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INTRODUCTION

This document, prepared by the staff of the Joint Committee on
Taxation, provides a summary of the Administration’s revenue pro-
posals made in the Fiscal Year 1985 Budget, submitted to the Con-
gress on February 1, 1984.

The first part of the document is an overview of the Administra-
tion’s revenue proposals. The second part is a brief summary of the
budget proposal. The third part is a summary of the revenue pro-
posals, including present law and a reference to prior action (if
any) on the topic. The fourth part presents the Treasury Depart-
ment’s estimates of the revenue effect of the Administration’s pro-
posals. Finally, an Appendix contains additional revenue tables
from Treasury Department data relating to budget receipts by
source and effects of recent tax legislation on budget receipts.

The staff summary is based upon information available from the
Fiscal Year 1985 Budget and associated documents, and from the
Treasury Department’s “Fact Sheet” with respect to the revenue
proposals.

The description of revenue proposals contained in this document
does not include the following items listed in the revenue section of
the Administration’s Fiscal Year 1985 Budget: (1) changes in contri-
butions to civil service retirement; (2) extension of Federal/State
unemployment insurance coverage to railroad retirement; and (3)
petroleum overcharge restitution fund (fiscal year 1984 effect
only). The Administration’s revenue estimates for these provisions
for fiscal years 1985-1987 are noted, however, in the summary rev-
enue table in Part IV of this document.
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1. OVERVIEW OF ADMINISTRATION’S REVENUE
PROPOSALS

The Administration’s fiscal year 1985 budget document includes
a number of revenue increase proposals that it estimates will in-
crease revenues in the aggregate by $9.1 billion in fiscal year 1985
and by $40.4 over the three-year period of fiscal years 1985-1987.
The budget also proposes several revenue reduction measures that
would in the aggregate decrease budget receipts by $1.9 billion in
fiscal year 1985 and by $10.6 billion over the fiscal years 1985-1987.
The overall effect on budget receipts of the Administration’s reve-
nue proposals is to increase net revenues by $7.8 billion in fiscal
year 1985 and by $33.5 billion over the three-year period. (See the
table in Part IV.) Further, the budget includes other revenue-relat-
ed proposals that the Administration estimates will not have a
long-run impact on revenues.

Revenue increase items

The Administration’s budget includes the following proposed rev-
enue increase items:

(1) A limitation on the exclusion for employer-provided
health insurance premiums (i.e., inclusion of part of those pre-
miums in taxable income and in wages for employment tax
purposes).

(2) A reduction in the tax benefits available for certain prop-
erty that is leased to or otherwise used by tax-exempt entities.

(3) Imposition of a $150 per capita annual volume cap on the
amount of tax-exempt industrial development bonds and stu-
dent loan bonds that States and localities can issue, a reduc-
tion of accelerated cost recovery deductions for certain facili-
ties financed with IDBs, and imposition of other restrictions
limiting the use of IDBs.

(4) The following proposals would deal with partnership and
other tax shelter abuses, accounting issues, and provide certain
corporate reforms with respect to dividends, mutual funds and
foreign corporations.

(a) The Administration’s budget contains the following
proposals to deal with partnership and other tax shelter-
related problems:

(i) In the case of cash basis partnerships and tiered
arrangments, partnership taxable income or loss
r’voqld be allocated over the taxable year on a daily

asis.

(ii) Gain or loss from a sale of property contributed
to a partnersip would be allocated to the contributing
partner. Certain deductions from contributed property
would be allocated to the partners in proportion to
their basis in the partnership attibutable to capital
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contributions. Contributed property would retain its
character for five years.

(iii) Allocations of partnership income to permit the
current deduction of otherwise capital expenditures
would be prohibited.

(iv) When a partnership interest is sold or ex-
changed, the partnership would be treated as directly
owning its share of property owned by a partnership
in which it has an interest, for purposes of determin-
ing the amount of ordinary income to the taxpayer.

(v) Tax-free like-kind exchanges would have to be
completed within 90 days after the taxpayer transfers
the property to be used in the exchange. Exchanges of
partnership interests would no longer be tax-free like-
kind exchanges.

(vi) Gain on the disposition of a bond reflecting ac-
crued market discount would be taxed as interest
income on the disposition of the bond.

(vii) A deduction for charitable contributions of cer-
tain appreciated property would be limited to the basis
of the property unless the property has been held by
the taxpayer for at least three years. The overvalua-
tion penalty would apply notwithstanding that the
property has been held for over five years.

(b) The Administration’s budget contains the following
proposals to deal with accounting and time-value-of-money
related problems:

(i) Interest would be required to be accounted for on
a consistent interest method in certain deferred pay-
ment transactions.

(ii) Syndicates generally would not be allowed a de-
duction for prepaid expenses.

(iii) Certain interest-free and low-interest loans
would be recharacterized as arm’s-length transactions.

(iv) Income and deductions would be required to be
matched in related party transactions, including trans-
actions between partnerships and partners.

(v) LIFO conformity could not be avoided by using
subsidiary corporations.

(vi) A taxpayer could not accrue deductions far in
advance of the occurrence of the event which gives
rise to the deductible obligation.

(vii) The loss deferral and other straddle rules would
be made applicable when a taxpayer owns stock in a
corporation holding positions that offset positions di-
rectly held by a taxpayer.

(viii) The accumulated earnings tax would be made
applicable to earnings from U.S. sources, even though
they have been distributed as a dividend to a foreign
corporation in certain cases, and foreign investment
companies would be defined to include corporations
trading in commodities, resulting in ordinary income
to U.S. shareholders in such companies.
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(ix) The exemption from the straddle rules for ex-
change-traded stock options would be terminated.
Stock offset by a stock option would also be subject to
such rules. An exemption would apply to certain cov-
ered call options.

(x) Market-makers and other professional traders in
options would be taxed under a mark-to-market
system of accounting with respect to all their option
positions.

(xi) Gain or loss would be recognized on the exercise
of options on regulated futures contracts.

(xii) The tax rules applicable to options would be ex-
pressly applicable to cash settlement options.

(¢) The Administration’s budget contains the following
proposals for corporate tax reforms:

(1) The deduction for interest paid or accrued by a
corporation on an obligation the proceeds of which are
used to purchase or carry portfolio stock would be lim-
ited to the extent of the deduction for any dividends
received on such stock.

(ii) Payments in lieu of extraordinary dividends with
respect to stock sold short would not be deductible
against ordinary income if the closing of the short sale
occurs less than one year after the short sale itself.
For ordinary dividends, the short position would be re-
quired to be held open for 16 days. Amounts paid to a
lender of stock in lieu of such dividends would be
treated as part of the short seller’s basis in the stock
acquired to close the short sale. Payments incurred on
short sales not capitalized under these rules would be
treated as interest limited or disallowed as investment
interest or as interest incurred on obligations to carry
tax-exempt obligations.

(iii) The fair market value of extraordinary divi-
dends (to the extent not subject to tax) would reduce
the basis in stock held one year or less by a corpora-
tion. The shareholder corporation’s holding period for
dividends of property could not exceed its holding
period for its stock in the distributing corporation.

(iv) Any ordinary, non-liquidating distribution of ap-
preciated property would be taxable to the distributing
corporation. Certain exceptions of present law (relat-
ing to, among other things, carryover basis situations)
would remain.

(v) Corporate distributions and liquidating sales of
partnership interests would be treated as transfers of
the distributing corporation’s allocable share of cer-
tain of the partnership properties. Gain would be rec-
ognized to the corporation to the same extent as if
these properties were distributed or sold.

(vi) A collapsible corporation would be required to
realize at least two-thirds of the taxable income from
the property causing its collapsible status.
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(vii) Gain would be recognized, without regard to
purpose, upon the transfer of appreciated property to
a foreign corporation which is not for use in an active
trade or business outside the United States. An auto-
matic toll charge would be imposed on transfers of cer-
tain tainted assets with the exception of transfers of
stock. Also, tax-free transfers abroad of intangibles
would be ended. The overlap of loss recapture provi-
sions would be prevented.

(viii) Certain transfers of the stock of a U.S. parent
corporation to its foreign subsidiary by shareholders of
the U.S. parent would be treated as if the U.S. parent

-had exchanged a portion of the subsidiary’s stock, sub-
jecting the parent to tax at ordinary income rates on
certain deferred earnings of the subsidiary.
(5) A withholding system to collect the tax on gains recog-
nized by foreign persons would be imposed on the disposition of
U.S. real property.

Revenue decrease items

The Administration’s budget also includes the following proposed
revenue reduction items:

(1) A series of incentives to invest in areas designated as en-
terprise zones. ’

(2) Provision of a nonrefundable income tax credit of 50 per-
cent of certain tuition expenses paid to private elementary and
secondary schools subject to a dollar limitation ($100 in 1984,
$200 in 1985, and $300 in 1986 and thereafter), and with a
phase out of the credit for taxpayers with adjusted gross
income (AGI) of $40,000 to $60,000.

(8) Tax exclusion for interest and dividends earned on
amounts deposited in qualified education savings accounts,
with a phaseout of the exclusion for taxpayers with AGI of
$40,000 to $60,000.

(4) Increasing the deductible Individual Retirement Account
(IRA) amount for a noncompensated spouse to $2,000 from the
present $250.

(5) Treating alimony payments as compensation for purposes
of an IRA deduction.

(6) Treating a dependent care organization providing nonresi-
dential care to the general public to enable individuals to be
gainfully employed as a tax-exempt charity.

(7) Increasing the tax credit for employment-related depend-
ent care to 40 percent for individuals with AGI of less than
$11,000 with the percentage decreasing to zero at AGI of
$60,000 or more.

(8) An exemption from income tax for the income of any mil-
itary or civilian U.S. employee who dies as a result of foreign
terroristic or military action after 1979.

(9) A three-year (through December 31, 1988) extension of
the credit for increased research expenses modified to cover
only expenditures for the development of new or significantly
improved products or processes.
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(10) A two-year extension of the moratorium on allocating
U.S. research and experimentation expenditures to foreign
sources.

(11) A one-year extension of the targeted jobs tax credit.

(12) An extension of the special tax deferral rules covering
the 1983 Payment-in-Kind (PIK) program to the 1984 wheat
PIK program.

(13) Replacement of the existing three-phase structure of tax-
ation of life-insurance companies by a single-phase tax, more
like that imposed on other business corporations, and an adop-
tion of a permanent definition of life insurance contracts.

Other items

The Administration’s budget also includes the following items
that it estimates would have negligible revenue effects:

(1) A replacement of the present Domestic International
Sales Corporation (DISC) provisions with an offshore entity
that would be exempt from tax on certain export income.

(2) Provision for a new pass-through entity to hold mortgages
and issue various classes of securities, referred to as a trust for
investment in mortgages (TIM).

(3) Provision that a cafeteria plan may offer employees
choices only among cash or those fringe benefits (other than
scholarships or fellowships, educational assistance, and van-
pooling) that are excludable from gross income under a specific
Code provision.



I1. SUMMARY OF ADMINISTRATION’S BUDGET PROPOSAL

A. Overview for 1985

For fiscal year 1985, the Administration’s budget proposes total
outlays of $925.5 billion, total receipts of $745.1 billion, and a defi-
cit of $180.4 billion.

B. Budget Totals: Outlays, Receipts and Deficits

Table 1 shows past budget totals for recent fiscal years and the
Administration’s estimates of current and future budget totals
under its proposal. In addition, these amounts are shown as per-
centages of the gross national product (GNP), which is the market
value of all goods and services produced by the nation’s economy
during the fiscal year. The general purpose of expressing budget
totals as percentages of GNP is to indicate the size of Federal gov-
ernmental activities relative to the size of the national economy.

Table 1.—Unified Budget Outlays, Receipts and Deficits

[Dollar amounts in billions}

Outlays Receipts Deficit
Fiscal year

Y Amount P g;ﬁ,"‘ Amount P! gﬁ%nt Amount P Erlfﬁ,"t
1970-79 1 20.8 18.9 19
5 224 5171 20.1 59.6 2.3
228  599.3 20.8 57.9 2.0
238  617.8 202 1107 3.6
247  600.6 186 1954 6.1
24.0 670.1 18.8 183.7 52
238 7451 192 1804 4.6
234 8149 193 1771 4.2
233  887.8 193  180.5 3.9
228 9783 197 1520 3.1
22.1 1,060.3 198 1234 2.3

1 Average during the 10-year period.
2 Estimate.

Budget outlays

Budget outlays in fiscal year 1985 are expected by the Adminis-
tration to increase by 8.4 percent over the estimated amount for
1984. Thereafter, the average annual rate of growth in spending
would decelerate to 7.4 percent between 1985 and 1987, and decel-
erate even more to 5.3 percent between 1987 and 1989. Government

8y
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spending as a percentage of GNP would be slightly less in 1985
than in 1984, and would continue to decline through 1989. Howev-
er, in the near term, the share of GNP estimated to be spent by the
Federal government would remain high by historical standards.
For example, outlays averaged 20.8 percent of GNP during the
1970’s, as compared with the 23.8 percent projected for 1985. One
percent of GNP in fiscal year 1985 would be about $39 billion.

Budget receipts

Budget receipts in fiscal year 1985 are projected by the Adminis-
tration to rise by 11.2 percent over the estimated amount for 1984,
and to continue to rise thereafter at an average annual rate of 9.2
percent through 1989. As a percentage of GNP, Federal budget re-
ceipts would rise to 19.2 percent in 1985 and 19.8 percent by 1989.
Thus, Federal budget receipts over the 1985-1989 period are fore-
casted to be a somewhat higher proportion of GNP than they were,
on average, in the 1970’s. Estimates of receipts reflect not only the
proposed revenue measures in the budget but also the effects of
recent legislation, including the tax cuts enacted in the Economic
Recovery Tax Act of 1981, the revenue gains provided by the Tax
Equity and Fiscal Responsibility Act of 1982, the increase in High-
way Trust Fund revenues arising from the Highway Revenue Act
of 1982, the increased tax collections provided by the Social Secu-
rity Amendments of 1983, the reduced revenues from repealing
withholding on interest and dividends as provided by the Interest
and Dividend Tax Compliance Act of 1983 (IDTCA), and the tax in-
creases enacted in the Railroad Retirement Revenue Act of 1983.
As shown in table 2, the Administration estimates that the net
effect of major tax laws enacted in 1981-83 is to reduce tax receipts
by $73 billion in 1983, $114 billion in 1985, and $173 billion in 1987.
More detail on the effects of enacted legislation on budget receipts
appears in the Appendix.
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Table 2.—Net Effect of Major Tax Legislation Enacted in 1981-831

[Fiscal years; billions of dollars]

1983 1984 1985 1986 1987 1983-87

ERTA of 1981... —91.1 —133.6 —165.0 —207.7 —248.5 —8459
TEFRA of

1982 16.6 354 39.7 49.3 60.7  201.8
Highway

Revenue

Act of 1982.... 1.5 41 42 4.4 4.5 18.7
Social

Security

Amend-

p L [ ———— 6.2 8.8 9.3 114 35.8
IDTCA of 1983.. -1 —-26 —24 —-21 .
Railroad

Retirement

Revenue

Act of 1983.... 2 2 o 1.1 1.1 3.1

Net tax
reduction... —73.0 —90.3 —113.8 —1457 —172.6 —595.4

!These estimates are based on the direct effect only of legislative changes at a
given level of economic activity. Induced effects are taken into account for
forecasting incomes, however, and in this way affect the receipts estimates in total.

2$50 million or less.

Budget deficits

The Administration estimates that under its proposed budget the
Federal deficit in fiscal year 1985 will be $180.4 billion. This would
be virtually the same amount as expected for 1984. As shown in
table 1, deficits under the Administration’s proposal would contin-
ue in the range of $180 billion through 1987, but would decline as a
percentage of GNP from 4.6 percent in 1985 to 3.9 percent in 1987.
Deficits on the order of 4 to 4.5 percent of GNP would be quite high
by historical standards. For example, they would be about twice
the relative size of deficits experienced in the 1970’s, during which
deficits averaged 1.9 percent of GNP. However, the Administration
estimates that budget deficits will begin to decline significantly in
fiscal year 1988, due in part to a significant deceleration in the pro-
{)ectleéisgrowth rate in spending, and will fall to 2.3 percent of GNP

y A
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C. Composition of Outlays and Receipts
Trends in budget outlays

Total budget outlays are expected by the Administration to grow
at an average annual rate of 7.8 percent over the period 1984-1987.
As shown in table 3, national defense spending would grow much
more rapidly (13.6 percent annually) than outlays in general. Inter-
est payments and payments to individuals, generally defined as
payments for which an individual currently provides no goods or
services, would grow less rapidly (6.6 percent annually in each cate-
gory) than total outlays. Spending in the rest of the budget (inclu-
sive of offsetting receipts) would contract at an average annual rate
of 2.4 percent. By fiscal year 1987, the proportion of total outlays
used to make payments to individuals is expected to have declined
to 46.9 percent, which would be somewhat higher than its average
budget share over the 1970’s. Spending in 1987 for national defense
and net interest is projected to be 32.6 percent and 12.3 percent of
total outlays, respectively, in each case a higher budget share than
the average over the 1970’s. Less than 10 percent of total outlays in
1987 would be made in the remaining areas of the budget, whereas
ig%l’ spending averaged 18.0 percent of total outlays during the

s.
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Table 3.—Composition of Federal Budget Outlays
[Percent of total budget outlays]

sonal Payments Nek
" Net
Fiscal year 1:2}:;"; indti‘:'id- interest Other
uals
1970-79 1. 29.7 449 7.5 18.0
1980... 23.2 49.1 9.1 18.6
1981 24.0 50.3 10.5 15.3
1982 25.4 49.9 11.7 12.9
1983... 26.4 50.6 11.3 11.8
1984 2 27.8 48.4 12.7 11.1
1985 2 29.4 47.6 12.5 10.4
1986 2 31.3 473 125 8.9
1987 2 32.6 46.9 12.3 8.3
Annual growth rate

198487 .vsmimansinss 13.6 6.6 6.6 —24

1 Average during the 10-year period.
2 Estimate.

Trends in budget receipts

Total budget receipts are expected by the Administration to grow
at an average annual rate of 9.6 percent over the 5-year period
1984-1989. As shown in table 4, individual income tax receipts are
projected to grow the most rapidly (10.8 percent annually) over this
period, followed by social insurance taxes and contributions (10.5
percent annually). Corporate income taxes are expected to grow
somewhat more rapidly (10.1 percent annually) than budget re-
ceipts in general. Estate and gift taxes, excise taxes, and miscella-
neous receipts are expected to decline between 1984 and 1989. The
Administration forecasts that, among the major sources of revenue,
social insurance taxes will constitute a much higher proportion of
total receipts by 1989 than they did in the 1970’s, individual
income taxes about the same proportion, and corporate income
taxes a lower proportion. Projections of amounts to be collected, by
source, appear in the Appendix.
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Table 4.—Composition of Federal Budget Receipts

[Percent of total budget receipts]

Indi- = Corpo- g, Estate .
vidual rate s : - Misc.
Fiscal year 'u:l- ian- ':;‘;z' Fé:ﬁl:: sz‘z g‘:\;s re-
c;);’:e cto;:e taxes (axes  duties  ceipts
1970-79 1 45.3 15.0 281 6.3 1.8 14 2.0
47.2 12.5 30.5 417 1.2 14 2.5
477 10.2 30.5 6.8 1.1 14 2.3
48.2 8.0 32.6 5.9 1.3 14 2.6
48.1 6.2 34.8 5.9 1.0 1.4 2.6
43.8 9.9 35.7 5.7 9 14 2.6
441 103 363 5.2 .8 13 21
447 10.8 36.5 4.2 6 1.2 2.0
452 110 365 3.8 5 1.1 1.8
457 106 370 3.5 4 1.1 17
46.3 10.2 37.2 3.3 4 1.0 1.6
Annual
growth
rate 1984~
89 s 10.8 10.1 105 —2.0 —44 41

—-11

1 Average during the 10-year period.

2 Estimate.

D. Economic Assumptions for the Budget

The economic assumptions which underlie forecasts in the Ad-
ministration’s 1985 budget are shown in table 5.
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Table 5.—Administration’s Economic Assumptions

[Calendar years]

. Actual Forecast

1982 1983 ! 1984 1985 1986 1987 1988 1989

Real GNP, percent

change .......ccoeeeeene —-1.7 61 45 40 40 40 40 38
CP], percent
change?................ 45 29 45 47 44 41 38 35
Unemployment

rate (percent) °...... 105 84 17 75 72 65 58 57
Interest rate, 91-

day Treasury

bills (percent) 4...... 10.7 86 85 177 171 62 55 50

! Preliminary.

2 CPI for urban wage earners and clerical workers. The index shown here is that
currently used, as required by law, in calculating automatic cost-of-living increases
for indexed Federal programs. The manner in which this index measures housing
costs will change significantly in 1985.

3 Percent of total labor force (including resident armed forces), fourth quarter.

+ Average rate on new issues within period, on a bank discount basis. These
projections assume, by convention, that interest rates decline with the rate of
inflation. They do not represent a forecast of interest rates.

The Administration assumes that real GNP (which is the gross
national product measured in dollars of constant value) will be 4.5
percent higher in the fourth quarter of 1984 than it was in the
fourth quarter of 1983. Real GNP is then assumed to grow at about
4 percent per year through 1989.

The Administration assumes that employment will improve
gradually as economic growth proceeds. The fourth-quarter unem-
ployment rate for the total labor force (including resident armed
forces), which was 8.4 percent in 1983, is forecast to decline to 7.7
percent in 1984 and to 5.7 percent by 1989.

The Administration forecasts that inflation will be somewhat
higher than in 1983. As measured by the annual growth (fourth
quarter over fourth quarter) in the Consumer Price Index for
urban wage earners and clerical workers, the inflation rate, which
was 2.9 percent in 1983, is assumed to rise to 4.5 percent in 1984,
4.7 percent in 1985, and to taper thereafter. In addition, the Ad-
ministration assumes a steady decline in interest rates, beginning
in 1985. The 91-day Treasury bill rate is assumed to fall from 8.6
percent in 1983 to 7.7 percent in 1985 and to 5.0 percent by 1989.

Small differences in the estimated growth of real GNP have an
impact on projected deficits that grows over the forecast period. As
shown in table 6, the Administration estimates that if the annual
real GNP growth rate were 1 percentage point less than has been
assumed in the budget (with no change in the rate of inflation),
then the deficit, on a current law basis, would increase by $4.2 bil-
lion in 1985, $31.8 billion in 1987, and $70.3 billion in 1989. Con-
versely, if real GNP growth were 1 percent more than has been as-
sumed, there would be similar reductions in the projected deficits.
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Table 6.—Increase in Deficit Due to Slower Growth

[Billions of dollars, current law basis]

Fiscal Years

Real GNP growth rate —
1985 1986 1987 1988 1989

1% below forecast!.... 4.2 16.6 31.8 49.9 70.3

1 Beginning January 1985.

E. Current Services Budget

One perspective on the fiscal year 1985 budget proposal is to
compare projected budget outlays and receipts with the current
services budget (CSB). The CSB measures the budget receipts and
outlays which would occur if current spending and tax programs
were continued without change. The Administration projects that
the CSB deficit in 1985 will be $208 billion, or $28 billion more
than the proposed budget deficit. As shown in table 7, $19 billion of
the savings comes from outlay reductions, of which $17 billion is
the direct result of programmatic reductions, and $2 billion is at-
tributable to reduced borrowing costs. The deficit is narrowed, rela-
tive to the continuation of current law, by an additional $8 billion
as a result of the Administration’s proposed revenue measures. In
the absence of the spending and revenue programs proposed in the
fiscal year 1985 budget, the Administration estimates that the defi-
cit would rise to $220 billion in 1987, $40 billion more than the pro-
posed budget.
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Table 7.—Reconciliation of Current Services Budget Deficit and
Proposed Budget Deficit

[Billions of dollars]

1985 1986 1987 1988 1989

Current services deficit .. 208 216 220 203 193
Proposed budget deficit .. 180 177 180 152 123

Proposed deficit
reduction ..

28 39 40 51 70

Components of
proposed deficit
reduction:
Total outlay
reduction........ccoeuu... 19 27 26 33 46
Programmatic
reduction ........cc.eceeen. 17 22 19 23 34
Net interest savings.... 2 5 7 10 12

Total receipt
INCTEAsE wuvcuswsneseseorisnse 8 12 14 18 23




III. SUMMARY OF ADMINISTRATION’S REVENUE
PROPOSALS

A. Revenue Increase Items
1. Employer Health Plan Premium Cap
Present Law

Under present law, employer contributions to accident or health
plans to compensate employees for personal injuries or sickness
(through insurance or otherwise) are excluded from an employee’s
gross income. Amounts paid to or on behalf of an employee under
an employer’s accident or health plan to reimburse the employee
for expenses incurred for medical care (including medical care pro-
vided the employee’s spouse or dependents) also are generally ex-
cluded from the employee’s income.

Under present law, employer contributions to accident or health
plans for employees, and payments made to employees under such
plans, generally are not subject to social security, railroad retire-
ment and unemployment taxes.
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Under the Administration proposal, for periods after December
31, 1984, employer contributions to accident or health plans for an
employee would be included in the employee’s income to the extent
they exceed (1) $175 per month ($2,100 per year) if the plan covers
the employee and his family, or (2) $70 per month ($840 per year) if
the plan covers only the employee. The $175 and $70 amounts
would be indexed to increase with inflation.

Amounts included in the employee’s income under the proposal
would also be subject to social security, railroad retirement and un-
employment taxes.

There would be a transition rule to delay until January 31, 1986,
the application of the proposal with respect to premiums fixed
under a contract in effect on January 31, 1983.

Prior Action
A similar proposal was included in the Administration’s 1984
budget.
2. Tax-Exempt Entity Leasing
Present Law and Background

The Federal income tax benefits of property ownership generally
include the investment tax credit and accelerated depreciation de-
ductions. The investment credit directly reduces tax liability. Ac-

an
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celerated depreciation deductions defer tax liability to later years
and thus operate, like the investment credit, to reduce the present
value of tax that otherwise would be imposed on an investment.
Congress enacted these benefits to reduce the income tax liability
of taxpayers and thereby to encourage their purchase and use of
capital goods.

These tax benefits of ownership are generally allowed only for
property used for a business or income-producing purpose. They are
not available for property that is owned by governmental units or
tax-exempt organizations. Likewise, to prevent tax-exempt entities
from indirectly gaining the benefits of both tax-exemption and the
investment tax credit, no investment credit is generally allowed for
property that is used by a domestic governmental unit or a tax-
exempt organization. For example, property used under a lease by
a domestic governmental unit or a tax-exempt organization is ineli-
gible for the investment credit. A statutory exception to this gener-
al rule is that qualified rehabilitation expenditures for a building
leased to a governmental unit or tax-exempt organization can qual-
ify for the rehabilitation tax credit. Also, one court has held that
investment credits can be claimed where a governmental unit es-
sentially contracts not for the use of property itself, but rather for
a service to be provided by the property owner (an agreement
sometimes referred to as a service contract).

Property that is used (though not owned) by a domestic govern-
mental unit or a tax-exempt organization qualifies for accelerated
cost recovery (ACRS) or other depreciation deductions. Thus, prop-
erty generally denied the benefit of the investment credit is eligible
for the benefit of accelerated depreciation deductions. As the lessor
passes on the benefits of rapid recovery deductions and interest de-
ductions in the form of lower rents, tax-exempt entities are encour-
aged to lease property that they would otherwise own (or already
own), with a consequent loss of revenue to the Treasury.

The general denial of investment credits for property used by a
tax-exempt entity does not cover property used by a foreign govern-
ment or person. However, if the property is used predominantly
outside the United States, then, with exeptions for certain types of
property, ACRS deductions are slowed down and no investment
credit is allowed.

Administration Proposal

The Administration’s proposal would deny the investment tax
credit and slow down depreciation deductions for certain property
leased to a tax-exempt entity. The general purpose of the proposal
is to prevent tax-exempt entities from gaining unintended access to
tax benefits through leasing.

The restrictions on the investment credit and on depreciation de-
ductions would apply to property leased to a tax-exempt entity if (i)
the property is financed with tax-exempt obligations; (ii) the tax-
exempt entity has used the property before selling and leasing it
back; (iii) the lease includes a fixed-price purchase or sale option; or
(iv) the lease term exceeds 80 percent of the property’s useful life.
The restrictions would apply to all property leased to the Federal
Government. Also, they would apply to all foreign-produced proper-
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ty leased to a foreign person not subject to more than a nominal
amount of United States income tax.

The proposal would generally apply to transactions entered into
after May 23, 1983. The proposal would not apply to property used
under a short-term lease or in cases where use by tax-exempt enti-
ties is nominal.

Prior Action

Two bills relating to tax-exempt leasing and similar to the Ad-
ministration’s proposal were approved by the tax-writing commit-
tees during the first session of the 98th Congress. They are the
Tax-Exempt Entity Leasing Act of 1983 (Title I of H.R. 4170), as re-
ported by the House Committee on Ways and Means, and the Gov-
ernmental Lease Financing Reform Act of 1983 (Part IV, Subtitle
A of S. 2062), as reported by the Senate Committee on the Budget
(reconciliation proposal submitted by the Committee on Finance).

3. Private Purpose Tax-Exempt Bonds
Present Law

Overview

Interest on State and local government obligations generally is
exempt from Federal income tax. However, interest on industrial
development bonds (IDBs) is taxable unless the bonds are issued for
certain specified purposes or qualify as small issue IDBs. An IDB is
a bond issued by or on behalf of a State or local government, the
proceeds of which are to be used (directly or indirectly) in a trade
or business and the repayment of which is to be derived from or
secured by property to be used in a trade or business.

Exempt purpose IDBs

Under present law, interest on IDBs is tax-exempt if the bonds
are issued to finance any of the following activities: (1) projects for
low-income residential rental property; (2) sports facilities; (3) con-
vention or trade show facilities; (4) airports, docks, wharves, mass
commuting facilities, and parking facilities; (5) sewage and solid
waste disposal facilities, facilities for the local furnishing of elec-
tricity or gas, and local district heating or cooling facilities; (6) air
or water pollution control facilities; (7) certain facilities for the fur-
nishing of water; (8) qualified hydroelectric generating facilities; or
(9) qualified mass commuting vehicles. In addition, interest on cer-
tain IDBs issued to acquire or develop land as a site for an indus-
trial park is exempt from taxation.

Small issue IDBs

Through 1986, interest on certain “small issue” IDBs is also tax-
exempt if the proceeds of the IDBs are used for the acquisition,
construction, or improvement of land or depreciable property.
Small issue IDBs are issues not exceeding $1 million (unless an
election is made to count certain capital expenditures, in which
case the limit per issue is $10 million). Certain types of recreation-
al facilities, food and beverage facilities, and automobile sales facil-
ities may not be financed with small issue IDBs.
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Other private activity bonds

Present law also allows unlimited tax-exempt financing for stu-
dent loans and organizations that qualify for tax exemption under
section 501(c)X3), such as private, nonprofit hospitals and private,
nonprofit educational institutions, where the proceeds of the bonds
are used for exempt purposes.

Other rules

Additional rules (discussed below) govern tax-exempt private ac-
tivity bonds and cost-recovery deductions for property financed
with such bonds. Certain statutes other than the Internal Revenue
Code also allow specified entities (e.g., the District of Columbia,
Puerto Rico, Guam, the Virgin Islands, and certain housing au-
thorities) to issue tax-exempt bonds. These bonds generally are not
subject to the Internal Revenue Code restrictions on tax-exempt ob-
ligations.

Present law places no limit on the aggregate amount of private
activity bonds that a State or local government may issue during
any year.

Administration Proposal
Volume limitation

In general

Under the Administration proposal, private activity bonds would
be subject to State-by-State annual volume limitations. Private ac-
tivity bonds generally would include IDBs and student loan bonds
issued within the State. Accordingly, the volume limitations would
not apply to bonds issued for traditional public activities (e.g., to
finance schools and roads).

Each State’s volume limitation would be set at $150 for each resi-
dent of the State, as determined according to the most recent
census estimates. The limitation would be reduced to $100 per
capita after 1986 to reflect the sunset for small issue IDBs in that
year. Rules would be provided for allocation of the limitation
among State and local issuers.

Exceptions

IDBs issued to finance multifamily residential rental property
would be exempt from the volume limitation. Bonds issued to bene-
fit organizations exempt from tax under section 501(c)3) likewise
would be exempt from the limitation.

Cost recovery deductions for IDB-financed property

The Administration proposal would repeal three of the four
present law exceptions to the rule requiring straight-line cost re-
covery deductions (over ACRS periods) for IDB-financed property.
Only multifamily residential rental property would be permitted to
continue to receive full accelerated cost recovery deductions.

Limitation on acquisition of land or existing facilities

The Administration proposal would eliminate the use of IDBs to
purchase land or existing facilities in some cases. Interest on bonds
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would be tax-exempt only if no more than 25 percent of the bond
proceeds were used for the purchase of land, other than farmland.
A separate exception would permit IDB financing for certain farms
and ranches where no more than $250,000 of IDB financing per
user was outstanding and the beneficiaries of the bonds were first-
time farmers or ranchers.

Tax-exempt bonds could be used to acquire an existing facility
only if an amount of the bond proceeds equal to at least 15 percent
of the cost of acquiring a building and equipment were used to re-
habilitate the building and equipment.

Federally guaranteed bonds

The Administration proposal would deny tax exemption for obli-
gations guaranteed, directly or indirectly, by the Federal govern-
ment, including bonds issued in connection with Federal deposit in-
surance. Exceptions would be provided for certain housing pro-
grams and for student loan guarantees.

Non-Internal Revenue Code exemptions

Bonds issued pursuant to tax exemptions provided outside of the
Internal Revenue Code generally would be required to meet the re-
quirements of the tax-exempt bond provisions of the Code, includ-
ing the restrictions applicable to industrial development bonds. The
Code rules on arbitrage would be effective for bonds issued by U.S.
possessions after December 20, 1983.

Arbitrage

Rules similar to the arbitrage rules applicable to mortage subsi-
dy bonds before expiration of the tax-exemption for those bonds on
December 31, 1983, would be extended to private activity bonds.
These rules would apply to student loan bonds after 1984.

Other IDB provisions

Small issue IDBs would be allowed only to the extent that not
more than $40 million in IDB financing was outstanding for each
beneficiary of the small issue.

The volume and capital expenditure limits applicable to small
issue IDBs would be applied to an entire project rather than to in-
dividual users (as under present law). The term project would be
defined to include single buildings; shopping malls; and strips of of-
fices, stores, warehouses, or residences using substantial common
facilities.

The use of IDBs to finance airplanes, liquor stores, sky boxes,
and gambling establishments would be prohibited.

Prior Action

The Administration proposal is similar to a committee amend-
ment to H.R. 4170, as reported by the Committee on Ways and
Means on November 16, 1983. The House of Representatives has
not yet considered that bill.

An alternative proposal to limit the tax benefits available to IDB
financed property is among the items to be included in the draft
legislation to be prepared by February 15, 1984, for Finance Com-
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mittee consideration pursuant to the Committee’s resolution of No-
vember 18, 1983.

4. Tax Shelter, Accounting and Corporate Tax Reform Provisions

a. Tax shelter provisions
i. Partnership allocations
(1) Partnership allocations and distributions

Present Law

Partnership organization and syndication costs generally must be
capitalized. If, instead of the partnership paying a fee for such serv-
ices, the organizer is made a partner, allocation of a share of part-
nership income to him plus an equivalent distribution of cash may
be used to defeat the capitalization requirement. Other payments
to a partner that would be required to be capitalized if made to a
nonpartner may similarly avoid the capitalization requirement if
they are characterized as an allocation of income and an equiva-
lent distribution.

In general, if the payment of organization or syndication costs is
a guaranteed payment, it is required to be capitalized. Guaranteed
payments are presently defined to include only payments made
without regard to partnership income. Court cases have held that
an allocation of partnership gross income is not a guaranteed pay-
ment.

Administration Proposal

Under the proposal, if a direct payment by the partnership for
property or services would be chargeable to capital, distributions to
a partner for such property or services would be treated the same
as those made in a transaction between the partnership and one
who is not a partner. Thus, those amounts would have to be cap-
italized. In addition, certain arrangements whereby a partner con-
tributes property to a partnership and receives a contemporaneous
distribution in respect thereof will be treated as a sale among part-
ners or as a part sale/part contribution to the partnership.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

(2) Retroactive allocations

Present Law

Items of partnership taxable income attributable to that portion
of the partnership’s taxable year preceding a partner’s entry into
the partnership generally may not be retroactively allocated to
him. However, deductible expenses incurred prior to a new part-
ner’s entry into a partnership can be assigned to a new partner by
the partnership’s use of the cash method of accounting and defer-
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ring payment of the expenses until after the new partner’s entry.
Taxpayers may also manipulate allocation of deductions by the use
of tiered partnerships.

Administration Proposal

Under the proposal, retroactive allocations of partnership tax-
able income and loss would be prevented in the case of a cash basis
partnership and a tiered arrangement.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

(3) Property contributed to a partnership
Present Law

Property can be contributed to a partnership and the gain or loss
from its sale, or the depreciation or depletion generated by it, shift-
ed between the partners arguably without regard to the standards
that govern allocations of partnership operating income or loss gen-
erally (such as substantial economic effect). Thus, the built-in loss
on contributed property may be permitted to be shifted from the
contributing partner to the other partners. In addition, any depre-
ciation or depletion from the property may be permitted to be allo-
cated to the partners regardless of their real economic interest in
the partnership.

The character of property contributed to a partnership generally
depends on the relationship of the property to the partnership busi-
ness. Thus, assets that were ordinary income assets (inventory and
unrealized receivables) in the hands of a partner can become capi-
tal assets in the hands of a partnership. Likewise, taxpayers have
argued that capital assets with built-in losses can be contributed to
a dealer partnership, with the result that the losses are converted
into ordinary losses, which can then be specially allocated to the
partner.

Administration Proposal

Under the proposal, the rules relating to the allocation of depre-
ciation, depletion, gains and losses on contributed property would
be changed. Under these rules, any built-in gain or loss from a sale
of the property would have to be allocated to the contributing part-
ner. Depreciation and depletion would be allocated to the contrib-
uting partner and the other partners in proportion to their inter-
ests in the partnership. Thus, the elective rule in present law to
allocate gain or loss and depreciation and depletion so as to take
account of pre-contribution appreciation or depreciation in the
property would be made mandatory, with certain minor modifica-
tions.

Built-in losses on contributed capital assets would retain their
character as capital losses for five years. Property that was inven-
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tory in the hands of a contributing taxpayer would retain its char-
acter as ordinary income property for five years in the hands of the
partnership. Gain from unrealized receivables contributed by a
partner would constitute ordinary income to the partnership.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

ii. Like-kind exchanges
Present Lew

As a general rule, tax-free like-kind exchange treatment is not
available for exchanges of investment assets such as stock, certifi-
cates of trust or beneficial interests, or other securities. However,
case law permits an exchange of a partnership interest in one part-
nership for a partnership interest in another partnership to be
made tax-free under certain circumstances (Gulfstream Land and
Development Co., 71 T.C. 587 (1979)). Thus, for example, interests in
a burned out tax shelter can escape recapture in some circum-
stances if they can be exchanged tax-free for an interest in another
partnership.

Also, case law appears to permit tax-free deferred like-kind ex-
changes if completed within five years. Thus, for example, an
owner of property can transfer it in exchange for the right to desig-
nate a piece of like-kind property to be given for his property. If
the property is received within five years the like-kind rules might
apply. (Starker v. United States, 602 F.2d 1341 (9th Cir. 1979)).

Administration Proposal

Under the proposal, tax-free like-kind exchange treatment would
be unavailable for exchanges of partnership interests in different
partnerships.

In addition, gain would be recognized generally on like-kind ex-
changes that were not completed within 90 days after the date the
taxpayer transferred the property that he relinquished in the ex-
change.

The proposal would apply to exchanges made pursuant to trans-
fers made after the date of enactment.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.
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iii. Charitable contributions

Present Law

(1) Percentage limitation.—Under present law, contributions of
cash or ordinary-income property by an individual to public chari-
ties or to private operating foundations are deductible up to 50 per-
cent of the donor’s adjusted gross income.

(2) Carryover.—Contributions exceeding the applicable percentage
limitation may be carried forward five years, except that generally
no carryover is allowed for excess contributions to private nonoper-
ating foundations.

(3) Appreciated capital-gain property.—Under present law, a con-
tribution of a capital asset held by the donor for more than one
year prior to the donation (capital-gain property) made to public
charities or to private operating foundations is deductible at the
asset’s full fair market value at the time of the contribution, sub-
ject to a percentage limitation (30 percent of the donor’s adjusted
gross income) for all such contributions of capital-gain property.
However, in the case of an otherwise qualifying gift of tangible per-
sonal property the use of which by the donee is unrelated to its
exempt functions, the amount deductible equals the property’s fair
market value less 40 percent of the amount by which that value
exceeds the donor’s basis in the property. The deduction for gifts of
ordinary-income property (such as inventory) generally is limited to
the donor’s basis in the property.

(4) Overvaluation penalty.—Present law imposes a penalty on un-
derstatements of tax that are attributable to overvaluations of
property, including overstated deductions for contributions of prop-
erty. The penalty does not apply with respect to property that has
been held by the taxpayer for more than five years.

Administration Proposal

(1) Percentage limitation.—The proposal would increase, from 50
percent to 60 percent of the donor’s adjusted gross income, the limi-
tation on the deduction for contributions of cash or ordinary-
income property by an individual to public charities or to private
operating foundations.

(2) Carryover.—Under the proposal, the carryover of charitable
contributions exceeding the applicable percentage limitation would
be extended from five years to 15 years, and also would be made
applicable to excess contributions to private nonoperating founda-
tions.

(3) Appreciated capital-gain property.—Under the proposal, if the
donor had not held the donated property for more than three
years, the amount deductible for a charitable contribution of prop-
erty (including capital-gain property) generally would be limited to
the donor’s cost for the property. However, in the case of a capital
asset which is readily tradable on an established securities market,
the full fair market value would be deductible where the donor had
held the donated property for more than one year, as under
present law. Contributions of property held for more than three
years also would be deductible as under present law.
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(4) Overvaluation penalty.—The proposal would apply the
overvaluation penalty to all overvaluations of property without
regard to the length of time the donor had held the property.

Prior Action

A similar provision is among the items to be included in draft
legislation to be prepared by February 15, 1984, for Senate Finance
Committee consideration pursuant to the committee’s resolution of
November 18, 1983.

iv. Market discount

Present Law

Any gain realized on the sale or redemption of a bond that is at-
tributable to the difference between the redemption price and the
current market price of bonds, to the extent it consists of market
discount rather than original issue discount, generally results in
capital gain if the bond is issued by a corporation or governmental
unit and is held for more than one year. Capital gain treatment is
available even if the bond appreciates in value solely because of
the passage of time rather than changes in prevailing interest
rates. This enables taxpayers to make leveraged purchases of
market discount bonds, claiming current deductions for interest on
the amount borrowed and long-term capital gain when the bond is
sold or redeemed.

Administration Prop

Under the proposal, gain on the sale or exchange of a debt in-
strument reflecting accrued market discount would be taxed as in-
terest income on the disposition of the instrument. This proposal
would apply to obligations issued after the date of enactment. The
proposal would not apply to tax-exempt obligations.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

b. Accounting reforms
i, Deferred payments
Present Law

Where there is a sale or exchange of property and a portion of
the purchase price is to be paid more than one year after the date
of the sale, the parties must specify a minimum (safe harbor) rate
of interest to be paid by the buyer; otherwise, under section 483, in-
terest will be imputed to the transaction at a rate specified by reg-
ulation. The safe harbor rate (currently 9 percent) is expressed in
terms of simple interest. The imputed interest rate—the rate im-
puted to a transaction for which a rate less than the safe harbor
rate has been specified by the parties—is a compound rate, applied
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on a semiannual basis. Both the safe harbor and imputed interest
rates provided by regulation are single, fixed rates; they do not
vary according to the length of time over which deferred payments
are made or the maturity of the deferred payment obligation. The
use of a simple interest test rate has led to numerous tax shelter
transactions in which the interest component of deferred payments
is understated and ACRS and ITC are overstated, sometimes sub-
stantially.

When interest is imputed under section 483, a portion of each de-
ferred payment is characterized as interest. The allocation between
interest and principal is made solely on the basis of the relative
amounts of the payments, without regard to the time that has
elapsed since the sale. The seller-lender and the buyer-borrower
must account for interest payments using the pro rata method of
reporting income or claiming a deduction, as the case may be. This
may allow the purchaser in a deferred payment transaction to
claim interest deductions sooner than could be claimed if interest
were accrued on a constant interest basis.

Sections 1232A and 163 require that holders and issuers of cer-
tain obligations containing original issue discount (OID) accrue in-
terest income or expense on a constant interest rate basis over the
life of the obligation, regardless of the method of tax accounting
normally used. These provisions, however, do not apply to any obli-
gation issued by an individual, or (with respect to the holder) which
is not a capital asset in the hands of the holder. Further, sections
1232A and 163 do not apply to obligations issued for property
unless either the obligation or the property received in exchange
for it is publicly traded. Failure to require that both parties to a
transaction accrue interest on constant interest basis may lead to
substantial tax shelter advantages.

Administration Proposal

Under the Administration proposal, section 483 would be revised
so that interest rates would differ depending on the maturity of the
obligation (e.g., short, medium, and long-term), and be adjusted
every six months. Further, the safe-harbor interest computations
would be made on a compound interest basis. The proposal also
provides that imputed interest would be taken into account under
the periodic inclusion rules of section 1232A (and the corresponding
rule for deductions in sec. 163(e)). The maximum test rate for real
estate transactions between related parties under present law
would be retained. The exception to section 483 for sales of ordi-
nary income property would be repealed.

The scope of the OID rules would be expanded to include the
purchase or use of property or services for discount obligations
where neither the property or services nor the obligations are pub-
licly traded. In these cases, the amount of OID would be deter-
mined by reference to the interest rates under section 483. The cap-
ital asset limitation and the natural person exceptions to section
1232A would be repealed.

Exceptions to the expanded OID rules would be provided for
transactions such as sales of farms by individuals or closely held
businesses, sales of principal residences, and sales involving pay-
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ments of $250,000 or less. For these excepted transactions, deduc-
tions for discount interest would not be allowed and discount
income would not be recognized prior to the time of payment.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

ii. Prep ts of exp

Present Law

Under the cash method of accounting, deductions are allowed for
expenditures in the year paid. Current deductions may not be
claimed by an accrual method taxpayer when the expenditure pro-
duces an asset having a useful life that extends substantially
beyond the close of the taxable year. Tax shelter transactions,
nonetheless, have frequently employed year-end payments for ex-
penses allocable to future time periods. Prepaid interest is treated
as paid in the period to which it is allocable (i.e., cash basis taxpay-
ers report interest as if they were on the accrual method). Under
the accrual method of accounting, some taxpayers argue that cer-
tain other prepayments, such as a nonrefundable prepayment, may
be deducted currently even though such prepayments may be allo-
cable to future periods.

Administration Proposal

The Administration proposal would provide that syndicates,
other than those engaged in farming, would not be allowed any de-
duction for prepaid expenses prior to the period to which the ex-
penses are allocable. This rule would apply to prepayments by both
cash and accrual method taxpayers. The definition of a syndicate
wﬁ(luld be similar to the definition of a farming syndicate in section

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

iii. Interest-free loans
Present Law

Low interest and interest-free loans are currently being used to
avoid long-standing tax rules that require shareholders to include
dividends in income, disallow assignments of income to family
members through short-term trusts, and prohibit deductions of in-
terest for certain tax-free or tax-sheltered investments. The proper
tax treatment of such loans has been the subject of extensive litiga-
tion without a comprehensive resolution of the issues.
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Administration Proposal

Low interest and interest-free loans would be recharacterized as
two arms-length transactions. Under this approach, the parties to a
low-interest or interest-free loan would be treated as if:

(1) The lender made a loan to the debtor in exchange for a note
requiring the payment of interest at a safe harbor rate;

(2) The lender (A) made a gift subject to the gift tax (in the case
of a transaction between family members), or (B) paid a dividend
includible in income (in the case of a transaction between a corpo-
ration and a shareholder) or compensation includible in income (in
the case of a transaction between an employer and an employee or
independent contractor) to fund the payment by the debtor of the
interest on the loan; and

(3) The debtor paid interest on the loan at a safe harbor rate re-
sulting in income to the lender and a deduction to the debtor.

Appropriate de minimis exceptions would be provided. In the
case of a loan between family members, these exceptions would
provide that low-interest and interest-free loans of less than
$100,000 in the aggregate to a family member generally would be
free of tax consequences unless the debtor has more than a de min-
imis amount of passive investment income. In a services-related
context, a $10,000 cumulative de minimis amount would be pro-
vided. In addition, low interest insurance policy loans, bank depos-
its and other similar non-tax motivated commercial arrangements,
loans made by sellers of property in a transaction governed by sec-
tion 483, and loans bearing at least a specified minimum interest
rate, would not be affected by the proposal.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

iv. Related party tr tions

Present Law

An accrual basis taxpayer is denied a deduction for certain ac-
crued expenses owed to a related cash basis taxpayer unless the ex-
pense is paid within 2% months after the close of the taxable year
in which the expense is accrued. Partners and partnerships, and
controlled corporations, are generally not treated as related for this
purpose. Thus, deductions may be allowed without a corresponding
inclusion in income for transactions between related persons. This
mismatching of income and deductions has been used frequently to
form the basis for tax shelter partnerships.

Administration Proposal

Related taxpayers subject to this provision would be required to
defer the deduction for the accrued amount until the amount is
paid.

30-154 O—B4—5
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The definition of related party would be expanded to include
partners and partnerships. The provisions also would be extended
to controlled corporations.

Prior Action

In 1983, the House Ways and Means Committee reported a simi-
lar provision as part of H.R. 4170. A similar provision is among the
items to be included in the draft legislation to be prepared by Feb-
ruary 15, 1984 for Finance Committee consideration pursuant to
the Committee’s resolution of November 18, 1983.

v. LIFO conformity

Present Law

The “Last-In-First Out” (LIFO) method of inventory accounting
may not be used for tax purposes unless it is also used in reporting
to shareholders, partners, other proprietors, beneficiaries, or for
credit purposes. This rule is intended to prevent businesses from
taking inconsistent positions for tax and book purposes as to the
method of inventory accounting that most clearly reflects income—
the LIFO method, which tends to minimize income in an inflation-
ary environment, for tax purposes, and the “FIFO” (First-In-First-
Out) method, which tends to maximize income in such an environ-
ment, for financial accounting purposes.

An issue has arisen as to whether a parent company is subject to
the LIFO conformity rules when the inventory is held by a subsidi-
ary company. Under the Insilco case, when a subsidiary company
reports to its shareholder which is a parent-holding company on a
LIFO basis, the holding company may restate those inventories to a
basis other than LIFO when reporting to its shareholders.

Administration Proposal

The LIFO election of subsidiaries conformity rule would be ap-
plied to a controlled group of corporations. Thus, the conformity
rules would no longer be avoided through the creation of subsidiar-
ies or holding companies. The proposal would not affect the limited
exceptions to the conformity rule provided under present law (for
example, for parent companies located in countries where the use
of LIFO is not permitted).

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984 for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

vi. Premature accruals
Present Law

Under the accrual method, deductions are allowed (1) when all
events have occurred which establish the fact of the liability giving
rise to the deduction, and (2) the amount can be determined with
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reasonable accuracy (the “all-events test”). There is nothing in cur-
rent law that specifically requires that an accrual method taxpayer
have a current liability to pay an expense before it can be deduct-
ed. Thus, large expenditures that accrue today but that will not be
paid for many years arguably are nevertheless deductible at full
face value.

Permitting a deduction for an expense which is to be paid in the
future overstates the expense to the extent the actual expense ex-
ceeds the present value. In the case of an expenditure that will not
be paid for many years, allowing a current deduction will in effect
result in the Federal Government having the entire burden of the
expenditure due to the time-value of money.

Administration Proposal

The Administration proposal would clarify the “all events” test
to provide that no deduction would be allowed until economic per-
formance occurs. For example, a deduction would be permitted
when services are performed, when use of property occurs and, in
the case of workmen’s compensation or similar liability, when the
liability is satisfied. An exception to this rule would be provided for
cases in which economic performance will occur within one year
after the end of the taxpayer’s taxable year. Exceptions to this rule
would be made for transactions to which other sections apply, for
example, for the deduction allowable under section 166 (relating to
bad debts).

Under the proposal, the net operating loss carryback rules would
be amended to allow losses to be carried back to the year in which
the obligation generating the loss arose.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984 for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

vii, Estimated taxes
Present Law

Under present law, an individual who fails to pay an installment
of estimated income tax on or before the due date generally is sub-
ject to a penalty at the rate established for interest (under sec.
6621). The penalty is computed by applying the interest rate to the
amount of the underpayment of the installment for the period of
the underpayment. The amount of the underpayment is the differ-
ence between the payments (including withholding) made on or
before the due date of each installment and 80 percent of the total
tax shown on the return for the year divided by the number of in-
stallments that should have been made. A number of exceptions to
the underpayment penalty apply. Estimated tax payments of the
alternative minimum tax are not required.
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Administration Proposal

Estimated tax payments of the alternative minimum tax would
be required, under the same rules as are currently applicable to
the estimated income payments of the regular income tax.

Prior Action

In 1983, the House Ways and Means Committee reported a simi-
lar provision as part of H.R. 4170. An identical provision was re-
ported by the Senate Finance Committee in its budget reconcili-
ation proposals, reported to the Senate floor as S. 2062.

viii. Straddles and other securities transactions
(1) Corporations formed to straddle
Present Law

Taxpayers may attempt to avoid the tax straddle rules by form-
ing corporations to take positions in personal property to offset
their own. Such taxpayers may seek to deduct losses despite unre-
cognized gains in the hands of the corporation—gains that offset
the taxpayers’ losses. Typically, the corporations involved are for-
eign, so as to defer U.S. tax on the gains.

Administration Proposal

The Administration proposal would treat stock ownership in a
corporation formed or availed of to take positions in personal prop-
erty that offset positions taken by shareholders as a position for
the purposes of the straddle rules. This treatment would prevent a
taxpayer from recognizing losses when the taxpayer uses a corpora-
tion for straddling purposes. .

Prior Action

The Administration proposal is substantially similar to section
- 806 of H.R. 4170, the Tax Reform Act of 1983, which the House
Committee on Ways and Means reported on October 20, 1983. The
full House has not yet considered that bill. The proposal is also
substantially similar to one provision of section 111 of S. 2062, the
Omnibus Reconciliation Act of 1983, which the Senate Committee
on the Budget reported on November 4, 1983 (reconciliation propos-
al submitted by the Senate Committee on Finance). The full Senate
has not yet considered that bill.

(2) Offshore commodity funds

Present Law

Some taxpayers contend that a foreign corporation that is widely
held by U.S. persons may establish a subsidiary to invest in U.S.
commodities markets without any of the parties incurring U.S. tax.
They argue that the accumulated earnings tax does not apply to
dividends that the subsidiary pays its foreign parent on the ground
that those dividends have neither a U.S. source nor a U.S. business
connection. They also contend that when the U.S. shareholders
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eventually dispose of their shares in the foreign corporation they
will be subject to tax at only the capital gain rate.

Administration Proposal

The Administration proposal would in certain cases apply the ac-
cumulated earnings tax to earnings from U.S. investments, even
after those earnings pass through foreign corporate solution as
dividends or interest. It would also generally treat gains of U.S.
shareholders from investments in foreign corporations investing di-
rectly or indirectly in U.S. commodity markets as ordinary income.

Prior Action

The Administration proposal is substantially similar to sections
804 and 805 of H.R. 4170, the proposed Tax Reform Act of 1983,
which the House Committee on Ways and Means reported on Octo-
ber 20, 1983. The full House has not yet considered that bill. The
proposal is also substantially similar to sections 113 and 114 of S.
2062, the proposed Omnibus Reconciliation Act of 1983, which the
Senate Committee on the Budget reported on November 4, 1983
(reconciliation proposal submitted by the Senate Committee on Fi-
nance). The full Senate has not yet considered that bill.

(3) Exchange-traded stock options

Present Law

Exchange-traded stock options, as well as stock, are excluded
from the provisions of present law requiring deferral of losses and
other limitations with respect to straddles. Because of this exemp-
tion, straddles in stock options are extensively used to defer the
taxation of gain from unrelated transactions. Offsetting positions
are entered, one of which results in a loss and the other an offset-
ting gain. The loss position is closed and replaced with a similar
position to protect the offsetting gain, and the straddle as reconsti-
tuted is carried into the following year while the loss is used to
shelter unrelated income from current taxation.

Administration Proposal

The proposal would subject exchange-traded stock options, and
stock to the extent that it is offset by a stock option, to the loss
deferral and other straddle rules of present law. The holding period
of stock would not include any period for which the taxpayer has
granted an in-the-money option to buy the stock. An option to buy
is in the money to the extent the price at which it may be exer-
cised is below the stock’s value. An exemption would be provided
for a taxpayer granting an option to buy stock which the taxpayer
owns, where the option is not deep in the money as defined (a cov-
ered call option).

Prior Action

The proposal to eliminate the exemption from the straddle rules
for exchange-traded options and stock offset by such options is sub-
stantially the same as the provision in section 111 of S. 2062, the



34

Omnibus Reconciliation Act of 1983, which the Senate Committee
on the Budget reported on November 4, 1983.

(4) New options products
Present Law

Trading in options on regulated futures contracts (RFCs) com-
menced after the mark-to-market rules applicable to RFCs was
adopted. Uncertainty as to the tax status of these new options can
result in the Government being whipsawed. Those taxpayers with
gains in their contracts may exercise them, acquiring an RFC posi-
tion that is closed out at the favorable rates applicable to RFCs (a
maximum tax rate of 32 percent for individual taxpayers). Taxpay-
ers with losses can terminate the option through a closing transac-
tion or allowing it to lapse, resulting in a claimed short-term capi-
tal loss.

Certain options based on indices, such as options on stock indices,
are settled only in cash and it is not wholly clear that they are sub-
ject to the treatment applicable to options to buy or to sell proper-
ty. Because of this uncertainty, taxpayers may claim ordinary loss
and capital gain treatment with respect to these options.

Administration Proposal

Gain or loss would be recognized when a commodity option is ex-
ercised and the basis of the RFC position resulting from the exer-
cise would be appropriately adjusted to reflect such gain or loss.
Capital gain or loss from exercise of a commodity option would not
be taxed under the special tax rate system applicable to RFCs.

The tax rules applicable to options would be amended to clarify
that they apply to cash settlement options.

Prior Action

The proposal, as to commodity options, differs from the provision
contained in section 112 of S. 2062, the Omnibus Reconciliation Act
of 1983, which the Senate Committee on the Budget reported on
November 4, 1983 (reconciliation proposal submitted by the Senate
Committee on Finance). That provision would include options on
RFCs within the definition of RFCs and tax them under the mark-to-
market and tax rate system applicable to those contracts. The
proposal as to cash settlement options is substantially similar to the
proposal contained in section 112 of the Omnibus Reconciliation Act.

(5) Market makers in options

Present Law

Market makers and other professional options traders may defer
substantial amounts of income through straddles in options. Be-
cause of the large volume of transactions, it may be difficult to
identify offsetting positions and apply the loss deferral rules of
present law to professional options traders. Professional traders in
any event are exempt from such rules to the extent their opticns
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are entered into to hedge other positions in the normal course of
business.

Administration Proposal

Under the proposal, gains and losses of professional options trad-
ers would be taxed under a mark-to-market system of accounting
as if the taxpayer’s options were closed at the end of the taxable
year at their fair market value. The basis of options carried into
the next year would be appropriately adjusted. The proposal would
apply to all exchange-traded option positions of a professional op-
tions trader and to all options, whether held or written in the ordi-
nary course of business or for investment. Those option positions
entered into in the ordinary course of business would result in ordi-
nary income or loss and those held for investment would result in
capital gain or loss.

c. Corporate reforms
i. Dividends
(1) Leveraged stock investments
Present Law

Generally, a corporate shareholder may deduct at least 85 per-
cent of the dividends it receives. Furthermore, interest paid or ac-
crued on money borrowed by a corporation is generally fully de-
ductible, even if the money was borrowed to buy dividend-paying
stock. As a result of these rules, a corporation can borrow money to
buy dividend-paying stock, deduct the interest, and also deduct 85
percent of the dividends received on that stock.

Administration Proposal

The deduction for interest paid or incurred would be appropriate-
ly limited where, but for the investment in the stock, the indebted-
ness would not have been incurred. The interest disallowed gener-
ally would be the amount of the dividends received deduction
claimed for dividends received on the leveraged stock. The proposal
would not apply with respect to dividends received from an 80-per-
cent owned subsidiary. The preposal would apply to leveraged stock
investments after the date of enactment. Appropriate transition
rules would be provided for transactions in progress.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

(2) Short sale transactions
Present Law

A short sale is a transaction in which an investor borrows stock
(or other property), sells the stock and at a later date buys stock to



36

repay the loan. The short seller profits if the stock declines in
value between the time he sells the stock short and the time he
acquires stock to repay the loan; he loses if the stock appreciates in
that period. Gain or loss (usually short-term capital gain or loss in
character) is measured by the difference between the amount re-
ceived and the amount later paid to buy stock to return to the
lender to close the short sale. As part of the transaction the tax-
payer will be obligated to pay the lender an amount equal to any
dividends paid on the stock in the period between the borrowing
and the return. Amounts paid by the taxpayer to the lender in lieu
of such dividends are deductible against ordinary income by the
taxpayer (Rev. Rul. 62-42, 1962-1 C.B. 133).

As a result of these rules, a taxpayer can create short-term capi-
tal gain and an ordinary deduction in a transaction which has es-
sentially no economic consequences. For example, a taxpayer bor-
rows stock and sells it for $100. The stock then pays a $20 dividend,
which is received by the buyer of the stock. The short seller, how-
ever, must also pay $20 to the lender of the stock in lieu of the
dividend. The short seller then buys similar stock for $80 and deliv-
ers it to the lender. If the taxpayer had an otherwise unusable cap-
ital loss (capital losses are deductible only to a limited extent
against ordinary income), the taxpayer could enter into such a
transaction offsetting the capital loss with the gain on the short-
sale and generating an ordinary deduction usable against the tax-
payer’s other income.

Administration Proposal

Payments in lieu of dividends (other than certain extraordinary
dividends) would not be deductible against ordinary income unless
the short sale is held open for at least 16 days. No deduction would
be allowed for payments in lieu of extraordinary dividends (as de-
scribed in proposal (3) below) unless the short sale is held open for
at least 1 year and a day. The disallowed amounts paid to a lender
of stock in lieu of dividends would be treated as part of the short
seller’s basis in the stock acquired to close the short sale, reducing
the capital gain or increasing the capital loss on the short sale. A
short sale would be considered as open in applying the rule only
for periods during which the taxpayer is not protected against loss
on the short position by holding another position. Payments in con-
nection with short sales that are not capitalized under the proposal
would be treated as interest for purposes of the rules of present
law limiting the deduction of investment interest and disallowing
interest on debt incurred to purchase or carry tax-exempt obliga-
tions.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.
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(3) Extraordinary dividend

Present Law

Dividends received by a corporation generally have no effect on
its basis in the stock of the distributing corporation. As a result, a
corporation can buy stock for $100, receive a $15 extraordinary
dividend on it, and then after satisfying a 15-day (90-day for certain
preferred stock dividends) holding period requirement, sell the
stock for $85. While some portion (generally 15 percent) of the $15
dividend will be taxed as ordinary income to the recipient corpora-
tion, the transaction, which has no economic consequences, will
also generate $15 of short-term capital loss on the sale of the stock.
This is an attractive transaction for corporations that have capital
gains which can be sheltered by the loss on the sale of stock.

Administration Proposal

If the shareholder corporation does not hold stock for more than
one year, the fair market value of extraordinary dividends (to the
extent not subject to tax) would reduce its basis in the stock. Ex-
traordinary dividends would include dividends received within any
90-day period with a fair market value equal to or greater than 10
percent (five percent in the case of preferred stock) of the taxpay-
er’s basis in the stock. Extraordinary dividends would also include
dividends received within any one-year period with a fair market
value equal to or greater than 20 percent of the taxpayer’s basis in
the stock (common or preferred). The 1-year holding period (as well
as the 15-day and 90-day periods under present law) would be limit-
ed to exclude any period during which the taxpayer is grantor of
an in-the-money option with respect to the stock, or any period
that the taxpayer’s risk of loss is substantially diminished because
of holding other positions. Furthermore, the shareholder corpora-
tion’s holding period for dividends of property could not exceed its
holding period for its stock in the distributing corporation.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

(4) Ordinary nonliquidating dividend
Present Law

Generally, a distribution of appreciated property by a corpora-
tion with respect to its stock is not a taxable event to the distribut-
ing corporation, except in certain redemptions.

Administration Proposal

Any ordinary, non-liquidating, distribution of appreciated proper-
ty would be taxable to the distributing corporation. Certain excep-
tions of present law (relating to, among other things, partial liqui-
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dations, carryover basis situations, and distributions of qualifying
stock) would remain.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

(5) Transfer of partnership interests by corporations

Present Law

When a partnership interest is sold, any gain is ordinary income
to the extent attributable to certain ordinary income items of the
partnership. When a corporation distributes property, or sells prop-
erty in the course of certain complete liquidations, recapture
income is taxed to the corporation while non-recapture gain attrib-
utable to appreciation in the transferred property goes unrecog-
nized. However, it has been argued that the recapture provisions
do not apply to the distribution or liquidating sale by a corporation
of an interest in a partnership that holds recapture property.

Thus, taxpayers have argued that to avoid recapture, a corpora-
tion may contribute recapture property to a partnership and dis-
tribute the partnership interest to its shareholders, or sell it in the
course of liquidation.

Administration Proposal

Corporate distributions and liquidating sales of partnership in-
terests would be treated as transfers of the distributing corpora-
tion’s allocable share of the partnership recapture items. Gain
would be recognized to the corporation to the same extent as if the
underlying partnership property were distributed or sold.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by Feburary 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

ii. Investment companies and mutual funds
(1) Accumulated earnings tax

Present Law

A corporation may deduct 85 percent of the dividends it receives
on portfolio stock investments. Furthermore, gain on the sale of
stock held by an individual for more than one year is generally
taxed as long-term capital gains at rates not in excess of 20 per-
cent.

As a result, an investment company can be set up to be widely
held by individual investors and to invest in dividend-paying
stocks. The investment company itself would pay no dividends.
Rather, its shareholders would hold the stock for at least a year
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and then sell it at a price that reflects dividends received and re-
tained by the company. Their gains would generally be long-term
capital gain, so individual shareholders would essentially be recog-
nizing dividend income at a tax rate substantially below 50 per-
cent. The companry can avoid being treated as a regulated invest-
ment company (or “RIC”) simply by not electing to be treated as a
RIC. (RIC treatment would result in tax exemption at the corporate
level but current taxation of the company’s income to the share-
holders—who would not, unless they were corporations, qualify for
the 85 percent dividend received deduction.) Furthermore, relying
on an interpretation of certain case law, the company may take the
position that it is not subject to the accumulated earnings tax be-
cause it is widely held. Even if the investment company is subject
to the accumulated earnings tax, it can substantially avoid tax by
taking its capital losses and capital gains in different years since
net capital losses, not deductible otherwise, are permitted as a de-
duction in computing the accumulated earning tax and can be used
to offset the investment company’s dividends that would otherwise
result in imposition of the tax.

7

Administration Prop

The accumulated earnings tax provisions would be amended to
make clear that the mere fact that a company (whether an invest-
ment company or an operating company) is widely held will not
exempt it from the accumulated earnings tax. In the above exam-
ple, the company would have to pay dividends to its shareholders
taxable at ordinary income rates or be subject to a penalty tax
under the accumulated earnings tax provisions. The deduction for
net capital losses in computing the tax would be denied to holding
or investment companies. The proposal would be effective for tax
years commencing after date of enactment.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

(2) Capital gain dividends from mutual funds
Present Law

Regulated Investment Companies (RICs) are generally not taxed
under present Law. If a RIC has a long-term capital gain, it can
distribute that gain to its shareholders. Such a distribution would
be treated as long-term capital gain to the shareholders. However,
if a shareholder held his RIC stock for less than 31 days, any loss
realized on the disposition of such stock would be treated as long-
term capital loss to the extent of any long-term capital gain distri-
bution to him. Thus, a taxpayer with short-term capital gains tax-
able at ordinary income rates can convert them into long-term
gains taxed at preferred rates by investing in a mutual fund short-
ly before it is due to pay a long-term capital gain dividend. For ex-
ample, a shareholder can buy RIC stock for $100, receive a long-
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term capital gain distribution of $10, and then sell the stock, 32
days after acquiring it, for $90. He would have $10 of long-term
capital gain and $10 of short-term capital loss. Similar rules apply
with respect to REITS.

2 Administration Proposal

All loss recognized on the sale or exchange by a shareholder of
RIC or REIT stock would be long-term to the extent of long-term
capital gain distributions to such shareholder with respect to such
stock unless the stock is held by the shareholder for over 6 months.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

iii. Collapsible corporations
Present Law

In general, a collapsible corporation is one formed or availed of
principally for the manufacture, construction, production, or pur-
chase of certain types of property with the view to the sale or ex-
change by the shareholders of their stock (or of the liquidation of
the corporation) before the realization by the corporation of a “sub-
stantial” part of the taxable income to be derived from such prop-
erty. If a stock in a collapsible corporation is sold, exchanged, or
the corporation is liquidated in whole or in part (i.e., collapsed), or
in the case of certain distributions, any gain recognized by any
shareholder in any such sale, exchange, liquidation, or distribution
which would other wise be long-term capital gain is considered or-
dinary income. .

Under court decisions, a corporation will have realized a “sub-
stantial” part of the taxable income to be derived from the proper-
ty if the corporation realizes as little as one-third of the taxable
income to be derived from the property. Present law also provides
an exception to collapsible corporation treatment (the ‘70/30”
rule). In general, under this rule, if 70 percent or less of a share-
holder’s total gain in a taxable year is attributable to collapsible
assets of the corporation, then none of the recognized gain in such
year is treated as ordinary income.

Administration Proposal

Under the Administration proposal, the substantial part require-
ment would be defined to be “two-thirds” of the taxable income to
be derived from the property.

Conforming changes will be made to the “70/30” rule to prevent
corporations from otherwise avoiding the collapsible corporation
provision.
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Prior Action

A similar proposal was reported by the Senate Finance Commit-
tee in its budget reconciliation proposal (section 109 of S. 2062, the
Omnibus Reconciliation Act of 1983, reported by the Senate Com-
mittee on the Budget, November 4, 1983). A similar, but more lim-
ited proposal, was included in H.R. 4170, the Tax Reform Act of
1983, reported by the House Committee on Ways and Means on Oc-
tober 21, 1983.

iv. Foreign transactions
(1) Transfers of certain assets to foreign corporations
Present Law

Certain transfers to a foreign corporation that would, under the
corporate reorganization provisions of the Code, obtain tax-free
treatment are taxable if the Internal Revenue Service rules that
they have as one of their principal purposes the avoidance of Fed-
eral income tax (sec. 367). Under IRS guidelines, transfers of prop-
erty used in the active conduct of a trade or business abroad are
generally not taxable. Under those guidelines, transfers of assets
containing built-in gain, such as inventory and accounts receivable,
are generally subject to tax.

Judicial interpretation of the principal purpose test has eroded
the ability of the IRS to administer section 367 (e.g., Dittler Bros. v.
Comm’r). Also, the IRS will generally rule that the transfer to a
foreign corporation of intangibles for use in connection with a for-
eign business is free of tax. Thus, the income from intangible prop-
erty transferred overseas, the development of which generated sig-
nificant U.S. deductions and credits, may escape U.S. taxation. The
IRS generally requires recapture of certain losses on incorporation
of a foreign branch by a U.S. person (Rev. Rul. 78-201).

Administration Proposal

The proposal would amend the rules governing transfers of prop-
erty abroad to provide that gain will be recognized, without regard
to purpose, upon the transfer of appreciated property to a foreign
corporation which is not for use in an active trade or business out-
side the United States. Certain transfers of assets containing built-
in gain, outlined in IRS ruling guidelines, would automatically be
subject to tax. Transfers of stock would be subject to the active
trade or business test. Also, transfers of intangibles for less than
full consideration would be subject to tax. Finally, the proposal
would codify the present IRS ruling policy on incorporations of for-
eign branches.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984 for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.
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(2) Controlled foreign corporations

Present Law

When a U.S. person who is a 10-percent shareholder of a con-
trolled foreign corporation sells or exchanges stock in a taxable
transaction, some of his gain may be taxed as ordinary income, not
as a capital gain (section 1248). The gain is ordinary (dividend)
income to the extent of post-1962 earnings and profits attributable
to such stock which were accumulated while the shareholder held
the stock.

Certain transactions, however, may circumvent these rules. For
instance, some have argued that where a controlled foreign corpo-
ration, that is wholly owned by a widely held U.S. corporation, ex-
changes its newly issued shares for shares of the U.S. corporation,
that transaction may not be treated as a sale or exchange by the
U.S. corporation under section 1248. If such a position were sus-
tained, the transaction could lead to permanent exemption from
U.S. corporate tax of earnings of the foreign corporation accumu-
lated prior to the exchange. It could also have the effect of causing
the foreign corporation to cease being a controlled foreign corpora-
tion for the future, thus insulating it from the anti-tax haven activ-
ity rules of the Code. Recently, in such a transaction, McDermott In-
porporated became the subsidiary of its former Panamanian subsid-
iary.

Administration Proposal

The proposal would treat certain exchanges by a controlled for- -
eign corporation of its newly issued stock for shares of the parent
corporation as sales or exchanges by the U.S. parent of stock in the
controlled foreign corporation. The proposal would apply only for
purposes of section 1248. Thus, the parent could be subject to tax
on some of the subsidiary’s deferred earnings at ordinary income
rates.

Prior Action

A similar provision is among the items to be included in the
draft legislation to be prepared by February 15, 1984, for Finance
Committee consideration pursuant to the Committee’s resolution of
November 18, 1983.

5. Institution of Withholding System—Gains Recognized by
Foreign Persons on the Sale of U.S. Real Property

Present Law

Under the Foreign Investment in Real Property Tax Act of 1980,
foreign persons who dispose of U.S. real property interests general-
ly are required to pay tax on any gain recognized on the disposi-
tion. The Act provides for enforcement of the tax on foreign per-
sons through a system of information reporting designed to identify
foreign owners of U.S. real property interests.
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Administration Proposal

The Administration proposal would allow replacement of the in-
formation reporting system with a withholding system. Generally,
the proposal would require withholding of a certain portion of the
sales price by a transferee of U.S. real estate, any agent of a trans-
feree, or any settlement officer or traunsferor’s agent (collectively
referred to as the withholding agent) where a U.S. real property in-
terest is acquired from a foreign person. Withholding generally
would be required only if the withholding agent knew (or had re-
ceived notice from the transferor or his agent) that the transferor
was a foreign person. The proposal would provide for exemptions
from withholding in certain cases including that in which the
transferee is to use the real property as his principal residence and
the purchase price is $200,000 or less.

Prior Action

The Administration proposal is the same as section 116 of S.
2062, the proposed Omnibus Reconciliation Act of 1983, which the
Senate Committee on the Budget reported on November 4, 1983
(reconciliation proposal submitted by the Senate Committee on Fi-
nance). The full Senate has not yet considered that bill. This pro-
posal’s provisions are similar to provisions that passed the Senate
in 1980, 1981, and 1982; in each instance, a House-Senate confer-
ence agreement did not adopt those provisions.



B. Revenue Reduction Items
1. Enterprise Zones
Present Law

Under present law, certain restrictions relating to industrial de-
velopment bonds and mortgage subsidy bonds are relaxed in
economically distressed areas. In addition, certain domestic corpo-
rations deriving income from Puerto Rico and possessions of the
United States are eligible for a tax credit that eliminates U.S. tax
on that income.

Administration Proposal

The Administration proposes that beginning in 1984 up to 25
small areas per year (not to exceed 75 in total) be designated “en-
terprise zones.” Effective January 1, 1985, the following tax incen-
tives would be available for economic activity in the zones: an ex-
emption from tax of capital gains on certain qualified property, a
tax credit for employees equal to 5 percent of the first $10,500 of
wages earned, a tax credit for employers equal to 10 percent of any
increases in their payrolls (up to $1,750 per employee), a separate
tax credit for employers of certain disadvantaged individuals equal
to 50 percent of the wages of such persons for the first three years
of employment (the percentage declines by 10 points in the fourth
year and each year thereafter), an increase of 50 percent in the
regular investment tax credit for investment in equipment, a 10-
percent investment tax credit for new construction and reconstruc-
tion of buildings, and continued availability of tax-exempt bond fi-
nancing beyond the 1986 sunset date for small issue bonds. These
incentives generally would remain fully in effect for 20 years and
would be phased out over the succeeding four years. (An enterprise
zone could be designated for a period of less than 20 years.)

Prior Action

The Administration proposed a similar provision as part of its
fiscal year 1984 budget. In May 1983, the Senate Committee on Fi-
nance approved an amendment, similar to the Administration pro-
posal, which was included in the Finance Committee amendment
to H.R. 2973, as passed by the Senate on June 16, 1983. The Senate
amendment to H.R. 2973 relating to enterprise zone tax incentives
was deleted in conference on the bill.

(44)
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Also, the House Committee on Ways and Means held a hearing
on November 17, 1983, on the Administration proposal (contained
in H.R. 1955).1

2. Tuition Tax Credits
Present Law

Present law does not provide any tax credit or deduction for per-
sonal educational expenses. However, in certain circumstances, job-
related educational expenses may be deducted as ordinary and nec-
essary business expenses.

7

Administration Prop

The Administration proposal would provide a nonrefundable
income tax credit equal to 50 percent of certain tuition expenses
paid to private elementary and secondary schools for qualified de-
pendents of the taxpayer, subject to a dollar limitation. The credit
would apply to tuition payments made after July 31, 1984. The
maximum credit would be $100 in 1984, $200 in 1985, and $300 in
1986 and subsequent years. Additionally, the maximum credit
would be “phased down” for taxpayers with adjusted gross incomes
greater than $40,000, with no credit being allowed to a taxpayer
with an adjusted gross income in excess of $60,000.

No credit would be allowed for payments to any school that fol-
lows a racially discriminatory policy. A new declaratory judgment
procedure would be enacted under which the Attorney General
could bring action to determine whether a school follows a racially
discriminatory policy.

Prior Action

The Administration proposed a similar credit for tuition ex-
penses as part of its Fiscal Year 1984 budget.

The Senate Committee on Finance reported a bill, S. 528 (S. Rep.
98-154, June 20, 1983), containing provisions similar to the Admin-
istration proposal. In 1983, the Senate considered, but did not
adopt, the provisions of S. 528 as an amendment in the nature of a
substitute to H.J. Res. 290.

3. Education Savings Accounts
Present Law

Under present law, there is no specific provision that permits de-
ductions for amounts contributed by an individual to a trust to pay
education expenses of the individual or a child of the individual or
for the exclusion of income from assets in such a trust. However,
certain types of “job-related” education expenses may be deducted
by an individual as ordinary and necessary business expenses.

! For a description of H.R. 1955, see Joint Committee on Taxation staff pamphlet, “Descrip-
tion of Bills (H.R. 1955, H.R. 1735, and H.R. 2375) Relating to Distressed Area Tax Incentives,”
JC8-58-83, Nov. 15, 1983,
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Administration Proposal

The Administration proposal would create a permanent tax ex-
clusion for all interest and dividends earned on amounts deposited
by parents in qualified education savings accounts, provided the de-
posits are used for eligible education expenses of their children. No
deductions would be permitted for contributions to the account. If
amounts are withdrawn from the account and not applied to eligi-
ble education expenses, the tax otherwise due on the earnings
would be recaptured and a penalty tax generally would be imposed.

In general, eligible education expenses would include tuition and
room and board incurred on behalf of a full-time student for post-
secondary education. However, amounts paid to schools that follow
a racially discriminatory policy would not be treated as eligible ex-
penses. Certain reporting obligations would be imposed on the fi-
nancial institutions maintaining the accounts and the colleges or
universities receiving withdrawals from such accounts.

Deposits to these accounts would be subject to a number of limi-
tations. First, under the proposal, the maximum annual contribu-
tion to a qualified education savings account would be $1,000 per
child. However, the $1,000 limit would be reduced by 5 percent of
the amount by which the taxpayer’s adjusted gross income exceeds
$40,000. Thus, no contribution could be made by a taxpayer whose
adjusted gross income exceeds $60,000. Second, no contribution
could be made on behalf of a child over the age of 18, and in no
case could an account be maintained after the beginning of the tax-
able year in which a child attains age 26.

Prior Action

A substantially similar proposal was included in the Administra-
tion’s 1984 budget.

4. Women’s Equity Provisions

a. Increase in spousal IRA limit

Present Law

An individual generally is entitled to deduct from gross income
the amount contributed to an individual retirement account or an-
nuity (IRA) for a taxable year, not in excess of the lesser of $2,000
or 100 percent of compensation. If deductible contributions are
made (1) to an individual’s IRA and (2) to an IRA for the noncom-
pensated spouse of the individual, then the annual deduction limit
on the couple’s joint return is increased to $2,250 (or 100 percent of
the individual’s compensation, if less), but no more than $2,000
may be deducted for a contribution to the IRA of either spouse.

Administration Proposal

The proposal would provide that, for purposes of the IRA deduc-
tion limits, the compensation of an individual is the sum of (1) the
individual’s compensation and (2) the compensation of the individ-
ual’s spouse, reduced by the deductible IRA contributions made by
the individual’s spouse. Under the proposal, for example, if one
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spouse has compensation of at least $4,000 and the other spouse
has no compensation for a year, each spouse could contribute up to
$2,000 to IRAs and the couple would be entitled to an IRA deduc-
tion of $4,000 on a joint return for the year.

Prior Action

A Dill (S. 888) containing a provision substantially similar to the
Administration’s proposal was included in hearings before the
Senate Finance Committee on June 20-21, 1983,2 but was not for-
mally considered by the Committee prior to adjournment. Several
bills (H.R. 2984, H.R. 3266, H.R. 3307, and H.R. 3309) containing
provisions substantially similar to the Administration’s proposal
were included in hearings before the Ways and Means Committee
on October 25-26, 1983,3 but were not formally considered by the
Committee prior to adjournment.

b. IRA deduction limit—alimony as compensation

Present Law

An individual generally is entitled to deduct from gross income
the amount contributed to an individual retirement account or an-
nuity (IRA) for a taxable year, not in excess of the lesser of $2,000
or 100 percent of compensation. Under present law, in limited
cases, alimony received by a divorced spouse can be taken into ac-
count under the IRA deduction limits. If the requirements of the
Code are met, then the IRA deduction limit is not less than the
lesser of (1) $1,125 or (2) the sum of the individual’s compensation
and certain alimony includible in the individual’s gross income for
the year. Alimony taken into account under this rule does not
reduce the IRA deduction limit of the individual paying the ali-
mony.

Administration Proposal

The proposal would expand the IRA deduction rules so that ali-
mony generally would be treated as compensation of the recipient.
As under present law, alimony taken into account under this rule
would not reduce the IRA deduction limit of the individual paying
the alimony.

Prior Action

A bill (S. 888) containing a provision substantially similar to the
Administration’s proposal was included in hearings before the
Senate Finance Committee on June 20-21, 1983,4 but was not for-
mally considered by the Committee prior to adjournment. Two bills
(H.R. 2090 and H.R. 2099) containing provisions substantially simi-
lar to the Administration’s proposal were included in hearings

2 For a description of S. 888, see Joint Committee on Taxation staff pamphlet, “Description of
S. 19 (Retirement Equity Act of 1983) and S. 888 (Economic Equity Act of 1983)," JCS-26-83,
June 16, 1983.

3 For a description of the provisions of these bills, see Joint Committee on Taxation staff pam-
phlet, “Description of Bills Relating to Economic Equality in Various Tax, Pension, and Related
Federal Laws,” JCS-50-83, Oct. 21, 1983.

4 See footnote 2, supra.
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before the Ways and Means Committee on October 25-26, 1983,%
but were not formally considered by the Committee prior to ad-
journment.

c. Nonprofit dependent care facilities—tax exempt status
Present Law

Under present law, organizations that are organized and operat-
ed exclusively for religious, charitable, scientific, testing for public
safety, literary, or educational purposes and that meet certain
other requirements are exempt from Federal income tax. The In-
ternal Revenue Service generally takes the position that an organi-
zation that is organized and operated exclusively to provide care to
children in order to allow a parent of a child to be gainfully em-
ployed is not an educational organization because its principal ac-
tivity is not to provide education to children, but to provide day
care facilities for the benefit of the parents.

Administration Proposal

The proposal would provide that a dependent care organization is
organized for educational purposes and, therefore, may be tax
exempt if (1) the organization is organized and operated to provide
nonresidential dependent care of individuals, (2) substantially all of
the dependent care is provided by the organization to enable indi-
viduals to be gainfully employed, and (3) the services provided by
the organization are available to the general public.

Prior Action

A Dill (S. 888) containing a provision substantially similar to the
Administration’s proposal was included in hearings before the
Senate Finance Committee on June 20-21, 1983, but was not for-
mally considered by the Committee prior to adjournment. Several
bills (HR. 1603, H.R. 1991, and H.R. 2090) containing provisions
substantially similar to the Administration’s proposal were includ-
ed in hearings before the Ways and Means Committee on October
25-26, 1983,7 but were not formally considered by the Committee
prior to adjournment.

d. Increase in dependent care tax credit

Present Law

Present law provides a nonrefundable tax credit for a portion of
employment-related dependent care expenses paid by an individual
who maintains a household that includes one or more qualifying
individuals. The maximum credit is equal to 30 percent of employ-
ment-related expenses (up to a maximum of $2,400, if there is one
qualifying individual, and $4,800, if there are two or more qualify-
ing individuals) of individuals with $10,000 or less of adjusted gross
income. Accordingly, the maximum credit is $720 if there is one

5 See footnote 3, supra.
¢ See footnote 2, supra.
7 See footnote 3, supra.
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qualifying individual or $1,440 if there are two or more qualifying
individuals. The maximum 30-percent credit rate is reduced (but
not below 20 percent) by one percentage point for each $2,000 (or
fraction thereof) of adjusted gross income above $10,000.

Administration Prop

The proposal would increase the rate of the credit for employ-
ment-related dependent care expenses to 40 percent for an individ-
ual with adjusted gross income of less than $11,000. This percent-
age would decrease as income increases, so that the rate of the
credit would be zero for individuals with adjusted gross income of
$60,000 or more.

5. Tax Exemption for U.S. Military and Civilian Government
Personnel Killed in Action Overseas

Present Law

Under present law, the Federal income tax does not apply to the
income of military personnel who die while serving in a combat
zone, or as a result of wounds, disease, or injury incurred while
serving in a combat zone, for the year of death and for any prior
year ending on or after the first day of service in a combat zone.
Similar tax treatment was provided for any members of the crew of
the U.S.S. Pueblo who died while being illegally detained by the
Democratic People’s Republic of Korea, and for any American hos-
tage held captive in Iran who died as a result of injury or disease
or physical or mental disability incurred or aggravated while in
captive status.

Administration Proposal

Under the Administration proposal, the Federal income tax
would not apply to the income of any active member of the U.S.
Armed Forces or any civilian employee of the U.S. Government
who dies as a result of wounds or injury incurred (after 1979) out-
side the United States in a terroristic or military action, for tax-
able years beginning with the year before the year in which the
injuries occurred, and ending with the year of death.

The term terroristic or military action would be defined to mean
any terroristic activity directed against the United States or any of
its allies, or any military action (not including training exercises)
involving U.S. Armed Forces and resulting from violence or aggres-
sion against the United States or any of its allies (or the threat of
such violence or aggression). The term allies of the United States
would include any multinational force in which the United States
is participating.

Prior Action

In 1983, the House Committee on Ways and Means approved a
similar provision to be included in a committee amendment to H.R.
4170 as reported by the committee. A similar provision is among
the items to be included in draft legislation to be prepared by Feb-
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ruary 15, 1984, for Senate Finance Committee consideration pursu-
ant to the committee’s resolution of November 18, 1983.

6. Extension of Expiring Provisions

a. Extension of the credit for research and experimental expendi-
tures

Present Law
General rule

The Economic Recovery Tax Act of 1981 enacted an income tax
credit for certain qualified research expenditures incurred in carry-
ing on a trade or business. The credit applies only to the extent
that the taxpayer’s qualified research expenditures for the taxable
year exceed the average amount of yearly qualified research ex-
penditures in the specified base period (generally, the preceding
three taxable years). The rate of the credit is 25 percent of the in-
cremental research expenditure amount.

Under present law, the credit will not apply to research expendi-
tures after December 31, 1985.

Qualifying expenditures

A taxpayer’s research expenditures eligible for the incremental
credit consist of (1) “in-house” expenditures by the taxpayer for re-
search wages and supplies used in research, plus certain amounts
paid for research use of laboratory equipment, computers, or other
personal property; (2) 65 percent of amounts paid by the taxpayer
for contract research conducted on the taxpayer’s behalf; and (3) if
the taxpayer is a corporation, 65 percent of the taxpayer’s expendi-
tures (including grants or contributions) pursuant to a written re-
search agreement for basic research to be performed by universi-
ties or certain scientific research organizations.

The definition of research for purposes of the credit is the same
as that used for purposes of the special deduction rules in Code sec-
tion 174, but subject to certain exclusions. Treasury regulations
under section 174 define research to mean “research and develop-
ment costs in the experimental or laboratory sense.” This includes
generally “all such costs incident to the development of an experi-
mental or pilot model, a plant process, a product, a formula, an in-
vention, or similar property,” and also the costs of obtaining a
patent on such property.

The present section 174 regulations provide that qualifying re-
search expenditures do not include expenditures “such as those for
the ordinary testing or inspection of materials or products for qual-
ity control or those for efficiency surveys, management studies,
consumer surveys, advertising, or promotions.” Also, the section
174 deduction is not available for the costs of acquiring another
person’s patent, model, production, or process or to research ex-
penditures incurred in connection with literary, historical, or simi-
lar projects.
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Administration Proposal

The Administration proposal would extend for three years (i.e.,
for expenditures through December 31, 1988) the credit for in-
creased research expenditures. In addition, the definition of re-
search expenditures would be modified so that only qualifying ex-
penditures incurred in the development of new or significantly im-
proved products or processes would be eligible for the credit.

Prior Action

In 1983, the Senate Finance Subcommittee on Taxation and Debt
Management held a hearing on legislation (S. 738, S. 1194, and S.
1195) which would make permanent, and modify in certain re-
spects, the credit for increased research expenditures.®

b. Extension of moratorium on application of existing research
and experimental allocation regulations

Present Law

All taxable income has either a U.S. source or a foreign source.
The foreign tax credit can offset tax on foreign-source taxable
income, but not on U.S.-source taxable income. A shift in the
source of income from foreign to U.S. may increase U.S. tax by re-
ducing the foreign taxes that a taxpayer may credit. In determin-
ing foreign-source taxable income, taxpayers must divide expenses
between gross foreign-source income and gross U.S.-source income
(Code secs. 861-863). Detailed rules for allocating and apportioning
research and other expenses are set forth in Treasury regulations
under Code section 861. Under these regulations, some of a taxpay-
er’s research expenses may reduce its foreign-source income.

In the Economic Recovery Tax Act of 1981 (ERTA), the Congress
directed the Treasury Department to study the impact of its section
861 regulations on research activities conducted in the United
States and on the availability of the foreign tax credit. Pending
action on the study, the Congress provided that for a taxpayer’s
first two taxable years beginning after the date of enactment of
ERTA (August 13, 1981), all expenditures for research activities
conducted in the United States would reduce U.S.-source income.

Administration Proposal

The Administration proposal would provide a two-year extension
of the rule which allocates to U.S. sources all research expendi-
tures attributable to activities conducted in the United States.

Prior Action

On June 14, 1983, the Secretary of the Treasury submitted the
report required by ERTA on the impact of the section 1.861-8 regu-
lations on domestic research and development. The report recom-
mended that the moratorium on this regulation be continued for
two additional years.

® For a description of these bills, see Joint Committee on Taxation pamphlet, “Description of
Tax Bills (S. 654, S. 738, S. 1147, S. 1194, and S. 1195),” JCS-18-83, May 26, 1983.
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The Subcommittee on Oversight of the House Committee on
Ways and Means held hearings on the subject on October 26 and
November 3, 1983.° On November 9, 1983, the Oversight Subcom-
mittee issued a report concerning the allocation of research ex-
penditures between U.S. and foreign income. That report recom-
mended a five-year extension of ERTA’s temporary allocation
solely to U.S. sources, and suggested further Treasury study of that
temporary allocation and of the desirability of limiting tax-free
transfers of intangibles to foreign corporations. The Committee on
Ways and Means has not acted on that recommendation.

c. Extension of targeted jobs tax credit
Present Law

The targeted jobs tax credit, which applies to wages paid to eligi-
ble individuals who begin work for the employer before January 1,
1985, is available on an elective basis for hiring individuals from
one or more of 9 target groups. The target groups are (1) vocational
rehabilitation referrals; (2) economically disadvantaged youths aged
18 through 24, (3) economically disadvantaged Vietnam-era veter-
ans; (4) Supplemental Security Income (SSI) recipients; (5) general
assistance recipients; (6) economically disadvantaged cooperative
education students aged 16 through 19; (7) economically disadvan-
taged former convicts; (8) AFDC recipients and WIN registrants;
and (9) disadvantaged youths aged 16 or 17 for summer employ-
ment.

The credit generally is equal to 50 percent of the first $6,000 of
qualified first-year wages and 25 percent of qualified second-year
wages paid to a member of a targeted group. Thus, the maximum
credit is $3,000 per individual in the first year of employment and
$1,500 per individual in the second year of employment. With re-
spect to summer youth employment, however, the credit is 85 per-
cent of up to $3,000 of wages, for a maximum credit of $2,550. The
e}rlnploygr’s deduction for wages must be reduced by the amount of
the credit.

Administration Proposal

The credit would be extended to apply to eligible individuals who
begin work for the employer before January 1, 1986.

d. Extension of payment-in-kind (PIK) program
Present Law

The Department of Agriculture conducted a program for the
1983 crop year under which payments in kind were made to pro-
ducers who withdrew land from production of wheat, corn, grain
sorghum, cotton, and rice. This program has been extended for the
1984 crop year for wheat only.

The Payment-in-Kind Tax Act of 1983 provided that commodities
received under the 1983 PIK program are treated as if they were

9 See Joint Committee on Taxation pamphlet, “Background and Issues Relating to Research
and Experimentation Expense Source Allocation Rules,” JCS-49-83, Oct. 20, 1983.
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grown on the land withdrawn from production under the PIK pro-
gram, and that such land is treated as if used in an active farming
operation. These provisions also apply to wheat that would have
been planted in 1983 and harvested in 1984, but for participation in
a 1984 PIK program.

Administration Proposal

The Administration proposal would extend the special tax rules
enacted for the 1983 PIK program to spring wheat that would have
been both planted and harvested in 1984, but for participation in
the 1984 wheat PIK program.

Prior Action

A similar provision to the Administration proposal is included in
a committee amendment to H.R. 4170 as reported by the Commit-
tee on Ways and Means during the First Session of the 98th Con-
ﬁress. The House of Representatives has not yet considered that
ill.

7. Taxation of Life Insurance Companies and Products

Present Law
Corporate tax

Under present law, a life insurance company is taxed on the
lesser of its taxable investment income or its gain from operations.
If a company’s gain from operations exceeds its taxable investment
income, the company is taxed on 50 percent of the excess. The tax
with respect to the other half of the excess is deferred. That half
(along with amounts deducted for nonparticipating contracts, and
accident and health and group life insurance contracts) is added to
a deferred tax account (policyholders’ surplus account) and, subject
to certain limitations, is taxed only when distributed to sharehold-
ers of a stock company. Thus, a life insurance company must com-
pute its gain (or loss) from operations and its taxable investment
income. The computation of gain from operations begins with the
company’s total income including the company’s share of invest-
ment yield, net capital gain, premiums and other considerations,
decreases in insurance reserves, and all other amounts. From this
total, a life insurance company is allowed deductions. These gener-
ally include the usual deductions available to taxpayers for busi-
ness or investment expenses, and operations loss deduction, and
certain deductions unique to the insurance business such as for
payments of claims and death benefits, for increases in reserves (to
the extent not funded out of the policyholders’ share of investment
income), and for certain payments under assumption reinsurance.
All life insurance companies are also permitted to claim a small
business deduction. Finally, there are three special deductions for
policyholder dividends, nonparticipating contracts, and accident
and health and group life insurance contracts, which are subject to
limitations. Unlike the deduction for policyholder dividends, the
other two special deductions do not reflect actual cash expenditures
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by the company or even the commitment of funds to a reserve re-
quired under State law.

Life insurance products

Generally, present law does not tax a policyholder on the invest-
ment earnings of a life insurance or annuity contract unless that
income is withdrawn from the contract. There is no generally ap-
plicable definition of a life insurance contract under present law.

Withdrawals (including loans) from a deferred annuity contract
prior to age 59% generally are subject to a penalty equal to 5 per-
cent of the income withdrawn. An exception is provided for with-
drawals of income attributable to investments made at least 10
years prior to the withdrawal.

Interest on loans from life insurance contracts generally is de-
ductible by the policyholder unless the debt is incurred to purchase
or carry a single premium contract or carry a life insurance con-
tract.

The value of up to $50,000 of group-term life insurance coverage
provided to an employee on a nondiscriminatory basis is excluded
from the employee’s income under present law. The $50,000 limita-
tion and nondiscrimination rules do not apply to coverage for a re-
tired employee.

Administration Proposal

Corporate tax

The Administration proposes that, starting in 1984, life insur-
ance companies be taxed under a single-phase system, on their life
insurance company taxable (LICTD). Generally, LICTI is a life in-
surance company’s gross income reduced by (1) deductions that are
generally the same as those available to other taxpayers; (2) deduc-
tions for reserves computed using Federally prescribed methods; (3)
a small company deduction equal to 60 percent of the first $3 mil-
lion of tentative LICTI (phasing out at $15 million), and (4) a spe-
cial life insurance company deduction equal to 20 percent of tenta-
tive LICTI (after any small company deduction). The policyholder
dividend and reserve deductions of a mutual life insurance compa-
ny would be reduced to reflect an amount earned for the policy-
holders as owners of the company. Under the proposal, the 50-per-
cent deferral, the reserve revaluations, and the present-law special
deductions for nonparticipating contracts and accident and health
and group life insurance contracts would be eliminated.

Life insurance products

The Administration also proposes a comprehensive tax definition
of life insurance contracts. Under this proposal, the earnings on
certain investment-oriented policies would no longer qualify for the
deferral available under present law.

With respect to annuities, the proposal would repeal the 10-year
investment exception to the 5-percent penalty on premature with-
drawals from annuity contracts. In addition, when an annuity
holder dies prior to annuitization, the proposal would impose limi-
tations on the period following death over which deferral of the an-
nuity income could continue.
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The Administration proposes a strengthening of the limitations
on policyholder loan deductions.

Finally, the Administration proposes extending the $50,000 limi-
tation on, and the nondiscrimination rules for, the group-term life
insurance exclusion to retired employees.

Prior Action

A substantially similar proposal was reported by the House Com-
mittee on Ways and Means in the first session of the 98th Congress
(H.R. 4170 as reported; H. Rep. No. 98-432, October 21, 1982), but
has not been considered by the House. S. 1992, which contains life
insurance provisions identical to those in H.R. 4170, is pending
before the Senate Committee on Finance. Hearings on the policy-
holder provisions of the Senate bill were held on January 31, 1984.
The current legislative proposals respond to the need for legislation
brought about by the expiration at the end of 1983 of temporary
life insurance tax provisions enacted in 1982. On December 20,
1983, the Treasury announced that during 1984 and prior to Con-
gressional action on the definition of life insurance, no new rulings
or technical advices will be issued on the definition of life insur-
ance.

The Administration proposals differ from H.R. 4170 and S. 1992
in three significant ways. First, the Administration proposes a 20-
percent special life insurance company deduction rather than the
25-percent deduction provided for in the bills. Second, the Adminis-
tration does not propose a rule requiring the income on deferred
annuities to be taxed to the decedent immediately at death. Third,
the Administration proposes somewhat stronger limits on deduc-
tions of interest on policyholder loans than those in H.R. 4170 and

. 1992,



C. Other Revenue Items
1. Replacement of DISC System of Tax Deferral

Present Law

Present law provides a system of tax deferral for Domestic Inter-
national Sales Corporations (DISC) and their shareholders. A DISC
is typically a domestic subsidiary of a U.S. company engaged in ex-
porting. The income attributable to exports may be apportioned be-
tween the parent and the DISC using special pricing rules instead
of the arm’s-length method. The shareholders of the DISC are
taxed when profits are distributed or deemed distributed. Each
year a portion of the DISC’s income is deemed distributed; tax on
the remaining income is deferred until the income is actually dis-
tributed. To qualify as a DISC at least 95 percent of the corpora-
tion’s assets must be export-related and at least 95 percent of the
receipts must be from exports.

Several countries have alleged that DISC is an export subsidy
that violates the General Agreement on Tariffs and Trade (GATT).

Administration Proposal

The Administration proposal would provide for the establishment
of foreign sales corporations (FSCs) which typically would be for-
eign incorporated subsidiaries of U.S. parent corporations engaged
in exporting. To qualify as a FSC, a corporation would have to be
organized under the laws of a jurisdiction outside the U.S. customs
area and meet certain foreign presence requirements.

The tax rules of the proposal would apply to the export income of
a FSC if it were managed outside the United States and if some
economic processes of the transaction took place outside the United
States. In addition, the proposal would apply to the export income
of a small FSC attributable to up to $2,500,000 of export receipts
whether or not its management or economic processes were for-
eign.

Under administrative pricing rules, the FSC generally would
earn the greater of 23 percent of the taxable income that it and its
related party derive from an export transaction or 1.83 percent of
the gross receipts from the transaction.

The proposal would exempt a portion of the export income of a
FSC from U.S. tax. If a transaction were subject to one of the ad-
ministrative transfer pricing rules, this exempt portion would be
17/23 of the FSC’s income from the transaction. The rest of export
income (including generally 6/23 of the FSC’s income) would be
subject to U.S. tax. Dividends from export income paid by a FSC to
a U.S. corporate shareholder would be tax-exempt at the corporate
shareholder level.

(56)
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The prosposal would provide tax deferral under the present DISC
rules for up to $10 million of export receipts but would require
those companies to pay interest on the deferred tax. Also, income
from trade receivables of a related party would be passive income
subject to the anti-incorporated pocketbook and anti-tax haven
rules. In addition, the proposal would treat accumulated DISC
income as having been previously taxed, so that tax on those
amounts would be forgiven.

Prior Action

The proposal was recommended by the Administration in 1983
and was introduced in 1983 in the Senate as S. 1804 and in the
House as H.R. 3810

The Senate Finance Committee held a hearing on the proposal
on November 18, 1983.19 A second hearing is scheduled for Febru-
ary 3, 1984.

2. Trust for Investments in Mortgages

Present Law

Under present law, a grantor trust is an arrangement under
which legal title to property is transferred to a trustee with the
transferor retaining certain powers over, or interests in, the trust.
As a result of these retained powers or interests, the grantor is
treated for Federal tax purposes as the owner of the property.
Thus, income, deductions, and credits of the grantor trust are at-
frib\llhed directly to the grantor and no tax is imposed at the entity
evel.

Arrangements have been made for the sale of mortgages in the
secondary mortgage market through the sale of interests in pools
of mortgages. Under many of these arrangements, mortgages are
transferred to a trust with interests in the trust offered to inves-
tors. Under present law, the IRS takes the position that a mortgage
pool only qualifies as a grantor trust for tax purposes and is not
subject to an entity level tax, if the trustee has no power to vary
the investments of the trust such as by reinvestment of regular in-
stallments of interest or early recoveries of principal or interest. In
addition, there is uncertainty whether the beneficial interests in a
trust can differ as to amount as well as to kind.

Other entities such as partnerships, S corporations, and real
estate investment trusts can also be used as conduits for Federal
tax purposes and can hold assets for investors without being sub-
ject to an entity level tax. Restrictions on the use of these entities,
however, make them generally less advantageous for purposes of
holding mortgages and issuing securities to investors.

At the present time, the secondary market is dominated by three
agencies with ties to the Federal government; the Federal National
Mortgage Association (FNMA), the Federal Home Loan Mortgage
Corporation (FHLMC), and the Government National Mortgage As-
sociation (GNMA).

19 For a_detailed description of the provisions of S. 1804, see Joint Committee on Taxation
staff pamphlet, “Replacement of Domestic International Sales Corporations (DISCs): Description
of S. 1804 (Foreign Sales Corporation Act),” JCS-61-83, Nov. 17, 1983.
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Administration Proposal

A “trust for investment in mortgages” (TIM) would be a corpora-
tion or trust that would hold mortgages and issue securities to in-
vestors. A TIM would be a pass-through entity: the shareholders of
a TIM would be taxed on its income and no tax generally would be
levied on the TIM. A TIM would be able to issue more than one
class of transferable shares. Further, the trustees of a TIM would
have certain discretion to manage the TIM’s assets. Under the pro-
posal, FNMA, FHLMC and GNMA would be denied direct or indi-
rect access to TIMs.

Prior Action

On November 4, 1983, the Finance Committee held a public hear-
ing on S. 1822,!1 a similar proposal introduced by Senators Garn
and Tower.

3. Cafeteria Plans

Present Law

Under a cafeteria plan that meets the requirements of section
125, an employee may be given a-choice of cash, taxable benefits
(e.g., vacation days, group-term life insurance in excess of $50,000),
and nontaxable benefits (e.g., group-term life insurance up to
$50,000, group legal services, accident and health benefits). Em-
ployer contributions under such a plan are excluded from an em-
plloyee’s gross income to the extent that nontaxable benefits are
elected.

Administration Proposal

The proposal would provide that a cafeteria plan may offer em-
ployees choices only among cash or those fringe benefits (other
than scholarships or fellowships, educational assistance, and van-
pooling) that are excludable from gross income under a specific sec-
tion of the Internal Revenue Code.

Under the proposal, group-term life insurance that is includible
in gross income only because the amount of the insurance exceeds
$50,000 would be treated as a nontaxable benefit. Similarly, vaca-
tion days that cannot be cashed out in a later year would be treat-
ed as a nontaxable benefit.

Prior Action

Title V of H.R. 4170, reported by the House Ways and Means
Committee on October 20, 1983, contains a provision substantially
similar to the Administration’s proposal. The full House has not
yet considered that bill.

*1For a description of S. 1822, see Joint Committee on Taxation staff pamphlet, “Description
of S. 1822 (Relating to Trusts for Investments in Mortgages),” JCS-55-83, Nov. 3, 1983.



D. Treasury Tax Structure Study
Administration Study

The Treasury Department has been directed by the President to
conduct a tax structure study during 1984, and to develop a com-
prehensive plan to reform and simplify the entire Federal Tax
Code so that all taxpayers are treated more fairly. Objectives of the
tax reform include improved compliance and a broader tax base so
that tax rates can be lowered. A set of specific recommendations
based on the study and consistent with these objectives is to be pre-
sented to the President in December 1984.
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IV. TREASURY’S ESTIMATED REVENUE EFFECTS OF
ADMINISTRATION’S REVENUE PROPOSALS

Fiscal Years, 1985-87
[Billions of dollars}

Item 1985 1986 1987 1985-87

A. Revenue increases:
1. Health insurance cap.. -
2. Tax-exempt leasing .
3. Private purpose tax-exempt
bond: &
4. Tax shelter provisions
5. Accounting abuses... .
6. Corporate reforms... .
7. Institution of withholding
system—gains  recognized
by foreign person on the
sale of U.S. real property ....... 1 1) [©) o1

Total, revenue increases... 9.1 139 174 40.4

—
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B. Revenue reductions:
1. Enterprise zones . —4 —.8 -13
2. Tuition tax credits... “ —.8 —.6 -9 —-18
3. Education savings accounts... ®) =% | -3 -.5
4. Increase in spousal IRA
limit .. —8° -0 -8 -18
5. IRA deduction limit—
able alimony as compensa-

t.
6. Nonprofit dependent care
facilities—tax-exempt

status....ccoovemieicrce s 2) ) ® ®)
7. Increase in dependent care
tax credit.......coereroeruerrerieninns @ -1 -1 -3

8. Tax exemption for military
personnel killed in action
overseas

9. Extension of credit for re-
search and experimental ex-
penditures —4 =7 -11

10. Extension of moratorium
on application of existing
research and experimental
allocation regulations ............. -1 =1 -2
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Fiscal Years, 1985-87—Continued

[Billions of dollars]

Item 1985 1986 1987  1985-87
11. Extension of targeted job
tax credit......cocoevieinccininenenns -2 —4 —4 -9
12. Extension of payment-in-
kind Prografi. s ®) ) JEEra— ™)
13. Life insurance company
TARBLION covvomsuisssmsussssmssssasssatinans -8 -9 -10 —28
Total, revenue reductions.. —1.9 —38 —5.0 —10.6
C. Other items:
Replacement of DISC
system of tax deferral . “ ®) ®) A ()
2. Trusts for investment
mortgages (2) (2) (%) 2)
3. Cafeteria plans a ™) ™ ™) )
Total, other items .......c.cceeuce. 2 ® 1 Q)]
D. Additional items affecting
budget receipts 3 i 15 1.6 3.9
Grand total, all proposals ..... 7.8 116 141 33.5

1 Gain of less than $50,000,000.
2 Loss of less than $50,000,000.

“Qf these additional items, those having the most significant effect on budget
receipts are proposals to provide for changes in contributions to civil service
retirement and to extend Federal/State unemployment insurance coverage to

railroad retirement.

Note.—Details may not add to totals due to rounding.

Source: Estimates provided by the Office of the Secretary of the Treasury.



APPENDIX: ADDITIONAL REVENUE TABLES

Table A-1.—Budget Receipts by Source, Fiscal Years 1983-89 !

[Billions of dollars]

- 1983 o . Estimate
Hree actuil 1984 1985 1986 1987 1988 1989

Individual income taxes ....... 288.9 293.3 328.4 364.1 401.6 447.3 490.7
Corporation income taxes 37.0 66.6 76.5 87.9 97.9 103.9 107.9
Social insurance taxes and ¢ . 209.0 239.5 270.7 297.8 324.1 362.2 394.8
Excise taxes 35.3 38.2 38.4 34.1 33.4 33.9 34.5
Estate & gift taxes 6.1 59 5.6 5.1 4.6 43 417
Customs duties 8.7 9.1 94 9.6 9.9 10.3 111
Miscellaneous receipts 15.6 17.5 16.0 16.3 16.3 16.3 16.6

Total, budget receipts... 600.6 670.1 745.1 814.9 8817.8 978.3  1,060.3

1 Estimates assume adoption of administration’s revenue proposals.

Source: Budget of the United States, Fiscal Year 1985.
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Table A-2.—The Effect on Fiscal Year Receipts of the Economic Recovery Tax Act of 1981, 1982-89 1

{Millions of dollars]

Item 1982 1983 1984 1985 1986 1987 1988 1989
Individual income tax reductions:
General rate reductions. -25315 57,717 87,531  —99,543 = —112,439 127,277 143,496 —160,449
Top marginal rate...... —1,101 —2,179 —1,188 —845 —1,056 —1,320 —1,650 —2,063
Deduction for two-earner married couples .. —320 —3,122 —6,199 —6,633 —17,184 —8,074 —9,075 —10,164
Indexing. —5,073 —14,390 —25,447 —38,548 —52,860
Child and dependent care credit and de-
pendent care assistance exclusion... s —26 —-217 —260 —309 —375 —433 —484 —539
Charitable contributions deduction  for
noni —16 —122 —162 —498 —1,850 —2,939
Rollover and exclusion of gain from sale
of r —48 —105 —116 —127 —140 —154 —169 —186
Foreign earned inCome...........cccoeeereeireecnccencns —299 — 544 — 563 —618 —696 — 784 —872 ~998
Total, individual sossesisisisn_ — 2Tl 20 — 64,006 —96,019 —113,646 —138,130 —166,428 —194,204 227,259
Capital cost recovery provisions:
Accelerated cost recovery system. -9,596  —17,807  —26,117 35,121  —48, 669 —58,812 62, 472 —63,568
Used property limitation for ITC. —115 —T4 —85 —137 —195 —209 —243 —262
Other provision: —309 —43 —36 12 31 17 —45 —48
Total, capital cost recovery ...........cooeeeeee. —10,020 —17,924 —26,238 —35,246 —48,833 —59,004 —62,760 —63,878
Rehabilitation diture provisie —132 —208 —239 —302 —409 —579 —793 —1,039
Incentives for research and development:
Tax credit for research and experimenta-
tion. —576 —704 —1706 —420 —86 —30 —8
Other provision —120 —62 ooy "
Total, research and development —696 166 —706  —420 —86 —30 -8
Small business provisions:
Accumulated earnmgs credit and sub-
chapter S rules.. s ST T —18 —53 —63 —13 —85 —99 —101 —103
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Table A-2.—The Effect on Fiscal Year Receipts of the Economic Recovery Tax Act of 1981, 1982-89 1 —Continued
[Millions of dollars] ’

Item 1982 1983 1984 1985 1986 1987 1988 1989
LIFO inventory and small business ac-
counting —68 —184 —192 —145 —64 =12 —74 —80
Total, small business —86 —237 —255 —218 —149 =171 -175 183
Windfall profit tax and other energy provi-
sions —728 —515 —488 —474 —343 —289 —283 —275
Corporate rate reductions and other business
provisions:
Corporate tax rate reductions ..........ec.oecuennes -79 —258 —329 —413 —441 —461 —482 —497
Other provisi 165 —84 —14 74 163 206 233 254
Total, corporate rates and other busi-

ness —244 —342 343 —339 218 —255 —249 —243

Savings incentives provisions:

Keogh plans —56 —183 —201 —221 —243 —270
Extend IRA eligibility to qualified plan
partici s —2,286 —6,951 —1,763 —8,472 —9,099 —9,949
Increased IRA deduction for individuals
not participating in qualified plans. 232 —670 — 748 —818 —882 —967
Partial dividend and interest exclusion 407 —941 -2,919 —3271 —3,664 —4,102
Tax-exempt savings certificates.... —296
S —61 —618 -1,611 2,186 —2,383 —2,626 —2,865
Dividend reinvestment plans. —130 —365 —416 —449 —278 ) ) (2)

Total, savings incentives .......cc.ccocvvvvenins —2,593 —6,938 —8,523 —10,805 —14,095 —15,165 —16,514 —18,153
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Estate and gift provisi —114 —2411 —3,703 —4,941 —6,548 —8,124 —9,631 —10,514
Tax straddles 627 942 1,015 1,134 1,303 1,279 1,538 1,909
Administrative provisi 809 1,193 1,704 659 456 591 809 752
Miscell provisi —134 63 243 —81 —300 —308 —320 —343

Grand total, all revenue provisions......... —40,188 —91,079 —133,612 —164,965 —207,746 —248,539 —282,702 819,234

1 Does not show detail of fiscal year 1981 revenue effects, which totalled —$335 million.

2 Less than $5 million.
Source: U.S. Department of the Treasury.

99



Table A-3.—The Effect on Fiscal Year Receipts of the Tax Equity and Fiscal Responsibility Act of 1982, 1983-89 !
[Millions of dollars]

Item 1983 1984 1985 1986 1987 1988 1989
Individual provisions:
Individual minimum tax (® 686 788 892 979 1,074 1,251
Deductions for medical expenses . 268 1,773 1,729 1,901 2,089 2,296 2,523
Deductions for casualty losses .. (3 667 737 818 908 1,008 1,119

Total, individual....

Business provisions: :
Business tax preferences............c.cecevevrvennenes 381 534 584 588 626 684 743

268 3126 3254 3611 3976 4318 4,803

Basis adjustment for investment tax

credit 362 1,377 2,721 4,177 5,642 6,869 7,721
Limitation on investment tax credit ........... 152 259 213 178 164 151 177
ACRS 1,451 9,618 17,155 17,246 13,726
Construction period interest and taxes....... 555 1,179 1,206 1,084 820 538 409
Leasing 1,036 2,425 4,101 5,350 6,360 8,528 9,831
Foreign 0il and gas ........cccoccvevcerrmveerneennns 200 438 508 569 621 672 7217
Possessions and Virgin Island Corpora-

tions 233 492 526 586 654 728 810
Tax-exempt bonds..........cocccnrveveeirninnieceninee 36 284 579 809 1,155 1,636 1,955
Mergers and acquisitions 427 749 959 1,014 1,065 1,083 1,101
Accounting for long-term contracts . 882 2,235 2,635 2,390 2,559 2,741 2,936
Accelerated corporate payments.. 1,039 4,449 564 762 654 242 99
Original issue discount and strips .. 163 310 465 629 808 1,017 1,281

Total, business 5466 14,731 16,412 27,7564 38,873 42,035 41,517
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Compliance provisions:

Withholding on dividends and interest....... 134 2,888 3,143 3,483 3,848 4,157 4,506
Other compliance 1,382 2,282 3,322 4,319 4,751 5,056 5,432
Additional IRS personnel.........cccoceeeermrivencnne 2,100 2,400 2,400 1,300 B00. issieersasisissacnsroseesssassens
Total, complance .........ccocvevivereisciseasnnnins 3,616 7,570 8,865 9,102 9,199 9,213 9,938
Pension provisi 194 780 870 972 1,059 1,157 1,268
Insurance pr 2,003 2,148 2,773 3,064 3,397 3,766 4,175
m D 1, Yy + pr )
Independent contractors... —117 —107 79 —85 —-92 —97 —108
Federal unemployment tax.. 1,470 2,308 2,280 1,847 1,466 1,253 1,071
Extend medicare tax to Fed: ploy
ees 657 893 958 1,086 1,181 1,265 1,355
Lower unemployment insurance taxable
threshold 691 741 580 524 498 465 430
Total, employment tax.........cccccenevurureenees 2,701 3,835 3,739 3,372 3,053 2,886 2,748
Excise tax provisions:
Airport and airway taxes. 711 813 930 1,023 1,277 —939 —1,774
Cigarette tax increase... 1,197 1,829 1,859 —34 =18 s
Telephone tax increase. 564 987 1,452 658
Repeal TAPS adjustment . 49 23 16 19
Total, excise tax 2,521 3,652 4,257 1,666 1,264 —939 —1,774
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Table A-3.—The Effect on Fiscal Year Receipts of the Tax Equity and Fiscal Responsibility Act of 1982, 1983-

89 '—Continued

[Millions of dollars]

Item 1983 1984 1985 1986 1987 1988 1989
Extension of targeted jobs credit....................... —122 —370  —396 —182 —36 e
Other provisi —38 37 —34 —32 —30 —30 —30
Total revenue effect .............cccoccvverrvennunnns 16,609 35,435 39,740 49,237 60,665 62,463 62,735
Outlays: Computation of interest on refunds.... 649 636 443 379 374 361 351
Total budget effect of revenue provisions..... 17,258 36,071 40,183 49,706 61,039 62,824 63,086

I Does not show detail of fiscal year 1982 revenue effects, which totalled $4 million.

2 Less than $500,000.
Source: U.S. Department of Treasury.
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Table A-4.—The Effect on Fiscal Year Receipts of the Social Security Amendments of 1983, 1984-89

[Millions of dollars]

1984

1985

1986

1987

1988

1989

Prohibit State and local withdrawal. 87 311 564 818 1,107 1,418
Include all nonprofit institutions .. 1,435 2,398 2,896 3,366 3,920 4,505
Include new Federal employees e 64 181 346 556 765 971
Accelerate 1985 FICA/RRTA tax rate increase
to 1984:
Increase in rate 6,542 2,402 .......
Employee tax credit —3,311 —1,213
Total 3,231 1,189
Increase FICA/RRTA tax rate to 6.06 percent on
Jan. 1, 1988 10,963 15,921
Reductlon in income tax receipts assomabed with
increases in employer contributions .. .. —1,027 —418 —355 —413 —1,855 —2,238
Increase SECA tax rate:
Rate increase 1,427 4,257 4,237 4,555 5,068 5,950
Tax credit —829 —2,427 —2,198 —2,120 —2,232 —2,372
Total 598 1,830 2,039 2,435 2,836 3,578
Tax 50 percent of social security and tier 1
railroad benefits 980 3,303 3,919 4,661 5,634 6,557
Employment taxation of retirement arrange-
ments 133 224 273 329 396 476
Tax credit for the elderly and disabled 1 4 6 7 9 11
State and local government deposit schedule... 747 54 56 62 67 3
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Table A-4.—The Effect on Fiscal Year Receipts of the Social Security Amendments of 1983, 1984-89—Continued
[Millions of dollars]

1984 1985 1986 1987 1988 1989
Interest on unemployment compensation funds:
Unemployment trust fund taxes.......c.cccccoeuveune -4 —259 —461 —457 —358 —250
Interest ! —272 —230 167 186 151 84
Other provisions 22 31 33 35 37 40
Grand total 6,197 8,848 9,316 11,399 23,421 31,062

1The proposal is effective for 1983. The reduction in interest received in 1983 is $82 million.
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