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INTRODUCTION

This pamphlet,! prepared by the staff of the Joint Committee on
Taxation, provides a description and analysis of tax provisions
scheduled to expire in 1992. The House Committee on Ways and
Means has scheduled public hearings on the expiring tax provisions
on January 28-29, and February 26, 1992. :

The first part of the pamphlet is a summary listing of tax provi-
sions scheduled to expire in 1992. The second part is a description
of the 1992 expiring tax provisions, including present law, legisla-
tive background, and an analysis of issues related to the provision.

! This pamphlet may be cited as follows: Joint Committee on Taxation, Description and Analy-
sis of Tax Provisions Expiring in 1992 (JC8-2-92), January 27, 1992.
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1. SUMMARY

The following is a summary listing of tax provisions scheduled to
expire in 1992 (102nd Congress).

Tax provisions expiring generally after June 30, 1992

The following 12 tax provisions are generally scheduled to expire
after June 30, 1992, except for item (6): 2

(1) Exclusion for employer-provided educational assistance bene-
fits (Code sec. 127);

(2) Exclusion for group legal services benefits and the tax exemp-
tion for an organization providing group legal services as part of a
qualified group legal services plan (secs. 120 and 501(c)(20));

(3) Deduction for health insurance costs of self-employed individ-
uals (sec. 162(1));

(4) Tax exemption for qualified mortgage bonds and election to
issue mortgage credit certificates (secs. 143 and 25);

(5) Tax exemption for qualified small-issue bonds (sec. 144(a));

(6) Rules for allocation and apportionment of research expenses
to U.S. and foreign income (sec. 864(f)); 3 :

(7) Tax credit for qualified research expenditures (sec. 41);

(8) Tax credit for low-income rental housing (sec. 42);

(9) Targeted jobs tax credit (sec. 51);

(10) Business energy tax credits for solar and geothermal proper-
ty (sec. 48(a));

(11) Tax credit for orphan drug clinical testing expenses (sec. 28);
and

(12) Minimum tax exception for gifts of appreciated tangible
property (sec. 57).

Tax provisions expiring after September 30 or December 31, 1992

The following tax provisions are also scheduled to expire in 1992:

(1) Access to tax information by the Department of Veterans Af-
fairs (sec. 6103); 4

(2) Placed-in-service date for the nonconventional fuels produc-
tion credit (sec. 29);  and

(3) Excise tax on certain vaccines for the Vaccine Injury Compen-
sation Trust Fund (secs. 4131 and 9510).6

2LThese 12 tax provisions were last extended in the Tax Extension Act of 1991 (1991 Act”)
(P.L. 102-227.

? Scheduled to expire generally after the first six months of the taxpayer’s first taxable year
beginning after August 1, 1991.

4 This provision was enacted in the Omnibus Budget Reconciliation Act of 1990 (1990 Act’),
and is scheduled to expire after September 30, 1992.
315 'I;)};)IZS provision was last extended in the 1990 Act, and is scheduled to expire after December

, 1992,

¢ These provisions were enacted in the Omnibus Budget Reconciliation Act of 1987 (P.L. 100-
203), and are scheduled to expire after December 31, 1992, under certain circumstances.
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IL. DESCRIPTION AND ANALYSIS OF 1992 EXPIRING TAX
S PROVISIONS

A. Tax Provisions Expiring Generally After June 30, 1992

1. Exclusion for employer-provided educational assistance (sec.
127 of the Code) ' ‘

"Present Law

An employee’s gross income and wages for income and employ-
ment tax purposes do not include amounts paid or incurred by the
employer -for educational assistance provided to the employee if
such amounts are paid or incurred pursuant to an educational as-
sistance program that meets certain requirements (Internal Reve-
nue Code sec. 127). This exclusion, which expires on June 30, 1992,
is limited to $5,250 of educational assistance with respect to an in-
dividual during a calendar year. B

In the absence of the section 127 exclusion, an employee ‘géneral-
ly would be required to include in income and wages, for income
and employment tax purposes, the value of educational assistance
provided by an employer to the employee, unless the cost of such
afsistance qualified as a deductible job-related expense of the em-
ployee. _ _ : R e

Legislative Backjr‘ound

The section 127 exclusion was first established on a temporary
basis by the Revenue Act of 1978 (through 1983). It subsequently
was extended, again on a temporary basis, by Public Law 98-611
(through 1985), by the Tax Reform Act of 1986 (through 1987), by
the Technical and Miscellaneous Revenue Act of 1988 (through
1988), by the Omnibus Budget Reconciliation Act of 1989 (through
September 30, 1990), by the Omnibus Reconciliation Act of 1990
(through 1991), and by the Tax Extension Act of 1991 (through
June 30, 1992). Public Law 98-611 adopted a $5,000 annual limit on
the exclusion; this limit was subsequently raised to $5,250 in the
Tax Reform Act of 1986. The Technical and Miscellaneous Revenue
Act of 1988 made the exclusion inapplicable to graduate-level
courses. The restriction on graduate-level courses was repealed by
the Omnibus Reconciliation Act of 1990, effective for taxable years
beginning after December 81, 1990.

e Andlysis .

" The exclusion for emp'lbyér-i)ki*bvi&éd’ educational as51stancepro-

grams is aimed at increasing the levels of education and training
in the workforce. Employer-provided educational assistance bene-
fits may serve as a substitute for cash wages (or other types of
fringe benefits) in the overall .employment compensation package.

(5 ‘
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Because of their favorable tax treatment, benefits received in this
form are less costly than cash wages in terms of the after-tax cost
of compensation to the employer-employee pair.

The tax treatment serves to subsidize the provision of education
‘and could lead to larger expenditures on education for workers

" than would otherwise occur. This extra incentive for education may

be desirable if some of the benefits of an individual’s education
accrue to society at large (through the creation of a better-educated
populace or workforce). Absent the subsidy, individuals would un-
derinvest in education (relative to the socially desirable level) be-
cause they would not take into account those benefits that others
receive. To the extent that expenditures on education represent a
purely personal consumption benefit, a subsidy would lead to over-
consumption of education.

Because the provision allows an exclusion from gross income, the
value in terms of tax savings is greater for those taxpayers facing
higher marginal tax rates. Thus higher-paid individuals or individ-
uals with working spouses may be able to receive larger tax bene-
fits than their fellow workers.

In general, in the absence of section 127, the value of employer-
provided education is excludable from income only if the education
relates directly to the taxpayer’s current job. If the education
would qualify the taxpayer for a new trade or business, however,
then the value of the benefit generally would not be excludable
from income. Under this rule, higher-income, higher-skilled indi-
viduals may be more able to justify education as related to their
current job because of the breadth of their current training and re-
sponsibilities. For example, an accountant may find more courses
of study directly related to his or her current job and not qualify-
ing him or her for a new trade than would a clerk. ;

The exclusion for employer-provided educational assistance is
meant to counteract the above effect by making the exclusion
widely available. Proponents argue that the exclusion is used by
the nonhighly compensated employees to improve their competitive
position in the work force. In practice, however, the scant evidence
available seems to indicate that those individuals receiving employ-
er-provided educational assistance are somewhat more likely to be
higher-paid workers.” The size of the benefits paid also appear to
be positively correlated with the income of the recipient. Such evi-
dence is consistent with the observation that the exclusion is more
valuable to those individuals in higher marginal tax brackets. A re-
formulation of the incentive as inclusion of the value of benefits
into income in conjunction with a tax credit could make the value
of the benefit more even across marginal tax brackets.®

An alternative rationale originally offered for the exclusion is
that in its absence, there may be significant administrative costs
for the Internal Revenue Service to distinguish between job-related

7 See, for example, Coopers & Lybrand, “Section 127 Employee Educational Assistance: Who
Benefits? At What Cost?”, June 1989, p. 15, and Steven R. Aleman, “Employer Education Assist-
ance: A Profile of Recepients, Their Educational Pursuits, and Employers,” CRS Report, 89-33
EPW, January 10, 1989, p. 9. - )

8 If the credit were nonrefundable, then to the extent that a taxpayer may reduce his or her
tax liability to zero, he or she may not be able to receive the full value of the credit.
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and other educational expenditures as well as the possibility of nu-
merous disputes between the IRS and taxpayers.



2. Exclusion for employer-provided group legal services; tax ex-
emption for qualified group legal services organizations (secs.
120 and 501(c)(20) of the Code)

Present Law

Under present law, certain amounts contributed by an employer
to a qualified group legal services plan for an employee (or the em-
ployee’s spouse or dependents) and the benefits provided under
such a plan are excluded from the employee’s gross income for
income and employment tax purposes (sec. 120). The exclusion does
not apply to the extent that the value of insurance against legal
costs incurred by the individual (or spouse or dependents) provided
under the plan exceeds $70.

The exclusion for group legal services benefits expires on June
30, 1992.

In addition, present law provides tax-exempt status for an orga-
nization the exclusive function of which is to provide legal services
or indemnification against the cost of legal services as part of a
qualified group legal services plan (sec. 501(cX20)). The tax exemp-
tion for such an organization expires for taxable years beginning
after June 30, 1992.

Legislative Background

The section 120 exclusion and the section 501(c)(20) exemption
were enacted initially on a temporary basis by the Tax Reform Act
of 1976 (through 1981). They subsequently were extended, again on
a temporary basis, by the Economic Recovery Act of 1981 (through
1984), Public Law 98-612 (through 1985), the Tax Reform Act of
1986 (through 1987), the Technical and Miscellaneous Revenue Act
of 1988 (through 1988), the Omnibus Budget Reconciliation Act of
1989 (through September 80, 1990), the Omnibus Reconciliation Act
of 1990 (through 1991), and by the Tax Extension Act of 1991
(through June 30, 1992). The Technical and Miscellaneous Revenue
Act of 1988 imposed the $70 annual limit on the amount of premi-
um that may be excluded by the employee.

Analysis

The exclusion from income for benefits under a qualified group
legal services plan was originally enacted to provide a tax incentive
to promote prepaid group legal services plans. The tax subsidy was
intended to increase the access to legal services by encouraging em-
ployers to offer and employees to seek such plans. The legislative
history of the provision indicates that the Congress believed that
the exclusion would be particularly helpful in increasing the access
of middle-income taxpayers to legal services.

8
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In 1991, approximately 2.3 million employees (and members of
their famlhes) were covered by group legal services plans. % The
services provided under legal services plans may vary, ranging
from free limited consultations, such as advice by phone or in
person or review of legal documents, to more comprehensive plans
providing assistance with matters such as divorce cases, collection
suits, or other types of suits. Personal injury cases and litigation
are often excluded.

There are a number of reasons why a tax subsidy might be pro-
vided for any particular activity. Economic justifications for a sub-
sidy rest on the idea that there is a benefit to society from an activ-
ity in addition to the benefit received by the individual. In such
cases, individuals tend to undervalue the benefit of the activity,
and an incentive-is needed to produce the desired level of activity.
A similar argument is that the subsidy is simply another form of
providing social services. For example, the exclusion for employer-
provided health insurance is sometimes justified on the ground
that it reduces the amounts that would otherwise be paid for public
health assistance for people who are uninsured.

Another argument sometimes advanced for subsidies for insur-
ance is that the benefit may offer scale and risk pool efficiencies
that will lower premiums for all participants in the group. If per-
sons were not compelled to join the group, a problem of adverse se-
lection may arise. Adverse selection would exist if the individuals
had better information about their likelihood of incurring claims
than would the provider of the insurance. At a given price for the
insurance, individuals with a high risk of incurring claims would
be willing to purchase the insurance while low-risk individuals
may not, leading to high claims experience and potential losses for
the insurance provider. There may be no premium at which the in-
surer would be willing to cover the pool of risk that the premium
would attract.®

In the absence of a market failure with respect to group legal
services, the tax subsidy merely serves as a subsidy for personal
consumption. Such a subsidy may be inefficient, since it could lead
to more use of legal services than would otherwise occur. Also,
some taxpayers may receive the benefit of the exclusion for legal
services that they otherwise would have purchased with after-tax
dollars. Thus, the cost to the Federal Government of allowing the
exclusion may exceed the social good (i.e., additional access to legal
services) that the exclusion is intended to achieve.

The tax subsidy for the group legal services clearly encourages
consumption of legal services because benefits received through the
tax-subsidized form are less costly than cash wages in terms of the
after-tax cost of compensation to the employer-employee pair. For
example suppose an employee is willing to spend for group legal
services and that the employee faces a 15-percent margmal income

= National Resource Center for Consumers of Legal Service Plans, Legal PLan Letter, No. 231
August 30, 1991,

® For a general discussion of the adverse selectlon problem in insurance markets, See Michael
Rothschild and Joseph Stiglitz, Equ1hbnum in Competitive Insurance Markets: An Essay on
ghg Economics of Imperfect Information,” Quarterly Journal of Economzcs 90 (1976), pp. 629—
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tax rate.® Instead of paying the employee an additional dollar of
cash wages (that allows the employee to purchase 85 cents ($1 X
(1—.15)) of additional group legal services), the employer could pro-
vide directly an additional 90 cents of tax-favored group legal serv-
ices and both parties would be better off.

Recent studies 1° have not determined whether the exclusion op-
erates to correct a market failure or has improved access to legal
services for taxpayers who could not otherwise purchase the serv-
ices. Some argue that adverse selection is not a problem in the
market for group legal services. First, the crucial element for com-
bating adverse selection is the compulsion to join the group, not
the presence of financial incentives. Second, adverse selection may
not be a problem in the market for group legal services, as there
has been the formation of groups consisting of self-selected individ-
uals. In March 1987, almost one quarter of the people covered by
prepaid legal services plans were members of voluntary or individ-
ual enrollment plans.!® Also, group legal services may be offered
by the employer through a cafeteria plan, allowing employees to
opt in or out of the program.

* For simplicity of exposition, this example ignores FICA taxes. Including them would not
change the qualitative results. ’

10 In a 1988 study, the Treasury Department questioned the cost effectiveness of the exclu-
sion. The study also questioned the need for a Federal subsidy, finding that most of the benefits
of group legal services are personal rather than social. Department of the Treasury, Report to
the Congress on Certain Employee Benefits Not Subject to Federal Income Tax, June 1983,

1% Department of the Treasury, Report to the Congress on Certain Employee Benefits Not Sub-
Jject to Federal Income Tax, June 1988, p. 39, using data from National Resource Center for Con-
sumers of Legal Services, Legal Plan Letter, March 1987.



3. Deduction for health insurance costs of self'-evmployed individ-
uals (sec. 162(1) of the Code)

Present Law

Under present law, an employer’s contribution to a plan provid-
ing accident or health coverage is excludable from an employee’s
income (sec. 106). No equivalent exclusion is provided for self-em-
ployed individuals (i.e., sole proprietors or partners in a partner-
ship), or for more than 2-percent shareholders of S corporations.

However, present law provides a deduction for 25 percent of the
amounts paid for health insurance for a taxable year on behalf of a
self-employed individual and the individual’s spouse and depend-
ents. This deduction is allowable in calculating adjusted gross
income. The 25-percent deduction is also available to a more than
2-percent shareholder of an S corporation.

No deduction is allowable for any taxable year in which the self-
employed individual or eligible S corporation shareholder is eligible
to participate (on a subsidized basis) in a health plan of an employ-
er of the self-employed individual (or of such individual’s spouse).
19%‘%“: 25-percent deduction is scheduled to expire after June 30,

Legislative Background

The 25-percent deduction for the health insurance costs of self-
employed individuals was enacted on a temporary basis by the Tax
Reform Act of 1986 (for taxable years beginning before January 1,
1990). Certain technical corrections to the provision were made by
the Technical and Miscellaneous Revenue Act of 1988. The Omni-
bus Budget Reconciliation Act of 1989 extended the deduction for 9
months (through September 30, 1990) and clarified that the deduc-
tion is available to certain S corporation shareholders. The Omni-
bus Reconciliation Act of 1990 extended the deduction through
1991. The Tax Extension Act of 1991 then extended the deduction
through June 30, 1992, ' S

Analysis
Overview

The 25-percent deduction for the health insurance expenses of
self-employed individuals is intended to provide such individuals
some of the favorable tax treatment for health insurance given to
employees who are covered under an employer-provided health
plan. In 1988, a deduction for the health insurance expenses of the
self employed was claimed on 1.89 million tax returns, with an av-
erage deduction of $469 (indicating average self-employed health in-
surance premiums of $1,876). The deduction can be analyzed in
terms of both equity and efficiency.

an
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Equity issues

Judgments concerning the fairness of providing self-employed in-
dividuals with a 25-percent deduction for health insurance premi-
ums depend upon whether the self employed are compared to tax-
payers who receive employer-provided health insurance or to tax-
payers who do not.!! The tax subsidy for the health insurance ex-
penses of the self employed is smaller than the tax subsidy for em-
ployees covered under an employer-provided health plan. Employ-
er-provided health insurance expenses are excluded from income,
whereas the self employed can deduct only 25 percent of the costs
of their health insurance. Furthermore, employer-provided health
insurance expenses generally are also excluded from the Federal
Insurance Contributions Act (FICA) wage base, whereas the self
employed cannot deduct their insurance expenses when calculating
Self-Employment Contributions Act (SECA) taxes.!2

For example, a taxpayer in the 15-percent tax bracket receives a
28.1-percent health insurance subsidy on health insurance premi-
ums paid for by an employer (including both the employer and the
employee share of FICA taxes),'®, whereas a self-employed worker
in the same bracket receives a subsidy of 3.75 percent on health
insurance premiums. The difference between the subsidy granted
to the health insurance expenses of the self employed and that pro-
vided to employer-provided health insurance is somewhat smaller
for taxpayers with higher incomes. For instance, ‘an employee in
the 8l-percent tax bracket with total wages exceeding the FICA
cap receives a 31-percent subsidy from employer-provided health. A
self-employed worker in the 81% tax bracket, with earnings above
the SECA cap, receives a 7.75-percent subsidy.

However, employers typically require employees to pay some
part of their health insurance premium. This share is generally
paid with after-tax dollars.l¢ If employees pay an average of 20
percent of their health insurance premium with after-tax dollars,
then the subsidy for workers in the 15-percent bracket is reduced
from 28.1 percent to 22.5 percent. Furthermore, self-employed indi-

! According to one source, in 1989 roughly 11 percent of individuals had public health care
coverage (e.g., Medicaid, Medicare, Champus), 62 percent had employer-related health care cov-
erage, 14 percent had other private coverage, and 13 percent had no coverage. See, Health In-
surance Association of America, Source Book of Health Insurance Data, 1991, Washington, D.C.

12 Like other employees of an § corporation, more than 2-percent shareholder-employees of an
S corporation are subject to FICA taxes (not SECA taxes as are self-employed individuals). Thus,
amounts paid by an S corporation for health insurance covering a more than 2-percent share-
holder may be excludable from wages for FICA tax purposes even though they are includible in
income for income tax purposes. IRS Announcement 92-16.

'3 The subsidy for employer-provided health insurance is calculated as follows. Assume an em-
ployer is willing to spend an additional $100 compensating an employee. If the employer pro-
vides the compensation in the form of cash wages, and the employee’s total wages are below the
FICA income caps, the employer will pay the employee an additional

$92.89 in wages, and .0765 x $92.89 = $7.11 in FICA taxes. Assuming the employee is in the
15-percent marginal tax bracket, the employee will receive net of taxes $92.89 x (1-.15-.0765) =
$71.85. If the employer instead bought health insurance for the employee with the $100, the em-
ployee would receive an additional $100 of health insurance, instead of $71.85. This is equivalent
to the employee receiving $71.85, but being able to purchase $100 of health insurance with it, a
28.1-percent (($100-$71.85)/$100) subsidy.

** Employees with cafeteria plans may be able to pay their share of their health insurance
premium, as well as their deductible and copayments with pre-tax dollars. A 1988 survey of em-
ployee benefits in medium and large firms found that 16 percent of employees required to con-
tribute toward their health benefits in 1988 could do so with pre-tax dollars. Employee Benefits
in Medium and Large Firms, 1988, U.S. Department of Labor, Bureau of Labor Statistics (Wash-
ington DC: U.S. Government Printing Office, 1989).
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viduals may have more flexibility in designing their health insur-
ance plans to maximize the amount of health expenses that are
called insurance, and therefore eligible for the 25-percent deduc-
tion. This ability also reduces the disparity between the tax treat-
ment of the health expenditures of employees covered under an
employer-provided plan relative to the health expenditures of the
self employed. '

Taxpayers who do not receive employer-provided health insur-
ance and who are not self employed cannot deduct their health in-
surance expenses unless their expenditures for medical expenses
exceed 7.5 percent of their adjusted gross income (AGI). This gener-
ally means that the cost of purchasing health insurance is not sub-
sidized unless the taxpayer also has significant uninsured medical
expenses so that the AGI floor is exceeded. Compared with these
taxpayers, the health insurance expenses of self-employed individ-
uals are provided somewhat favorable tax treatment.

Efficiency issues

Because society generally chooses to provide some health care for
individuals without insurance,!5 it is possible that in the absence
of a government subsidy, more people would choose not to purchase
health insurance and would count on receiving free care if they
became ill. Thus, one rationale for providing a tax subsidy to
health insurance expenditures is to create an incentive for taxpay-
ers to purchase health insurance and, thereby, reduce the overall
subsidy the government would otherwise provide for health care.
The effectiveness of the 25-percent deduction (which, for a taxpayer
in the 31-percent tax bracket, represents a 7.75-percent subsidy) for
the health insurance of the self employed is unclear. If the self em-
ployed face higher health care costs than workers in group plans, a
25-percent deduction may not be enough of a subsidy to induce
much additional coverage, and may only provide a tax benefit for
those who would purchase the insurance anyway. e

Many people argue that the tax subsidies currently provided to
health insurance are so large that they result in a higher level of
health service utilization than is desirable. Some would argue that
extending this subsidy (though at a reduced level) to the self em-
ployed exacerbates this problem. Furthermore, if the goal is to en-
courage the purchase of health insurance, it is unclear why the tax
subsidy should not be available to all individuals without regard to
whether their employers provide health insurance for them or they
are self employed. _ _

Finally, providing a lower subsidy to health insurance purchased
by the self employed than to employer-provided health insurance
encourages people to work for others rather than for themselves.
Providing a 25-percent deduction for the health insurance expenses
of the self employed reduces this inefficiency.

!5 For instance, according to one estimate, in 1986 the uninsured contacted the doctor two-
thirds as often and used three-quarters as many hospital days as the insured. See, The Pepper
Commission, A Call for Action, U.S. Government Printing Office (S. PRT. 101-114), September
1990, p. 34. Presumably, some of the costs of this care was paid for by the uninsured recipients,
and some was paid from other sources.



4. Qualified mortgage bonds and mortgage credit certificates
(secs. 143 and 25 of the Code)

Present Law

Qualified mortgage bonds

Qualified mortgage bonds (“QMBs”) are bonds the proceeds of
which are used to finance the purchase, or qualifying rehabilitation
or improvement, of single-family, owner-occupied residences located
within the jurisdiction of the issuer of the bonds (sec. 143). Persons
receiving QMB loans must satisfy a home purchase price, borrower
income, first-time homebuyer, and other requirements. Part or all
of the interest subsidy provided by QMBs is recaptured if the bor-
rower experiences substantial increases in income and disposes of
the subsidized residence within nine years after purchase.

Mortgage credit certificates

" Qualified governmental units may elect to exchange QMB au-
thority for authority to issue mortgage credit certificates (“MCCs”)
(sec. 25). MCCs entitle homebuyers to nonrefundable income tax
credits for a specified percentage of interest paid on mortgage loans
on their principal residences. Once issued, an MCC remains in
effect as long as the loan remains outstanding and the residence
being financed continues to be the certificate-recipient’s principal
rQelsI}dBence. MCCs are subject to the same targeting requirements as

S.

Expiration

Authority to issue QMBs and to elect to trade in bond volume
authority to issue MCCs is scheduled to expire after June 30, 1992.

Legislative Background

The Mortgage Subsidy Bond Tax Act of 1980 first imposed re-
strictions on the ability of States and local governments to issue
tax-exempt bonds to finance mortgage loans on single-family,
owner-occupied residences. These restrictions included many of the
rules applicable under present law.

Under that Act, the authority of States and local governments to
issue QMBs was scheduled to expire after December 31, 1983. The
Deficit Reduction Act of 1984 extended this authority (with modifi-
cations) through December 31, 1987, and enacted the MCC alterna-
tive to QMBs. The Tax Reform Act of 1986 imposed a State volume
limitation on the issuance of QMBs and certain other private activ-
ity bonds.

Authority to issue QMBs and the election to trade in bond
volume authority to issue MCCs were extended for one year
(through December 31, 1988) by the Tax Reform Act of 1986. The

14
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Technical and Miscellaneous Revenue Act of 1988 extended the au-
thority to issue QMBs and the election to trade in bond volume au- -
thority to issue MCCs for another year (through December 31,
1989), with substantial modifications, including imposition of the
recapture provision described above. The Omnibus Budget Recon-
ciliation of 1989 extended the expiration date of this authority nine
months (through September 30, 1990). ) o

Authority to issue QMBs and to elect to trade in bond volume .
authority to issue MCCs were extended for 15 months (through De-
cember 31, 1991) by the Omnibus Budget Reconciliation Act of 1990
(“1990 Act”). The 1990 Act also made several modifications to the .
recapture provision. These modifications were effective as if en-
acted in the Technical and Miscellaneous Revenue Act of 1988 (the
Act which originally enacted the recapture provisions). The Tax
Extension Act of 1991 extended the expiration date of the QMB
and MCC programs through June 30, 1992.

“Analysis
Overview -

The purpose of the QMB and MCC programs is to increase home-
ownership by reducing the financial burden of becoming a home-
owner for certain taxpayers. Would-be first-time homebuyers gen-
erally face two problems: accumulating a sufficient downpayment
and meeting monthly mortgage payments. The QMB and MCC pro-
grams are designed to address the second of the two problems by -
providing interest subsidies to qualifying taxpayers. By their -
design, QMBs and MCCs cannot easily address the problem of accu-
mulating a sufficient down payment. However, to the extent that
lenders are willing to accept a lower downpayment in return for a
higher interest rate on the loan, the QMB and MCC programs can
be used to reduce down payment requirements for qualifying tax-
payers by subsidizing the higher interest charge which accompa-
nies a loan for the purchase of a home on which the taxpayer has
made a lower downpayment. ; “ : T

In 1989, $5.6 billion in new-issue qualified mortgage bonds were .
issued. Between 1984 and 1986, QMBs were issued at a rate of $9.6
billion annually.1¢ According to data from the National Council of N
State Housing Agencies, in 1990 State housing agencies made ap-
proximately 127,000 loans to individuals having an average income
of $27,800 to purchase homes with an average purchase price of ap-
proximately $60,000.17 :

Efficiency of tax-exempt finance for funds provided to indipidﬂé‘l.‘q

As is the case generally with tax-exempt bonds, the interest rate
subsidy provided to homebuyers by QMBs cannot efficiently pass
the full value of the revenue lost to the Federal Government to the

homebuyers. This arises primarily for five reasons. First, the Fed- =

eral income tax has graduated marginal tax rates. Thus, $100 of in-

‘¢ Dennis Zimmerman, The Private Use of Tax-Exempt Bonds: Controlling Public Subsidy of
Private Activity (Washington, D.C.: The Urban Institute Press), 1991.

7 Data from a survey of State agencies by the National Council of State Housing Agencies.
These figures do not include loans made by local housing agencies. .
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terest income forgone to a taxpayer in the 31-percent bracket costs
‘the Federal Government $31, while the same amount of interest
income forgone to a taxpayer in the 28-percent bracket costs the
Federal Government $28. Generally, a taxpayer will find it attrac-
tive to buy a tax-exempt security rather than an otherwise equiva-
lent taxable security if the interest rate paid by the tax-exempt se-
curity, ry, is greater than the after-tax yield from the taxable secu-
rity, r(1-t), where t is the marginal tax rate and r is the yield on
the taxable security. Consequently, if a taxpayer in the 28-percent
bracket finds it profitable to hold a tax-exempt security, a taxpayer
in the 31l-percent bracket will find it even more profitable. This
conclusion implies that the Federal Government will lose more in
revenue than the tax-exempt issuer gains in reduced interest pay-
ments. Because MCCs do not rely on the issuance of tax-exempt
bonds, the subsidy that MCCs provide is not subject to this ineffi-
ciency.

Moreover, the recipient of a QMB-financed loan does not receive
the full spread in yields between taxable and tax-exempt securities.
For example, issuers of QMBs are permitted to retain up to 112.5
basis points above the tax-exempt bond yield to cover administra-
tive expenses. This reduces the ultimate gize of the interest rate
subsidy received by the homebuyer.

The transaction costs arising from providing loans to individuals
through issuance of tax-exempt bonds may, in some cases, be great-
_er than those arising between an individual and financial institu-
tion such as a bank. Issuance of tax-exempt bonds involves costs of
issuance (e.g., bond counsel and underwriting fees) in addition to
costs which may arise in qualifying ‘an individual for a direct bank
loan and processing the loan.

. The use of tax-exempt bonds to re-lend funds to individuals also
creates another inefficiency which sometimes works to the ultimate
borrowers benefit and sometimes to their detriment. The tax-
exempt bonds are sold prior to the funds ultimately being loaned to
individuals. When interest rates are falling, this means that by the
time the funds are made available to the ultimate borrowers the
interest subsidy relative to available taxable sources is reduced.
For example, conventional bank mortgages have fallen more than
100 basis points over the past six months. Had a housing agency
issued QMBs six months ago to make the proceeds available to bor-
rowers today, the effective interest subsidy available would have
narrowed by 100 basis points. Of course, if interest rates were
rising, the effective interest subsidy would have increased. Because
MCCs do not rely on the issuance of tax-exempt bonds, the subsidy
 that MCCs provide is not subject to these unpredictable swings in
market interest rates. ’ o :

An additional source of inefficiency may arise if the supply of
housing in a given area is limited, perhaps by zoning prohibitions
on new construction. If interest rate subsidies are made available
to potential buyers, the subsidy may permit buyers to bid up the
purchase price of the housing, thereby transferring some of the
subsidy to the seller. Some evidence suggests that this capitaliza-
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tion of at least part of the interest rate _sﬁ,bsidy in the form of
higher prices does indeed occur.18 : : ,

Measuring the costs and benefits of QMBs and MCCs

The cost of the QMB program is represented by the tax revenue
foregone from investors purchasing and holding tax-exempt securi-
ties rather than taxable securities, less the tax revenue gained by
the reduction in itemized mortgage interest deductions claimed by
beneficiaries of QMB financing plus the loss from the inherent in-
efficiencies involved in tax-exempt finance, discussed above.1® The
economic cost of MCCs is limited to the tax revenue lost from cred-
its claimed.

The benefits of these programs, on the other hand, are much
harder to quantify. The benefits take two broad forms. For some
recipients of QMBs and MCCs, the interest rate subsidy lowers
their cost of purchasing a home, but does not directly alter their
ability to purchase a home. That is, some recipients of the subsidy
could successfully qualify for a loan and purchase the same home
using market rate financing.2° For example, from the data cited
above, in 1990, the average income of recipients of QMB financing
was $27,800 while the average homie purchased cost approximately
$60,000. Under the common rule of thumb that a household can
afford a home worth two and a half times household income, the
data indicate that the average recipient of QMB financing could
have qualified for conventional financing, assuming he or she had
accumulated a sufficient down payment. For these recipients of the
subsidy, the benefit is the reduction in interest costs. e

However, QMBs or MCCs may permit some recipients to pur- -
chase a home when they would not otherwise have been able to do
s0. In this case, the benefit is the increase in housing services pro-
vided by an owner-occupied home rather than rental housing, and
this increase in improved housing services would not be measured
by the reduction in interest cost.

Unfortunately, it is difficult to identify which recipients of the
subsidy are in each category. The calculation is made even more
difficult when one recognizes that for some recipients the subsidy
may accelerate the purchase of a home when the recipient would

18 See, Dan Durning and John Quigley, “On the Distributional Implications of Mortgage Reve-
nue Bonds and Creative Finance,” National Tox Journal, 38, December 1985, and Kirk McClure,
“A Research Note on the Capitalization of Mortgage Revenue Bond Benefits,” National Tax
Journal, 42, March 1989, .

12 This cost calculation is not the same as the revenue estimate for extending the QMB pro-
gram for two reasons. First, the QMB program is subject to the State private activity annual
volume limitation. To the extent that the issuance of other private activity bonds would increase
if the authority to issue QMBs were not extended, the revenue estimate of extension would be
substantially lower than the economic cost of issuing mortgage revenue bonds. Second, the reve-
nue estimate would not necessarily assume that investors switch from holding QMBs to holding
fully taxable investments.

20 See, U.S. General Accounting Office, Home Ownership: Mortgage Bonds Are Costly and Pro-
vide Little Assistance to Those in Need (GAO/RCED-88-11), March 1988 (GAO, “Home Owner-
ship”). GAO estimated that 56 percent of assisted buyers could have purchased the same home
using conventional financing. For a dissenting view, see, Margaret Wrightson with Andrew
Zehner, “Who Benefits from Single-Family Housing Bonds? History, Development and Current
Experience of State-Administered Mortgage Revenue Bond Programs,” unpublished manuscript
Georgetown University, Government Department, Graduate Program in Public Policy, April 28,
1988. However, both of these studies may have limited relevance to the current debate because
of the substantial modifications to the QMB and MCC programs made by the Tax Reform Act of
1986 and the Technical and Miscellaneous Revenue Act of 1988. o : .
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have been able to purchase a home with conventional financing in
the future by continuing to save and experience income growth
over time. For such recipients, the benefit is the acceleration of the
receipt of improved housing services.

In a 1988 study, U.S. the General Accounting Office calculated
that when conventional mortgage rates are 10 percent the benefits
' received by the homebuyer under the QMB program range between
36 and 39 cents per dollar of revenue cost to the Federal Govern-
" ment. They also argued that with the lower yield spreads which
would result from the reduction in marginal tax rates in the Tax
Reform Act of 1986, 30 cents in benefit per dollar cost might be a
more appropriate estimate.2! However, these estimates do not re-
_ flect the program changes made by the Technical and Miscellane-
ous Revenue Act of 1988.
.. Some analysts believe that homeownership creates additional
. social benefits not captured in the market value of homes or in re-
duced interest costs.22 They argue that homeownership creates
more stable neighborhoods and more involved communities. This
can lead to better schools, reduced crime, and other positive social
outcomes. It is nearly impossible to attempt to quantify the extent
to which QMBs and MCCs create or contribute to these benefits.
Such benefits arising from the QMB and MCC programs would
depend upon the extent to which these programs increase home-
ownership beyond what it would in the absence of such programs.
However, to the extent these benefits are perceived to be impor-
" tant, they should be factored into a cost-benefit analysis of the
- QMB and MCC programs. o

21 GAO, “Home Ownership,” p. 62.
22 These additional benefits are called externalities by economists.
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5. Qualified small-issue bonds (sec. 144(a) of the Code)
' . Presentlaw
Interest on certain small issues of private -activity bonds is
exempt from tax if at least 95 percent of the bond proceeds is used
to finance manufacturing facilities or agricultural land or property
for first-time farmers (“qualified small-issue bonds”). Qualified
small-issue bonds are issues having an aggregate authorized face
amount of $1 millionn or less. ‘Alternatively, the aggregate face
amount of the issue, together with the aggregate amount of certain
related capital expenditures during the six-year period beginning
three years before the date of the issue and ending three years
after that date, may not exceed $10 ‘million. Special limits apply to
these bonds for first-time farmers. : R
Authority to issue qualified small-issue bonds is scheduled to
expire after June 30, 1992. , ' oL
- -+ Legislative Background ,
Substantial modifications to the tax treatment of small-issue in-
dustrial development bonds (the predecessor to qualified small-
issue bonds) were made by the Tax Equity and Fiscal Responsibil-
ity Act of 1982 (1982 Act”). The 1982 Act also provided that the
authority to issue these bonds would “expire after December 31,
1986. The Deficit Reduction Act of 1984 limited the small-issue
bond exception to financing for manufacturing and farming facili-
ties, effective after December 31, 1986, and extended that exception
to December 31, 1988. The Tax Reform Act of 1986 extended the
date further to December 31, 1989. The Tax Reform Act of 1986
also imposed a State volume limitation on the issuance of equali--
fied small-issue bonds and certain other private activity bonds. S
The Technical and Miscellaneous Revenue Act of 1988 clarified
the definition of manufacturing to allow up to 25 percent of the
proceeds of qualified small-issue bonds to be used to finance facili-
ties for ancillary activities carried out at the manufacturing site.
The Omnibus Budget Reconciliation Act of 1989 and the Omnibus
Budget Reconciliation Act of 1990 extended the expiration date
through September 30, 1990, and December 31, 1991, respectively.
The Tax Extension Act of 1991 extended the expiration date
through June 30, 1992, o -

Analysis
Overview

The purpose of the qualified small-issue bond program is to in-
crease employment by reducing the financial burden of establish-
ing or expanding small manufacturing enterprises. Small business-
es and new businesses generally face higher costs of funds than do

(19)
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larger, more established businesses because of the perceived risk of
the enterprises. Some analysts believe that the private market
overprices the riskiness of such enterprises. Others argue that the
private market does not account for the benefits, in addition to the
profits earned by investors, which accrue to the economy from the
creation of new businesses. The qualified small-issue bond program
is designed to address the higher cost of capital faced by small
manufacturing enterprises and first-time farmers.

In 1989, $3.2 billion in new money qualified small-issue bonds
were issued. Between 1984 and 1986, these bonds were issued at a
rate of $13.6 billion annually.23 '

Efficiency of tax-exempt finance for funds provided to individuals

As is the case generally with tax-exempt bonds, the interest rate
subsidy provided to the beneficiaries of qualified small-issue bonds
cannot efficiently pass the full value of the revenue lost to the Fed-
eral Government to the recipient enterprise. This arises primarily
for two reasons. First, the Federal income tax has graduated mar-
ginal tax rates. Thus, $100 of interest income forgone to a taxpayer
in the 31-percent bracket costs the Federal Government $31, while
the same amount of interest income forgone to a taxpayer in the
28-percent bracket costs the Federal Government $28. Generally, a
taxpayer will find it attractive to buy a tax-exempt security rather
than an otherwise equivalent taxable security if the interest rate
paid by the tax-exempt security, ri, is greater than the after-tax
yield from the taxable security, r(1-t), where t is the taxpayer’s
marginal tax rate and r is the yield on the taxable security. Conse-
quently, if a taxpayer in the 23 percent bracket finds it profitable
to hold a tax-exempt security, a taxpayer in the 31-percent bracket
will find it even more profitable. This conclusion implies that the
Federal Government will lose more in revenue than the tax-exempt
issuer gains in reduced interest payments. ‘

Moreover, the recipient of the loan does not receive the full
spread in yields between taxable and tax-exempt securities. For ex-
ample, issuers of qualified small-issue bonds are permitted to
retain up to 12.5 basis points above the tax-exempt bond yield plus
certain costs. This reduces the ultimate size of the interest rate
subsidy received by the qualifying enterprise. . o

In addition, providing loans to individuals through issuance tax-
exempt bonds may involve greater transactions costs than those
arising between an individual and a financial institution such as a
bank. Issuance of exempt bond involves costs (e.g., bond counsel
and underwriting fees) in addition to costs which may arise in
?ualifying an individual for a direct bank loan and processing the

oan.

The use of tax-exempt bonds to re-lend funds to individuals also
creates another inefficiency which sometimes works to the ultimate
borrower’s benefit and sometimes to their detriment. In some cases
qualified small-issue bonds are issued as a composite of issues for
several borrowers. This structure may force the ultimate borrowers

to either accelerate or delay the date at which they would other-

4 23 Zimmerman, The Private Use of Tax-Exempt Bonds: Controlling Public Subsidy of Private
ctivity.
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wise choose to borrow funds. When interest rates are falling, this
means that borrowers who delayed their borrowing benefit from a
lower interest rate than they would otherwise receive, but borrow-
ers who accelerated their borrowing will pay a higher interest rate
than if they had waited. For example, interest rates on long- and
short-term “conventional bank loans have fallen more than 100
basis points over the past six months. Had been issued qualified
small-issue bonds six months ago to make the proceeds available to
borrowers who otherwise would have waited until today to borrow,
the effective interest subsidy available would have narrowed by 100
basis points. Of course, if interest rates were rising, the effective
interest subsidy would be increased. :

Measuring the costs and benefits of qdali'fiéd small-issue bonds

Measuring the costs of the qualified small-issue bond program is
relatively straightforward. The tax revenue foregone from inves-
tors purchasing and holding tax-exempt securities rather than tax-
able securities, less the tax revenue gained by the reduction in de-
ductible business interest and depreciation expenses claimed by
beneficiaries of qualified small-issue bonds represent the majority
of the cost of the program. In addition, the value of the inherent
inefficiencies involved in tax-exempt finance, discussed above, rep-
resent costs.24 :

The benefits, on the other hand, are much harder to quantify.
This is because the benefits take two broad forms. For some recipi-
ents of loans financed by qualified small-issue bonds the interest
rate subsidy lowers their cost of obtaining capital, but does not di-
rectly alter their ability to obtain capital. That is, some recipients
of the subsidy could successfully qualify for a conventional business
loan at prevailing market interest rates. For these recipients of the
subsidy, the benefit is the reduction in cost. R

However, qualified small-issue bonds may permit other borrow-
ers to obtain capital when they would not otherwise have been able
to do so, or to obtain more capital than they otherwise might have.
In this case, the benefit is substantially more difficult to quantify.
The benefit could be measured, in principle, by the net increase in
employment and profits to the national economy.

Unfortunately, it is difficult to identify which recipients of the
subsidy are in each category. The ability of qualified small-issue
bonds to increase investment and employment depends upon the
responsiveness of savers to an increase in the interest rate. If sav-
ings are not responsive to changes in the interest rates, issuance of
qualified small-issue bonds would merely reallocate investment
among alternative uses. There is no consensus on the responsive-
ness of saving to the after-tax interest rate, 25 The calculation of

2 This cost calculation is not the same as the revenue estimate for extending the qualified
small-issue bond program for two reasons. First, the program is subject to the State private ac-

tivity annual volume limitation. To the extent that the issuance of other private activity bonds

fied small-issue bonds. Second, the revenue estimate would not necessarily assume that inves-
tors switch from holding qualified small-issue bonds to holding fully taxable investments.

25 For contrasting theoretical views see, Lawrence H. Summers, “Capital Taxation and Accu-
mulation in a Life Cycle Growth Model,” American Economic Review, 71 (September 1981) and

Continued
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benefits is made even more difficult when one recognizes that for
some recipients the subsidy may accelerate the expansion of an ex-
isting business when the recipient, by continuing to save internal
funds, would have been able to expand with conventional financing

in the future. For such recipients, the benefit is the acceleration of

the expansion in employment and profits. Of course, it is difficult
to determine when a business would have been able to expand in
the future. o

It is inappropriate to attempt to measure the benefits of the
qualified small-issue bond program by counting the payroll of firms
utilizing tax-exempt finance. First, as discussed above, employment
growth in some firms utilizing such finance does not represent net
employment additions to the national economy. For example, when
qualified small-issue bonds are used by one community to attract
an existing business from another community, the increase in em-
ployment in the community issuing the bonds is likely offset by de-
clines in employment in the other community.?® More subtly, an
entirely new business may attract some of its labor from other es-
tablished businesses, which do not replace all of their lost employ-
ees. :

Some analysts believe that transferring an existing business
from one area to another creates additional benefits not captured
in the reduced interest cost to the enterprise.?” They argue that,
for example, transfer of an enterprise from a high employment
area to a low employment area creates more geographically bal-
anced economic opportunities. This can lead to reduced crime and
other positive social outcomes. It is nearly impossible to quantify
the extent to which small-issue bonds may create or contribute to
these perceived benefits. However, to the extent these benefits are
sizeable, they should be incorporated into any cost-benefit analysis.

David A. Starrett, “Effects of Taxes on Saving,” in Henry J. Aaron, Harvey Galper, and Joseph
A. Pechman (eds.), Uneasy Compromise: Problems of a Hybrid Income-Consumption Tax (Wash-
ington: Brookings Institution), 1088. For contrasting empirical results see, Michael Boskin, “Tax-
ation, Saving, and the Rate of Interest,” Journal of Political Economy, 86, April 1978, and
George von Furstenberg, “Saving,” in Henry J. Aaron and Joseph A. Pechman (eds.), How Taxes
Affect Economic Behavior, (Washington: Brookings Institution), 1981.

26 Michael J. Stutzer, “The Statewide Economic Impact of Small-Issue Industrial Revenue
Bonds,” Federal Reserve Bank of Minneapolis Quarterly Review, 9, Spring 1985, analyzed indus-
trial development bonds in Minnesota, and concluded that the use of industrial development
bonds had no significant effect on statewide employment or property tax base growth. See, also
the discussion in Zimmerman, The Private Use of Tax-Exempt Bonds, pp. 166.

27 These additional benefits are called externalities by economists.
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6. Allocation of research expenses to U.S. and foreign income
(sec. 864(f) of the Code) :
' Overview o :

This item of the pamphlet reviews the rules for allocating and
apportioning deductions for research expenses between U.S. and
foreign source income. Such allocations are relevant to the compu-
tation of a taxpayer’s foreign tax credit limitation. A temporary
statutory research allocation rule is now in effect. Among other
things, extending the statutory research allocation rule would tend
to increase taxpayers’ foreign tax credit limitations. N

As explained below, such an increase reduces U.S. tax liabilities
of U.S.-based multinationals with excess foreign tax credits. There-
fore, the practical tax effect of any particular research allocation
rule on any particular taxpayer depends on the level of its excess
foreign tax credits. Businesses find themselves in an excess credit
or excess limitation position based on a myriad of other aspects of
the U.S. and foreign tax laws, any of which can change: for exam-
ple, rates of income tax imposed by foreign governments, U.S. rules
for sourcing items of gross income, and U.S. rules for allocating de-
ductions other than research expenses. i T

If no extension is enacted, the effect of research expenses on the
foreign tax credit limitation will be determined by reference to reg-
ulations in effect since 1977, as they may be amended by the Treas-
ury from time to time in the future. As explained more fully below,
the 1977 regulation generally permits taxpayers to automatically
allocate at least 30 percent of U.S.-performed research expense
against U.S. source income. : i o

If the statutory rule is extended, the effect of research expenses

n the foreign tax credit limitation will be determined by reference
to Code section 864(f). As described fully below, this Code section
contains allocation rules originally enacted in 1988 on a temporary
basis and extended, also on a temporary basis, in 1989, 1990, and
1991. As explained below, this Code section would permit taxpayers
to allocate at least 64 percent of U.S.-performed research expense
against U.S. source income. The allocation rules of section 864(f)
are, in general, more generous to taxpayers than the allocation
rules of the 1977 regulation. , SR ‘ :

As explained further below, a great deal of consideration has
been given in the past 20 or more years to various alternative re-
search allocation rules and the policies supporting each alternative.
Perhaps the least generous such alternative, from the taxpayer’s
viewpoint, was embodied in 1973 proposed regulations. The most
generous alternative, permitting 100 percent of U.S.-performed re-
search expense to be allocated to U.S. source income, was enacted
in 1981 and extended on a temporary basis in 1984 and 1985. A
third alternative, permitting 50 percent of U.S.-performed research

(23)
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expense to be allocated to U.S. source income, was enacted on a
temporary basis in 1986. A fourth alternative, permitting 67 per-
cent of U.S.-performed research expense to be allocated to U.S.
source income, was tentatively agreed to by the Administration
and industry in 1987.

The following sections of this pamphlet describe the history of all
of the above research allocation alternatives, their practical im-
pacts on taxpayers (see Tables 1-3 below), and the various tax
policy arguments raised on their behalf. Of course, the alternatives
described do not exhaust the possibilities for future enactments;
the Congress and the President could in the future enact statutory
research allocation rules that differ in some way from. all of the
above-mentioned alternatives. :

Present Law
a. Foreign income and the foreign tax credit

Introduction

U.S. persons 28 are taxable on their worldwide income, including
their foreign income.2® That is, the taxable income reported on the
U.S. tax return of a U.S. person includes both U.S. and foreign
income. A U.S. person who earns foreign income may incur foreign
income tax. The United States allows U.S. persons subject to the
regular income tax to take full, dollar-for-dollar credit for foreign
income taxes. This credit directly reduces U.S. tax. ,

The purpose of the foreign tax credit is to prevent U.S. taxpayers
from paying tax twice on their foreign income—once to the foreign
country where the income arises and again to the United States as
part of the taxpayer’s worldwide income. This foreign tax credit
system embodies the principle that the country where a taxpayer
conducts a business activity (or earns any income), the source coun-
try, has the first right to tax any or all of that income, even if it is
not the taxpayer’s home country. Under this principle, the taxpay-
er’s country of residence has a residual right to tax that income;
that is, the residence country taxes foreign income only to the
extent that the residence country income tax rate exceeds the
source country rate. As a practical matter, often the residence
country tax on foreign income is wholly eliminated.

Some countries avoid double taxation by exempting foreign
source income from tax altogether. However, most developed coun-
tries, like the United States, fminimize double taxation through a
foreign tax credit system, providing a dollar-for-dollar - credit
against home country tax liability for income taxes paid to a for-
eign country. Either system, the exemption system or the foreign
tax credit system, requires a determination of what income is do-
mestic and what income is foreign. - -

28 J.8. persons are U.S. citizens, resident aliens, U.S. partnerships, U.S. corporations, and,
generally, U.S. trusts and estates (sec. 7701(a}(30)).

29 Foreign earned income of a qualified U.S. individual may be exempt from U.S. income tax
under section 911.
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Foreign tax credit limitation

Purpose

A fundamental premise of the U.S. foreign tax credit system is
that foreign taxes should not offset the U.S. tax on U.S. source
income. Accordingly, a statutory formula limits the foreign tax
credit so that the credit will offset only the U.S. tax on the taxpay-
er’s foreign income. As a result of the limitation, the U.S. tax
system generally departs from _capital-export neutrality where
firms operate in foreign countries which levy an income tax great-
er than the U.S. tax on foreign source income.

Without the foreign tax credit limitation, foreign countries could
effectively levy a tax on U.S. source income by raising their tax
rates above the U.S. rate. Because of the credit, the U.S. Treasury
would absorb the additional foreign tax burden. That is, post-credit
U.S. taxes owed on U.S. source income would be reduced.

Computing the foreign tax credit

The limitation generally operates by separating the taxpayer’s
U.S. tax liability on worldwide income, computed before foreign tax
credits (“pre-credit U.S. tax”), into two categories: tax on U.S.
source taxable income and tax on foreign source taxable income.2°
Computing the limitation involves computing the ratio of foreign
source taxable income to worldwide taxable income. This fraction
is multiplied by the pre-credit U.S. tax. The product of this multi-
plication represents the amount of pre-credit U.S. taxes associated
with foreign income. This amount is the upper limit on the foreign
tax credit. Note that this upper limit rises ‘proportionately with
any rise in the portion of the taxpayer’s worldwide taxable income
that is treated as foreign source taxable income. ;

In a typical case, a corporate taxpayer might take a foreign tax
credit for either foreign income taxes paid or the U.S. corporate
tax rate times foreign taxable income, whichever is less. Generally
speaking, as U.S. tax rates go down (relative to foreign rates), the
more likely it becomes that pre-credit U.S. tax on foreign source
income will be less than foreign taxes actually paid. -

Examples L L
The following example illustrates the computation of the foreign
tax credit limitation: I B s i
Assume that the U.S. taxpayer has foreign source taxable
~income of $300 and U.S. source taxable income of -$200, for
total taxable income of $500. Assume further that the pre-
“credit U.S. tax on the $500 is $170 (i.e., 34 percent of $500).
Since 60 percent ($300/$500) of the taxpayer’s total world-
wide taxable income is from foreign sources, the foreign’
tax credit is limited to $102, or 60 percent of the $170 pre-
credit U.S. tax. Thus, if foreign taxes paid exceed $102,
only $102 of foreign tax credit will be allowed (the excess
taxes paid may be carried to other years). If the taxpayer

30 A series of separate limitations further subdivides the tax on different types of foreign
source income' ; S L o e I e e
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has paid less than $102 in foreign taxes, the taxpayer will
have a foreign tax credit equal to the amount of the taxes
paid. ;

The manner in which the foreign tax credit limitation prevents
foreign countries from effectively levying a tax on U.S. source
income and protects the U.S. Treasury’s right to tax U.S. source
income may be illustrated as follows:

Assume that each of two U.S. corporations earns $100 of
U.S. income and faces an average U.S. income tax rate of
34 percent. One of them earns no foreign income. The
other earns $100 of foreign income and pays $50 of foreign
tax on that income.

The taxpayer with no foreign income owes $34 of U.S. tax.
The taxpayer with foreign income has pre-credit U.S. tax
of $68 (on $200 of worldwide income). That taxpayer would
owe $18 of U.S. tax if there were no foreign tax credit limi-
tation—the $68 pre-credit U.S. tax less the $50 credit.
High foreign taxes imposed by a foreign government would
reduce the U.S. tax paid on U.S. income from $34 to $18.
%‘he limitation prevents such reduction of the U.S. tax

ase.

Excess foreign tax credits

Excess foreign tax credits exist when the amount of creditable
foreign income taxes paid or accrued in a given year exceeds the
taxpayer’s foreign tax credit limitation. Excess credits can be ex-
pected to arise where the effective income tax rate imposed (or
deemed to be imposed) by a foreign country on income of a US.
taxpayer is higher than the U.S. income tax rate.

Excess credits can arise, for example, from differences in the de-
duction allocation rules of the United States and those of other
countries. For example, in those cases where a foreign country does
not allocate a deduction for U.S.-performed research to income
taxed within that country, and the United States does, the foreign
taxes will be higher than if the foreign country allowed the re-
search deduction, and may exceed the foreign tax credit limitation.

Excess credits can arise for a variety of other reasons. Differ-
ences between the income-sourcing rules of the United States and
those of other countries may result in U.S. treatment of income
taxed by another country as domestic income for purposes of the
foreign tax credit. Timing differences in the reporting of income
and deductions under U.S. and foreign tax laws may result in a
taxpayer’s being unable to utilize some foreign tax credits in a year
in which income is reported in a foreign country but not in the
United States. Domestic losses may reduce worldwide taxable
income and pre-credit U.S. tax and, hence, the amount of foreign
tax credits that can be used currently. ’

One way taxpayers may reduce excess credits is to shift foreign
operations to a foreign country with an effective income tax rate
equal to or lower than the U.S. income tax rate. Another method is
to use self-help to reduce the taxpayer’s effective foreign income
tax rates in the foreign countries where it currently operates. A

i
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third alternative is to bring the foreign operations 16cated in a
high-tax foreign country back to the United States. .

Source rules for income and deductions—in general e

As explained above, taxable income from foreign sources times
precredit U.S. tax constitutes the numerator of the fraction that
determines the foreign tax credit limitation. Thus the foreign tax -
credit limitation increases proportionately when foreign source tax-
able income increases. Taxable income from foreign sources is com. -
puted by (1) determining the items of gross income that are from
foreign sources, and then (2) subtracting from that amount of gross
income that portion. of the taxpayer’s deductions that are allocable
to foreign source gross income, The following discussion addresses
first the sourcing of items of gross income, and then the allocation
of items of expense. ' : .

Sourcing items of income

The greater the portion of a taxpayer’s gross income that the
taxpayer derives from foreign sources (or the lesser the portion it
derives from U.S. sources), the greater will be the foreign tax credit
limitation. Sections 861 and 862 list items of gross incomie that
arise from sources within the United States (“U.S. source gross
income” or “U.S. gross income”) .and from sources outside the
United States (“foreign source gross income” or “foreign gross
income”), respectively. Under section 861, U.S. gross inconié in-
cludes, generally, income from sales of inventory property manu-
factured in the United States and sold in the United States, wages
and salaries for work done in the United States, rent paid for prop-
erty located in the United States, dividends paid by U.S. corpora-
tions, and interest paid by U.S. persons. Under section 862, foreign
gross income includes income from the sale outside the United
States of inventory property manufactured outside the United
States, royalties from the use outside the United States of patents,
secret processes, and similar properties, and dividends paid by cer-
tain foreign corporations: Sections 865 and 988 provide rules for de-
termining the source of income from sales and other dispositions of
certain types of personal property. ,

. Allocatihg and apportioninig items offexp.en’se',w
Code rules in general ‘

After determining the amount of gross foreign source and U.S,
source income, taxpayers must determine net (or taxable) foreign
source and U.S. source income. This determination brings deducti-
ble expenses into play. The smaller the portion of any particular
deduction of a taxpayer that is allocated to foreign source gross
income (or the greater the portion allocated to domestic sotrce
gross income), the greater will be the taxpayer’s foreign tax credit
limitation. o , s e L

Generally, under sections 861 and 862, taxable income from U.S.
or foreign sources is determined by deducting from the items of
gross income treated as arising from U.S. or foreign sources, as the
case may be, (1) those expenses, losses, and other deductions" prop-
erly apportioned or allocated to those particular items @nd (2) a
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ratable part of any expenses, losses, or other deductions which
cannot definitely be allocated to some item or class of gross income
(secs. 861(b), 862(b)).3?

Under these principles, for example, a taxpayer with $100 of U.S.
source gross income, $80 of expense properly allocated to U.S.
source gross income, $100 of foreign source gross income, $70 of ex-
pense properly allocated to foreign source gross income, and $10 of
expense  that cannot definitely be allocated to U.S. or foreign
source gross income, will split that $10 proportionately (in this
case, evenly) between U.S. and foreign gross income. The taxpayer
will thus have $15 of U.S. source taxable income ($100-$80-$5) and
$25 of foreign source taxable income ($100-87 0-$5).

The Code generally articulates only the broad principles of how
expenses reduce U.S. and foreign income, leaving it up to the
Treasury to provide detailed rules for the allocation and apportion-
ment of expenses.

Regulatory rules for expense allocation—in general

Treasury Regulation sections 1.861-8 and 1.861-8T through 1.861~
14T (“the Regulations™) apply in determining foreign source tax-
able income for caleulation of the foreign tax credit limitation.32
They provide specific rules for the treatment of expenses, losses,
and certain other deductions. Generally, as the first step in calcu-
lating foreign source income, the Regulations require a taxpayer to
allocate his deductions to individual “classes” of gross income.®?

When a particular expense relates to a class of gross income in-
cluding both U.S. and foreign source income, the Regulations gen-
erally prescribe no single method for apportioning deductions be-
tween the two. The Regulations state that the method used in ap-
portioning a deduction must reflect the factual relationship be-
tween the deduction and the gross income. The Regulations contain
a nonexclusive list of bases and factors to consider. Some of these
relevant bases and factors are: a comparison of units sold (between
sales yielding foreign source and sales yielding U.S. source gross

income), a comparison of profit contributions, a comparison of gross

31 Section 863 specifies that items of gross income, expenses, losses, and deductions other than
those specified in sections 861 and 862 are to be allocated or apportioned to sources within or
outside of the United States under regulations prescribed by the Secretary of the Treasury. Sec-
tion 863 also contains general rules for computing taxable income when gross income derives
from sources partly within and partly outside of the United States, as well as source rules for
transportation income, space and ocean income, and international communications income.

32 They also apply in determining the taxable income of a taxpayer from specific sources and
activities for purposes of a number of other “operative” Code sections. The operative section for
the foreign tax credit limitation is section 904(a). .

53 These classes include royalties, dividends, compensation for services, and gross income de-
rived from business. A taxpayer must allocate his deductions on the basis of the factual relation-
ships that exist between his ‘deductions and his classes of gross income. The Regulations express

this factual relationship concept this way: a deduction generally reduces a class of gross income
if the deduction is incurred as a result of, or incident to, an activity, or in connection with prop-
erty, from which the class of gross income has been, is, or could reasonably have been expected
to be derived. If a deduction does not bear a definite relationship to a class of gross income, it is
ordinarily treated as definitely related and allocable to all of the taxpayer’s gross income; “all of
the taxpayer's gross income” is then considered a class of gross income for purposes of applying
the remainder of the Regulations. After a deduction has been allocated to a class of gross
income, it is apportioned between a “statutory grouping” of gross income within the class, such
as foreign source gross income, and a “residual grouping,” consisting of all other gross income in
the class. The statutory grouping depends on the operative Code section. For example, when the
operative Code section is 904(a) (relating to the foreign tax credit limitation), the statutory
grouping is foreign source gross income. o : - - . .

[} 4
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sales or receipts, and a comparison of amounts of gross income. The
Regulations’ list contemplates that the higher the proportion of for-
eign sales or foreign gross income (for example), the greater, logi-
cally, the proportion of expenses attributable to foreign source
income. ' :

Several types of deductions are considered not definitely related
to any gross income under the Regulations. These include, for ex-
ample, the deductions for medical expenses and (unless currently
proposed regulations become final) charitable contributions. These
deductions reduce foreign and U.S. gross income pro rata.

The Regulations set forth detailed allocation and apportionment
rules for certain types of deductions, including those for interest,
research and development expenditures, stewardship expenses, and
legal and accounting fees and expenses. (A detailed discussion of
the rules for research deductions appears in Part b. below.) 3¢

Insofar as the Regulations apply specifically to research ex-
penses, they were promulgated in their present form in 1977.35
They incorporate a number of significant modifications to a 1973
proposed revision 3¢ of the original Regulations, which were adopt-
ed in 1957.37 These modifications were' made in response to taxpay-
er comments on the proposed 1973 revision.38

b. Allocation and apportionment rules for research deductions.

Overview

To the extent there are permanent rules in this area, they are
contained in a regulation promulgated in 1977. For a calendar year
taxpayer, the current year is governed partly by this regulation
and partly by a statutory allocation rule section forth in Code sec-
tion 864(f). This portion of the pamphlet describes the permanent
rule set forth in the regulations. The Legislative Background por-
tion of the pamphlet, below, describes the statutory allocation rule
set forth in section 864(f), as well as alternative allocation rules
that have been considered or enacted in the process of arriving at
section 864(f).

The research Regulation (section 1.861-8(e)(3))

In general ,

The research rules of Treasury Regulation sec. 1.861-8(e)3) (“the
research Regulation”) embody to some extent each of three ap-
proaches for allocation and apportionment of research expenses.

**In addition, the Regulations provide rules relating to deductions in excess of gross income;
exempt, excluded, and eliminated income; substantiation of allocations and apportionments; and
intercompany pricing adjustments under section 482 or other sections of theCode, =~

35 Treasury issued temporary regulation sec. 1.861-8T, regarding the allocation and apportion-
ment of various expenses other than interest, in 1988, These regulations are generally. applica-
ble to taxable years beginning after December 31, 1986 (Treas. Reg. secs. 1.861-8T(h) and 1.861-
14T(a)). Section 1.861-8T(eX3) of the temporary regulation is expected to cover research expenses
(Treas. Reg. sec. 1.861-14T(e)(2)). To date, however, substantive research allocation rules under
1.861-8T(e)(3) have not been issued or proposed. When those rules are issued, they generally are
to be applied (except with respect to research expenses allocated under the statutory rules, de-
scribed below, of DEFRA) as if all members of the affiliated group are a single taxpayer (Treas.
Reg. sec. 1.861-14T(e)(2)).

36 38 Fed. Reg. 15,840 (1973).

37 T.D. 6258, 1957-2 C.B. 368. - . o g i

38 An earlier proposed revision of the Regulations, published in 1966, 31 Fed. Reg. 10,405
(1966), was withdrawn at the time the 1973 proposed revision was published.

51-566 0 - 92 - 2
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One approach, the “place-of-performance method, assumes that
these deductions relate straight-forwardly to the placé where the
research occurs. Another approach, the sales (or gross receipts)
method, apportions the burden of research expense among the
sources of the taxpayer’s sales receipts. A third approach, the gross
income method, apportions research expense among the sources of

the taxpayer’s gross income. (The Analysis section, following, exam-

ines the strengths and weaknesses of these approaches.)

The research Regulation takes as its premise that research “is
an inherently speculative activity, that findings may contribute un-
‘expected benefits, and that the gross income derived from success-
ful research and development must bear the cost of unsuccessful
research and development.” The research Regulation prescribes
rules for allocating and apportioning these expenses between U.S.
source and foreign source income.3°

As explained in more detail below, the Economic Recovery Tax
Act of 1981, the Deficit Reduction Act of 1984, and the Consolidated
Omnibus Budget Reconciliation Act of 1985 suspended these rules
- as they relate to U.S.-based research activity through taxable years
beginning on or before August 1, 1986; they provided that taxpay-
ers were to allocate all research deductions for research conducted
in thg United States to U.S. source income during the suspension
period.

For taxable years beginning during the period after August 1,
1986, and on or before August 1, 1987, the Tax Reform Act of 1986
provided for a temporary modification of the research Regulations.
As described more fully below, the effect of the modification gener-
ally was to attribute more U.S.-based research to U.S. source gross
income than would be attributed under the (unmodified) research
Regulation. For some periods during taxable years beginning after
August 1, 1987, a different temporary modification, which also has
had the effect of attributing more U.S.based research to U.S.
source gross income than would be attributed under the (unmodi-
fied) research Regulation, has applied as provided in the Technical
and Miscellaneous Revenue Act of 1988, the Omnibus Budget Rec-
onciliation Act of 1989, the Omnibus Budget Reconciliation Act of
1990, and the Tax Extension Act of 1991. The substance of the rule
" temporarily imposed by those Acts, described below, appears in
Code section 864(f).

~ Product categories

The research Regulation associates research expenses with
income from product categories. For example, it contemplates that
research performed for a taxpayer’s chemical business will not
reduce that taxpayer’s income from a separate textile mill busi-
ness. It provides that research expenditures which a taxpayer de-
ducts under section 174 are ordinarily considered definitely related
to all income “reasonably connected”” with one or more product cat-
egories of the taxpayer. The research Regulation enumerates 32

39 The research Regulation also prescribes rules for the allocation and apportionment of de-
ductions between pairs of gross income groupings other than U.S. source and foreign source
income.

Y
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product categories based on two-digit classifications within the
Standard Industrial Classification (“SIC”) system.

Ordinarily, a taxpayer may divide research expenditures among
relevant product categories, but not among subdivisions within the
categories. When research is conducted with respect to multiple
product categories, the categories may be aggregated for allocation -
purposes. When research cannot be clearly identified with one or
more product categories (e.g., basic research), it is considered con-
ducted with respect to all the taxpayer’s product categories.

Research to meet legal requirements

The research Regulation contemplates that taxpayers will some-
times undertake research solely to meet legal requirements (like
noise pollution standards). In some such cases, the research cannot
reasonably be expected to generate income (beyond de minimis
amounts) outside a single geographic source. If so, those deductible
research expenses reduce gross income only from the geographic
source that includes that jurisdiction.4#® For example, a research
deduction for research performed solely to meet noise pollution
standards mandated by the U.S. Government and which cannot
reasonably be expected to generate significant foreign source
income reduces only U.S. source income. L

After allocating deductions to meet legal requirements, the tax-
payer generally matches income to deductions on the basis of the
place of performance of the research and the source of income from
sales of products. At the taxpayer’s election, the matching can in-
volve the source of gross income,

Sales method of apportionment, step 1: Exclusive place-of-per-
formance apportionment

The research Regulation presupposes that the place where re-
search is performed (such as a laboratory) bears a significant rela-
tion to the source of the income it produces. Generally, the regula-
tion allows 30 percent of deductible research expenses to reduce
gross income from the source where over half of the taxpayer’s
total deductible research expenses are incurred.*! For example,
assume that a U.S. manufacturer of gasoline engines sells them in
the United States and abroad and performs all its research in the
United States. It first subtracts 30 percent of its research deduction
from U.S. source income. (The manufacturer generally allocates
the remaining 70 percent on the basis of sales, discussed below.)

The research Regulation states (at sec. 1.861-8(e)3)ii}A)) that
such place-of-performance apportionment

reflects the view that research and development is often
most valuable in the country where it is performed, for
two reasons. First, research and development often bene-
fits a broad product category, consisting of many individ-
ual products, all of which may be sold in the nearest
market but only some of which may be sold in foreign
markets. Second, research and development often is uti-

40 Treas. Reg. sec. 1.861-8(e)(3Xi)B)).

*! Treas. Reg. sec. 1.861-8(e)(3XiiXA). This rule applies to expenses remaining after allocation
under the legal requirements test.
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lized in the nearest market before it is used in other mar-
kets, and, in such cases, has a lower value per unit of sales
when used in foreign markets.

Optional increase in place-of-performance apportionment

A taxpayer has the opportunity to apportion more than 30 per-
cent of its research deduction exclusively to the source where re-
search is performed if it can establish that a significantly higher
percentage is warranted because the research is reasonably expect-
ed to have a very limited or long-delayed application outside that
geographic source. Taxpayers that use this method must allocate
any remaining portion of their research deduction only on the
basis of sales.

To establish that research is reasonably expected to have a very
limited application outside the United States, a taxpayer generally
must show that only some of its products within the relevant prod-
uct category are sold outside the United States. This involves a
comparison of the taxpayer’s own domestic and foreign sales plus
sales of other users of the taxpayer’s research: uncontrolled parties
that sell products incorporating intangible property purchased or
licensed from the taxpayer, and controlled corporations that can
_reasonably be expected to benefit from any of the taxpayer’s re-
search expense connected with the product category.*2

‘To establish that research is reasonably expected to have a long-
delayed application outside the United States, a taxpayer generally
must compare the commercial introduction of its own products and
processes in the United States and foreign markets and commercial
introduction by other users of its research.4®

Sales method of apportionment, step 2: Apportionment on the
basis of sales ~

After a taxpayer makes a place-of-performance apportionment, it
must apportion the amount of its research deduction remaining, if
any, on the basis of sales. Generally, under this method, the re-
maining research deduction amount is apportioned between domes-
tic and foreign source income on the basis of relative amounts of
‘domestic and foreign sales receipts.**

Example
Suppose that a taxpayer has foreign sales of $280, $200 in tex-

" tiles and $80 in paper products, U.S. sales of $220, $200 in textiles

and $20 in paper products, textile-related research expense of $100,
and paper-product-related research expense of $50. Assume that
the taxpayer cannot allocate any portion of its research deduction
under the legal requirements test and that the taxpayer is entitled
to no place-of-performance allocation because no more than half of

42 For purposes of comparing product sales within categories, products in “nonmanufactured”
categories are limited to those listed in the Standard Industrial Classification (“SIC”) manual,
products in “manufactured” categories are limited to those enumerated at a seven-digit level in
the U.S. Census Bureau’s Numerical List of Manufactured Products.

43 For these purposes, there is no requirement that the term “product” be limited to those
defined in the SIC or Census Bureau classifications. To evaluate the delay in the application of
research findings in foreign markets, the taxpayer is to use a safe haven discount rate of 10
percent per year unless he can establish that another discount rate is more appropriate.

44 Treas. Reg. sec. 1.861-8(eX3)(i1)(B). ‘
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its research deduction is accounted for by research activities in any
single country. The textile sales are in, and the textile-related re-
search is connected with, the SIC two-digit product category “Tex-
tile mill products” (SIC major group number 22). The paper prod-
uct sales are in, and the paper-product-related research is connect-
ed with, the SIC product category “Paper and allied products” (SIC
major group number 26). The textile-related research expense of
$100 is apportioned $50 to foreign source income and $50 to U.S.
source income because the taxpayer had $200 in foreign sales in
the Textile mill product category and $200 in U.S. sales in the Tex-
tile mill products category. The paper-product-related research of
$50 is apportioned $40 to foreign source income and $10 to U.S.
source income because the taxpayer had $80 in foreign sales in the
Paper and allied products category and $20 in U.S. sales in the
Paper and allied products category. '

Look-through rules and other refinements to the concept of “sales”

Sales, for purposes of the sales method of apportionment, include
amounts received from the lease of equipment. In addition, a “look-
through” approach treats certain sales of parties other than the
taxpayer as sales of the taxpayer in computing the apportionment
of the taxpayer’s research deduction between domestic and foreign
source income. Under this look-through approach, the taxpayer’s
$200 in foreign textile sales in the above example might actually be
sales of a foreign subsidiary licensing technology from the taxpayer
or those of an uncontrolled party that has purchased secret proc-
esses from the taxpayer. The apportionment in such cases would be
the same as in the preceding example. _

The look-through rules provide that an uncontrolled party’s sales
of products involving intangible property obtained from the taxpay-
er are fully taken into account in determining the taxpayer’s ap-
portionment (and the apportionment of any other member of a con-
trolled group of corporations to which the taxpayer belongs) if the
uncontrolled party can reasonably be expected to benefit from the
research expense connected with the product category (or catego-
ries). An uncontrolled party can reasonably be expected to benefit
from a research expense if the taxpayer can reasonably be expect-
ed to license, sell, or transfer intangible property to that uncon-
trolled party. In the case of licensed products, if the amount of
sales of the products is unknown, a reasonable estimate is to be
made. Where intangible property is sold outright, and in cases
where a reasonable estimate of sales of licensed products cannot be
made, the sales of products are considered equal to 10 times the
amount received or accrued for the intangible property during the
taxpayer’s taxable year.

A controlled corporation’s sales of products are taken into ac-
count, to the extent explained below, if the controlled corporation
can reasonably be expected to benefit from the taxpayer’s research
expense connected with the product category (or categories). A con-
trolled corporation can reasonably be expected to benefit from the
taxpayer’s research expense if the taxpayer can be expected to li-
cense, sell, or transfer intangible property to that corporation, or
transfer secret processes to that corporation. Past experience with
research and development is to be considered in determining rea-
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sonable expectations. However, if the controlled corporation has en-
tered into a bona fide cost-sharing arrangement (in accordance
with Treasury Regulation section 1.482-2(d)(4)) with the taxpayer
for the purpose of developing intangible property, then that corpo-
ration is not reasonably expected to benefit from the taxpayer’s
share of the research expense. ‘ )

A controlled corporation’s sales of products within a product cat-
egory are taken into account to the extent of the greater of (1) the
amount of sales that would have been taken into account if the
controlled corporation were an uncontrolled party and if any intan-
gible property contributed by the taxpayer to the controlled corpo-
ration were treated as a license of that intangible property; or (2)
the amount of sales that bear the same proportion to total sales of
the controlled corporation as the taxpayer’s voting power in the
controlled corporation bears to the total voting power in the corpo-
ration. However, sales between or among controlled corporations or
the taxpayer are not to be taken into account more than once.

Sales, for purposes of the sales method of apportionment, do not
include sales of products sold solely within the United States if the
taxpayer has, on account of such sales, made an optional place-of-
performance apportionment of significantly greater than 30 per-
cent of his research deduction to U.S. income and established that
the research connected with the products sold is reasonably expect-
ed to have a very limited application outside the United States (see
Treas. Reg. sec. 1.861-8(g), Example 10).

Optional gross income methods of apportionment

Sometimes, using an “optional gross income method,” a taxpayer
may reduce allocation of research expenses to foreign source
income by as much as 50 percent. Subject to certain limitations, a
taxpayer may elect to apportion his research deduction under one
of two optional gross income methods instead of the sales method.
Under the optional methods, a taxpayer generally apportions the
remainder of his research deduction (after allocation under the
legal requirements test but not the place-of-performance test) on
the basis of relative amounts of gross income from domestic and
foreign sources.45 ’

The basic limitation on the use of optional gross income methods
is that the respective portions of a taxpayer’s research deduction
apportioned to U.S. and foreign source income using a gross income
method may not be less than 50 percent of the respective portions
that would be apportioned to each such income grouping using the
sales apportionment method (with the latter’s exclusive place-of-
performance allocation, typically 30 percent). If this 50-percent test
is satisfied when deductions (other than those allocated under the
legal requirements test) are apportioned ratably on the basis of
gross income, then, under “Option One,” the taxpayer may use the
income-based ratable apportionment to compute source-specific tax-
able income, without limitation.

If, on the other hand, a ratable apportionment based on gross
income fails the 50-percent test, then, under “Option Two,” the tax-

45 Treas. Reg. sec. 1.861-8(e)(3)(iii).
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payer apportion