirement bond) constitutes

a gift of a present interest in property (within the meaning of section

2503) rather than a gift of a future interest. Consequently, the amount
of the contribution for the benefit of a spouse is eligible to be treated
as a portion of the $3,000 annual exclusion of gifts to the spouse.

Effective date

The provision applies to transfers made after December 31, 1976.

Revenue effect

This provision will have no effect on budget receipts.
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25. Gift Tax Consequences From the Creation of a Joint Tenancy
in Personal Property (sec. 702(k)(l) of the Act and sec.

2515A of the Code)

Prior law
Under present law, the creation of a joint tenancy in personal prop-

erty with rights of survivorship constitutes a gift to the extent that the
contribution made by a tenant exceeds the tenant's retained interests

in the property. A similar rule applies in the case of a joint tenancy
created in real property without rights of survivorship between
spouses. In the case of a joint tenancy in real estate with rights of sur-

vivorship between spouses, no gift tax is imposed unless the donor
spouse elects to treat the creation of the joint tenancy as a gift. Prior
to the 1976 Act, when an election was made, the amount of the donor
spouse's retained interest in realty was determined by use of actuarial
factors if, under applicable local law, neither joint tenant could uni-
laterally sever the joint tenancy.
The 1976 Act eliminated the need to use actuarial calculations in the

case of the creation of a joint tenancy by the husband and wife in real

property. Under the Act, the retained interest of each spouse is con-
sidered to be one-half the value of the property even if neither joint
tenant can unilaterally sever the joint tenancy. However, the rule
eliminating the use of actuarial values did not apply to the creation of
a joint tenancy between husband and wife in personal property.

Reasons for change
The Congress believes that the rules adopted in the 1976 Act to

simplify the determination of the amount of the gift in the case of
joint tenancies in real property should also apply with respect to the
creation of a joint tenancy in personal property.

Explanation of provision

The Act generally eliminates actuarial calculations in determining
the amount of a gift with respect to the creation of a joint tenancy
between husband and wife in personal property. However, actuarial
calculations will continue to be required if the fair market value of the
joint interest of the personal property cannot reasonably be ascertained
except by reference to the life expectancy of one or both spouses. Thus,
for example, the amount of a gift Avould continue to be determined
actuarially in the case of a gift involving a joint and survivor annuity.

Effective date

The provision applies to joint interests created after December 31,
1976.

Revenue effect

This provision will reduce the budget receipts by less than $1 million
per year.
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26. Fractional Interest Rule for Certain Joint Tenancies (sec.

702(k) (2) of the Act and sec. 2040 of the Code)

Prior law
Prior to the 1976 Act, the estate tax law provided that, on the death

of a joint tenant, the entire value of the property owned in joint

tenancy was included in a decedent's gross estate except for the por-

tion of the property which is attributable to the consideration fur-

nished by the survivor.

The 1976 Act added a provision which provided that, in the case of a

"qualified joint interest" created after December 31, 1976, one-half

of the value of a joint interest would be included in an estate of the
first tenant to die. A qualified joint interest is a joint tenancy between
a decedent and his spouse created by one or both spouses, the creation

of which, in the case of personal property, constituted a gift in whole
or in part or, in the case of real property, as to which an election was
made to treat the creation as a transfer of property. Although the
1976 Act made no change with respect to joint interests created before
January 1, 1977, a taxpayer can receive the benefit of the new frac-

tional interest fule by severing an existing joint tenancy and re-creat-

ing it if the re-creation is subject to a gift tax.

Reasons for change
The Congress believes that a donor spouse should be allowed to

have a pre-1977 joint tenancy treated as a "qualified joint interest"

without going through a formal severance and re-creation of the joint

tenancy.

Explanation of provision

The Act allows a donor spouse to have a pre-1977 joint tenancy to

be treated as a "qualified joint interest" without formally severing the
joint tenancy and then re-creating it. This treatment is to be available

if the taxpayer elects to report a gift of the property in a gift tax return
filed with respect to any calendar quarter in 1977, 1978 or 1979. A tax-
payer making the election is to be treated as having made a gift at the
close of calendar quarter for which the return is timely filed. The
amount of the gift generally is to be equal to the appreciation attribut-

able to the gift portion of the consideration furnished by the donor
spouse at the time of the creation of the joint interest.

Effective date

This provision applies to a joint tenancy created before January 1,

1977, if the donor makes an election under this provision on a timely-
filed gift tax return for any calendar quarter in 1977, 1978, or 1979.

Revenue effect

This provision will reduce budget receipts by less than $1 million
per year.
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27. Orphans' Exclusion Where There is a Trust for Minor Chil-
dren (sec. 702(1) of the Act and sec. 2057 of the Code)

Prior law
The 1976 Act provided a new deduction for estate tax purposes for

amounts passing from the decedent to his orphaned children. The de-

duction with respect to each child is limited to $5,000 multiplied by
the number of years that the child is under 21 years of age at the death
of the decedent.

In order to qualify for the deduction, the property passing to the
orphaned child may not be a terminable interest (such as a life estate)

,

except that the property is permitted to pass to a person other than
the child's estate if the child dies before the youngest living child at-

tains age 21. Because of the terminable interest rule, it is not presently
possible to create a single trust for the benefit of a number of orphaned
children as a group unless separate shares are created in the trust for

each child.

Reasons for change
The Congress believes that it should be possible to «reate a single

trust for all of the decedent's orphaned children because the costs of
administering separate trusts (or even separate shares of a single

trust) may be prohibitive. Moreover, the C^ongress believes sufficient

flexibility should be provided to permit the trustee to accumulate in-

come and make disproportionate distributions to orphaned children
depending upon their relative needs so long as the distributions are

made under certain ascertainable standards and each child will receive

a pro rata portion of the trust upon termination of the trust. In addi-
tion, the Congress believes that termination of the trust should not be
required until the youngest child attains age 23.

Explanation of provision

The Act amends the provision relating to the orphan's deduction
under which property passing to a trust which meets certain require-

ments, called a "qualified minors' trust," qualifies for the orphan's de-

duction. These requirements relate to (1) the source of the trust

corpus, (2) eligible beneficiaries of the trust, (3) restrictions on dis-

tributions to beneficiaries, (4) the conditions under which distribu-

tions to beneficiaries other than the orphans may be made by the trust

prior to its termination, and (5) disposition of the trust property at

its termination.

Under the Act, all of the initial corpus of a qualified minors' trust

must be property which passes or has passed from the decedent to the
trust. Thus, initial funding of the trust by the decedent's spouse or
from third parties is not permitted. However, the initial corpus of
the trust includes any income accumulated by the estate or trust during
the administration of the estate.
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All of the beneficiaries who initially have a present interest in the
trust must be the decedent's children who have not attained age 21 at

the date of the decedent's death. If a child of the decedent is 21 years
of age or older on the date of the decedent's death, he cannot initially

be a beneficiary with a present interest in the trust. (Such a person,
however, may have a future interest in the trust.)

All distributions to children of the decedent must be made either

pro rata to all beneficiaries of the trust or must be made under
one or more specified ascertainable standards. A distribution will

satisfy the pro rata standard if made on a per-capita basis to those who
are the remaining eligible beneficiaries of the trust at the time the dis-

tribution is made. The specified ascertainable standards permitted un-
der the Act are standards relating to the health, education, support, or

maintenance of the beneficiaries.^ Under the Act, the ascertainable

standard used by the trust may be any*.or any combination, of the four
specified standards.

Moreover, under the Act, the trustee may be given absolute or sole

discretion to accumulate or distribute the income of the trust (subject

to the rules above). Thus, under the Act, it would be permissible to

grant the trustee the power to accumulate income or to distribute cor-

pus or income (current and accumulated) to the decedent's children
for their health, education, support, or maintenance.

Distribution prior to the termination of the trust to persons other
than the decedent's children may be made onlj' at the death of the
children and, in such event, that child's pro rata portion of the trust

corpus and accumulated income at that time (determined on a per-

capita basis) must be either (1) distributed to any person, (2) vested

in a separate share in the trust for any person, or (3) remain in the

trust for the benefit of the other surviving minors. For example, upon
the death of a child, it would be pemissible to provide that the child's

pro rata portion of the trust would be distributed to the child's heirs.

Likewise, it would l>e permissible to provide that, in the event of a

child's death, his share shall remain in trust as a separate share for the

benefit of his heirs. The interest of a child is not to be disqualified be-

cause it may pass to another person if the child dies before the youngest

child attains age 23. Where the trust instrument does not provide for

the distribution or vesting of a child's portion in a separate share of

the trust upon his death, that child's portion must remain in the trust

for the benefit of the remaining children of the decedent.

Upon termination of the trust, all of the then corpus and any ac-

cumulated income of the trust (other than property in separate

shares) must be distributed on a pro rata basis to the beneficiaries liv-

ing as of the terminating event. Prior distributions, even if dispropor-

tionately made under an ascertainable standard, are not taken into

account in determining each beneficiary's pro rata share of a termi-

nating distribution. Thus, the pro rata standard would be satisfied if

the terminating distribution of trust corpus and accumulated income,

immediately before the distribution, is made on a per-capita basis to

those Avho are the remaining eligible beneficiaries. The trust need not

terminate or vest until the youngest child of the decedent attains

age 23.

^ These are the same standards presently contained in sec. 2041 of the Code
which are used in defining what is not a general power of appointment.
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Effective date

This provision is effective with respect to decedents dvinff after
December 31, 1976.

^

Revenue effect

This provision will reduce budget receipts bv less than $1 million per
year.

* ^



28. Disclaimers (sec. 702(m) of the Act and sec. 2518 of the Code)

Prior law
Under the 1976 Act, in order for a disclaimer to be valid for pur-

poses of estate, gift and generation-skipping transfer taxes so that the

person disclaiming is not treated as having transferred the property,

the disclaimed interest must pass to a person other than the person

making the disclaimer. To satisfy this requirement, the person making
the disclaimer cannot have the authority to direct the transfer of the

property to another person. It is presently unclear as to whether a

disclaimer is valid for transfer tax purposes where a surviving spouse

refuses to accept all or a portion of an interest in property passing

from the decedent and, as a result of that refusal, the property passes

to a trust in which the spouse has an income interest or other interest.

Reasons for change

Th Congress believes that, where the decedent's spouse refuses to

accept all or a portion of his or her interest in property passing from
the decedent and, as a result of that refusal, the property passes to a

trust in which the spouse has an income or other interest, such dis-

claimer should be recognized as a qualified disclaimer.

Explanation of provision

The Act provides that where a surviving spouse refuses an interest in

property, the disclaimer will be valid although the surviving spouse re-

ceives an interest with respect to the property if the interest does

not result from any direction by the surviving spouse and the dis-

claimer is otherwise qualified.

Effective date

This provision applies to transfers creating an interest in the per-

son disclaiming made after December 31, 1976.

Revenue effect

This provision has no effect upon budget receipts.
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29. Effective Date of Generation-Skipping Provisions (sec. 702(n)
of the Act and sec. 2006(c) of the Tax Reform Act of 1976)

Prior law
Under present law, as adopted under the Tax Reform Act of 1976,

the generation-skipping provisions apply generally to transfers made
after April 30, 1976. However, exceptions apply in the case of genera-
tion-skipping transfers made pursuant to irrevocable trusts in exist-

ence on that date. An exception is also made in the case of decedents
dying before January 1, 1982, if a generation-skipping transfer is

made pursuant to a will (or revocable trust) which was in existence on
April 30, 1976, and which was not amended at any time after that
date (except in respects which do not result in the creation of, or
increase in the amount of, a generation-skipping transfer)

.

Reasons for change
The April 30, 1976, effective date was adopted by Congress to pre-

clude tax benefits arising from transfers made in anticipation of
changes being considered by the Congress (which were ultimately
adopted as part of the Tax Reform Act of 1976). However, it has
come to the attention of the Congress that certain taxpayers made
changes in their estate plans after April 30, 1976, but on or before
June 11, 1976 (the date of the Senate Finance Committee's decision
to adopt new rules in the generation-skipping area), not for purposes
of last minute tax planning, but because they may have been unaware
of the Congressional consideration which was tlien taking place.

The Congress believes that this result is inequitable. On the other
hand, the Congress also believes that after June 11, 1976, the date of
the S'^'nate Finance Committee's decision in this area, Congressional
consideration of the area of generation-skipping trusts had received
sufficient ])ublicity so that individuals were (or should have been)
aware after that date that Congressional action was probable.

Explanation of provision

The Act provides that the generation-skipping transfer

provisions are to apply to transfers made after June 11, 1976,

rather than after April 30, 1976, as originally adopted. Therefore, the
new rules apply generallv to generation-skipping transfers made after

June 11, 1976. Irrevocable trusts in existence on June 11, 1976, are pro-

tected under a grandfather clause except for additions to corpus after

that date. Also wills and revocable trusts in existence on June 11, 1976,

which were not amended after that date (except in respects which do
not affect generation skipping) , are protected in the case of decedents
dying before January 1, 1982. Also, the 1982 cutoff date may be ex-

tended under certain circumstances where the testator was incom-
petent to change the disposition of his property on June 11, 1976.

In all other respects, the Congress intends that the effective date

and transitional rule provisions adopted under the Tax Reform Act
of 1976 are not to be affected by this amendment.
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Effective date
The amendment is to take effect as of the date of enactment of the

Tax Reform Act of 1976. Thus, transfers made after April 30, 1976,
and before June 12, 1976, are exempt from the generation-skipping
tax under the amendment.

Revenue effect

The revenue effect of this provision cannot be estimated for lack of
information on the particular trusts involved.



30. Certain Powers of Independent Trustees Not Treated as a
Power for Purposes of the Tax on Generation-Skipping
Transfers (sec. 702(n)(2) of the Act and sec. 2613(e) of the

Code)

Prior law
Under present law as modified by the 1976 Act, a tax is imposed in

the case of generation-skipping transfers under a trust or similar ar-

rangement upon the distribution of the trust assets to a generation-

skipping heir (for example, a great grandchild of the grantor) or

upon the termination of an intervening interest in the trust (for exam-
ple, the termination of an interest held by the grantor's grandchild).

In general, a generation-skipping trust is one which provides for a

splitting of benefits between two or more generations which are

younger than the generation of the grantor of the trust.

For a trust to be a generation-skipping trust, the trust must have
"beneficiaries" who belong to two or more generations which are

younger than the generation of the grantor of the trust. Under present

law, a beneficiary means anyone who has a present or future interest

or power in the trast.

The term "power" means any power to alter or establish the bene-
ficial enjoyment of the corpus or income of the trust. However, there

is an exception to this rule which provides that, if an individual only
has a power to dispose of the corpus or the income of the trust to a

beneficiary or class of beneficiaricvS who are lineal descendants of the

grantor and who are assigned to a generation younger than the gen-
eration of the individual holding the power, this individual shall be
treated as not having a power in the trust.

Reasons for change
Under present law, unless the exception described above applies, an

individual trustee who has a power to spray or sprinkle income or
corpus would also be a beneficiary of a trust even if he has no benefi-

cial interest in the trust. Thus, for example, an individual trustee who
has only a power to allocate income or corpus among beneficiaries of
the trust could himself be a beneficiary for purposes of the generation-
skipping rules if the other beneficiaries with a present interest include
an individual who is not a lineal descendant of the grantor. If the in-

dividual trustee is a younger generation beneficiary of the trust (either

because he is a lineal descendant of the grantor or because he is more
than 121/2 years younger than the grantor) , the death or resignation of

the trustee may give rise to a generation-skipping transfer.

This result is inappropriate in the case of an individual trustee who
is independent of the grantor and the l>eneficiaries of the trust. This
is true, at least in part, because it discriminates against such individ-

ual trustees as opposed to corporate trustees.
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Explanation of provision

The Act adds a new exception to the rules described above by pro-
viding that an individual trustee shall not be treated as having a power
in a trust if (1) he has no interest in the trust other than as a potential

appointee under a power of appointment held by another; (2) he does

not have any present or future power in the trust other than a power to

allocate the corpus of the trust, or to distribute or accumulate the in-

come to or for a beneficiary or class of beneficiaries designated in the

trust instrument: and (3) he is "independent" of the grantor of the

trust, as described bslow. Thus, the power which an independent trustee

may hold without being treated as a "beneficiary" under the trust is

broader than the power which will be disregarded if held by other indi-

viduals in that, in the case of an independent trustee, allocations can be
made among persons other than lineal descendants of the grantor.
For purposes of these rules, an independent trustee is an individual

trustee who is not "related" or "subordinate." A trustee is treated as
being related or subordinate if he or she is (1) a spouse of the grantor
or of any beneficiary; (2) the father, mother, lineal descendant,
brother, or sister of the grantor or of any beneficiary; (3) an em-
ployee of a corporation in which the stock holdings of the grantor,
the trust, and all beneficiaries of the trust are "significant" (as de-

fined under regulations) from the viewpoint of voting control; (4) an
employee of a corporation in which the grantor or any beneficiary is

an executive : (5) a partner of a partnership in which the interest of the

grantor, the trust and all beneficiaries of the trust are "significant"

from the viewpoint of operating control or distributive share of part-

nership income: or (6) an employee of a partnership in which the

grantor or any beneficiary of the trust is a partner.

Effective date

This provision applies to any generation-skipping transfer made
after June 11, 1976.

Revenue effect

This provision will have no effect on budget receipts.



31. Clarification of Rules in a Generation-Skipping Trust Where
a Beneficiary Has More Than One Power or Interest (sec.
702(n)(3) of the Act and sec. 2613(b)(2) of the Code)

Prior law
Under present law, a termination of the rights of a beneficiary in a

generation-skipping trust may constitute an event which gives rise
to the imposition of a generation-skipping tax if the beneficiary is a
younger-generation beneficiary of the trust and other younger-genera-
tion beneficiaries of the trust are in younger generations more remote
from the grantor than the generation of the beneficiary whose interest
terminates.

Present law provides that if a younger-generation beneficiary of a
trust has both an interest and a power, or more than one interest or
power, in the trust, termination with respect to each such interest or
power is to be treated as occurring at the time when the last termina-
tion occurs, except in certain limited circumstances where the Treas-
ury Department provides otherwise by regulations.

Reasons for change
The rules permitting postponement of a taxable termination where

the same beneficiary holds more than one interest or power in a trust
were provided to allow flexibility in the drafting of trust instruments
by allowing the grantor to create powers or interests which could
terminate without immediately triggering a tax. However, such a post-
ponement rule is not appropriate where the remaining interests or
power are merely future or contingent. Where all present interests

and powers of a beneficiary have terminated, this should be treated as
a taxable termination, even though he may hold a future interest.

While there is authority under present law to deal with the problems
of future or contingent interests by regulations,^ it appears desirable to
clairfy the intent of Congress in these situations.^

Explanation of provision

The Act clarifies present law (sec. 2613(b) (2) (B) ) so that the rule
which postpones termination of a beneficiary's interest or powers in a
generation-skipping trust until the termination of the last such interest
or power applies to "present"" interest and powers. Thus, the Act does
not allow postponement where a present interest terminates and the
beneficiary's remaining interests and powers are all future or
contingent.

* See H. Rept. 94-1380, p. 51 and n. 6.
' Other rules under the generation-skipping provisions generally insure that a

tax will not be imposed twice with respect to transfers of the same trust in the
same generation. Therefore, double taxation will not occur under this amend-
ment, even if a beneficiary's future or contingent interest in the trust should
later became a present interest which subsequently terminates.
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Effective date

This provision applies to any generation-skipping transfer made
after June 11, 1976.

Revenue effect

This provision will have no effect on budget receipts.



32. Alternate Valuation in Certain Cases Where There Is a Tax-
able Termination at the Death of an Older-Generation Bene-
ficiary (sec. 702(n) (4) of the Act and sec. 2602(d) of the Code)

Prior law
Under present law, if a taxable termination occurs on the death

of a younger-generation beneficiary, the assets subject to the genera-

tion-skipping tax may be valued either on the death of the younger-
generation beneficiary or on the alternate valuation date with respect

to his estate (sec. 2602 (d) ) . However, if the taxable termination which
would otherwise occur on the death of a younger-generation benefi-

ciary is postponed because an older-generation beneficiary, such as the

spouse of the grantor, has an interest in the generation-skipping trust,

then the assets subject to the generation-skipping tax are to be valued
as of the death of the older-generation beneficiary. No alternate valua-

tion is permitted in such a case.

Reasons for change
The rules described above can result in unintended hardship under

certain circumstances. Thus, for example, if a will provides that

income of a trust is to be paicl to the grantor's son for life, then to the

grantor's widow for life, with the remainder to the grantor's great-

grandchildren, and the son predeceases the widow, the generation-skip-

ping tax is postponed until the death of the widow and the use of the
alternate valuation date is not available under those circumstances.
The Congress believes it is appropriate to allow an alternate valuation
to be used in these cases.

Explanation of provision

The Act amends present law to provide that an alternate valuation
date may be used to value the assets of a generation-skipping trust in

cases where the death of an older-generation beneficiary causes a tax-
able termination. Thus, in such a situation, the assets may be valued
either as of the date of the death of the older-generation beneficiary or
on the appropriate alternate valuation date.

Effective date
This provision applies to any generation-skipping transfer made

after June 11, 1976.

Revenue effect

This provision will have no effect on budget receipts,
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33. Adjustment for Trust Accumulation Distribution Subject to

Transfer Tax (sec. 702(o) of the Act and sec. 667 of the Code)

Prior law

Under the carryover basis provisions added by the 1976 Act, an

adjustment to basis is permitted for Federal estate taxes attributable

to appreciation. This adjustment is designed to prevent the imposition

of an income tax on the portion of the estate taxes attributable to

appreciation. Similarly, when property has been sold before death but

the gain is recognized by the heirs for income tax purposes, the death

taxes attributable to the gain are allowable as a separate deduction in

computing the taxable income of the heirs (rather than as an adjust-

ment to the basis of the property sold). In addition, similar adjust-

ments are also permitted with respect to the generation-skipping tax

imposed under the 1976 Act.

Reasons for change

The Congress believes it is appropriate to provide for an adjust-

ment having a similar income tax effect for distributions of accumu-
lated income by a trust which had been subject to estate tax or the

generation-skipping tax.

Explanation of provision

The Act provides that the tax imposed on a beneficiary with respect

to an accumulation distribtuion is to be adjusted to take into account

the estate tax or generation-skipping tax attributable to the accumu-
lated income. The effective date of the provision conforms to the effec-

tive date changes made by the Act to the carryover basis and genera-

tion-skipping transfer provisions.

Effective date

This provision applies to the estates of decedents dying after Decem-
ber 31, 1979, for purposes of the estate tax and to any generation-

skipping transfer made after June 11, 1976, for purposes of the genera-
tion-skipping tax.

Revenue effect

This provision has no effect upon budget receipts.
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34. Reliance by an Executor on Information Furnished by the
IRS Concerning the Decedent's Taxable Gifts Made After
1976 (sec. 702(p) of the Act and sec. 2204 of the Code)

Prior law
The 1976 Act imposed a single unified progressive rate schedule

on the basis of the cumulative lifetime and deathtime transfers. Under
this system, the estate tax is dependent upon the lifetime transfers of
the decedent. In addition, an executor must file an estate tax return
where the gross estate exceeds $120,000 (increasing to $175,000 in the
case of decedents dying after 1980) reduced by the taxable gifts made
after 1976.

Thus, in order to compute the amount of estate tax for which the
estate is liable, the executor must know the total amount of taxable
gifts which had been made by the decedent after 1976. Although an
executor can obtain copies of any tax return of the decedent, there is

nothing in present law which relieves an executor from personal liabil-

ity for any estate tax because of incorrect information contained in

those returns or for gifts for which returns were not filed.

Reasons for change
The Congress understands that it is often difficult for executors to

determine to whom the decedent had made taxable transfers during
his lifetime. Because of this problem, the Congress believes that the
executor should be permitted to rely upon the gift tax returns fur-

nished to him by the IRS if his reliance is in good faith.

Explanation of provision

The Act relieves the executor from liability for additional estate

taxes attributable to gifts not shown on a return (including gifts for
which no return was filed) if the executor, in good faith, relied upon
information furnished by the IRS concerning the taxable ^ifts made
by the decedent after 1976. However, the executor is not relieved from
liability for gifts made within three years of the decedent's death.

Effective date

This amendment is effective for decedents dying after December 31,

1976.

Revenue effect

This amendment will have no effect on budget receipts.
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35. Public Indexing of Federal Tax Liens (sec. 702(q) of the Act
and sec. 6323 of the Code)

Prior law
Generally, a Federal tax lien takes priority (with certain relatively

limited exceptions) over interests in the property subject to the lien

which are held by purchasers, holders of a security interest, mechanic's
lienors and judgment lien creditors if notice of the tax lien has been
appropriately filed before such interests are acquired. The 1976 Act
provided that a notice of a lien is not to be treated as meeting the filing

requirements unless a public index of the lien is maintained at the dis-

trict Internal Revenue Service office in which the property subject to

the lien is situated. For this purpose, an index of liens affecting real

property would be maintained in the district office for the area in

which the real property is physically located. In the case of liens

affecting personal property, the index would be maintained in the dis-

trict office for the area in which the residence of the taxpayer is located

at the time the notice of lien is filed.

Reasons for change

The requirement for public indexing of tax liens at the appropriate

district Internal Revenue Service office has resulted in the imposition

of a significant burden in searching titles in connection with real estate

sales. A person searching a title has to check the records at the local

courthouse and also at the district Internal Revenue Service office for

Federal tax liens. In many instances, the district office will be located

some considerable distance away. The Federal index will often dupli-

cate an index already maintained at the State or local office.

For these reasons, the Congress believes that the Federal indexing

requirement should be repealed and that a new indexing requirement

should apply under applicable local law with respect to the indexing

by the State or local office where notices of tax liens are filed rather

than having the Internal Revenue Service maintain an index.

Explanation of provision

The Act repeals the Federal indexing requirement. A new index-

ing requirement for the Federal tax lien would apply at the local

level where the notices of tax lien are usually filed and would apply

only with respect to real estate. The exclusion of personal property

from the indexing requirement is consistent with the perfection-by-

filing approach taken under the secured transactions article of the

Uniform Commercial Code, which has been adopted by almost all

States with respect-to security interests in personal property.

In the case of real property, the new indexing requirement is to

apply only if two conditions are met. First, State law must require

public indexing of a deed to be valid against a purchaser of the prop-

erty who does not have actual notice or knowledge. Thus, the Federal
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tax lien is not to be singled out for an indexing requirement undei* the

applicable State law when other interests are not required to be in-

dexed for protection against subsequent purchasers. It is expected

that Internal Revenue Service will issue rulings to advise the public

as to its understanding of which States require indexing for protection

against subsequent purchasers and which do not.

Second, the appropriate office where notices of tax lien are filed must
have an adequate system for indexing of Federal tax liens. For this

purpose, the syst«m is not to be considered as adequate unless it is sot

up and maintained in such a way that a reasonable insjjection of the

index will reveal the existence of the tax lien. It would not be necessary

to maintain both a tract index and an alphabetical taxpayer index if

either one would satisfy this condition. However, the index could be

considered inadequate if the local clerk responsible for indexing con-

sistently fails to index within a reasonable time after notices of tax

lien have been filed by the Service. If the indexing requirement would
apply but for the indexing system subsequently becoming inadequate,

it is expected that the Service will make a public announceemnt that it

does not consider the system adequate so that title searchers will 1^ on
notice as to this position. However, the Service is expected to allow a

reasonable period for a recording clerk to attempt to correct any de-

ficiencies in a system before finally determining that the system is con-

sidered inadequate.

Where these conditions are satisfied, the ])riority of a tax lien against

purchasers and other creditors will be determined by the reference to

the time of indexing rather than the time of filing of the notice of tax
lien. Purchasers and creditors who acquire their interests in the prop-
erty subject to a tax lien before the notice of tax lien has been indexed
will be protected against a previously filed tax lien.

Effective date

The amendments are to apply to liens, other security interests, and
other interests in real property acquired after the date of the enact-

ment of the Act. If, after the date of enactment, there is a change
affecting the application of the indexing requirement (such as a
change in State law relating to the necessity of indexing for protec-
tion against subsequent purchasers) , the change is to apply only with
respect to liens, other security interests, and other interests in real

property acquired after the date of such change.

Revenue effect

These provisions will have no significant revenue effect.



36. Clerical Amendments (sec. 702(r) of the Act and sees. 1016,

2051, 6324B and 6698 of the Code)

Section 702 (r) of the Act reflects a number of clerical amendments
to the estate and gift tax provisions

:

Amendment of sec. 6698. The 1976 Act added U\o new section 6694's.

The section 6694 relating to failure to file information with respect to

carryover basis property is redesignated as section 6698,

Amendment of sec. 2051. This provision deletes a reference to the

estate tax exemption which was repealed by the 1976 Act.
Amendment of sec. 1016. The paragraph added by the 1976 Act as

paragraph (23) of section 1016(a) is redesignated as paragraph (21).

Amendment of sec. 632Ji.B. This provision corrects a reference in

section 6324B to conform the term "qualified real property" to its

definition in section 2032A.
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C. OTHER CLERICAL CORRECTIONS, CROSS REFERENCES, ETC.

(Sec. 703 of the Act and various sections of the Code)

Section 703 of the Act reflects a number of clerical corrections and
cross reference changes to the Tax Reform Act of 1976. Many of these
changes are necessitated by the changes made by title XIX of the
1976 Act, popularly referred to as the "deadwood" provisions. These
provisions deleted a number of little-used provisions and made many
simplifying changes to the Code.
The following is a section-by-section explanation of the clerical and

cross reference changes.

1. Cross References Relating to the Investment Credit (sec. 703(a)
of the Act and sees. 46 and 48 of the Code)

a. Amendment of section 46(f) (8).—The first sentence of section

46(f)(8) is amended to change the cross reference to subsection
(a) (7) (D) of section 38 instead of subsection (a) (6) (D).

b. Amendment of section 46{g) (5).—The cross reference in section

46(g) (5) is corrected to the Merchant Marine Act, 1936 instead of the
Merchant Marine Act, 1970.

c. Amendment of section 48 (d) (1) (B).—The cross reference in sec-

tion 48(d) (1) (B) is corrected to be section 46(a) (6) instead of section

46(a)(5).
d. Amendment of section 48 (d) {4) (D).—The cross reference in sec-

tion 48(d) (4) (D) is corrected to be section 57(c) (1) (B) instead of
section 57(c) (2).

2. Prepaid Legal Services (sec. 703(b) of the Act, section 2134(e)
of the Tax Reform Act of 1976, and sec. 501(c) (20) of the
Code)

a. The reference in section 2134(e) of the Tax Reforai Act of 1976
is corrected to be section 120(d) (7) of the Code instead of section 120
(d)(6).

h. A clerical change is made in section 501(c) (20) of the Code to

delete the internal reference to "section 501(c) (20)" and instead refer
simply to "this paragraph."

3. Corrections Relating to Individual Retirement Account Pro-
visions (sec. 703(c) of the Act and sees. 219, 220 and 408 of the
Code)

a. Amendment of section £19 (c) (4).—The reference in section 219
(c) (4) is corrected to be subsection (b) (2) (A) (iv) instead of subsec-
tion (b)(3)(A)(iv).

b. AmcTidTnent of section 220(b) (1) (A).—This corrects a clerical

error in section 220 (b) (1) (A) of the Code.
c. Amendment of section 220(b) (4)-—This clarifies the reference to

"any payment" by indicating that it refers to "any payment described
in suteection (a) " of section 220 of the Code.
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d. Amendment of section 408(d) (4).—A clerical correction is made
to section 1501 (b) (5) of the Tax Reform Act of 1976 so that each refer-

ence in Code section 408(d) (4) to section 219 is also followed by "or

220" as was intended in the drafting of the Act.

4. Accrual Accounting for Farm Corporations (sec. 703(d) of the

Act and sec. 447 (a) and (g) (2) of the Code)

A correction is made to sections 447 (a) and (g) (2) of the Code to

refer to "preproductive period expenses" instead of to "preproductive
expenses" in order to conform these references to the exact term as

defined in section 447(b).

5. Renumbering of Section 911(c) (sec. 703(e) of the Act and sec.

911(c) of the Code)

A clerical change is made by renumbering paragraph (8) of section

911(c) as paragraph (7).^

6. Transition Rule for Private Foundations (sec. 703(f) of the Act
and sec. 101(1) (2) (F) of the Tax Reform Act of 1969)

A modification of the 1969 Act's transitional rule for sales of prop-

erty by private foundations was made by section 1301(a) (3) of the

Tax Reform Act of 1976. This provision of the bill corrects a clerical

error made in that modification by inserting a comma in lieu of the

period at the end of clause (i) of section 101 (1) (2) (F) of the 1969 Act,

as amended by the 1976 Act.

7. Lobbying by Public Charities (sec. 703(g) of the Act and sees.

501, 4911, 6313, and 6405 of the Code)

The bill makes a clerical change in the heading of the table setting

forth the lobbying nontaxable amounts of public charities to reflect

that the proper base for measuring such amounts is "exempt purpose
expenditures." The bill also makes technical amendments to section

501 of the Code (relating to exempt organizations) to correct clerical

errors in the coordination of subsection designations bv the Tax
Reform Act of 1976 and Public Law 94-568.

8. Amendments to Foreign Tax Provisions (sec. 703(h) of the Act
and sec. 1035 of the Tax Reform Act of 1976 and sec. 999 of

the Code)
a. A clerical change is made to section 1035(c)(2) of the Tax

Reform Act of 1976 to make it clear that the phrase "oil and gas
extraction income" has the same meaning for purposes of that section

as the meaning in section 907(c) of the Code.
b. The cross reference in section 999(c) (1) of the Code is corrected

to be 995(b) (1) (F) (ii) rather than section 995(b) (3).

c. The cross reference in section 999(c) (2) of the Code is corrected
to be section 995(b) (1) (F) (ii) instead of section 999(b) (1) (D) (ii).

9. Amendments to DISC Provisions (sec. 703(i) of the Act and
sees. 995 and 996 of the Code and sec. 1101 of the Tax Reform
Act of 1976)

a. The reference in section 995(b)(1) of the Code to "gross in-

come (taxable income in the case of subparagraph (D) )" is changed

^ This provision was repealed by other legislation (section 202(e) of the
Foreign Earned Income Act of 1978)

.
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to refer simply to income. In addition, the refeienc^e to subparagraph
(E) is corrected to be a reference to subparagrapli (G).

h. The cross reference in section 996(a) (2) of the Code is corrected

to be section 995(b) (1) (G) instead of section 995(b) (1) (E).
c. The cross reference in section 1101(g) (5) of the Tax Reform Act

is corrected to be section 995(e) (3) instead of section 993(e) (3).

10. Clerical Amendments Relating to "Deadwood" Provisions
(sec.703(j)of theAct)

o. Tax-Exempt Governmental Obligations (sec. 703(j)(l) of
the Act and sec. 103 of the Code)

This paragraph provides a number of amendments to section 103

of the Code to conform to amendments made to section 103 by sections

1901(a) (17) and 2105 of the Tax Reform Act of 1976.

b. Amendments Relating to Section 311(d)(2) (sec. 703(j)
(2) of the Act and sec. 311(d)(2) of the Code)

A clerical change is made to section 311 (d) (2) by redesignating sub-

paragraph (H) as subparagraph (G).
The cross references in section 2(b) of the Bank Holding Company

Tax Act of 1977 to subparagraph (F) and subparagraph (b) are cor-

rected to subparagraph (E) and subparagraph (F), respectively.

c. Installment Method of Accounting (sec. 703(j)(3) of the
Act and sec. 453 of the Code)

This provision eliminates the effects of a deadwood change made to

section 453 of the Code by section 1901 (a) (66) (A) of the Tax Reform
Act of 1976. The language in section 453 of the Code which was
amended by the Tax Reform Act is considered obsolete and therefore
can be deleted in its entirety.

d. Definition of Life Insurance Company (sec. 703(j)(4) of
the Act and sec. 801 of the Code)

This amendment makes conforming changes to reflect the amend-
ment of section 805 of the Code (relating to pension plan reserves)

made by section 1901(a) (97) (C) of the 1976 Act. The Act deleted

from section 805 an obsolete transitional rule and renumbered the re-

maining provisions, but failed to make a conforming change in section

801(g) of the Code (relating to contracts with reserves based on seg-

regated asset accounts). Accordingly, the bill deletes from section 801

(g) (1) (B) (ii) and (7) the references to "subparagraph (A), (B),
(C), (D), or (E) of section 805(d) (1)" and substitutes a reference

to any paragraph of section 805 (d)

.

e. Amendment of section 1033(a)(2)(A) (sec. 703(j)(5) of
theAct and sec. 1033(a)(2)(A) of the Code)

The cross reference in section 1033(a) (2) (A) is corrected to sec-

tion 1033 (b) instead of section 1033 (c)

.

f. Amendment of section 1375(a)(2) (sec. 703(j)(6) of the
Act and sec. 1375(a)(2) of the Code)

Section 1375(a) (2) is corrected by changing the term "such excess"

to "such gain".
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g. Amendment of section 1561(b)(3) (sec. 703(j)(7) of the

Act and sec. 1561(b)(3) of the Code)

The reference in section 1561(b)(3) is corrected to section "804

(a) (3)" instead of "804(a) (4)".

h. Definitions Relating to the Tax on Self-Employment In-

come (sec. 703(j)(8) of the Act and sec. 1402 of the
Code)

This provision makes two clerical amendments to section 1402 of

the Code to conform to the amendment made to section 1402 bv section

1901(a) (155) (B) of the Tax Reform Act of 1976.

i. Computing the Amount of the Investment Credit (sec.

703(j)(9) of the Act and sec. 46 of the Code)

This provision amends section 1901(b) (1) (C) of the Tax Reform
Act of 1976 to conform to an amendment made by section 802(a) (1)

of that Act. Section 1901(b) (1) (C) of the Act made an amendment
to section 46(a) (3) of the Code, but that amendment should have been

made to section 46(a) (4) of the Code, inasmuch as section 46(a) (3)

was redesigned as section 46(a) (4) by section 802(a) (1) of the Act.

This provision of the bill amends section 1901(b) (1) (C) of the Act

to make it refer, as it should, to section 46(a) (4) of the Code.

/. Cross Reference (sec. 703(j)(10) of the Act and sees. 6504

and 6515 of the Code)

This provision corrects a typographical error made in section 1901

(b) (37) (D) of the Tax Reform Act of 1976.

k. Special Tax Rules Affecting Territories (sec. 703(j)(ll)

of the Act and sec. 37 of the Code)

This provision repeals section 1901(c) (1) of the Tax Reform Act of

1976. That provision of the Tax Reform Act, which amended section

37(f) of the Code by eliminating an obsolete reference to a "Terri-

tory," was made superfluous by a substantive amendment made to that

same section of the Code by section 503(a) of the Tax Reform Act.

I. Effective Dates of Tax Reform Estate and Gift Tax
Amendments (sec. 703(j)(12) of the Act and sec. 1902

(c) of the Tax Reform Act of 1976)

This provision corrects a group of clerical errors in section 1902(c)

(providing effective dates for the "Deadwood" estate and gift tax

amendments) of the Tax Reform Act of 1976. These errors resulted

because the effective date provisions for the estate and gift tax amend-
ments of the Code made by Title XIX of the Tax Reform Act (the

so-called Deadwood amendments) were not conformed to amendments
to the same estate and gift tax sections of the Code made by other titles

of the Act.

m. Tax on Excess Retirement Plan Contributions (sec.

703(j)(13) of the Act and sec. 4973(a) of the Code)

This deletion is necessary because the Tax Refonri Act erroneously

gave section 1904(a) (22) (A) of the Act, which provided a technical

amendment to section 4973(a) of the Code, an effective date that was
subsequent to the effective date of section 1501(b)(8) of the Act,
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which made a substantive change to that same section of the Code. As
a result, except for this provision of the bill, the technical correction

language of section 1904:(a) (22) (A) of the Act would replace the

more complete amendment made to section 4973(a) of the Code by sec-

tion 1501(b)(8) of the Act. This provision of the bill advances the

effective date of the language of section 1904(a) (22) (A) of the Act
thereby leaving in place the amendment made by section 1501(b) (8)
of the Act.

n. Social Security Act Amendments (sec. 703(j)(14) of the
Act and sees. 202, 205, 210, and 211 of the Social Se-
curity Act)

This provision makes a number of amendments to sections of the
Social Security Act to conform to several amendments made to the
Internal Revenue Code by the Tax Reform Act of 1976.

11. Capital Loss Carryover (sec. 703(k) of the Act and sec. 1212 of
the Code)

This provision corrects the phrase "exceeding the loss year" to read
"succeeding the loss year."

12. Aircraft Museums (sec. 703(1) of the Act and sees. 4041, 6427,

and 7609 of the Code)

This amendment makes several clerical and conforming changes
arising under P.L. 94-530, which provides an exemption from the fuel

and aircraft use excise taxes for certain aircraft museums. A clerical

change is made to insert an omitted word in section 4041(h) (2) , added
by P.L. 94-530. In addition, conforming changes are made to correct

cross references in section 4041 and other Code provisions, and to con-

form the aircraft museum amendments with changes made by the

deadwood provisions of the Tax Reform Act of 1976.

13. Inspection of Returns by Congress (sec. 703(m) of the Act and
sec. 6104 of the Code)

This provision corrects a cross reference in section 6104 to section

6103.

14. Limitation on Assessment and Collection (sec. 703(n) of the
Act and sec. 6501 of the Code)

This provision corrects a reference in section 6501 to section 6213
(b)(3).

15. Conforming Amendment Regarding Definition of Taxable
Income (sec. 703(o) of the Act and sec. 443i(b) of the Code)

Section 443(b) is amended to conform that section to the amend-
ment to the redefinition of the term "taxable income" by the Tax Sim-
plification and Reduction Act of 1977.

16. Conforming Amendment to Section 172 (sec. 703(p) of the Act
and sees. 172(b)(3)(A), 6501(h) and 6511(d)(2)(A) of the
Code)

Section 172(b)(3)(A) is amended to conform that section to the
repeal of section 317 of the Trade Expansion Act of 1962.
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17. Tax-Exempt Bonds for Student Loans (sec. 703(q) of the Act
and sec. 103(c) of the Code)

The reference in section 103(c) (5) of the Code relates to the Emer-
gency Insured Student Loan Act of 1969, which Act was repealed on

October 12, 1976, and succeeded by similar provisions contained in

the Education Amendments of 1976 (P.L. 94-482). This reference is

deleted and replaced by the appropriate r3ference to the statute as

amended by the Education Amendments of 1976.





TITLE VIII—AMENDMENTS TO THE
SOCIAL SECURITY ACT

1. Grants to States for Social Services (sec. 801 of the Act)

Prior law
In addition to providing Federal funding for cash public assistance

to certain categories of needy individuals, the welfare titles of the

Social Security Act have provided funding for a variety of social

services programs. Originally, the costs of social services were con-

sidered a part of the administrative costs of operating cash public

assistance programs, but subsequent amendments provided separate

recognition of social services programs, expanded their availability to

persons not receiving cash assistance, permitted funding of services

provided by other than the welfare agency itself (including services

by non-puWic agencies) , and increased the Federal rate of matching to

75 percent (90 percent in the case of family planning services).

Prior to fiscal year 1973, Federal matching for social services, like

Federal matching for welfare payments, was open-ended. Every
dollar a State spent for social services was matched by three Federal

dollars. In 1971 and 1972 particularly, States made use of these pro-

visions to increase at a rapid rate the amount of Federal money going

into social services programs.
In 1972, the Congress established a $2.5 billion annual ceiling on the

amount of Federal funding for social services programs effective for

fiscal year 1973 and subsequent fiscal years. Under this overall na-

tional ceiling, each State has a ceiling established which is based on its

population relative to the population of the entire Nation.

In 1974, Congress substantially revised the statutes governing the

social services programs. The 1974 legislation consolidated the provi-

sions governing social services programs under the Social Security

Act in a new separate services title (title XX) . The Federal matching
percentage for services remained at 75 percent (90 percent for family

planning) under the new title XX program, and the overall ceiling of

$2.5 billion allocated among the States on a population basis was not

changed.

Reasons for change

The amount of the general title XX spending ceiling has not been

increased since 1972. The only additional funding which has been

available to the States for social services has been earmarked for child

care services. The 94th and 95th Consrresses authorized $200 million

for child care for each of fiscal years 1977 and 1978.

Since the implementation of title XX in 1975, many States have un-

dertaken to revise and strengthen their social services programs. Ef-

forts have been made to expand the variety of services offered and to
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expand eligibility to a broader segment of the population. The result
has been that although only 25 States were spending all or nearly all

of their full allocation under title XX in fiscal year 1976, 41 States
are at or near their spending ceiling at the present time. The following
table shows the growth in utilization of title XX funds in recent years.

EXTENT OF STATE UTILIZATION OF AVAILABLE TITLE XX
FUNDING, FISCAL YEARS 1976-1978

[Number of States]

Fiscal year
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FISCAL 1979 CEILING ON FEDERAL MATCHING FUNDS
SOCIAL SERVICES UNDER TITLE XX

FOR

[In thousands]

Ceiling applicable to expenditures:

State

For title XX
generally

Additional
child care
amount

Total $2,700,000

Alabama 48,099
Alaska 4,805
Arizona 28,552
Arkansas 26,527
California 270,682

Colorado 32,489
Connecticut 39,206
Delaware 7,321
District of Columbia 8,830
Florida 105,921

Georgia 62,513
Hawaii 11,157
Idaho 10,452
Illinois 141,240
Indiana 66,689

Iowa 36,099
Kansas 29,056
Kentucky 43,118
Louisiana 48,313
Maine 13,459

Maryland 52,124
Massachusetts 73,067
Michigan 114,511
M innesota 49,872
Mississippi 29,609

Missouri 60,098
Montana 9,471
Nebraska 19,534
Nevada 7,673
New Hampshire 10,339

New Jersey 92,273
New Mexico 14,691
New York 227,463
North Carolina 68,790
North Dakota 8,088

$200,000

3,415
356

2,115
1,965

20,051

2,407
2,904
542
654

7,846

4,631
827
774

10.462
4,940

2,674
2,152
3,194
3,579
997

3,861
5,412
8,482
3,694
2,193

4,452
702

1,447
568
766

6,835
1,088

16,849
5,096
599
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FISCAL 1979 CEILING ON FEDERAL MATCHING FUNDS FOR
SOCIAL SERVICES UNDER TITLE XX—Continued

[In thousands]

Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island

South Carolina
South Dakota
Tennessee
Texas
Utah

Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming

Source: Federal Register, Feb. 1 and 16, 1979.

Effective date

The provisions of this section are effective for the fiscal year Octo-
ber 1, 1978 through September 30, 1979.

Budgetary impact

The Act increases the amount of Federal funding available for fiscal

year 1979 by $400 million. Since some States do not fully use the fimd-
ing available within their individual ceilings, it is expected that the

actual impact on budget authority and outlays for fiscal 1979 will be
an increase, compared with prior law, of approximately $0.3 billion.
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2. Changes in Public Assistance Matching Formula, and Increase

in Amount of Public Assistance Dollar Limitations, for

Puerto Rico, the Virgin Islands, and Guam in Fiscal Year
1979 (sec. 802 of the Act)

Prior law

Under the Social Security Act, public assistance programs of ai^

and services to the aged, blind, and disabled, and to families with de-

pendent children are operated in Puerto Rico, the Virgin Islands, and

Guam in accordance with State plans for these programs developed

by the territories and approved by the Department of Health, Educa-

tion, and Welfare. The costs incurred by the territories in carrying

out those plans are partially reimbursed by the Federal Government
according to a matching formula and funding ceiling specified in the

law. Under permanent law the matching formula provides for 50 per-

cent Federal participation up to a maximum per fiscal year of $24

million in Puerto Rico, $800,000 in the Virgin Islands, and $1.1 mil-

lion in Guam.

Reasons for change

The prior law limitations on Federal funding for territorial assist-

ance programs have been in effect since 1972. It is believed that these

limitations have contributed to an undesirably low level of assistance

for all categories of recipients in these jurisdictions. The changes

provided for in the Act will make it possible for the territories to

double the size of their federally matched assistance under these

programs with no increase in the non-Federal share of the costs.

Explanation of provision

Under the Act, the rate of Federal matching for the costs of public

assistance programs in Puerto Rico, the Virgin Islands, and Guam
will be increased for fiscal year 1979 from 50 percent to 75 percent.

The overall limitation on the amount of Federal funding for these

programs will be tripled in fiscal 1979 as shown in the table below.

FEDERAL FUNDS FOR TERRITORIAL ASSISTANCE
PROGRAMS

Permanent law Fiscal 1979
(50 percent (75 percent

Federal matching) Federal matching)

Puerto Rico $24,000,000 $72,000,000
Virgin Islands 800,000 2,400,000

Guam 1,100,000 3,300,000
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Effective date

The provision is effective for the fiscal year October 1, 1978-Septem-
ber 30, 1979. As of October 1, 1979, the matching rate and dollar
limits will, in the absence of further legislation, revert to the per-
manent law levels as indicated in the above table.

Budgetary impact
It is estimated that the provision will increase budget authority and

outlays for fiscal year 1979 by approximately $50 million.



APPENDIX

NEW INDIVIDUAL INCOME TAX RATE SCHEDULES
UNDER THE REVENUE ACT OF 1978

Rate Reduction.—Section 1 of the Code (relating to tax imposed)
is amended to read as follows

:

"SECTION 1. TAX IMPOSED.
''(a) Married Individuals Filing Joint Returns and Surviving

Spouses.—There is hereby imposed on the taxable income of

—

"(1) every married individual (as defined in section 143) who
makes a single return jointly with his spouse under section 6013,

and
"(2) every surviving spouse (as defined in section 2(a)),

a tax determined in accordance with the following table

:

"If taxable income is

:

The tax is

:

Not over $3,400 No tax.

Over $3,400 but not over $5,500 14% of excess over $3,400.

Over $5,500 but not over $7,600 $294 plus 16% of excess over $5,500.

Over $7,600 but not over $11,900 $630, plus 18% of excess over $7,600.

Over $11,900 but not over $16,000 $1,404. plus 21% of excess over
$11,900.

Over $16,000 but not over $20,200 $2,265, plus 24% of excess over

$16,000.
Over $20,200 but not over $24,600 $3,273, plus 28% of excess over

$20,200.
Over $24,600 but not over $29,900 $4,505, plus 32% of excess over

$24,600.
Over $29,900 but not over $35,200 $6,201, plus 37% of excess over

$29,900.
Over $35,200 but not over $45,800 $8,162, plus 43% of excess over

$35,200.
Over $45,800 but not over $60,000 $12,720, plus 49% of excess over

$45 800.
Over $60,000 but not over $85,600 $19, 678, plus 54% of excess over

$60,000.
Over $85,600 but not over $109,400. __ $33,502. plus 59% of excess over

$85,600.
Over $109,400 but not over $162,400— $47,544, plus 64% of excess over

$109,400.
Over $162,400 but not over $215,400— $81,464, plus 68% of excess over

$162,400.
Over $215,400 $117,504, plus 70% of excess over

$215,400.

"(b) Heads of Households.—There is hereby imposed on the tax-
able income of eveVy individual who is the head of a household (as
defined in section 2(b)) a tax determined in accordance with the
following table:
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*If taxable income is

:

The tax is

:

Not over $2.300 No tax.
Over $2,300 but not over $4,400 149r of excess over $2,300.
Over $4,400 but not over $6,500 $294. plus 16^c of excess over $4,400.
Over $6,500 but not over $S,700 $630, plus IS^c of excess over $6,500.
Over $8,700 but not over $11,800 $1,026. plus 22^c of excess over

$8,700.
Over $11,800 but not over $15.000___ $1,708. plus 2i9c of excess over

$11,800.
Over $15,000 but not over $18,200--_ $2,476. plus 26<~'f of excess over

$15,000.
Over $18,200 but not over $23,500— $3,308. plus 31<"r of excess over

$18,200.
Over $23,500 but not over $28,800— $4,951. plus 36<~f of excess over

$23,500.
Over $28,800 but not over $34,100— $6,859. plus 42^7 of excess over

$28,800.
Over $34,100 but not over $44.700— _ $9,085. plus 46^^ of excess over

$34,100.
Over $44,700 but not over $60,600— $13,961. plus 54<7 of excess over

$-J4.7cX>.

Over $60,600 but not over $81,800—. $22,547. plus 59'~'<: of excess over
$60.6(.X\

Over $81,800 but not over $108.300. . $35,055, plus 63^c of excess over
$81,800.

Over $108,300 but not over $161,300- $51,750. plus 68*"^ of excess over
$108,300.

Over $161,300 $87,790. plus 70'~<: of excess over
$161,300.
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"(c) Unmarried Individuals (Other Than Surviving Spouses
and heads of Households).—There is hereby imposed on the tax-

able income of every individual (other than a surviving spouse as

defined in section 2(a) or the head of a household as defined in section

2(b) ) who is not a married individual (as defined in section 143) a tax

determined in accordance with the following table

:

"If taxable income is

:

The tax is :

Not over $2.300 No tax.

Over $2,300 but not over $3,400 14% of excess over $2,300.

Over $3,400 but not over $4,400 $154, plus 16% of excess over $3,400.

Over $4,400 but not over $0,500 $314, plus 18% of excess over $4,400.

Over $6,500 but not over $8,500 $692, plus 19% of excess over $6,500.

Over $8,500 but not over $10,800 $1,072, plus 21% of excess over $8,500.

Over $10,800 but not over $12,900 $1,555, plus 24% of excess over
$10,800.

Over $12,900 but not over $15,000 $2,059, plus 26% of excess over
$12,900.

Over $15,000 but not over $18,200 $2,605, plus 30% of excess over
$15,000.

Over $18,200 but not over $23,500-— $3,565, plus 34% of excess over
$18,200.

Over $23,500 but not over $28,800___ $5,367, plus 39% of excess over
$23,500.

Over $28,800 but not over $34,100___ $7,434, pflus 44% of excess over
$28,500.

Over $34,100 but not over $41,500— $9,766, plus 49% of excess over
$34,100.

Over $41,500 but not over $55,300___ $13,392, plus 55% of excess over
$41,500.

Over $55,300 but not over $81,800___ $20,982, plus 63% of excess over
$55,300.

Over $81,800 but not over $108,300_- $37,687, plus 68% of excess over
$81,800.

Over $108,300 $55,697, plus 70% of excess over
$108,300.
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"(d) Married Individuals Filing Separate Returns.—There is

hereby imposed on tlie taxable income of every married individual (as

defined in section 143) who does not make a single return jointly with
his spouse under section (5013 a tax determined in accordance with
the following table

:

"If taxable income is

:

The tax is

:

Not over $1,700 No tsix.

Over $1,700 but not over $2.7ri0 14% of excess over $1,700.
Over $2,750 but not over $:i,S()0 $147, plus 16% of excess over $2,750.

Over $3,800 but not ovor $5,050 $iU5. plus 18% of excess over $3,800.

Over $5,950 but not ovor $S.(MK) $702. plus 21% of excess over $5,950.

Over $8,000 but not over $10,100 $1,132.50, plus 24% of excess over
$H.(X)0.

Over $10,100 but not over $12,300 $1,03(5.50, plus 28% of excess over
$10,100.

Over $12,300 but not over $14,950 $2,252.50, plus 32% of excess over
$12,300.

Over $14,950 but not over $17,600 $3,1(H).50, plus 37% of excess over
$14,950.

Over $17,600 but not over $22,900 $4,081, plus 43% of excess over
$17,600.

Over $22,900 but not over $30,000 $6,3(«), plus 49% of excess over
$22,900.

Over $30,000 but not over $42,800 $9,839, plus 54% of excess over
$30,000.

Over $42,800 but not (tver $54,700 $16,751, plus 59% of excess over
$42,800.

Over $54,700 but not over $81,200 $23,772, plus 64% of excess over
$54,700.

Over $81,200 but not over $107,700--- $40,732, plus 68% of excess over
$S1.200.

Over $107,700 $58,752, plus 70% of excess over
$107,700.
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"(e) Estates and Trusts.—There is hereby imposed on the taxable
income of every estate and trust taxable under this subsection a tax
determined in accordance with the following table:

"If taxable income is : The tax is :

Not over $1,050 14% of taxable income.
Over $1,050 but not over $2,100 $147, plus 16% of excess over $1,050.
Over $2,100 but not over $4,250 $315, plus 18% of excess over $2,100.
Over $4,250 but not over $6,300 $702, plus 21% of excess over $4,250.
Over $6,300 but not over $8,400 $1,132.50, plus 24% of excess over

$6,300.

Over $8,400 but not over $10,600 $1,636.50, plus 28% of excess over
$8,400.

Over $10,600 but not over $13,250 $2,252.50, plus 32% of excess over
$10,600.

Over $13,250 but not over $15,900 $3,100.50, plus 37% of excess over
$13,250.

Over $15,900 but not over $21,200 $4,081, plus 43% of excess over $15,900.

$6,360, plus 49% of excess over $21,2(M).

Over $21,200 but not over $28,300 $9,839, plus 54% of excess over $28,300.
Over $28,300 but not over $41,100 $16,751, plus 59% of excess over

$41,100.
Over $41,100 but not over $53,000
Over $53,000 but not over $79,500 $23,772, plus 64% of excess over

$53,000.
Over $79,500 but not over $106,000___ $40,732, plus 68% of excess over

$79 500.
Over $106,000 $58,752, plus 70% of excess over

$106,000.".
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