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INTRODUCTION

Overview

This pamphlet, ^ prepared by the staff of the Joint Committee on
raxation, provides a description of the provisions of H.R. 4333 and
5. 2238 (The Technical Corrections Act of 1988), introduced on
Vlarch 31, 1988. H.R. 4333 was introduced by House Committee on
iVays and Means Chairman Rostenkowski and Congressman
Duncan; and S. 2238 was introduced by Senate Committee on Fi-

lance Chairman Bentsen and Senator Packwood.
The bills are divided into two titles: Title I provides technical

;orrections to the Tax Reform Act of 1986 ("Reform Act") (P.L. 99-

)14); and Title II provides technical corrections to other recently
jnacted tax legislation: the Superfund Revenue Act of 1986 (P.L.

)9-499), the Harbor Maintenance Revenue Act of 1986 (P.L. 99-

562), the Omnibus Budget Reconciliation Act of 1986 (P.L. 99-509),

ind the Omnibus Budget Reconciliation Act of 1987 (which in-

;ludes the Revenue Act of 1987, the Pension Protection Act, the
vaccine excise tax provisions, and Social Security Act amendments)
P.L. 100-203). Provisions in the bills for which no descriptions are
)rovided are clerical in nature or are transition rules.

The amendments made by the Technical Corrections Act of 1988
ire intended to correct, clarify, or conform various recently en-

icted tax provisions. Provisions in the bills are generally effective

IS if included in the original legislation, unless otherwise indicated.

legislative background

Technical corrections to the Tax Reform Act of 1986 and other
L986 tax legislation was introduced on June 10, 1987, as K.R. 2636
md S. 1350.2 As amended, these provisions were included as Sub-
itle B of Title X (Revenue Provisions) of the Omnibus Budget Rec-
mciliation Act of 1987 (H.R. 3545) ^ as passed by the House of Rep-
resentatives in October 1987. As further amended, the Senate Com-
nittee on Finance included technical corrections provisions in its

)udget reconciliation submission to the Senate Committee on the
budget in October 1987. The technical corrections provisions were
lot included in the Senate-passed amendment to H.R. 3545, nor
vere they included in the bill as enacted.

' This pamphlet may be cited as follows: Joint Committee on Taxation, Description of the
Technical Corrections Act of 1988 (H.R. 4333 and S. 2238) (JCS-10-88), March 31, 1988.

^ For a description of these bills as introduced, see Joint Committee on Taxation, Description
i the Technical Corrections Act of 1987 (H.R. 2636 and S. 1350) (JCS-15-87), June 15, 1987.

' See H. Rpt. No. 100-391, Part 2, October 26, 1987, pp. 1141-1507.
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TITLE I.—TECHNICAL CORRECTIONS TO THE TAX REFORM
ACT OF 1986

I. INDIVIDUAL INCOME TAX PROVISIONS (SEC. 101 OF THE BILL)

1. Rate of tax with respect to certain unclaimed cash (sec.

101(a)(1) of the bill, sec. 101 of the Reform Act, and sec. 6867
of the Code)

Present Law

If the IRS determines that the assessment or collection of tax
ivould be jeopardized by delay, the IRS may use expedited proce-

dures as specified in the Internal Revenue Code (sees. 6851 and
3861). For purposes of these expedited assessment and collection

procedures, special rules apply if an individual who is in possession

Df cash (or cash equivalents) in excess of $10,000 does not claim the
:ash either as his or as belonging to another identifiable person
svho acknowledges ownership (sec. 6867).

These rules provide that the cash is presumed to represent gross

income of a single individual and that the collection of tax will be
jeopardized by delay. Under present law, such income is taxable to

the possessor of the unclaimed cash at a 50-percent rate (sec.

3867(b)), i.e., the highest income t£ix rate imposed by Code section 1

as in effect immediately prior to the rate reductions made by the
(\ct.

Explanation of Provision

The bill provides that the rate of tax applicable with respect to

unclaimed amounts of cash described in section 6867 is the highest
income tax rate specified in Code section 1. This rate is 38.5 per-

cent for taxable years beginning in 1987 and 28 percent for subse-
[juent years.

2, Rate of accumulated earnings tax (sec. 101(a)(2) of the bill, sec.

101 of the Reform Act, and sec. 531 of the Code)

Present Law

The Act generally reduces the maximum rate of Federal income
t£ix on individuals to 28 percent, effective for taxable years begin-
ning after 1987. As a conforming amendment, the personal holding
company tax rate (sec. 541) also is reduced to 28 percent for taxable
y^ears beginning after 1987. However, the Act did not similarly
reduce the accumulated earnings tax rate (sec. 531), notwithstand-
ing that each of these additional corporate taxes is imposed to pre-

vent taxpayers from using a corporation to avoid income tax on the
corporation's shareholders.

(3)
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Explanation of Provision
\

The bill provides that the rate of the accumulated earnings tax is

28 percent, effective for taxable years of the corporation beginning

after December 31, 1987. This amendment shall not be treated as a

change in tax rates for purposes of Code section 15.

3. Phaseout of personal exemptions for married taxpayer filing

separate return (sec. 101(a)(3) of the bill, sec. 101 of the

Reform Act, and sec. Kg) of the Code)

Present Law

For taxable years beginning after December 31, 1987, the Act

phases out the benefits of the 15-percent rate bracket and the de-

duction for personal exemptions if the taxpayer's taxable income
exceeds a specified amount. In the case of a separate return filed

by a married taxpayer, the maximum amount of additional tax re-

sulting from the phaseout of the 15-percent bracket is determined

as if a joint return had been filed. This rule is intended to prevent

certain married taxpayers from avoiding the full effect of the

phaseout of the 15-percent bracket by filing separate returns. The
Act did not include a parallel provision with respect to phaseout of

the deduction for personal exemptions.

Explanation of Provision

The bill provides that, in the case of a married individual filing a

separate return, the maximum amount of additional income tax li-

ability resulting from the phaseout of the deduction for personal

exemptions is determined as if the taxpayer was allowed a personal

exemption for the taxpayer's spouse. This rule is intended to pre-

vent married taxpayers from avoiding the full effect of the phase-

out of personal exemptions by filing separate returns.

4. Standard deduction and filing requirement for elderly or blind

dependents (sees. 101(b)(l)-((2) of the bill, sec. 102 of the

Reform Act, and sees. 63(c)(5) and 6012(a) of the Code)

Present Law

The Act provides a standard deduction for individuals who do not

itemize. Elderly or blind taxpayers who do not itemize are allowed

an additional standard deduction amount above the basic standard
deduction allowed to all nonitemizers.

The additional standard deduction amount is $600 for an elderly

or blind individual who is married (whether filing jointly or sepa-

rately) or is a surviving spouse; the additional amount is $1,200 for

such an individual who is both elderly and blind. An additional

standard deduction amount of $750 is allowed for a head of house-

hold who is elderly or blind ($1,500, if both), or for a single individ-

ual (i.e., an unmarried individual other than a surviving spouse or

head of household) who is elderly or blind ($1,500, if both). Thus,

for example, for 1987 and 1988 a single elderly individual is enti-

tled to a basic standard deduction of $3,000 plus an additional

standard deduction of $750, for a total of $3,750.



Under the Act, the standard deduction for an individual who
may be claimed as a dependent on another taxpayer's return is

limited to the greater of $500 or the amount of the individual's

earned income (Code sec. 63(c)(5)). The filing threshold for such an
individual is the amount of standard deduction that is allowable
(sec. 6012(a)(lXC)).

Explanation of Provision

The bill modifies the standard deduction limitation imposed
under section 63(c)(5) on a taxpayer who may be claimed as a de-

pendent on the return of another taxpayer to apply only with re-

spect to the basic standard deduction; thus, the limitation does not
also apply with respect to the additional standard deduction
amount allowed to elderly or blind individuals.

Accordingly, an elderly or blind individual who may be claimed
as a dependent on another taxpayer's return may claim a basic

standard deduction up to the greater of $500 or the amount of

earned income, plus the additional standard deduction amount
(e.g., $600 for a married taxpayer). Since this additional standard
deduction amount is not limited by the amount of the dependent's
earned income, it may be applied against any remaining income
(earned or unearned) that has not been offset by the allowance of

the basic standard deduction as described above.
Section 6012(a)(l)(C)(i), which relates to the filing threshold for

certain individual taxpayers, is amended to conform to the modifi-

cation to section 63(c)(5). Thus, for example, an unmarried elderly

individual who may be claimed as a dependent on her daughter's
tax return was required to file a return for 1987 only if the elderly

individual either (1) had total gross income exceeding $3,750 or (2)

had unearned income exceeding $1,250.

5. Third-party reimbursements (sec. 101(b)(3) of the bill, sec. 132
of the Reform Act, and sees. 62 and 527 of the Code)

Present Law

An employee is permitted an above-the-line deduction for em-
ployee business expenses only if such expenses (1) are incurred in

connection with the performance by him or her of services as an
employee and (2) are reimbursed under a reimbursement or other
expense allowance arrangement with his or her employer (Code
sec. 62(a)(2)(A)). The conference report on the Act states that the
Treasury Department may prescribe regulations treating reim-
bursements of employees by third parties in the same manner as
reimbursements by employers.^

Explanation of Provision

The bill amends the Code to clarify the statutory support for the
Treasury regulations called for by the Act. Thus, an employee who
incurs business expenses on behalf of the employer and is reim-
bursed for those expenses pursuant to a reimbursement arrange-
ment is permitted an above-the-line deduction for those expenses,

1 See H. Rpt. 99-841, 99th Cong., 2d Sess. (1986), at p. 11-33 fn. 4.



regardless of whether the reimbursement is provided by the em-
ployer or by a third party. To the extent these reimbursements do

not exceed the expenses incurred, existing Treasury regulations

provide that the employee need not report on the employee's tax

return either the expenses or the reimbursements provided that

the employee properly accounts for such expenses. This rule also

applies regardless of whether the reimbursement is provided by the

employer or by a third party.

The bill also includes a conforming change to the provision relat-

ing to the tax treatment of political organizations (sec. 527). Thus,

for example, a State-elected official could be reimbursed by an ac-

count authorized under State law (and properly qualified under the

Code) to pay the official's office expenses. To the extent those ex-

penses are otherwise deductible business expenses and the reim-

bursement does not exceed those expenses, the State official would
be permitted an above-the-line deduction for those expenses.

6. Rule for inflation adjustments to earned income credit (sec.

101(c) of the bill, sec. Ill of the Reform Act, and sec. 32(i) of

the Code)

Present Law

The Act modifies the earned income credit to provide for infla-

tion adjustments. An inflation adjustment to the earned income
credit is rounded to the nearest multiple of $10 (sec. 32(i)(3)).

Explanation of Provision

Under the bill, the provision relating to rounding of inflation ad-

justments to the earned income credit applies to the sum of the

earned income credit amount (prior to adjustment) plus the infla-

tion adjustment, rather than to the inflation adjustment amount
itself. Thus, the statute provides that the dollar amount of the

earned income credit after being increased by the inflation adjust-

ment is rounded to the nearest multiple of $10 (or, if such dollar

amount is a multiple of $5, such dollar amount is increased to the

next higher multiple of $10).

7. Cross-references to scholarship exclusion provisions in private

foundation rules (sec. 101(d)(1) of the bill, sec. 123 of the

Reform Act, and sees. 4945(g)(1) and 4941(d)(2)(G) of the

Code)

Present Law

Code section 4945(g)(1) provides that certain scholarship or fel-

lowship grants that are made by private foundations do not consti-

tute taxable expenditures if the grant "is subject to the provisions

of section 117(a)." Section 4941(d)(2)(G) provides that certain schol-

arship or fellowship grants that are made by private foundations to

government officials do not constitute acts of self-dealing if the

grants "are subject to the provisions of section 117(a)." The Act
limits the section 117(a) exclusion for certain scholarship and fel-

lowship grants made to degree candidates to amounts not exceed-



ing the recipient's tuition and course-related expenses, and repeals
the prior-law limited exclusion for nondegree candidates.

Explanation of Provision

The bill amends the cross-references in the private foundation
provisions cited above to refer to certain scholarship or fellowship

grants that would be subject to the provisions of Code section 117(a)

as in effect immediately prior to amendment of that section by the
Act. Accordingly, the amendments made by the Act to the section

117(a) exclusion do not treat scholarship or fellowship grants made
by a private foundation that would not have triggered section 4945
or 4941 excise taxes under such prior law as taxable expenditures
or self-dealing acts merely because such grants exceed the amount
excludable by degree candidates under section 117 as amended by
the Act or merely because such grants (up to the amount excluda-
ble under prior law) are made to nondegree candidates.

8. Treatment of certain scholarship or fellowship grants to non-
resident aliens (sec. 101(d)(2) of the bill, sec. 123 of the
Reform Act, and sees. 1441(b) and 871(c) of the Code)

Present Law

Under present and prior law, Code section 1441(b) provides for a
14-percent withholding rate on amounts received by a nonresident
alien who is temporarily present in the United States under an
"F" or "J" visa that are "incident to a qualified scholarship to

which section 117(a) applies, but only to the extent such amounts
are includible in gross income." Under section 871(c), such amounts
are subject to U.S. tax on a net income basis.

Under prior law, a nondegree candidate could exclude from gross
income under section 117 a limited amount of a scholarship or fel-

lowship granted by an educational institution or other tax-exempt
organization described in section 501(c)(3), a foreign government,
certain international organizations, or a Federal, State, or local

government agency. The prior-law exclusion for a nondegree candi-
date in any one year could not exceed $300 times the number of
months in the year for which the recipient received scholarship or
fellowship grant amounts, and no further exclusion was allowed
after the nondegree candidate had claimed exclusions for a total of
36 months (i.e., a maximum lifetime exclusion of $10,800). However,
this dollar limitation did not apply to that portion of the scholar-
ship or fellowship received by the nondegree candidate for travel,

research, clerical help, or equipment.
The Act repeals the limited prior-law exclusion under section 117

for grants received by nondegree candidates. As a result, scholar-
ship or fellowship grants received by nonresident aliens who are
nondegree candidates are subject to withholding at a 30-percent
rate, and to U.S. tax on a gross income basis, since no amount of
such grants is "incident to a qualified scholarship to which section

117(a) applies."

The Act also provides that in the case of a scholarship or fellow-

ship grant received by a degree candidate, an exclusion under sec-

tion 117 is available only to the extent the individual establishes.
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in accordance with the conditions of the grant, that the grant was
used for (1) tuition and fees required for enrollment or attendance

of the student at an educational institution (within the meaning of

sec. 170(b)(l)(A)(ii)), and (2) fees, books, supplies, and equipment re-

quired for courses of instruction at the educational institution.

Explanation of Provision

The bill provides that withholding at a 14-percent rate applies to

amounts received as a scholarship or fellowship for study, training,

or research at an educational institution (described in sec.

170(b)(l)(A)(ii)) in the United States by a nonresident alien who is

not a degree candidate, if the grant is made by the educational in-

stitution or any other tax-exempt organization described in section

501(c)(3), a foreign government, certain international organizations,

or a Federal, State, or local government agency. Also, such

amounts eligible for the 14-percent withholding rate are subject to

U.S. tax on a net income basis under section 871(c).

As under present law, withholding at 14 percent and taxation on
a net income basis apply to amounts received by a nonresident

alien who is a degree candidate that are incident to a qualified

scholarship or fellowship to which section 117(a) applies, but only

to the extent includible in gross income (e.g., amounts received for

room, board, or travel).

The bill applies the above rules to "M" visa holders as well as

"F" and "J" visa holders.^

9. Coordination of two-percent floor and certain other deduction
limitation provisions (sec. 101(f)(1) of the bill, sec. 132 of the

Reform Act, and sec. 67 of the Code)

Present Law

Code section 67 provides that miscellaneous itemized deductions

(generally, certain unreimbursed employee business expenses and
certain items allowable under sec. 212) are deductible by itemizers

only to the extent that, in the aggregate, they exceed two percent

of the taxpayer's adjusted gross income (AGI). Other limitations

also apply to particular items that constitute miscellaneous item-

ized deductions. For example, the last sentence of section 162(a)

limits certain deductions for away-from-home living expenses in-

curred by Members of Congress to $3,000 per year.

Explanation of Provision

The bill clarifies that the two-percent floor on miscellaneous

itemized deductions applies prior to application of the $3,000 limi-

tation on certain deductions for Members' away-from-home living

expenses. Thus, for example, a Member with AGI of $100,000 who
has $5,000 of away-from-home living expense deductions described

in section 162(a) (disregarding the dollar limitation contained

^ Similar amendments relating to "M" visa holders are made to Code sees. 3121(b)(19),

3231(e)(1), 3306(c)(19), and 7701(b)(5)(D), and sec. 210(a)(19) of the Social Security Act.



;herein) would be allowed such deductions in the amount of

53,000.

3

This clarification is consistent with the general rule under the

<^ct to apply certain deduction limitation provisions in the follow-

ng order: first, provisions disallowing a percentage of a deduction

e.g., sec. 274(n), generally limiting meal and entertainment deduc-

ions to 80 percent of the amount otherwise allowable); second, pro-

dsions disallowing a fixed dollar amount of certain deductions (e.g.,

he two-percent floor on miscellaneous itemized deductions); and
hird, provisions establishing a deduction ceiling (e.g., the $3,000

imit in the last sentence of sec. 162(a) and certain dollar limita-

ions in sec. 217 on deductions for moving expenses).

0. Application of two-percent floor to trusts and estates (sees.

101(f)(2), (3), and (4) of the bill, sec. 132 of the Reform Act,

and sec. 67 of the Code)

Present Law

Under the Act, miscellaneous itemized deductions (generally, cer-

ain unreimbursed employee business expenses and items deducti-

le under sec. 212) are deductible only to the extent that, in the

iggregate, they exceed two percent of the taxpayer's adjusted gross

ncome (Code sec. 67). In listing the itemized deductions that are

lot subject to the two-percent floor, the Act specifically includes

he deduction under section 170 (for charitable contributions by in-

lividuals or corporations), but does not include the deduction for

states and trusts under section 642(c) (relating to items paid or

)ermanently set aside for a charitable purpose).

Section 67(e) provides that, for purposes of section 67, adjusted

TOSS income (AGI) of an estate or trust is computed in the same
canner as for an individual, except that certain costs paid in con-

lection with the administration of the estate or trust are treated
LS allowable in arriving at AGI. The provision does not state the
reatment, for purposes of section 67, of deductions under sections

!51 and 661 (relating to certain amounts distributed by a trust or

state).

Section 67(c) provides that Treasury regulations generally are to

1) prohibit the indirect deduction through pass-through entities of

imounts that are not allowable as a deduction if paid or incurred
lirectly by an individual, and (2) contain such reporting require-

nents as are necessary to accomplish this object. Such regulatory
luthority does not, however, apply with respect to estates or trusts.

^ In addition, if a Member has expenses subject to the $3,000 limitation and other miscellane-
us itemized deductions, the amounts disallowed by the two-percent floor are disallowed propor-
ionately. For example, assume that a Member with AGI of $100,000 has $5,000 of away-from-
ome expenses qualifying for the deduction (disregarding application of the $3,000 limit and the
»vo-percent floor, but after application of the 80-percent rule for meal and entertainment ex-

enses) and $5,000 of other miscellaneous itemized deductions, for a total of $10,000 of potential
eductions subject to the two-percent floor. Application of the two-percent floor would limit
liese deductions to $8,000, and the amount disallowed because of the two-percent floor would be
isallowed proportionately. Thus, after application of the two-percent floor, the Member could
educt $4,000 of the away-from-home expenses and $4,000 of the miscellaneous itemized deduc-
ions. The former amount (i.e., the away-from-home expenses) is further limited to $3,000 be-
ause of the special limitation on deducting Members's expenses in sec. 162(a). Thus, the
lember could deduct a total of $7,000 of miscellaneous itemized deductions.
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Explanation of Provision

The bill provides that deductions under section 642(c), relating to

items paid or permanently set aside for a charitable purpose, are
not miscellaneous itemized deductions subject to the new two-per-
cent floor.

In addition, the bill provides that the distribution deductions al-

lowable to an estate or trust under sections 651 and 661 are treated
as allowable in computing AGI of the estate or trust. Similarly, de-

ductions for costs paid or incurred in connection with the adminis-
tration of an estate or trust, and which would not have been in-

curred if the property were not held in such trust or estate, are
treated as allowable in computing AGI of the estate or trust. Thus,
deductions under sections 651 and 661, and such administrative
costs of an estate or trust, are not limited under the new two-per-
cent floor, and are treated as allowable in arriving at AGI of the
trust or estate for purposes of section 67.

The bill modifies sections 67(c) and 67(e) to provide that the regu-

latory authority of the Treasury with regard to indirect deductions
through pass-through entities shall not, except as provided in regu-

lations, apply to estates and trusts. Under this provision, the Treas-
ury has regulatory authority to apply the two-percent floor at the
beneficiary level, rather than at the entity level, with respect to

trusts required to distribute income currently.

11. Clarincation of exceptions to certain rules limiting meal and
entertainment deductions (sees. 101(g)(1), (2), and (3) of the
bill, sec. 142 of the Reform Act, and sees. 274(k)(2), 274(m)(l),
and 274(n)(2) of the Code)

Present Law

Code section 274(k) denies deductions for the expense of any food
or beverages unless such expense is not lavish or extravagant
under the circumstances, and unless the taxpayer or an employee
of the taxpayer (including, for this purpose, certain independent;
contractors) is present at the furnishing of such food and bever-,

ages. Code section 274(n) generally limits the amount allowable as

a deduction for the expense of any food or beverages, or any enter-

tainment expense, to 80 percent of the amount otherwise allowable.

Special limitations apply under section 274(m)(l) to deductions for'

luxury water transportation. However, the above limitations under
the Act do not apply to items that are not treated as entertainment
expenses for purposes of section 274(a) by reason of certain of the
exceptions listed in section 274(e).

Explanation of Provision

The bill clarifies that the exceptions to sections 274(k)(2),

274(m)(l), and 274(n)(2) described by cross-references to certain

paragraphs of section 274(e) are not subject to the limitations of

sections 274(k)(2), 274(m)(l), or section 274(n)(2), whether or not
such items (disregarding sec. 274(e)) would be treated as entertain-
ment expenses for purposes of section 274(a).

The bill also provides that the Treasury has regulatory authority
to provide additional exceptions to the taxpayer-presence require-
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ment in section 274(k)(2). For example, an exception could be pro-

irided for meal expenses of the taxpayer's spouse and children in-

curred by them as moving expenses deductible pursuant to section

217, even though the taxpayer travelled separately to the new job
iocation. As a further example, the taxpayer-presence requirement
:ould be waived by Treasury regulations in the situation in which
I business reimburses away-from-home meal expenses of a job ap-

plicant who travels to the business location the night before his or
ler job interview and has a meal alone in the hotel where he or

she is staying.

12. Applicability of percentage reduction rule to meal costs de-
ductible as moving expenses (sec. 101(g)(4) of the bill, sec. 142
of the Reform Act, and sees. 274(n), 3121(a)(ll), 3306(b)(9),
and 3401(a)(15) of the Code)

Present Law

The Act generally reduces by 20 percent any amount otherwise
illowable as a deduction for food or beverage expenses (sec. 274(n)).

^or example, this reduction rule applies to meal expenses that are
illowable (within certain limitations) as moving expenses deducti-
)le under section 217. In the case of an employee who is reim-
)ursed for meal expenses by his or her employer pursuant to cer-

ain reimbursement arrangements, the percentage reduction rule
ipplies at the employer level.

Explanation of Provision

Under the bill, if an employer pays or reimburses meal expenses
)f an employee that otherwise are deductible (within certain limi-

ations) as meal expenses under section 217, the percentage reduc-
ion rule applies at the employee level, as in the case of unreim-
)ursed meal expenses.
Also, the bill resolves a problem involving circular provisions

;oncerning application of the percentage reduction rule with re-

ipect to certain reimbursed meal costs deductible as moving ex-

)enses, under which the meal reimbursement is excluded from
vages for employment tax purposes to the extent it is deductible,
)ut the extent of deductibility depends on whether or not the reim-
)ursement is treated as wages. Under the bill, meal reimburse-
nents are excludable from wages for employment tax purposes to

he extent that at the time of payment of such remuneration, it is

easonable to believe that a corresponding deduction is allowable
mder section 217 as determined without regard to the percentage
eduction rule.

3. Home office deduction rules (sec. 101(h) of the bill, sec. 143 of
the Reform Act, and sec. 280A(c) of the Code)

Present Law

Section 280A limits certain deductions with respect to business
ise of a dwelling unit that is used by the taxpayer during the tax-
ible year as a residence. The Act limits the amount of the home
)ffice deduction to the taxpayer's gross income from such business
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use, reduced by (1) the deductions allowed for expenses that are de-

ductible without regard to business use and (2) the deductions "al-

locable to the trade or business in which such use occurs (but

which are not allocable to such use)." The Act also provides that

deductions that are disallowed by reason of exceeding the gross

income limitation may be taken into account as a deduction (alloca-

ble to such business use of the dwelling unit) for the succeeding
taxable year (sec. 280A(c)(5)).

Explanation of Provision

The bill adds an express reference to rental activity, as well as

trade or business activity, in the gross income limitation as modi-
fied by the Act. Also, the bill clarifies that, when a deduction for

business use of a dwelling unit is carried forward to a succeeding
teixable year by reason of the business income limitation in section

280A(c)(5), such deduction shall continue to be allowable only up to

the amount of income from the business in which it arose, whether
or not the dwelling unit is used as a residence during such taxable

year.



II. CAPITAL COST PROVISIONS (SEC. 102 OF THE BILL)

A. Depreciation and Regular Investment Tax Credit

1. Depreciation provisions

a. Effect of depreciation on earnings and proHts of foreign
corporations (sec. 102(a)(3) of the bill, sec. 201(d) of the
Reform Act, and sec. 312(k)(4) of the Code)

Present Law

The Act requires the use of an alternative depreciation system in

determining the earnings and profits of a corporation. Under this

system, depreciation allowances are computed using the straight

line method (without regard to salvage value) and a recovery
period that generally equals the property's class life.

Explanation of Provision

The bill clarifies that the alternative depreciation system applies

in determining the earnings and profits of all foreign corporations.

b. Mid-quarter convention (sees. 102(a)(5), 102(a)(23), and
102(c)(2) of the bill, sees. 201(a) and 203(d) of the
Reform Act, and sec. 168(d)(3) of the Code)

Present Law

If the aggregate depreciable bases of property that is placed in

service during the last three months of any taxable year exceed 40
percent of the aggregate depreciable bases of all property that is

placed in service during the entire taxable year, then a mid-quar-
ter convention applies to the property that is placed in service

during that taxable year. For purposes of the 40-percent limitation,

all the members of an affiliated group (within the meaning of sec.

1504 including the rules of sec. 1504 (b)) are treated as one taxpay-
er.

Under the mid-quarter convention, property that is placed in

service during any quarter of a taxable year (or disposed of during
any quarter of a taxable year) is treated as placed in service (or

disposed of) on the mid-point of the quarter. The mid-quarter con-
vention applies only to property that is subject to the accelerated
cost recovery system as modified by the Act ("modified ACRS").

Explanation of Provision

The bill provides that in determining whether the the 40-percent
limitation has been exceeded for any taxable year, property that is

not subject to the revised depreciation system (i.e., property that
would be subject to modified ACRS but for the application of the

(13)
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general effective date or a transitional rule) is taken into account
only in applying the limit for taxable years that begin before Octo-

ber 1, 1987. Property that is subject to the revised depreciation

system, but the cost of which is not recovered under modified
ACRS because of an exception contained in section 168 (e.g., prop-

erty that is placed in service in a churning transaction or property

depreciated under a unit-of-production or income forecast method),

is never taken into account in determining whether the mid-quar-

ter convention applies.

The bill also provides that property that is placed in service and
disposed of within the same taxable year is disregarded for pur-

poses of making the 40 percent determination. In applying the 40

percent test, depreciable basis is to be used rather than cost or any
other measure of property placed in service.

c. Certain property placed in service in churning transac-

tions (sec. 102(a)(6) of the bill, sec. 201(a) of the

Reform Act and sec. 168(f)(5) of the Code)

Present Law

The Act prescribes rules to prevent taxpayers from bringing cer-

tain property placed in service after December 31, 1980, under
modified ACRS, where the result would be to qualify such property
for more generous depreciation.

Explanation of Provision

The bill clarifies that the determination of whether property
would qualify for more generous depreciation is made by compar-
ing depreciation deductions for the first taxable year (whether a

short year or a full year), assuming a half-year convention.
Further, the anti-churning rule is inapplicable to property to

which modified ACRS applied in the hands of the transferor.

Finally, with respect to property that is subject to the anti-churn-

ing rule, the depreciation deduction is to be determined under the

law in effect before the enactment of the Tax Reform Act of 1986.

Thus, in the case of property that was placed in service by the

transferor before January 1, 1981, the transferee would be subject

to the pre-1981 depreciation rules. Similarly, for property that was
subject to ACRS (before amendment by the Act) in the hands of the

transferor, the transferee would be subject to the pre-1987 ACRS
rules (including the pre-1987 ACRS anti-churning rules).

d. Treatment of certain transferees (sec. 102(a)(7) of the

bill, sec. 201(a) of the Reform Act, and sec. 168(i)(7) of

the Code)

Present Law

In certain cases, the transferee of property is treated as the

transferor for purposes of computing depreciation deductions with
respect to so much of the basis in the hands of the transferee as

does not exceed the adjusted basis in the hands of the transferor
I'

I
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Explanation of Provision

The bill clarifies that in any case where ACRS, as in effect before

enactment of the Act, applied to property in the hands of the trans-

feror, the transferee will use pre-enactment ACRS for purposes of

computing depreciation deductions.

The bill clarifies that the "step in the shoes" rule applies to

transactions between members of an affiliated group of corpora-

tions filing a consolidated return. In addition, the Act was not in-

tended to apply to a mere change in form of ownership not involv-

ing a sale or exchange. For example, the change from ownership as

tenants-in-common to condominium ownership not involving per-

centage ownership would not require the owners to begin depreci-

ating the property over a new period.

The bill deletes the exception for transactions to which the anti-

churning rule applies.

e. Exception for certain property subject to U.S. tax and
used by foreign persons (sec. 102(a)(8) of the bill, sec.

201(a) of the Reform Act, and sec. 168(h)(2)(B) of the

Code)

Present Law

The Act provides that modified ACRS is inapplicable to motion
picture films, video tapes, and sound recordings. The tax-exempt
entity leasing rules contain an exception for foreign persons with
respect to this property.

Explanation of Provision

The bill deletes the tax-exempt entity leasing exception for

motion picture films, video tapes, and sound recordings. The bill

also repeals related rules that applied for purposes of the invest-

ment tax credit.

f. Applicable depreciation method (sec. 102(a)(ll) of the

bill, sec. 201(a) of the Reform Act, and sees. 168(b) and
(c) of the Code)

Present Law

The Act permits taxpayers to elect to apply the alternative de-

preciation system to any class of property for any taxable year.

Generally, the alternative depreciation system requires use of the
straight-line method over a recovery period equal to property's

present class life. For purposes of the depreciation preference
under the alternative minimum tax, the cost of property generally
is recovered using the 150-percent declining balance method over
the present class life.

Explanation of Provision

The bill permits taxpayers to elect for regular tax purposes the
depreciation rules that apply for alternative minimum tax pur-

poses (i.e., 150-percent declining balance method over the class life).
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g. Election to expense certain depreciable business assets

(sees. 102(b)(1) and (c)(8) of the bill, sees. 202 and 203

of the Reform Act, and sec. 179 of the Code)

Present Law

f The Act modified the provision under which a taxpayer may
elect to treat the cost of qualifying property as an expense that is

not chargeable to capital account. The costs for which the election

is made are allowed as a deduction for the taxable year in which
the qualifying property is placed in service, subject to a $10,000

limitation each year ($5,000 for a married individual filing a sepa-

rate return). The amount eligible to be expensed is limited for any
taxable year in which the aggregate cost of qualifying property

placed in service exceeds $200,000; for every dollar of investment in

excess of $200,000, the $10,000 ceiling is reduced by $1. In addition,

the amount eligible to be expensed is limited to the taxable income
derived from active trades or businesses. Costs that are disallowed

because of the limitation based on taxable income are carried for-

ward to the succeeding taxable year. These modifications apply to

property placed in service after December 31, 1986, in taxable

years ending after that date.

Explanation of Provision

The bill clarifies that costs that are disallowed because of the

limitation based on taxable income may be carried forward to an
unlimited number of years. Also, the deduction of costs that are

carried forward is limited by the $10,000 ceiling (subject to any re-

duction due to investments that exceed $200,000) in every taxable

year.

The bill also clarifies the application of the expensing limitations

for taxable years (other than a calendar year) that include January
1, 1987. First, the cost of any qualifying property that is placed in

service before January 1, 1987, and that is expensed under the law
in effect before the effective date of the amendments made by the

Act reduces the amount of qualifying property that is eligible to be
expensed under the Act. For example, if a fiscal year taxpayer
elects to expense $4,000 of qualifying property that is placed in

service before January 1, 1987, then the maximum amount of

qualifying property placed in service during the same taxable year
and on or after January 1, 1987, that is eligible to be expensed is

$6,000.

Second, all qualifying property that is placed in service during a
fiscal year that includes January 1, 1987, is to be taken into ac-

count in determining whether the $200,000 limitation has been ex-

ceeded for such fiscal year. If the $200,000 limitation has been ex-

ceeded for a fiscal year the includes January 1, 1987, only the

amount of property placed in service during the same taxable year
and on or after January 1, 1987, that is eligible to be expensed
would be reduced by the excess. Finally, the taxable income de-

rived from an active trade or business for purposes of the taxable

income limitation equals the taxable income for the entire fiscal

year reduced by the cost of property that was expensed for that
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rear under the law in effect before the effective date of the amend-
ments made by the Act.

h. Effective dates; transitional rules (sees. 102(c) and (d) of
the bill and sees. 203 and 204 of the Reform Act)

Present Law

The Act modified ACRS for property placed in service after De-
;ember 31, 1986. The Act provided an election to apply modified
^CRS to certain property placed in service after July 31, 1986.

)uch an election disqualified property under the investment tax

redit transitional rules, which are discussed below.

The Act provides certain exceptions to the general effective date.

Jnder these exceptions, transition property generally must be
)laced in service by a prescribed date that is determined by refer-

snce to the ADR midpoint for the property. Property that is de-

icribed in a transition rule contained in section 204(a) of the Act is

reated as having an ADR midpoint of 20 years and, thus, general-

y must be placed in service before January 1, 1991.

Explanation of Provision

The bill clarifies that the election to apply modified ACRS to

)roperty placed in service after July 31, 1986, is unavailable to

)roperty that would be subject to the anti-churning rule if such
)roperty was placed in service after December 31, 1986.

The bill also clarifies that the transitional rule for sale-lease-

jacks applies to property that would have qualified for transitional

elief in the absence of the sale-leaseback (e.g., property that is not
)laced in service by the original owner before the sale-leaseback)

ind to property where the original owner is a sublessee if all the
>ther requirements for transitional relief are satisfied.

The bill also clarifies that modified ACRS applies to any real

)roperty, including a personal residence, that was acquired before
Fanuary 1, 1987, and converted from personal use on or after such
late to a use for which depreciation is allowable without regard to

he rules for churning transactions.
For purposes of the general transitional rules, all members of the

lame affiliated group of corporations (within the meaning of sec-

ion 1504 of the Code) filing a consolidated return are treated as
)ne taxpayer.
For purposes of the binding contract rule, a purchase order will

)e treated as a binding contract even if not captioned as such, pro-

dded it is an order under a supply agreement for a specific number
)f properties based on the pricing provisions of the supply agree-
nent. Clauses specifying settlement charges and adjustment
;harges to be paid by a buyer who purchases less than a minimum
luantity of items under a volume supply agreement are not liqui-

iated damages clauses unless the volume supply agreement defines

hem as the sole remedy of the seller and the sole liability of the
)uyer.

The bill makes other clarifying amendments to transitional rules

)f more limited application, including—but not limited to—clarifi-

cations that (1) the general rule for property financed with tax-
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exempt bonds does not override more specific transitional rules
'

(such as the transitional rule for solid waste disposal facilities); and ^

(2) the rule for finance leases of farm equipment incorporates the
j

amendments made by the Tax Reform Act of 1984.
j

2. Investment tax credit ;

a. Termination of regular percentage (sec. 102(e) of the bill,

sec. 211 of the Reform Act, and sec. 49 of the Code)

Present Law

For purposes of determining the amount of the investment tax
credit ("ITC"), the regular percentage does not apply to property
placed in service after December 31, 1985, subject to an exception
for transition property. A taxpayer is required to reduce the basis

of property that qualifies for transition relief ("transition proper-
ty") by the full amount of ITC earned. Further, the ITCs allowable
for transition property for taxable years beginning after June 30,

1987, and carryforwards to the first taxable year beginning after

June 30, 1987, is reduced by 35 percent. For taxpayers with a tax-

able year that straddles July 1, 1987, ITCs are subject to a partial

reduction that reflects the appropriate reduction for the portion of

the taxable year after that date. ^ In the case of transition property
that was subject to a full basis adjustment in respect of ITCs
earned but unused, there is no upward basis adjustment if the ITCs
are subject to further reduction when carried forward.

Explanation of Provision

The bill clarifies that a full basis adjustment is applied only with
respect to the portion of an ITC attributable to the regular percent-
age. Further, if a credit for which a full basis adjustment was re-

quired (1) is recaptured, there will be an upward basis adjustment
of 100 percent of the recapture amount, or (2) expires at the end of

the carrjrforward period, a deduction will be allowed for 100 per-

cent of the unused credit. Also, in applying the rule that coordi-

nates the election to pass an ITC to a lessee and the basis adjust-
ment, the required income inclusion is equal to 100 percent of the
credit allowed to the lessee.

The bill also clarifies that the 35-percent reduction applies to ITC
carryforwards used in a taxable year ending after June 30, 1987,
irrespective of when the property with respect to which the credit
is claimed was placed in service. For taxable years that straddle
July 1, 1987, the bill clarifies that the amount added to carryfor-
wards bears the same ratio to the carryforwards from the taxable
year (before inclusion of the additional amount) as the reduction of
the credit bears to the sum of the current year credit for the tax-
able year and the carryforwards to the taxable year, less the reduc-
tion of the credit under section 49(c)(3),

' In the case of a corporation that is included in a consolidated return, the determination of
whether the taxable year straddles July 1, 1987, is to be made by reference to the taxable year
of the consolidated group, and not by reference to any short taxable year applicable to a corpo-
ration that is sold out of the group or a corporation that joins the group.
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The bill clarifies that the order in which the components of the
general business credit and the subcomponents of the investment
tax credit arising during any taxable year are used generally is the
order in which the credits are listed in the applicable Code section

as of the close of the taxable year in which the credit is used. This
ordering rule applies, for example, for purposes of determining the
portion of a current year business credit or business credit carry-

forward that is subject to the 35-percent reduction. The bill repeals
section 49(c)(5)(C) because the enactment of the general ordering
rule renders unnecessary the ordering rule contained in section

49(c)(5)(C).

The bill also makes clarifying amendments to transition rules of
limited application.

b. Elective 15-year carryback for steel companies and quali-
Hed farmers (sec. 102(f) of the bill and sees. 212 and
213 of the Reform Act)

Present Law

Certain steel companies can elect a 15-year carryback of 50 per-

cent of ITC carryforwards in existence as of the beginning of a tax-

payer's first taxable year beginning after December 31, 1985. The
amount claimed as a payment against the tax for the first taxable
year beginning on or after January 1, 1987, may not exceed the
taxpayer's net tax liability for all taxable years during the carry-
back period (not including minimum tax liability, and reduced by
the sum of certain allowable credits).

The amount of ITC carryforwards that are taken into account in

determining the amount treated as a payment of tax is not taken
into account under section 38 for any other taxable year. For exam-
ple, if the available ITC carryforwards are $100,000 and the net tax
liability during the carryback period is $40,000, then the amount of
ITC carryforwards available for future taxable years would equal
$20,000.

In the case of an electing corporation that is a member of an af-

filiated group of corporations that filed a consolidated tax return
during any portion of the carryback period, the Act contemplates
that the Internal Revenue Service will reduce the administrative
burden of complying with this requirement—for example, by per-
mitting the use of pro forma statements.

Explanation of Provision

The bill provides that rules similar to the rules of section 6425
shall apply to any overpayment resulting from the application of
the provision for the elective 15-year carryback. In addition, the
bill provides that any restructuring of a qualifying steel company
does not affect the amount of the benefit that would otherwise be
available to the company. Other conforming and technical changes
are made.



B. Rapid Amortization Provisions

1. Trademark and trade name expenditures (sec. 102(i) of the bill,

sec. 241 of the Reform Act, and sec. 167 of the Code)

Present Law

The Reform Act repealed the prior law provision that allowed
taxpayers to elect to amortize over a period of at least 60 months
expenditures for the acquisition, protection, expansion, registration

i

or defense of a trademark or trade name other than an expendi-
ture which was part of the consideration for an existing trademark
or tradename.
No amortization or depreciation deduction is intended to be al-

lowed for trademark or trade name expenditures.

Explanation of Provision

The bill clarifies that no depreciation or amortization deduction
is allowable for trademark or trade name expenditures.

2. Railroad grading or tunnel bores (sec. 102(i) of the bill, sec. 242
of the Reform Act, and sec. 167 of the Code)

Present Law

The Reform Act repealed the prior law provision which provided
an election to amortize the cost of qualified railroad grading and
tunnel bores over a 50 year period.

No amortization or depreciation deduction is intended to be al-

lowed for such expenditures.

Explanation of Provision

The bill clarifies that no amortization or depreciation deduction
is allowable with respect to railroad grading or tunnel bores.

(20)



C. Real Estate Provisions

1. Tax credit for rehabilitation expenditures (sec. 102(k) of the bill

and sec. 251 of the Reform Act)

Present Law

The Reform Act modified the rehabilitation credit generally for

property placed in service after December 31, 1986. Exceptions
were provided under transitional rules.

Explanation of Provisions

The bill clarifies that a rehabilitation need not be completed pur-

suant to a written contract that was binding on March 1, 1986,

under the transitional rule that applies where property was ac-

quired before March 2, 1986, or after that date pursuant to a writ-

ten binding contract, and either (1) the required parts of the His-

toric Preservation Certification Application were filed, or (2) the

lesser of $1 million or five percent of the qualified rehabilitation

expenditures were incurred or required to be incurred before that

date.

Under a provision included in the capital cost recovery section

(discussed above), the bill clarifies that property eligible for a 25-

percent credit under a transitional rule is not subject to the full

basis adjustment requirement.
The bill also includes amendments with respect to other transi-

tional rules of more limited application.

2. Tax credit for low-income rental housing (sec. 102(1) of the bill,

sec. 252 of the Reform Act, and sec. 42 of the Code)

Present Law

The Reform Act provides a tax credit that may be claimed by
owners of residential rental property used for low-income housing.

The credit is claimed annually, generally for a period of ten years
beginning either with the year a building is placed in service or

one year thereafter (the credit period). Special rules apply to multi-

ple building projects and for certain subsequent additions to basis.

New construction and rehabilitation expenditures for low-income
housing projects placed in service in 1987 are eligible for a maxi-
mum nine percent credit, claimed annually for ten years. The ac-

quisition cost of existing buildings and the cost of newly construct-

ed buildings receiving other Federal subsidies (e.g., tax-exempt
bond financing) placed in service in 1987 are eligible for a maxi-
mum four percent credit, also claimed annually for ten years. For
buildings placed in service after 1987, these credit percentages will

be adjusted to maintain a present value of 70 percent and 30 per-

(21)
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cent for the two types of credits, and will be determined monthly
for property placed in service in each month.
To qualify, a low-income housing project must satisfy a low-

income set-aside requirement of either (1) 20 percent of the units

occupied by persons having incomes of 50 percent or less of area
median income, or (2) 40 percent of the units occupied by persons
having incomes of 60 percent or less of such area income. A special

additional requirement applies to projects satisfying a specified

rent-skewing requirement.
The credit amount is based on the qualified basis of the housing

units serving the low-income tenants. Qualified basis is the portion

of the basis of the building (eligible basis) attributable to low-

income housing units. Basis of units whose cost is disproportionate

to that of the low-income housing units is excluded from eligible

basis.

Rents that may be charged families in units on which a credit is

claimed may not exceed 30 percent of the applicable income quali-

fying as "low", adjusted for family size. Section 8 payments are ex-

cluded in determining the amount of rent a tenant pays for pur-

poses of this 30-percent limit.

To qualify for the credit, residential rental property must comply
continuously with all requirements of the credit throughout a 15-

year compliance period, ^ and, in the case of a credit for acquisition,

may not have previously been placed in service for at least 10 years
(the 10-year rule). A credit allocation from the appropriate State
credit authority must be received by the owner of property eligible

for the low-income housing tax credit, unless the property is sub-
stantially financed with the proceeds of tax-exempt bonds subject

to the new private activity bond volume limitation. Allocations are
charged against the issuer's credit authority for the year of the al-

location. Carryforwards of unused credit authority are not permit-
ted.

Explanation of Provisions

Election to determine credit percentage early

The bill provides that, in addition to the method of determining
the credit percentage under present law, for buildings placed in

service by a taxpayer after 1987 the taxpayer (with the consent of
the housing credit £igency) may irrevocably elect to determine the
credit percentage applicable to the building in advance of the build-

ing's placed-in-service date. Such an election will be binding for

Federal income tax purposes on the taxpayer, the credit agency,
and all successors in interest. The election must be made at the
time a binding commitment is received by the taxpayer from the
credit agency as to the housing credit dollar amount to be allocated
to the building. In the case of a building financed with the proceeds
of tax-exempt bonds for which no allocation from a credit agency is

required, the election must be made by the taxpayer at the time
the tax-exempt bonds are issued. The election must be filed with

* Failure to satisfy this 15-year compliance period results in recapture of a portion of the
credit. (A special rule for determining if a disposition is a recapture event applies to projects

owned by certain large partnerships.)
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the Treasury Department by the fifth day of the month following

the date the binding commitment is made or the bonds are issued.

This election is applicable to credits attributable to new construc-

tion, rehabilitation, and acquisition expenditures.

Determination ofgross rent

The bill provides that in determining the gross rent that may be
paid by a tenant in a low-income unit, payments of State and local

rental assistance programs comparable to section 8 of the United
States Housing Act of 1937 are not considered. The bill further pro-

vides that this definition of gross rent is used for purposes of deter-

mining the rent that may be charged to a low-income tenant when
applying the elective deep-rent skewing set-aside requirement for

certain projects {see sec. 142(d)(4)). (The bill retains the definition of

gross rent, which includes all rental assistance payments, used in

the determination of the 3:1 rent skewing test also provided for

those projects.)

The bill further provides that if a Federal rental assistance pay-
ment is made with respect to a low-income unit and the Federal
statute (as in effect on October 22, 1986) governing that assistance

payment requires that the gross rent paid by the occupants for that
unit increase as the income of the occupants increases and that

any such increase in the occupants' gross rent reduce equally the
Federal rental assistance payment, then the gross rent paid by the
tenant may exceed 30 percent of the applicable income limit to the
extent required under the applicable Federal housing program stat-

ute.

Special rules for multiple building projects

The bill provides new rules for determining whether a building is

part of a qualified low-income housing project in the case of multi-

ple building projects. In such a project, buildings need not meet the
minimum low-income set-aside requirement only by reference to

the order that the buildings are placed in service. If within 12

months of the placed-in-service date of a prior building the project

meets the set-aside requirement with respect to the first building
and any subsequent buildings placed in service within the 12-

month period, then the first building and included subsequent
buildings are part of a qualified low-income project. Subsequent
buildings not included in determining whether the project satisfies

the set-aside requirement with respect to prior buildings have their

own 12-month period before they are required to be included in the
set-aside determination for the project.

De minimis exception to disproportionate cost limit

The bill permits a portion of the basis of housing units whose
cost is disproportionate to that of the low-income units to be includ-

ed in eligible basis. Unless otherwise provided by Treasury regula-
tions, to be eligible for this exception, the cost per square foot of
the disproportionate unit may not exceed by 15 percent the average
cost per square foot of the low-income units. If cost differentials

exceed 15 percent, the cost of the entire disproportionate unit must
be excluded from eligible basis, as under present law.
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The bill further provides that costs with respect to which an elec-

tion was made by the taxpayer to deduct rehabilitation expendi-
tures under prior law section 167(k) may not be included in eligible

basis.

Exceptions to 10-year rule

The bill provides several exceptions to the restriction that build-

ings eligible for an acquisition credit may not have been previously
placed in service within 10 years of the date of acquisition. Under
these exceptions, a placement in service is disregarded if it is as a

result of (1) death, (2) acquisition by a governmental unit or certain
qualified 501(c)(3) or 501(c)(4) organizations whose acquisition of the
property was at least 10 years after it was previously placed in

service, or (3) a foreclosure occurring at least 10 years after the
previous placed-in-service date, provided the property is resold

within 12 months of such foreclosure.

Amendments affecting State credit authority

The bill provides that the State low-income housing credit au-

thority must allocate credits to a building in the calendar year it is

placed in service, unless (1) credits are allocated as the result of ad-

ditions to qualified basis or (2) the authority makes a binding com-
mitment no later than the last day of such year to allocate a speci-

fied amount of credits to the building in a later year. An allocation

in a later calendar year pursuant to a binding commitment is

counted against the State's credit authority limitation in such later

year. Such later allocation does not defer the start of the credit

period or the compliance period.

The bill further provides that, if for reasons unforeseen and
beyond the control of the taxpayer which occur after an allocation

of credit authority to a building, a building cannot be placed in

service in the year for which an allocation was made, then upon
approval by the Treasury Department, the credit allocation will be
valid for that building if the building is placed in service in the
first succeeding year after the year of the original allocation. This
provision is effective beginning in 1988.

The bill provides that if a corporation is wholly owned by one or

more qualified nonprofit organizations and such corporation mate-
rially participates in the development and operation of a qualified

low-income project, the qualified nonprofit organization(s) will be
treated as materially participating in the development and oper-

ation of such project for purposes of this section.

Recapture

The bill makes modifications to the rules regarding recapture of

the credit. First, the bill provides that there will be no recapture
for certain de minimis changes in the qualified basis by reason of

changes in floor space of low-income housing units. Second, for

partnerships more than 50 percent of which are owned by 35 or
more natural persons or estates, the presence of a corporate part-

ner will not exclude the partnership from a special rule under
which recapture is determined at the partnership, rather than the
partner, level.
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Hher amendments

The bill clarifies that, similar to other Federally subsidized loans,

le proceeds of an issue of tax-exempt obligations used to finance a
uilding may be excluded from eligible basis and the building will

ot be treated as federally subsidized.

The bill provides that tax-exempt financing or a below market
)an used to provide construction financing for a building will not
B treated as a Federal subsidy if such loan is repaid and any un-
Brlying obligation (e.g., tax-exempt bond) is redeemed before the
uilding is placed in service.

The bill clarifies that designation of a de minimis portion of the
ross rent of a low-income housing unit for use towards purchase of

le unit by the tenant after expiration of the minimum compliance
sriod for credit projects does not affect a housing project's eligibil-

y for the low-income housing credit.

The bill modifies the at-risk provisions applicable to certain fi-

ancing from qualified nonprofit organizations in the case of cer-

lin federally assisted buildings in which a security interest is not
Brmitted by a Federal agency.
The bill provides certain information reporting requirements on
yners of qualified low-income housing projects and imposes a pen-
ity for failure to provide required information.
The bill clarifies that the sunset of credit authority to buildings
[aced in service after 1990 also applies to buildings financed with
le proceeds of tax-exempt bonds not requiring an allocation of
•edit authority.

The bill provides that credits may not be carried back to taxable
jars ending before January 1, 1987.

The bill makes clarifying amendments to certain transitional
lies of limited application.

The bill also corrects other minor clerical and technical errors.



III. CAPITAL GAINS AND LOSSES (SEC. 103 OF THE BILL)

1. Individual and corporate capital gains (sec. 103(a)-(c) of the
bill, sees. 301-311 of the Reform Act, and various sees, of the

Code)

Present Law

The Act repealed the prior law capital gains deduction for indi-

viduals and repealed the alternative tax rate on capital gains for

corporations.

Explanation of Provision

The bill makes several conforming amendments to the repeal of

the special capital gains treatment, including amendments relating

to the computation of foreign source capital gain net income (sec.

904), the exclusion of capital gains by certain financial institutions

in computing bad debt reserves under the taxable income method
(sec. 593(b)), and the effective date for certain withholding changes.
Further, the bill authorizes the Secretary to lower the withholding
rate on gains from certain dispositions of U.S. real property inter-

ests by U.S. partnerships, trusts, or estates from 34 percent of the
gain realized to 28 percent of the gain realized. It is expected that
the Secretary will exercise this authority when the partner or ben-
eficiary who is the taxpayer with respect to such gain is a foreign

individual.

2. Incentive stock options (sec. 103(d) of the bill, sec. 321 of the
Reform Act, and sec. 422A of the Code)

Present Law

Under present law, generally an employee is not taxed on the
grant or exercise of an incentive stock option (as defined in section

422A(b)) and the employer is not allowed a deduction when the
option is granted or exercised. The Act made several changes in

the definition of an incentive stock option, including a change to

provide that under the terms of the plan, the aggregate fair

market value (at the time of grant of an option) of the stock with
respect to which incentive stock options are first exercisable during
any calendar year may not exceed $100,000.

Explanation of Provision

The bill provides that an option shall not be treated as an incen-
tive stock option if, at the time the option is granted, the terms of

the option provide that it will not be treated as an incentive stock
option. Thus, an option that otherwise satisfies the requirements of

section 422A(b) shall not be treated as an incentive stock option if,

at the time of grant, the option is designated as not constituting an

(26)
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ncentive stock option. In the case of an option granted after De-
ember 31, 1986, and before the date of enactment of this bill, an
•ption will not be treated as an incentive stock option if the terms
if the option are so amended before 90 days after the enactment of
his bill.

The bill also deletes the $100,000 requirement added by the Act
ind instead provides that to the extent the aggregate fair market
alue (determined at the time the option is granted) of stock with
epect to which options meeting the requirements of section
22A(b) are exercisable for the first time by any individual during
ny calendar year (under all plans of the individual's employer cor-

poration and its parent and subsidiary corporations) exceeds
100,000, then such options shall not be treated as incentive stock
ptions. This rule is applied by taking options that meet the re-

uirements of section 422A(b) and are exercisable for the first time
ti the calendar year into account in the order granted.



IV. AGRICULTURE AND NATURAL RESOURCE PROVISIONS (SEC. 104 OFI
THE BILL)

1. Treatment of discharge of indebtedness income of certain farm-
ers (sec. 104(a) of the bill, sec. 405 of the Reform Act, and
sees. 108 and 1017 of the Code)

Present Law

If an insolvent taxpayer realizes income from discharge of in-

debtedness, the income is excluded and the taxpayer's tax at-

tributes and basis in property are reduced by the excluded amount
(sec. 108). The exclusion is limited to the amount by which the tax-

payer is insolvent. Reduction of attributes and basis occurs in the
following order: net operating losses and carryovers, general busi-

ness credit carryovers, capital loss carryovers, basis of property,
and foreign tax credit carryovers.^ The reduction in the basis of

property is limited to the excess of the aggregate bases of the tax-

payer's property over the taxpayer's aggregate liabilities immedi-
ately after the discharge (sec. 1017). If the taxpayer's discharge of

indebtedness income (not in excess of the amount by which the tax-

payer is insolvent) exceeds the available tax attributes and basis,

the excess is forgiven, i.e., is not includible in income.
The Reform Act provides that, in the case of a solvent taxpayer

who realizes income from the discharge by a "qualified person" of

"qualified farm indebtedness," the discharge is treated in the same
manner as if incurred while the taxpayer was insolvent. Qualified
farm indebtedness is indebtedness incurred directly in connection
with the operation of a farming business by a taxpayer who satis-

fies a specified gross receipts test. The gross receipts test is satis-

fied if 50 percent or more of the taxpayer's average annual gross
receipts for the three taxable years preceding the taxable year in

which the discharged indebtedness occurs is attributable to the
trade or business of farming. A qualified person is one regularly
engaged in the business of lending money and meeting certain
other requirements.
Any amount excluded from income under the special rules for

qualified farm indebtedness must be used first to reduce tax at-

tributes; then to reduce basis of property other than land used or
held for use in a farming business; and finally to reduce the basis
of land used or held for use in a farming business (sec. 1017).

Explanation of Provision

The bill clarifies that, for purposes of determining whether a tax-
payer's indebtedness is qualified farm indebtedness, the gross re-

' An election is provided under which the taxpayer may reduce basis in depreciable property
before reducing net operating losses or other attributes.

(28)
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ceipts test is applied by dividing the taxpayer's aggregate gross re-

ceipts from farming for the three-taxable-year period preceding the
taxable year of the discharge by the taxpayer's aggregate gross re-

ceipts from all sources for that period. In addition, the term "quali-

fied person" is modified to include a Federal, State, or local govern-
ment or agency or instrumentality thereof.

The bill provides that, after reducing tax attributes in the order
prescribed for insolvent taxpayers, amounts excluded from income
under the qualified farm indebtedness provision may be applied to

reduce basis in assets used or held for use in a trade or business or
for the production of income (i.e., in "qualified property"). Basis re-

duction occurs first with respect to depreciable property, then with
respect to land used in the business of farming, and then with re-

spect to other qualified property.

The amount excluded under this provision may not exceed the
taxpayer's total available attributes and basis in qualified property.
Accordingly, to the extent there is unabsorbed discharge of indebt-

edness income after the taxpayer has reduced tax attributes and
basis in qualified property, income will be recognized.

2. Retention of capital gains treatment for sales of dairy cattle

under milk production termination program (sec. 104(b) of
the bill and sec. 406 of the Reform Act)

Present Law

The Reform Act generally repealed the prior-law deduction for

60 percent of long-term capital gains of noncorporate taxpayers
and the alternative tax for long-term capital gains of corporations.
However, these amendments made by the Reform Act do not apply
to any gain from the sale of dairy cattle under a valid contract
with the United States Department of Agriculture under the milk
production termination program to the extent such gain is properly
taken into account under the taxpayer's method of accounting
after January 1, 1987 and before September 1, 1987.

Explanation of Provision

The bill clarifies that the amendments made by the Reform Act
with respect to capital gains do not apply to gain properly taken
into account under the taxpayer's method of accounting during
1987 if the gain is with respect to a sale occurring under the pro-

gram before October 1, 1987.

The transition provision applies only to gains that would be cap-
ital gains under the generally applicable provisions of the law. See,
e.g., IRS Notice 87-26, 1987-10 IRB 16. (February 26, 1987). The
transition provision does not recharacterize any payments that
would not otherwise be capital gains.
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3. Recapture of mining exploration expenses (sec. 104(c) of the
bill, sec. 413 of the Reform Act, and sec. 1254 of the Code))

Present Law

The Reform Act provided that on the disposition of a mining
property, the amounts deducted for mining development and explo-

ration expenses are recaptured as ordinary income.

Explanation of Provision

The bill clarifies that the expensed mining exploration expenses
that are included in income upon reaching the producing stage are

not taken into account in determining the amount of recapture
under this provision.



V. TAX SHELTERS: INTEREST EXPENSE (SEC. 105 OF THE BILL)

BILL)

1. Passive loss rules (sec. 105(a) of the bill, sec. 501 of the Reform
Act, and sec. 469 of the Code)

Present Law

Present law, as amended by the Reform Act, provides that deduc-
tions from passive trade or business activities, to the extent they
exceed income from all such passive activities (exclusive of portfo-
lio income), generally may not be deducted against other income.
Similarly, credits from passive activities generally are limited to

the tax attributable to passive activities. Suspended losses and
credits are carried forward and treated as deductions and credits
from passive activities in the next year. Suspended losses (but not
credits) are allowed in full when the taxpayer disposes of his entire
interest in the activity to an unrelated party in a transaction in
which all realized gain or loss is recognized.
The provision applies to individuals, estates, trusts, and personal

service corporations. A special rule prohibits the use of passive ac-

tivity losses and credits against portfolio income in the case of
closely held corporations. Losses and credits attributable to a limit-

ed partnership interest generally are treated as arising from a pas-
sive activity (except as provided in regulations). Rental activities

are defined as passive activities. Special rules provide that up to

^25,000 of losses and (deduction equivalent) credits from rental real
estate activities (those in which the taxpayer actively participates,
with an exception for certain credits) are allowed against other
income for the year. Losses from certain working interests in oil

and gas property are not limited by the provision. The provision is

effective for taxable years beginning after 1986. For certain pre-en-
actment interests in passive activities, the provision is phased in,

and becomes fully effective for taxable years beginning in 1991 and
thereafter.

Explanation of Provisions

Definition of portfolio income.—The bill clarifies that amounts
not treated as from a passive activity include gain or loss that is

not derived in the ordinary course of a trade or business, in the
3ase of a disposition of property held for investment or property
that generally produces income in the nature of interest, dividends,
annuities or royalties. Gain or loss upon disposition of such proper-
ty, where the gain or loss is derived in the ordinary course of a
trade or business, is not automatically treated as not from a pas-
sive activity under this rule; rather, the general rules applicable to
determining whether an activity is passive (e.g., whether the tax-
payer materially participates) apply.
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Dispositions.—The bill restates the rules applicable to the allow-'

ance of suspended losses upon a disposition of an interest in a pas-i

sive activity.
j

In addition, the bill provides that, pursuant to regulations, to the
extent necessary to prevent avoidance of the provision, income or

:

gain from a passive activity in taxable years preceding the taxpay-i

er's disposition of the activity is taken into account in determining

;

the amount of the loss allowed against non-passive income upon
disposition. Regulatory authority might appropriately be exercised,

for example, in situations where passive activities produce taxable i

passive income in the initial years of an investment and then a loss

upon disposition, such as where the investment is structured so

that income is recognized in years prior to the allowance of related i

deductions.
The bill also makes several clerical amendments to the provi-!

sions relating to dispositions.

Special rule for rental real estate activities.—The bill clarifies the
application of the active participation requirement for the allow-

ance of up to $25,000 of losses (or deduction equivalent credits,

where applicable) from certain rental real estate activities. The bill

provides that the active participation requirement applies both in

the year when the loss arose, and in the year when the loss is al-

lowed under the $25,000 allowance. (The active participation re-

quirement does not apply to low income housing or rehabilitation

credits otherwise allowable under the $25,000 allowance.)

The bill also modifies the rule that an interest in an activity as a
limited partner is not treated as an interest with respect to which
the taxpayer actively participates. Under the bill, this rule applies

except as otherwise provided in regulations.

The bill also clarifies the application of the passive loss phase-in
rule to taxpayers with amounts allowed under the $25,000 rental
real estate rule. Under the bill, the general loss disallowance rule

of section 469(a) does not apply to the applicable percentage (for ex-

ample, 65 percent in 1987) of the passive activity loss (or credit) at-

tributable to pre-enactment interests. For this purpose, the portion
of the passive activity loss (or credit) attributable to pre-enactment
interests is the lesser of (1) the amount of the passive activity loss

(or credit) which would be disallowed without regard to the phase-
in rules or (2) the amount of the passive activity loss (or credit)

which would be disallowed by taking into account only pre-enact-
ment interests and by disregarding both the phase-in rules and the
carryover of disallowed loss rules. Thus, for example, assume that
in 1987 an individual with a full $25,000 exemption available had a
$15,000 loss from pre-enactment rental activities in which the indi-

vidual actively participated, a $15,000 loss from post-enactment
rental activities in which the individual actively participated, and
no other income or loss from passive activies. The individual is en-

titled to deduct $25,000 under the rental real estate rule of section

469(i) but is not entitled to a further deduction under the phase-in
rules of section 469(m). This is because the amount of the passive

activity loss attributable to pre-enactment interests is the lesser of

(1) the amount disallowed without regard to the phase-in rules (i.e.

$5,000) or (2) the amount which would be disallowed if only pre-en-

actment interests were taken into account (i.e. zero, since none of
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the $15,000 loss attributable to pre-enactment interests would be
disallowed if only those interests were taken into account).
Coordination with rental use of dwelling.—The bill provides that

income, deductions, gain or loss from rental use of a dwelling that
the taxpayer uses as a residence (or from certain other business
uses of a dwelling), for any taxable year in which deductions from
such use are limited to the amount of income from such use under
Code section 280A(c)(5), are not taken into account in determining
the taxpayer's passive activity loss for the year. This provision
eliminates the partial overlap of the deduction limitations imposed
by section 280A(c)(5) and by the passive loss rules, principally in
the circumstance of rental use of residences, and thus tends to sim-
plify the application of these rules.

Affiliated groups.—The bill clarifies that for purposes of the pas-
sive loss rule, all members of an affiliated group that files a con-
solidated tax return are treated as one corporation, except as other-
wise provided in regulations.

Trusts and estates.—The bill provides that if a trust or estate dis-

tributes its entire interest in a passive activity to the beneficiary of
the trust or estate, the basis of the property immediately before the
distribution shall be increased by the amount of the passive activi-

ty losses allocable to the activity. Gain or loss to the trust or estate
and the basis of the property in the hands of the beneficiary will
then be determined under the usual rules applicable under the
Ck)de.

Certain installment sales.—The bill treats as income from a pas-
sive activity, gain that is recognized in a taxable year beginning
after 1986 from the disposition (in a taxable year beginning before
1987) of an interest in an activity that would have been treated as
a passive activity within the meaning of section 469. Thus, under
the bill, income from passive activities includes post-1986 gain from
the pre-1987 installment sale of an activity that the taxpayer can
show would have been treated as a passive activity if the passive
loss rule had applied in the year of disposition.
The bill also makes clerical amendments to the definition provi-

sions of the passive loss rule.

2. Investment interest limitation (sec. 105(c) of the bill, sec. 511 of
the Reform Act, and sec. 163(d) of the Code)

Present Law

Under present law, in the case of noncorporate taxpayers, the de-
duction for investment interest expense is limited to the amount of
net investment income for the year. Investment interest disallowed
for the year is carried forward and treated as investment interest
paid or accrued in the succeeding taxable year, and is allowable to
the extent the taxpayer has net investment income in such year.
Investment interest is defined to include interest paid or accrued

on indebtedness incurred or continued to purchase or carry proper-
ty held for investment. For this purpose, property held for invest-
ment includes an interest in a trade or business activity that is

treated as not a passive activity, but in which the taxpayer does
not rnaterially participate, within the meaning of the passive loss
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locable to portfolio income under the passive loss rule. Investment
income is defined under present law as gross income from, and
gain from the disposition of, property held for investment, to the
extent such amounts are not derived from the ordinary conduct of

a trade or business.

The provisions of the Reform Act affecting the investment inter-

est limitation are phased in, so that the amended provisions

become fully effective for taxable years beginning in 1991 and
thereafter.

Explanation of Provisions

Investment interest.—The bill conforms the language of the defi-

nition of investment interest to the language of a related provision
that allocates interest expense to portfolio income under the pas-

sive loss rule. Thus, under the bill, investment interest is that
which is properly allocable to property held for investment. This
change results in consistency in the language of the provisions allo-

cating interest expense to the category of investment interest, and
permits consistent application of a standard for allocation of inter-

est. This change is not intended to suggest that the adoption of any
particular method of allocation is required, but rather to give
Treasury the ability to devise allocation rules as simple as possible

consistent with the objectives of the provision. For example, the
Treasury could consider rules relating to the securing of property
to mitigate some of the complexities of tracing where simplicity is

desirable, so that, for example, any interest on a loan secured by
personal use property could be considered personal interest, and
any interest on a loan secured by investment assets could be con-
sidered investment interest.

Investment income.—The bill conforms the definition of invest-

ment income to the definition of investment interest, by deleting
the provision that amounts are treated as investment income only
to the extent such amounts are not derived from the conduct of a
trade or business.

Transitional rules.—The bill clarifies the operation of the phase-
in rule. The bill provides that the amount of current year's invest-

ment interest disallowed during any taxable year in the phase-in
period shall not exceed the sum of (1) the amount that would be
disallowed if (a) the net investment income were increased by the
ceiling amount (generally $10,000), (b) the reduction of net invest-

ment income by passive losses allowed under the passive loss

phase-in rule did not apply, and (c) an interest in any activity that
is not treated as passive and in which the taxpayer does not mate-
rially participate were not treated as held for investment; and (2)

the applicable percentage for such year (e.g., 35 percent in 1987) of
the amount which would be disallowed, under the fully phased-in
investment interest limitation, over the amount determined under
(1) above.
The bill also provides that any amount disallowed as a deduction

as investment interest under prior law which would have been
treated as investment interest paid or accrued in the taxpayer's
first taxable year beginning after 1986 (under section 163(d)(2) of
prior law) shall, to the extent attributable to a passive loss activity

1
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(e.g. interest incurred to purchase property subject to a net lease),

be treated as a deduction under section 469 allocable to such activi-

ty and not as a deduction for investment interest. The passive loss
phase-in rules shall not apply to such amount.

3. Personal interest limitation (sec. 105(c) of the bill, sec. 511 of
the Reform Act, and sec. 163(h) of the Code)

Present Law

Under present law, as amended by the Reform Act, personal in-

terest is not deductible. Personal interest is any interest, other
than interest incurred or continued in connection with the conduct
of a trade or business (other than the trade or business of perform-
ing services as an employee), investment interest, or interest taken
into account in computing the taxpayer's income or loss from pas-
sive activities for the year.

Present law provides that qualified residence interest is not sub-
ject to the limitation on personal interest. Qualified residence in-

terest is interest on debt secured by a security interest valid
against a subsequent purchaser on the taxpayer's principal resi-

dence or a second residence of the taxpayer. Interest on such debt
is deductible to the extent that the debt does not exceed the
amount of the taxpayer's basis for the residence (including the cost
of home improvements), plus the amount of qualified medical and
qualified educational expenses, and to the extent the amount of the
debt does not exceed the fair market value of the residence. A
grandfather rule is provided in the case of debt incurred on or
before August 16, 1986 and secured by the taxpayer's principal or
second residence. Interest on such debt (reduced by any principal
payments thereon) is generally treated £is qualified residence inter-

est, provided the amount of the debt does not exceed the fair

market value of the residence. ^

The personal interest limitation is phased in for taxable years
beginning after 1986, and becomes fully effective for taxable years
beginning in 1991 and thereafter.

Explanation of Provisions

Personal interest.—The bill conforms the language of the defini-

tion of personal interest to the language of related provisions (the
passive loss rule and the investment interest limitation) under
which interest expense may be allocated. Thus, the bill provides
that personal interest does not include interest that is properly al-

locable to a trade or business. This change results in consistency in
the language of several significant provisions under which interest
is likely to be allocated, and permits consistent application of a
standard for allocation of interest.

Refinancing of grandfathered debt.—The bill provides that inter-
est on indebtedness secured by a qualified residence and incurred
after August 16, 1986, to refinance grandfathered indebtedness (for

' The section on present law describes the provision as enacted in the Tax Reform Act of 1986.
The Revenue Act of 1987 subsequently amended the limitations on the deductibility of qualified
residence interest for taxable years beginning after December 31, 1987.
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example, to obtain a lower interest rate) will be treated as qualified

residence interest if certain requirements are met.

Indebtedness secured by the qualified residence and incurred

after August 16, 1986 to refinance pre-August 17, 1986 grandfa-

thered indebtedness qualifies under this rule to the extent that the

principal amount of the refinancing does not exceed the principal

amount of the pre-August 17, 1986 grandfathered indebtedness im-

mediately before the refinancing. The refinancing exception will

cease to apply, however, after the expiration of the period of the
pre-August 17, 1986 indebtedness. Thus, if the pre-August 17, 1986
indebtedness was scheduled to be repaid at the end of 1992, interest

on any refinancing of that debt, to the extent not otherwise deduct-

ible, will not be deductible for any period after 1992. Where the
pre-August 17, 1986 debt was not amortized over its term (e.g., a
"balloon" note), interest on any otherwise qualified refinancing of

that debt will be deductible for the term of the first refinancing of

the pre-August 17, 1986 indebtedness (but not for more than 30
years after that refinancing). A refinancing of indebtedness origi-

nally incurred after August 16, 1986 to refinance pre-August 17,

1986 grandfathered indebtedness (e.g., a second refinancing of such
pre-August 17, 1986 debt) can also qualify under this rule subject to

these requirements.
Thus, under the provision, the current balance (taking into ac-

count all amortization of principal) of the debt secured by the tax-

payer's residence and incurred on or before August 16, 1986, that

was grandfathered under the Reform Act, can be refinanced. ^

Use of residence.—The bill clarifies the definition of a residence

of the taxpayer that is treated as a qualified residence, interest on
debt secured by which may be treated as deductible qualified resi-

dence interest. Under the bill, a residence may be treated as a
qualified residence even if the taxpayer does not use it as such at

least 14 days a year or 10 percent of the time it is rented (whichev-

er is greater), provided that the residence is not rented at all

during the year.

Unenforceable security interest.—The bill provides that interest

on a loan secured by a recorded deed of trust, mortgage, or other
security interest in a taxpayer's principal or second residence, in a
State such as Texas where such security instrument will be ren-

dered ineffective or the enforceability of such instrument will be
otherwise restricted by State and local homestead or other debtor
protection law such as the Texas homestead law, shall be treated

as qualified residence interest, provided that such interest is other-

wise qualified residence interest.

Transfer incident to divorce.—For taxable years beginning in

1987, the bill provides that in certain circumstances involving a
transfer of a qualified residence between spouses incident to a di-

vorce or legal separation, the basis limitation on debt, interest on
which may be deductible, may be increased by the amount of se-

cured indebtedness incurred by a spouse in connection with the ac-

^ These rules apply to taxable years beginning in 1987. The Revenue Act of 1987 amended the
rules relating to the deductibility of qualified residence interest for taxable years beginning
after December 31, 1987. That Act contains similar rules with respect to the refinancing of

grandfathered debt (i.e. debt incurred on or before October 13, 1987).
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quisition of the other spouse's interest in the residence. The
amount of such debt may not, however, exceed the fair market
value of the interest in the residence that is being acquired.

Estates and trusts.—The bill allows interest paid or accrued by a
trust or estate on indebtedness secured by a qualified residence of a
beneficiary of a trust or estate to be treated as "qualified residence
interest" if the residence would be a qualified residence (i.e., the
principal residence or the second residence selected by the benefici-

ary) if owned by the beneficiary. The bill also clarifies that interest

payable on the estate tax deferred under prior law section 6166A is

not personal interest.



VI. CORPORATE TAX PROVISIONS (SEC. 106 OF THE BILL)

A. Corporate Tax Rate (sec. 106(a) of the bill, sec. 601 of the
Reform Act, and sec. 15 of the Code)

Present Law

The Act revised corporate tax rates, effective for taxable years
beginning on or after July 1, 1987. Under the Act, the maximum
corporate tax rate under section 11 of the Code for such taxable
years is 34 percent (rather than 46 percent, as under prior law).

Income in taxable years that include July 1, 1987 (other than as
the first date of such year) is subject to a blended rate under the
rules specified in section 15 of the Code.

Certain other provisions of the Code require a determination of
the maximum corporate tax rate under section 11 for a particular

taxable year, for purposes other than imposing a tax by reference
to such rate. Such provisions include the "high-taxed income" pro-

visions of sections 904(d)(2)(F) and 954(b)(4) of the Code, which pro-

vide special treatment for certain income that is subject to foreign

taxes exceeding the highest rate of tax under sections 1 or 11 of the
Code (or 90 percent of such rate, in the case of section 954).

Explanation of Provision

The bill clarifies that any reference in the income tax provisions

of the Code to the highest rate of tax imposed by section 1 ^ or sec-

tion 11(b) of the Code (other than a provision imposing a tax by ref-

erence to such rate) shall be treated as a reference to the weighted
average of the highest rates before and after the change deter-

mined on the basis of the respective portions of the taxable year
before the date of change and on or after the date of the change.
For example, in the case of a calendar year corporate taxpayer, the
highest rate under section 11(b) for the calendar year 1987 would
be 39.95% (181/365 x 46% and 184/365 x 34%).^

' The reference to section 1 of the Code has no application to the non-corporate rate changes
imposed by the Act because the Act does not subject the changes under section 1 to section 15 of

Code. However, if any future legislation were to impose a rate change under section 1 that is

subject to section 15, the provision would apply to such change.
^ 181 is the number of days in calendar year 1987 prior to July 1; 184 is the number of days in

the calendar year 1987 on or after July 1.

(38)



B. Dividends Received Deduction: Certain Dividends Received
From a Foreign Sales Corporation (sec. 106(b) of the bill, sees.

611 and 612 of the Reform Act, and sec. 245(c) of the Code)

Present Law

The Act reduced to 80 percent the prior law 85 percent deduction
that generally applied to dividends received by corporations. The
Act did not affect the 100 percent dividends received deduction that
applies in certain situations.

Under prior law, an 85 percent dividends received deduction was
allowed to a domestic corporation for certain dividends attributable

to qualified interest and carrying charges received or accrued by
the payor corporation while it was a foreign sales corporation
(FSC).

Explanation of Provision

The bill conforms the amount of the dividends received deduction
for certain dividends attributable to qualified interest and carrying
charges received or accrued by the payor corporation while it was a
FSC to the general reduction, under the Act, of the 85 percent divi-

dends received deduction to 80 percent. Accordingly, under the bill,

the amount of the dividends received deduction for such
dividends received in 1987 ^^ is reduced to 80 percent.

The bill makes certain other conforming and clerical amend-
ments.

^" The Revenue Act of 1987 further reduced the dividends received deduction to 70 percent for

dividends from less than 20 percent owned corporations. That Act corrected this error for divi-

dends received after 1987.

(39)



C. Extraordinary Dividends Received by Corporate Shareholders
(sec. 106 of the bill, sec. 614 of the Reform Act, and sec. 1059 of

the Code)

Present Law

Under the Act, if a corporation receives an extraordinary divi-

dend and has not held the stock subject to a risk of loss for a speci-

fied holding period (described below), the corporation must reduce

its basis in the stock with respect to which the dividend was paid

by the nontaxed portion of the dividend (i.e., the portion of the divi-

dend eligible for the dividends received deduction). An extraordi-

nary dividend is generally defined as one exceeding certain

"threshold" amounts.
The Act provided a holding period requirement, under which

basis reduction is required if the stock is not held subject to a risk

of loss for more than two years before the dividend announcement
date. The dividend announcement date is defined in the Act as the

date on which the corporation declares, announces, or agrees to the

payment of the dividend, whichever is the earliest.^

The Act also provided that certain distributions are treated as

extraordinary dividends without regard to the recipient's holding

period or the amount of the dividend. The distributions subject to

this rule are any non pro-rata redemption and any redemption in

partial liquidation constituting a dividend.

The Act provided a special relief provision applicable to certain

qualifying preferred dividends. Under this provision, certain divi-

dends that would otherwise require basis reduction because the

more than two-year holding period is not met, may be eligible for a
reduced amount of basis reduction or no basis reduction if the
stock is either held for five years or if the dividends received do not

exceed the dividends "earned," based on the stock's stated rate of

return. This relief provision applies only in the case of certain pre-

ferred dividends on stock which provides for fixed dividends pay-

able at least annually, with respect to which the taxpayer's actual

rate of return does not exceed 15 percent. Furthermore, relief is

^ Although the amount of any fixed dividend on preferred stock is in a sense "announced" by
the terms of the stock at the time the stock is acquired, all such fixed dividends on the stock,

however long it is held, are not thus considered to be "announced or agreed to" within the 2-

year period. However, the fixed dividends attributable to the first 2 years the preferred stock is

held are considered "announced or agreed to" within the first two years, even though a pay-

ment date might be missed or there might otherwise be a delay in paying such dividends beyond
the first 2 years to which they are attributable.

Similarly, if preferred stock provides for a cumulative dividend of a specified percentage of

annual profits, the dividends attributable to the first 2 years profits are subject to the extraordi-

nary dividends rule and basis reduction is required with respect to such dividends if the thresh-

old percentage is exceeded, even if the dividends are not paid until the third year.

The basis reduction rules also apply in other situations that avoid the threshold amount or

holding period requirements by deferring or staggering dividend payments.

(40)



41

available only to the extent the taxpayer's actual rate of return
does not exceed the stated rate of return.
The Act provided an exception under which no basis reduction is

required in the case of an otherwise extraordinary dividend re-

ceived with respect to stock of a corporation if: (i) the taxpayer has
held the stock during the entire period such corporation was in ex-
istence, (ii) the only earnings and profits of the corporation were
earnings and profits accumulated during such period, and (iii) the
application of the exception is not inconsistent with the purposes of
the extraordinary dividend provision.
The Act also provided an exception under which no basis reduc-

tion is required in the case of any qualifying dividend within the
meaning of section 243(b)(1) of the Code. This provision was also in-

tended to apply only where earnings and profits would directly or
indirectly be solely attributable to the distributee shareholders in
the case of distributions that constitute qualifying dividends within
the meaning of section 243(b)(1). It was not intended that the ex-
traordinary dividend provision duplicate any reductions in basis re-

quired under the consolidated return regulations with respect to
dividend distributions (or deemed dividend distributions) between
members of an affiliated group filing consolidated returns.
Under the Act, the Treasury Department is directed to prescribe

such regulations as may be appropriate to carry out the purposes
of the provision, including regulations providing for the application
of the provision in the case of stock dividends, stock splits, reorga-
nizations, and other similar transactions.

Explanation of Provision

The bill clarifies that the dividend announcement date, with re-

spect to which the holding period requirement is tested, is the date
on which the corporation declares, announces, or agrees to either
the amount or the payment of the dividend, whichever is earliest.

Thus, if the amount of a dividend is announced or agreed to within
the two-year period, the fact that its payment may not have been
announced or agreed to is irrelevant.
The bill clarifies that the nontaxed portion of any dividend that

is a non pro-rata distribution or a partial liquidation distribution
reduces basis, without regard to whether the two-year holding
period requirement has been met.
The bill also clarifies the application of the special exception for

dividends on stock that has been held during the entire existence
of a corporation. This relief provision was intended to permit distri-

butions without basis reduction, even through the distributions
exceed the threshold percentage and are declared, announced or
agreed to within the two-year holding period, only in those cases in
which the earnings and profits of the corporation paying the divi-

dend could not have been attributable, directly or indirectly, to any
person other than the original shareholder receiving the distribu-
tion. For this purpose, earnings and profits are not considered at-

tributable solely to such shareholder if any more than a de mini-
mis part of such earnings and profits is derived, directly or indi-
rectly, from any other entity in which the shareholder was not an
original shareholder with an interest at least as great as such
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shareholder's original and continuing interest in the distributing

corporation at the time of the distribution.

Thus, for example, the relief provision does not apply if any
more than a de minimis part of the earnings and profits of the cor-

poration paying the dividend were derived directly or indirectly

from another corporation (e.g., through a dividend distribution, a
transaction described in sec. 381, a sale of assets received in a sec-

tion 332 liquidation or other carryover basis transaction, or by
virtue of the consolidated return regulations increasing the earn-
ings and profits of the corporation that is pa5dng the dividend on
account of earnings and profits of another corporation which is a
subsidiary) in which the original shareholder did not at all times
hold at least as great an interest as such shareholder's interest in

the distributing corporation at the time of the distribution.

However, the fact that the distributing corporation directly or in-

directly received de minimis amounts of earnings and profits from
other entities (such as non-extraordinary dividends received from
temporary portfolio investments of funds), would not generally be
expected to preclude the application of the relief provision.

The bill clarifies that earnings and profits would be indirectly at-

tributable to a person other than the shareholder receiving the dis-

tribution if they are attributable to transfers from or earnings and
profits of any corporation that is not a "qualified corporation". A
qualified corporation is one in which the shareholder receiving the
dividend holds, directly or indirectly, at least as great an interest,

throughout the entire existence of such corporation, as such share-
holder has held throughout the period the corporation paying the
dividend in question was in existence. In addition, a qualified cor-

poration must have no earnings and profits which were earned by
any person, or are attributable to gain on property which accrued
during a period in which any person held such property, if the
shareholder did not, throughout such corporation's or other per-

son's existence, hold the requisite interest in such corporation or
other person.
The bill similarly clarifies the exception for dividends that qual-

ify under section 243(b)(1) of the Code, providing that such divi-

dends do not qualify for the exception to the extent they are attrib-

utable to earnings and profits earned by a corporation during a
period it was not a member of the affiliated group,* or attributable
to gain on property which accrued during a period the corporation
holding the property was not a member of the affiliated group.

It is expected that the application of the provision to distribu-

tions between members of an affiliated group filing consolidated re-

turns will be consistent with the principles of the exceptions relat-

ing to qualifying dividends and dividends with respect to stock
which the distributee has held throughout the distributor's entire
existence. It is understood that, in most instances, the consolidated
return regulations achieve results that are consistent with the pur-
poses of the extraordinary dividend rules. For example, the regula-

• For this purpose, amounts received from a subsidiary of the distributing corporation that
are distributed during a year in which it is affiliated with the distributee, but which represent
earnings realized by the subsidiary (or by another corporation, such as a lower-tier subsidiary)
during a year in which the subsidiary (or other corporation) was not affiliated with the distribu-
tee, will not be considered earned by the distributing corporation during an affiliation year.
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tions require a negative basis adjustment in the stock of a subsidi-

ary to the extent the distribution represents preaffiliation earnings
and profits of the subsidiary. A negative adjustment is not required
vdth respect to all dividend distributions, however.

It is recognized that the failure of the consolidated return regula-

tions to require a negative adjustment to stock for dividend distri-

butions received from a member is, in some situations, consistent
with the principles of the extraordinary dividend provision. It is

not intended that this provision will require a basis reduction in

such situations. For example, a distribution during a consolidated
return year out of earnings and profits accumulated during a prior

y^ear, throughout which the distributing corporation w£is affiliated

with the distributee but did not join the distributee's consolidated
return £ind not attributable to gain on property that accrued prior

to affiliation, would not result in a reduction in the basis of the dis-

tributee's stock in the distributing corporation. Likewise, a distri-

bution out of current year earnings to a member of the affilated

^oup with which the distributing corporation files a consolidated
return does not cause a basis reduction under the consolidated
return rules. If such earnings are not attributable to gain on prop-
erty accrued during a period the corporation holding the property
was not a member of the group, the result in most instances would
lot be inconsistent with the purposes of this provision.

However, to the extent results produced under the consolidated
return regulations are inconsistent with the purposes and princi-

ples of the extraordinary dividend provision, it is intended that a
basis reduction may be required under this provision notwithstand-
ing the fact that no reduction is mandated under the consolidated
return regulations.

The bill clarifies that only fixed dividends (i.e., dividends that do
not vary in amount from period to period) are eligible for the spe-
cial relief provision for qualified preferred dividends.
The bill clarifies that the regulatory authority to carry out the

purposes of the provision extends to cases where stock is held by
pass-thru entities.

The bill deletes section 1059(d)(5) of the Code as deadwood.



D. Special Limitations on Net Operating Loss and Other
Carryforwards

1. Value of loss corporation: Special rule in the case of redemp-
tion (sec. 106(d)(1) of the bill, sec. 621(a) of the Reform Act,
and sec. 382(e) of the Code)

Present Law

After a more than 50 percent change in ownership, the taxable
income of a loss corporation available for offset by pre-acquisition

NOL carryforwards is limited by a prescribed rate times the value
of the loss corporation's stock immediately before the ownership
change. Debt thus reduces value for purposes of the limitation.

Under a special rule, if a redemption occurs in connection with an
ownership change—either before or after—the value of the loss cor-

poration's stock is determined after taking the redemption into ac-

count. Also, redemptions are taken into account in determining
whether a loss corporation has a built-in gain or loss. Further, the
Secretary is authorized to prescribe regulations providing for the
treatment of corporate contractions as redemptions.

Explanation of Provision

In lieu of regulatory authority, the bill extends the statutory
rules for redemptions to other corporate contractions. The rule for

redemptions was intended to apply to transactions that effect simi-
lar economic results, without regard to formal differences in the
structure used or the order of events by which similar conse-
quences are achieved. Thus, for example, the fact that a transac-
tion might not constitute a "redemption" for other tax purposes
does not determine the treatment of the transaction under this pro-

vision. As one example, a "bootstrap" acquisition, in which aggre-
gate corporate value is directly or indirectly reduced or burdened
by debt to provide funds to the old shareholders, could generally be
subject to the provision. This may include cases in which debt used
to pay the old shareholders remains an obligation of an acquisition
corporation or an affiliate, where the acquired loss corporation is

directly or indirectly the source of funds for repayment of the obli-

gation.

The bill also clarifies that if the old loss corporation is a foreign
corporation, its value shall be determined taking into account only
assets and liabilities treated as connected with the conduct of a
trade or business in the United States.^

* This provision relating to foreign corporations applies only to ownership changes occurring
after June 10, 1987 (the date of introduction of the bill).

(44)
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2. DeHnition of ownership change: Owner shift involving flve-per-

cent shareholder and equity structure shift (sec. 106(d)(2) of
the bill, sec. 621(a) of the Reform Act, and sec. 382(g)(4)(C) of
the Code)

Present Law

An ownership change occurs if the percentage of stock in a loss

corporation owned by one or more five-percent shareholders in-

creases by more than 50 percentage points relative to the lowest
percentage of such stock owned by those shareholders during a
testing period. The determination whether an ownership change
has occurred is made after any owner shift involving a five-percent

shareholder or any equity structure shift.

An owner shift involving a five-percent shareholder is defined as
any change in the respective ownership of stock in a corporation
that affects the percentage of stock held by any person who holds
five percent or more of stock in the corporation before or after the
change. An equity structure shift is defined as any tax-free reorga-

nization within the meaning of section 368, other than a divisive

"D" or "G" reorganization or an "F" reorganization. For purposes
of these definitions, all less-than-five-percent shareholders are ag-

gregated and treated as a single five-percent shareholder.
In determining whether an equity structure shift has occurred,

the rule that aggregates less-than-five-percent shareholders is ap-
plied separately with respect to each group of shareholders of each
corporation that is a party to the reorganization ("segregation
rule"). Except as provided in regulations, the segregation rule ap-
plies in determining whether there has been an owner shift involv-

ing a five-percent shareholder; the regulatory authority in section

382(m) augments this rule for cases that involve only a single cor-

poration. To the extent provided in regulations, transactions in

which it is feasible to identify changes in ownership involving less-

than-five-percent shareholders will be treated under the rules for

equity structure shifts.

Explanation of Provision

The bill amends section 382(g)(4)(C) to clarify that rules similar
to the segregation rule apply to acquisitions by groups of less-than-

five-percent shareholders through corporations as well as other en-
tities (e.g., partnerships), and in transactions that do not constitute
equity structure shifts.

The regulatory authority in section 382(g)(3)(B)—to treat transac-
tions under the rules for equity structure shifts—does not limit the
scope of section 382(g)(4)(C). Section 382(g)(4)(C), by its terms, gener-
ally causes the segregation of the less-than-five-percent sharehold-
ers of separate entities where an entity other than a single corpo-
ration is involved in a transaction. Section 382(g)(3)(B) merely pro-
vides additional authority, as does section 382(m), for cases in

which only one corporation is involved.
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3. Special rules for built-in gains and losses and section 338 gains
(sees. 106(d)(3) and (22) of the bill, sec. 621(a) of the Reform
Act, and sec. 382(h) of the Code)

Present Law

If a loss corporation has a net unrealized built-in gain, the sec-

tion 382 limitation for any taxable year ending within a five-year
recognition period is increased by the recognized built-in gain for

the taxable year. A net unrealized built-in gain is the amount by
which the fair market value of a corporation's assets exceeds the
aggregate adjusted basis of those assets immediately before an own-
ership change. The definition of a net unrealized built-in gain is in-

applicable unless the amount of net unrealized built-in gain ex-

ceeds 25 percent of the value of the corporation's assets. Also, the
definition is applied without taking account of any cash, cash
items, or marketable security with a value that does not substan-
tially differ from adjusted basis. The conference report refers to

section 368(a)(2)(F)(iv) for the definition of cash items. That section
includes receivables in the definition of cash items.
The section 382 limitation is increased by the excess of (1) gain

recognized by reason of an election under section 338, over (2) the
portion of such gain taken into account in computing recognized
built-in gains for a taxable year. A recognized built-in gain is any
gain recognized during the recognition period on the disposition of
any asset, if the corporation establishes that the asset was held im-
mediately before the ownership change, and to the extent the gain
does not exceed the excess of the asset's fair market value over the
adjusted basis on such date.

If an ownership change occurs during a taxable year, the section
382 limitation does not apply to the utilization of losses against the
portion of the corporation s taxable income allocable to the period
before the change. For this purpose, except as provided in regula-
tions, taxable income realized during the taxable year is allocated
ratably to each day in such year. Under the allocation rule, taxable
income is computed without regard to recognized built-in gains and
losses.

If a corporation has a net unrealized built-in loss, built-in losses

recognized within a 5-year recognition period are subject to the sec-

tion 382 limitation. The Act provides that the disallowed loss is car-

ried forward to subsequent taxable years under rules similar to the
rules for the carrying forward of a net operating loss, and is subject
to limitation in those years in the same manner as a pre-change
loss.

Explanation of Provision

The bill clarifies the treatment of built-in gain if a section 338
election is made in connection with an ownership change, and if

the 25 percent built-in gain threshhold was not met with respect to

the ownership change, so that no post-change built-in gains would
generally be allowed to increase the section 382 limitation. The bill

provides that in such a case, the section 382 limitation for the post-
change year in which gain is recognized by reason of the section
338 election is increased by the lesser of (i) the amount of net unre-
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alized built-in gain (determined as of the date of the section 382
ownership change), computed without regard to the 25-percent
threshold requirement, or (ii) the gain recognized by reason of sec-

tion 338.

Also, regarding the allocation rule for the taxable year in which
an: ownership change occurs, taxable income is computed without
regard to recognized built-in gains to the extent such gains in-

creased the section 382 limitation for the year, and without regard
to recognized built-in losses to the extent such losses are treated as
pre-change losses. That is, such gains or losses are disregarded for

this purpose only to the extent they did not exceed the limitations

on the total amount of recognized built-in gain or loss, as the case
may be, for the year of recognition.

The amendment clarifies that under regulations any item of
income which is properly taken into account during the recognition
period but that is attributable to periods before the change date
shall be treated as a recognized built-in gain for the taxable year in

which it is properly taken into account. Also, any amount which is

allowable as a deduction during the recognition period but which
accrued before the change date shall be treated as a recognized
built-in loss for the taxable year for which it is allowable as a de-

duction. The amount of net unrealized built-in gain or loss shall be
properly adjusted to include items of income attributable to periods
before the change date and deductions which accrued before the
change date. It is expected that under this provision, in computing
net unrealized built-in gain or loss for purposes of determining
whether the 25 percent threshold applies, receivables will be treat-

ed as cash items only if they were properly taken into account for

tax purposes under the taxpayer's method of accounting prior to

the date of the ownership change.
Finally, the bill clarifies that a recognized built-in loss that is

disallowed retains its character as a capital loss or ordinary loss

and is carried forward under the rules applicable to a loss of that
character.

4. Testing period: Shorter period where all losses arise after three-
year period begins (sec. 106(d)(4) of the bill, sec. 621 of the
Reform Act, and sec. 382(i)(3) of the Code)

Present Law

The testing period for determining whether an ownership change
has occurred generally is the three-year period preceding any
owner shift involving a five-percent shareholder or any equity
structure shift. After an ownership change, the testing period does
not begin before the day following the first ownership change. If

the corporation does not have a net unrealized built-in loss, the
testing period does not begin before the first day of the first tax-
able year from which there is a loss carryforward.

Explanation of Provision

The bill clarifies that the testing period does not begin before the
earlier of (1) the first day of the first taxable year from which there
is a loss carryforward, or (2) the first day of the taxable year in
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which the transaction being tested occurs. Thus, where there is a
current net operating loss for the taxable year in which an owner-
ship change occurs, the testing period is determined by taking such
taxable year into account.

5. Definitions of loss corporation, old loss corporation, and new
loss corporation (sees. 106(d)(5), (10), and (21) of the bill, sec.

621(a) of the Reform Act, and sees. 382(k) and 382(1)(8) of the

Code)

Present Law

The special limitations apply to the taxable income of any "new
loss corporation." The term "loss corporation" is defined to include

a corporation entitled to use a net operating loss carryover. A "new
loss corporation" is a corporation that is a loss corporation after an
ownership change. The same corporation may be both the old loss

corporation and the new loss corporation.

An "old loss corporation" is a corporation with respect to which
there is an ownership change, which was a loss corporation before

the ownership change, or with respect to which there is a pre-

change loss. A pre-change loss is any net operating loss carryfor-

ward of an old loss corporation to the taxable year ending with or

in which the ownership change occurs, and the net operating loss

of an old loss corporation for the taxable year in which the owner-
ship change occurs (to the extent allocable to the period on or

before the change date).

In determining whether an ownership change has occurred, the

percentage of stock in the new loss corporation is compared to the

lowest percentage of stock in the old loss corporation (or any prede-

cessor) owned by a shareholder during the testing period.

Explanation of Provision

The bill clarifies that the definition of a loss corporation includes

a corporation entitled to use a pre-change loss (that is, a net oper-

ating loss for the taxable year in which an ownership change
occurs, as well as a net operating loss carryover to such year).

Thus, for example, the definition of a new loss corporation includes

a corporation that is entitled to use a net operating loss that was
incurred in the taxable year in which an ownership change oc-

curred.

Except as provided in regulations, any entity and any predeces-

sor or successor of such entity is treated as one entity. As an exam-
ple, if a corporation purchases 100 percent of the stock of an unre-

lated loss corporation, the loss corporation would become a new
loss corporation. If the new loss corporation liquidates in a tax-free

transaction pursuant to section 332 (so the new loss corporation's

net operating loss carryforwards carry over to the acquiring corpo-

ration), the acquiring corporation—as successor—will continue to

be treated as a new loss corporation.

The bill also modifies the definition of ownership change by
eliminating the references to "old" and "new" loss corporations.

This change merely eliminates circularity in the definition of own-
ership change, and is not intended to have any substantive effect.
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5. Operating rules relating to ownership of stock (sec. 106(d)(6) of
the bill, sec. 621(a) of the Reform Act, and sec. 382(1)(3) of the
Code)

Present Law

In determining whether an ownership change has occurred,
changes in the holding of certain preferred stock are disregarded,

ind the constructive ownership rules of section 318 are applied
N\i\\ several modifications.

One modification to the rules of section 318 relates to options
md similar interests. Except as provided in regulations, the holder
)f an option is treated as owning the underlying stock if such pre-

;umption would result in an ownership change. Thus, the stock un-
lerlying an option or similar interest may be taken into account on
ind after the date on which the interest is acquired or later trans-

erred. The subsequent exercise of an option is disregarded if the
lolder of the option has been treated as owning the underlying
itock. On the other hand, if the holder of an option was not treated
IS owning the underlying stock, the subsequent exercise will be
aken into account in determining whether there is an owner shift

it time of exercise. Similarly, except as provided in regulations, a
)erson is treated as owning stock that may be acquired pursuant to

iny contingent purchase, warrant, convertible debt, put, stock sub-
ect to a risk of forfeiture, contract to acquire stock, or similar in-

erest, if such a presumption results in an ownership change.^
The Act does not provide rules for attributing stock that is

)wned by a government. For example, stock that is owned by a for-

!ign government is not treated as owned by any other person,
rhus, if a government of a country owned 100 percent of the stock
)f a corporation and, within the testing period, sold all of such
itock to members of the public who were citizens of the country, an
)wnership change would result. Governmental units, agencies, and
nstrumentalities that derive their powers, rights, and duties from
he same sovereign authority will be treated as a single sharehold-
!r.

Explanation of Provision

The bill clarifies that the constructive ownership rules of section
118 are applied only to "stock" that is taken into account for pur-
)oses of section 382. For example, assume a corporation owns both
:ommon stock and stock of a type that is not counted in determin-
ng whether there has been an ownership change (referred to as
'pure preferred") in a holding company. The pure preferred repre-
sents 55 percent of the holding company's value. The holding com-
)any's only asset consists of 100 percent of the common stock in an
)perating subsidiary that is a loss corporation. The sale of the pure

® Thus, the type of rights to acquire stock that are subject to the option rule may extend
eyond those rights that have been treated as options under section 318(a)(4) as applied for other
lurposes. For example, a right to acquire unissued stock in a corporation would (except as pro-
ided by regulations) be treated as exercised if an ownership change would result, without
egard to how such right may have been treated under section 318(a)(4). The Treasury Depart-
lent will exercise its regulatory authority to prevent the use of the option rule in appropriate
ases—as one example, where options or similar interests are issued shortly after a corporation
las incurred a de minimis amount of loss.
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preferred would not constitute an ownership change because no
stock in the loss corporation may be attributed through pure pre-

ferred. On the other hand, assume 100 percent of the stock in a loss

corporation is transferred in a section 351 exchange, in which the
loss corporation's sole shareholder receives pure preferred repre-

senting 51 percent of the transferee's value, and an unrelated
party receives 100 percent of the transferee's common stock. Here,
an ownership change would result with respect to the loss corpora-
tion. Similar rules apply where a loss corporation is owned directly

or indirectly by a partnership (or other intermediary) that has out-

standing ownership interests substantially similar to a pure pre-

ferred stock interest.

The bill also clarifies that the rule with respect to options ex-

tends beyond options that have been subject to section 318(a)(4).

7. Bankruptcy proceedings (sees. 106(d)(7), (8), and (18) of the
bill, sec. 621(a) of the Reform Act, and sec. 382(1)(5) of the
Code)

Present Law

The special limitations do not apply to an ownership change if

the old loss corporation was under the jurisdiction of the court in a
title 11 or similar case immediately before the ownership change,
and the shareholders and creditors of the old loss corporation own
50 percent or more of the value and voting power of the new loss

corporation. However, the net operating losses of the corporation
are reduced by any interest deductions on debt converted to stock
for interest that was paid or accrued during the prior three years.

Also, net operating losses are computed as if 50 percent of the
amount that, but for section 108(e)(10)(B), would have been included
in gross income, had been so included.
A new loss corporation may elect to forgo the special bankruptcy

rule described above, in which case, the general rules will apply
except the value used for purposes of computing the section 382
limitation will be the value of the new loss corporation immediate-
ly after the ownership change.
A modified version of the bankruptcy exception applies to a

thrift involved in an equity structure shift that is a reorganization
described in section 368(a)(3)(D)(ii), or any other equity structure
shift or transaction to which section 351 applies that occurs as an
integral part of a transaction involving a reorganization described
in section 368(a)(3)(D)(ii). The bankruptcy exception is applied to

qualified thrift reorganizations by requiring shareholders, credi-

tors, and depositors to retain a 20-percent (rather than 50-percent)
interest. For this purpose, the fair market value of the outstanding
stock in the new loss corporation includes deposits that become de-

posits of the new loss corporation.

Explanation of Provision

The bill clarifies that, for purposes of the 50-percent test, stock of

a shareholder is taken into account only to the extent such stock
was received in exchange for stock or a qualified creditor's interest

that was held immediately before the ownership change. Thus, for
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example, stock received by a former stockholder for new consider-

ation, such as the provision of funds to the corporation, a guaran-
tee of corporate obligations, or any other consideration, is not

taken into account. Similarly, stock purchased from other stock-

holders in the transaction is not counted. The bill also clarifies that

stock received by a qualified creditor is taken into account only to

the extent such stock was received in satisfaction of qualified in-

debtedness.

The bill clarifies the attribute reduction that occurs with respect

to amounts that would be cancellation of indebtedness income. The
amount of the reduction is 50 percent of the amount that (but for

section 108(e)(10)(B)) would have been applied to reduce tax at-

tributes under section 108(b), that is, the excess of the amount of

cancelled debt over the fair market value of stock issued in satis-

faction of the debt. The bill also clarifies that the amount of the

iebt outstanding for this purpose does not include previously ac-

crued but unpaid interest that has already been deducted from net

Dperating loss carr5^orwards under the rule requiring reduction for

interest deducted during the three-year period prior to the owner-
ship change.
The bill also clarifies that if an election to forgo the bankruptcy

rule is made, the value of the new loss corporation will reflect any
increase in value resulting from the surrender or cancellation of

creditors' claims in the transaction.

Regarding qualified thrift reorganizations, the bill clarifies that

the fair market value of the outstanding stock of the new loss cor-

poration includes the amount of deposits in such corporation imme-
diately after the change. Also, it is clarified that the voting power
requirement will not cause a failure of the 20-percent test solely be-

cause deposits do not carry adequate voting power.

i. Effective dates (sec. 106(d)(ll) of the bill and sec. 621(f) of the

Reform Act)

Present Law

The provisions of the Act generally apply to ownership changes
that occur on or after January 1, 1987. The Act states that its pro-

v^isions apply to an ownership change following an owner shift in-

v^olving a five-percent shareholder occurring after December 31,

1986, or following an equity structure shift occurring pursuant to a
plan of reorganization adopted after December 31, 1986.

The earliest testing period under the Act begins on May 6, 1986.

[f an ownership change occurs after May 5, 1986, and before Janu-
ary 1, 1987, and the provisions of the Act do not apply, then the
earliest testing period will not begin before the day following the
date of such ownership change.
Under the general rules of section 382, if a public offering is per-

formed by an underwriter on a "firm commitment" basis, the un-
derwriter is treated as owning the stock for purposes of determin-
ing whether an owner shift involving a 5-percent shareholder has
occurred.
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Explanation of Provision

The bill clarifies that the provisions of the Act apply to owner-
ship changes occurring after December 31, 1986. For purposes of
this transition rule, and for purposes of determining when a new
testing period starts under section 382(i), any equity structure shift

pursuant to a plan of reorganization adopted before January 1,

1987 is treated as occurring when such plan was adopted."^

By treating equity structure shifts pursuant to plans of reorgani-
zation that were adopted before January 1, 1987 as occurring when
the plan was adopted, the bill clarifies that no equity structure
shift pursuant to a plan adopted after 1986, and no other owner
shift involving a 5-percent shareholder occurring after 1986, is pro-
tected under the transition provisions, even though such shifts may
occur before the completion of a pre-1987 plan of reorganization;
i.e., such shifts are not grandfathered by virtue of the pre-1987
plan. If however, an ownership change occurs within the testing
period prior to the end of 1986 when any equity structure shift pur-
suant to a pre-1987 plan is considered together with other pre-1987
owner shifts, that ownership change is grandfathered and a new
testing period starts. Any equity structure shift pursuant to a plan
adopted after 1986, and any post-1986 owner shift involving a 5-per-

cent shareholder, that occurs before the completion of the pre-1987
plan of reorganization will count for purposes of determining when
or whether a later ownership change occurs, under section 382(i).

If, appl3dng the foregoing provisions and the rule in section

382(1X3) (described below), an ownership change occurs immediately
following an equity structure shift pursuant to a post-1986 plan of
reorganization, or immediately following any other post-1986 owner
shift involving a 5-percent shareholder, the ownership change is

subject to the provisions of section 382 as amended by the Act.
The bill clarifies that the May 6, 1986, testing date applies for

purposes of determining whether an ownership change occurred
after May 5, 1986, and before January 1, 1987. For purposes of de-
termining whether shifts in ownership occurred between May 5,

1986, and January 1, 1987, the rule in section 382(1)(3) for options
and similar interests applies. Thus, in the case of such an interest
issued on or after May 6, 1986, and before January 1, 1987, the un-
derlying stock could be treated as acquired at the time the interest
was issued. For this transition period, however, in addition to the
Treasury Department's general regulatory authority under the
rule in section 382(1)(3), the Treasury Department may provide for
different treatment in the case of an acquisition of an option or
similar interest that is not in fact exercised, as appropriate where
the effect of treating the underlying stock as if it were acquired
would be to cause an ownership change that would start a new
testing period (and thus result in relief under the transitional
rules). No inference is intended as to how pre-May 6, 1986 options
or similar interests would be treated.

^ The bill thus clarifies that the transition rule for equity structure shifts pursuant to pre-
1987 plans of reorganization is applicable even though such an equity structure shift may also
be an owner shift involving a 5-percent shareholder.
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I The 1954 Code version of section 382(a), relating to nonreorgani-
jzation transactions, has continuing appHcation to any increase in

percentage points of stock ownership to which the provisions of the

(Act do not apply by reason of any transitional rule—including the

rules prescribing measurement of the testing period by reference

lonly to transactions after May 5, 1986, and the rules that disregard

ownership changes following or resulting from certain transactions.

The 1954 Code version of section 382(b), however, does not apply to

any reorganization occurring pursuant to a plan of reorganization

adopted after December 31, 1986.

Any regulations that have the effect of treating a group of share-

holders as a separate five-percent shareholder by reason of a public

offering will not apply to any public offering before January 1,

1989, for the benefit of institutions described in section 591. Fur-
ther, unless the corporation otherwise elects, an underwriter of any
offering of stock of a corporation before September 19, 1986 (Janu-

ary 1, 1989 in the case of an offering for the benefit of an institu-

tion described in section 591) will not be treated as acquiring stock

in the institution by reason of a firm commitment underwriting,
but only to the extent such stock is disposed of no later than 60
days after the initial offering and pursuant to the offering.

9. Treasury Department regulatory authority with respect to prop-
erty transferred in nonrecognition transactions (sec.

106(d)(23) of the bill, sec. 621(a) of the Reform Act and sec.

382(h)(9) of the Code)

Present Law

The Treasury Department is directed to prescribe such regula-

tions as may be necessary to carry out the purposes of the loss limi-

tation provisions where property held on the change date is trans-

ferred in a transaction where gain or loss is not recognized in

whole or in part.

Explanation of Provision

The bill clarifies that the regulatory authority applies to cases
where property held on the change date was acquired or is subse-

quently transferred in a transaction where gain or loss is not recog-

nized in whole or in part. Thus, for example, it is clarified that
property transferred in such a nonrecognition transaction prior to

the date of the ownership change date is subject to the regulatory
authority.

It is expected, as one example, that built-in gain with respect to

property transferred in a nonrecognition transaction (including, for

example, a tax-free reorganization as well as a section 351 contri-

bution to capital) may in appropriate cases be disregarded for pur-

poses of determining the amount of net unrealized built-in gain
and for purposes of determining the addition to the section 382 lim-

itation following an ownership change. It is expected that cases
where such built-in gain will be disregarded may include transac-
tions in which the value transferred to the corporation would be
disregarded under section 382(1)(1) if the transaction had been a
contribution to capital.
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10. Treasury Department regulatory authority with respect to cer-

tain related corporations (sec. 106(d)(24) of the bill, sec.

621(a) of the Reform Act and sec. 382(m) of the Code)

Present Law

The Treasury Department has broad regulatory authority to pre-

scribe any regulations necessary or appropriate to carry out the
purposes of the loss limitation provisions.

Explanation of Provision

The bill clarifies that the regulatory authority is intended to in-

clude authority to provide appropriate adjustments to value, built-

in gain or loss, and other items so that items are not taken into

account more than once or omitted in the case of certain corpora-

tions under common ownership.
The bill defines such corporations under common ownership to

include any group of corporations described in section 1563(a) (de-

termined by substituting "50 percent" for "80 percent" each place

it appears and without regard to section 1563(a)(4)).



E. Recognition of Gain or Loss on Liquidating Sales and
Distributions of Property {General Utilities)

I. Limitations on recognition of loss (sees. 106(e)(1) and (2) of the

bill, sec. 631(a) of the Reform Act, and sees. 336(d)(2) and
336(d)(3) of the Code)

Present Law

A corporation generally recognizes gain or loss on a sale or dis-

Tibution of property, whether or not in liquidation. However,
mder the statute, loss is not recognized in certain circumstances
see, e.g., sec. 336(d)).® One circumstance in which loss is not recog-

lized involves the sale, exchange or distribution of property ac-

luired by a liquidating corporation in a transaction to which sec-

ion 351 applied or as a contribution to capital, if thie acquisition of

such property was part of a plan a principal purpose of which was
;o recognize loss by the liquidating corporation in connection with
;he liquidation. In these circumstances, the basis of the property

br purposes of determining loss is reduced, but not below zero, by
;he excess of the adjusted basis of the property on the date of con-

;ribution over its fair market value on such date.^ The statute pro-

ades that if the adoption of a plan of complete liquidation occurs

n a taxable year following the date on which the tax return in-

cluding the loss disallowed by this provision is filed, the Secretary
nay prescribe regulations under which the loss may be recaptured
n the year of liquidation, rather than requiring an amended
•eturn to be filed with respect to the year the loss was taken. The
\ct provides that property acquired by the liquidating corporation
luring the two-year period ending on the date of the adoption of

;he plan of liquidation shall, except as provided in regulations, be
;reated as part of such a plan subject to these provisions. ^ °

* Congress did not intend to create any inference regarding the deductibility of losses in liqui-

lating or nonliquidating distributions or sales under other statutory provisions or judicially cre-

ited doctrines, or to preclude the application of such provisions or doctrines where appropriate.

Jee, e.g., sec. 482 and Treas. Reg. sec. 1.482-l(dX5); National Securities Corp. Comm'r, 46 B.T.A.

)62 (1942), cert, denied 320 U.S. 794 (1943) (loss on sale by subsidiary of securities transferred by
)arent in nonrecognition transaction reallocated to parent, where purpose of transfer was to

ihift unrealized loss on securities to subsidiary); Court Holding Co. v. U.S., 324 U.S. 321 (1945)

corporation treated as true seller of property distributed to shareholders and purportedly sold

)y them to third party); and Gregory v. Helvering, 293 U.S. 465 (1935) (in addition to meeting
iteral requirements of statute, transaction must have valid business purpose to qualify for non-
•ecognition).

' The effect of this rule of section 336(d)(2) is to deny recognition to the liquidating corpora-

ion of that portion of the loss on the property that accrued prior to the contribution, but to

jermit recognition of any loss accruing after the contribution. In the event that a transaction is

lescribed both in section 336(d)(1) (which denies loss accruing either before or after the contribu-

tion) and section 336(d)(2), section 336(d)(1) will prevail. This provision was not intended to over-
ride section 311(a). Thus, if property is distributed in a nonliquidating context, the entire loss

and not merely the built-in loss) will be disallowed.
'" Although Congress recognized that a contribution more than two years before the adoption

)f a plan of liquidation might have been made for such a tax-avoidance purpose, Congress also

Continued

(55)
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In the case of any liquidation to which section 332 of the Code
appHes, the Act provides that no loss shall be recognized in such
liquidation.

Explanation of Provision

The bill clarifies that an acquisition of property by a corporation
after the date two years before the date the corporation adopts a
plan of complete liquidation (rather than merely during the two-
year period ending on the date of the adoption of the plan) shall,

except as provided in regulations, be treated as acquired as part of

a plan a principal purpose of which was to recognize loss by the
liquidating corporation in connection with the liquidation.

The bill also clarifies that the provision denying recognition of
loss to the distributing corporation in a section 332 liquidation is

intended to apply to a distribution to the corporation meeting the
control requirement of section 332 only if the distribution does not
result in gain recognition to the distributing corporation, pursuant
to section 337(a) or (b)(1). Thus, the provision denies loss recogni-

tion on a taxable distribution to minority shareholders in such a
liquidation. If the section 332 liquidation is not described in section

337(b)(1) or (2) (for example, in the case of certain liquidations into

a tax exempt parent corporation) the special loss disallowance pro-

vision of section 336(d)(3) does not apply. Such a transaction would
be subject to any other applicable loss disallowance provisions,

however.

recognized that the determination that such purpose existed in such circumstances might be dif-

ficult for the Internal Revenue Service to establish and therefore as a practical matter might
occur infrequently or in relatively unusual cases.

Congress intended that the Treasury Department will issue regulations generally providing
that the presumed prohibited purpose for contributions of property within two years of the
adoption of a plan of liquidation will be disregarded unless there is no clear and substantial

relationship between the contributed property and the conduct of the corporation's current or
future business enterprises.

A clear and substantial relationship between the contributed property and the conduct of the
corporation's business enterprises would generally include a requirement of a corporate business
purpose for placing the property in the particular corporation to which it was contributed,
rather than retaining the property outside the corporation. If the contributed property has a
built-in loss at the time of contribution that is significant in amount as a proportion of the built-

in corporate gain at that time, special scrutiny of the business purposes would be appropriate.

Congress expected that such regulations will permit the allowance of any resulting loss from
the disposition of any of the assets of a trade or business (or a line of business) that are contrib-

uted to a corporation where prior law would have permitted the allowance of the loss and the
clear and substantial relationship test is satisfied. In such circumstances, application of the loss

disallowance rule is inappropriate assuming there is a meaningful (i.e., clear and substantial)

relationship between the contribution and the utilization of the particular corporation form to

conduct a business enterprise. If the contributed business is disposed of immediately after the
contribution it is expected that it would be particularly difficult to show that the clear and sub-
stantial relationship test was satisfied. Congress also anticipated that the basis adjustment rules

will generally not apply to a corporation's acquisition of property as part of its ordinary start-up

or expansion of operations during its first two years of existence. However, if a corporation has
substantial gain assets during its first two years of operation, a contribution of substantial built-

in loss property followed by a sale or liquidation of the corporation would be expected to be
closely scrutinized.
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I. Election to treat certain stock sales and distributions as asset

transfers (sec. 106(e)(3) of the bill, sec. 631(a) of the Reform
Act, and sec. 336(e) of the Code)

Present Laic

Under regulations prescribed by the Secretary, a corporation

nay elect to treat certain sales and distributions of subsidiary

tock as asset transfers.

Explanation of Provision

The bill clarifies that Congress did not intend to require the elec-

ion to be made unilaterally by the selling or distributing corpora-

ion. The bill thus provides that, under regulations prescribed by
he Secretary, an election may be made to treat the certain sales

ind distributions of subsidiary stock as asset sales. Compare sec-

ion 338(h)(10).

I. Treatment of distributing corporation where the 80-percent dis-

tributee is a tax-exempt organization (sec. 106(e)(4) of the

bill, sec. 631(a) of the Reform Act, and sec. 337(b)(2) of the

Code)

Present Law

Gain or loss is generally not recognized to the distributing corpo-

ation on certain distributions to a corporate parent that is an 80-

tercent distributee. However, if the 80-percent distributee is a tax-

xempt organization, this rule does not apply unless the organiza-

ion uses the property in an unrelated trade or business. Further-

nore, if the organization does so use the property but subsequently
iisposes of the property or otherwise ceases to use it in an unrelat-

d business, such disposition or cessation is a taxable event.

Explanation of Provision

The bill clarifies that the provision with respect to use in an un-

elated trade or business was intended to apply to use in an activi-

y the income from which is subject to tax under section 511(a). ^^

\. Basis adjustment in taxable section 332 liquidation (sec.

106(e)(6) of the bill and sec. 334 of the Code)

Present Law

A liquidating corporation recognizes gain or loss on certain liqui-

lating distributions to which the rule of section 332(a) applies—for

example, certain distributions to a tax-exempt or foreign corpora-

ion.

" A distribution to a charitable trust would not qualify as a distribution to an 80-percent

istributee (since only a corporation can qualify as an 80-percent distributee). Accordingly, the
ill deletes the reference to section 511(b)(2) in section 337(b)(2).
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Explanation of Provision

The bill clarifies that if gain is recognized on a distribution of

property in a liquidation described in section 332(a) to a corporate
distributee meeting the stock ownership requirements of section

332(b), a corresponding increase in the distributee's basis occurs.

5. Use of installment method by shareholders in certain liquida-

tions (sec. 106(e)(6) of the bill, sec. 631(a) of the Reform Act,

and sec. 453(h)(1)(B) of the Code)

Present Law

The Act retained prior law in providing that if, in a liquidation

to which section 331 applies, the shareholder receives, in exchange
for such shareholder's stock, certain installment obligations ac-

quired by the corporation in respect of certain sales or exchanges
of property, the receipt of payments under such an obligation by
the shareholder shall be treated as the receipt of payment for the
stock.

Explanation of Provision

The bill clarifies that, as under the law prior to the enactment of

the Act, in the case of inventory the corporate sale or exchange
must have been not only to one person but to one person in one
transaction.

6. Certain distributions of partnership or trust interests (sec.

106(e)(7) of the bill, sec. 631 of the Reform Act, and sees. 386
and 311 of the Code)

Present Law

Under the Act, a corporation generally recognizes gain or loss on
a liquidating distribution of property as if the corporation had sold

the property to the distributee. A corporation also generally recog-

nizes gain or loss on liquidating sales of property. Gain but not loss

is generally recognized on a nonliquidating distribution. Distribu-
tions of partnership interests are thus also treated as sales, invok-
ing the provisions of section 751 of the Code. A separate provision
(sec. 386) also provides for the treatment of certain sales and distri-

butions of partnership interests by corporations.

Explanation of Provision

The bill generally repeals section 386 of the Code as deadwood in

light of the Act's amendments to sections 311, 336 and 337 of the
Code. However, the bill restates, in section 311, the provision con-
tained in present law section 386(d), that the Secretary may by reg-

ulations provide that the amount of gain recognized on a nonliqui-
dating distribution of a partnership interest shall be computed
without regard to any loss attributable to property contributed to

the partnership for the principal purpose of recognizing such loss

on the distribution (i.e., thereby reducing the gain otherwise recog-
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lized on the distribution and effectively recognizing a loss not per-

mitted in a nonliquidating distribution). ^ ^

J. Losses on transactions between related taxpayers (sec. 106(e)(8)

of the bill, sec. 631 of the Reform Act, and sec. 267 of the

Code)

Present Law

No loss is generally allowed with respect to the sale or exchange
)f property between related taxpayers (other than a loss in case of

i distribution in corporate liquidation) (sec.267(a)). The Act provid-

ed that certain losses at the corporate level may be denied in a liq-

lidation under other Code provisions (sec. 336(d)).

Explanation of Provision

The bill clarifies that section 267(a) does not apply either to any
OSS of the distributee or to any loss of the distributing corporation
n the case of a distribution in complete liquidation. Losses may be
lenied under other provisions of law or judicially created doctrine

IS under present law.

\. Distributions of property to corporate shareholders (sees.

106(e)(9), (10), and (11) of the bill, sec. 631 of the Reform Act,

and sec. 301 of the Code)

Present Law

Section 301 of the Code provides generally that, in the case of a
;orporate distribution of property to a corporate distributee, the
imount distributed is the lesser of (1) the fair market value of the
)roperty or (2) the adjusted basis of the property in the hands of

he distributee, increased in the amount of gain recognized to the
listributing corporation on the distribution. The basis of the prop-
erty in the hands of the distributee is the same as the amount dis-

ributed.

If gain is recognized to the distributing corporation on a nonli-

luidating distribution, the holding period of the property in the
lands of the distributee begins on the date of the distribution.

The Act provides that, on a nonliquidating distribution of proper-

y to a shareholder (including to a corporate shareholder), gain (but
lot loss) is recognized to the distributing corporation as if the prop-
erty had been sold to the distributee at fair market value. On a liq-

lidating distribution, gain or loss is generally recognized (though
oss is not recognized in certain instances). Provisions of the Code
)ther than section 301 generally provide for the basis of property
•eceived in a liquidation (sees. 331 and 334).

'^ This provision is not intended to limit the operation of any present-law step-transaction or
ther doctrines that would disregard such loss. Such doctrines would also apply if a corporation
nth property on which loss would be disallowed under other Code provisions (such as sections
36(dXl) or (dM2)) contributed such property to a partnership to reduce the gain on distribution
if the partnership interest and thus indirectly recognize the loss.
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Explanation of Provision •

Certain portions of section 301 are repealed as deadwood. Thus,,
section 301 of the Code is amended to provide that the amount dis-!

tributed and the basis of property in the hands of a corporate dis-

tributee is the fair market value of the property. The holding
period of such distributed property in the hands of the distributee

begins on the date of the distribution, as under present law, but
section 301(e) is not necessary to reach this result and is re-

pealed. ^ ^

9. Certain transfers to foreign corporations (sec. 106(e)(13) of the
bill, sec. 631(d) of the Reform Act, and sees. 367(a) and
367(e)(2) of the Code)

Present Law

Gain is recognized to a liquidating corporation in the case of a
liquidating distribution to an 80-percent distributee that is a for-

eign corporation, unless regulations provide otherwise. It is expect-

ed that such regulations may permit nonrecognition if the poten-
tial gain on the distributed property at the time of the distribution

is not being removed from the U.S. taxing jurisdiction prior to rec-

ognition.

Explanation of Provision

The bill clarifies that a transfer of property to a foreign corpora-
tion in a transaction that would otherwise qualify as a tax-free re-

organization is treated in the same manner as a liquidating trans-

fer of such property to an 80-percent foreign corporate distributee.

Thus, in the case of a transfer of property described in section

361(a) or (b) (as amended by the bill) by a U.S. corporation to a for-

eign corporation, the provisions of section 367(a)(2) and (3) do not
apply, and gain is recognized unless regulations provide otherwise.

However, subject to such basis adjustments as shall be provided in

regulations, this rule does not apply if the foreign corporate trans-

feree is 80-percent controlled (within the meaning of section 368(c))

by a domestic corporation or by members of the same affiliated

group of corporations within the meaning of section 1504. It is ex-

pected that regulations will provide this relief only if the U.S. cor-

porate shareholder agrees to take a basis in the stock it receives in

a foreign corporation that is a party to the reorganization equal to

the lesser of (a) the U.S. corporation's basis in such stock received
pursuant to section 358, or (b) its proportionate share of the basis

in the assets of the transferor corporation transferred to the for-

eign corporation. U.S. taxing jurisdiction over the built-in gain in

such cases of U.S. corporate control is indirectly retained through
the provisions of the Code relating to controlled foreign corpora-
tions. The requirement that certain U.S. corporate shareholders
own at least 80 percent of the controlled foreign corporation stock
assures that the bulk of the built-in gain will remain subject to

' ^ This change is made solely as deadwood and is not intended to alter the consequences of a

distribution under the consolidated return regulations or any other provision of law or regula-

tion.
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U.S. taxing jurisdiction and justifies not imposing a partial tax on
;he portion of the gain not attributable to U.S. corporate share-

lolders. (Such a partial tax could present administrative difficul-

;ies in adjusting the basis of property in the hands of the transfer-

ee foreign corporation.)

[0. Gain from certain sales or exchanges of stock in certain for-

eign corporations (sec. 106(e)(14) of the bill, sec. 631(d) of the

Reform Act, and sec. 1248 of the Code)

Present Law

Gain from certain sales or exchanges of stock in certain foreign

;orporations is characterized as a dividend to the recipient under
lection 1248 of the Code. Section 1248(f) contains various provisions

hat under prior law caused income recognition and dividend treat-

nent where a U.S. corporation sold, exchanged, or distributed the
itock of a foreign corporation and gain and earnings and profits

vould not have occurred. This recognition was necessary because
)rior law treated certain liquidating sales and distributions and
;ertain nonliquidating distributions by corporations as nonrecogni-
ion events.

Section 1248(d)(2) also contains a provision that was intended to

issure that a foreign corporation that sold property in a liquidation

vould not experience an increase in earnings and profits to the
extent that gain would not be recognized under section 337(a) of

he Code on such a sale. This provision was originally written with
eference to prior law section 337(a), which was repealed by the
^ct.

Under the Act, a distributing corporation generally recognizes
jain on a liquidating or nonliquidating distribution of property
vdth a fair market value in excess of basis as if the property dis-

ributed had been sold to the distributee at fair market value, and
sarnings and profits of the distributing corporation are accordingly
ncreased. There are certain exceptions in the case of distributions
hat would be tax-free to a recipient under the tax-free reorganiza-
ion provisions of the Code or under section 355 of the Code, and in

he case of certain liquidating distributions to an 80-percent corpo-
ate distributee.

Explanation of Provisions

The bill amends section 1248(f) to conform to the changes under
he Act that generally cause gain to be recognized, and earnings
md profits to be created, on a liquidating sale or distribution or on
I nonliquidating distribution, and that treat liquidating and nonli-

luidating distributions as sales or exchanges for this purpose. Sec-
ion 1248(f)(1) under the bill applies only to certain distributions
hat are still nonrecognition events to the distributing corporation
ind are not treated as a sale by such corporation to the distribu-

ee—that is, distributions that would be tax-free to the recipient
inder the reorganization provisions of section 361(c) of the Code (as

imended by the bill) or under section 355 of the Code and certain
iquidating distributions to an 80-percent distributee. As under
)resent law, section 1248(f)(2) excepts those situations in which the



62

recipient U.S. corporation satisfies the stock ownership require-

ments of section 1248(f)(2) and is treated as holding stock for the
period the stock was held by the distributing corporation.

It is contemplated that the Treasury Department may exercise

its regulatory authority under section 1248(f) to provide that, in

cases where a distribution that would be tax-free but for section

1248(f)(1) occurs within a controlled group, and section 1248(f)(2)

does not otherwise apply, the recipient corporation may be re-

quired to take a carryover basis in the stock received (rather than
a substituted basis under section 358, for example, in the ceise of a
section 355 or 361 distribution) and section 1248(f)(1) will not apply
to such distribution.

The bill repeals sections 1248(f)(3) and 1248(d)(2) as deadwood.
The bill makes certain other related clerical and conforming

amendments.

11. Tax imposed on certain built-in gains of S corporations (sec.

106(f) of the bill, sec. 632 of the Reform Act, and sec. 1374 of
the Code)

Present Law

A corporate level tax is imposed on gain that arose prior to the
conversion of a C corporation to an S corporation ("built-in gain")
that is recognized by the S corporation through sale, distribution,

or other disposition within 10 years after the date on which the S
election took effect. The total amount of gain that must be recog-

nized by the corporation, however, is limited to the aggregate net
built-in gain of the corporation at the time of conversion to S
status.

The Act provided that the amount of recognized built-in gains
taken into account for any taxable year shall not exceed the excess
(if any) of 1) the net unrealized built-in gain, over 2) the recognized
built-in gains for prior years beginning in the 10-year recognition
period. Also, recognized built-in gain is not taxed in a year to the
extent that it exceeds the taxable income of the corporation for the
year computed as if the corporation were a C corporation.
Under the Act, the corporation may take into account certain

subchapter C tax attributes in computing the amount of tax on rec-

ognized built-in gains. Thus, for example, it may use unexpired net
operating losses to offset the gain and may use business credit car-

ryforwards to offset the tax.

Explanation of Provision

The bill modifies the operation of the built-in gains tax so that it

properly measures and segregates the tax on C corporation net
built-in gains. Thus, net built-in gain for purposes of the tax is not
reduced by post-conversion, non-built-in losses. However, built-in

gain is reduced by items of loss or deduction that accrued prior to

the first S corporation year. In the case of any subchapter S elec-

tion made before March 31, 1988 (the date of introduction of the
bill), the amount of net built-in gain subject to tax under section
1374 shall not exceed the corporation's taxable income.
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The bill clarifies that the built-in gain provision applies not only

when a C corporation converts to S status but also in any case in

which an S corporation acquires an asset and the basis of such
asset in the hands of the S corporation is determined (in whole or

in part) by reference to the basis of such asset (or any other proper-

ty) in the hands of the C corporation. In such cases, each acquisi-

tion of assets from a C corporation is subject to a separate determi-

nation of the amount of net built-in gain, and is subject to the pro-

vision for a separate 10-year recognition period. The bill clarifies

that the Treasury Department has authority to prescribe regula-

tions providing for the appropriate treatment of successor corpora-

tions—for example, in situations in which an S corporation engages

in a transaction that results in carryover basis of assets to a succes-

sor corporation pursuant to subchapter C of the Code.

The bill clarifies that the amount of recognized built in gains

taken into account for any taxable year shall not exceed the excess,

if any, of 1) the net unrealized built-in gains at the time of the con-

version, over 2) the recognized built-in gains for prior years begin-

ning in the recognition period to the extent such gains were subject

to the built-in gains tax.

The bill clarifies that, for purposes of this built-in gains tax

under section 1374, any item of income which is properly taken
into account for any taxable year in the recognition period but

which is attributable to periods before the first taxable year for

which the corporation was an S corporation is treated as a recog-

nized built-in gain for the taxable year in which it is properly

taken into account. Thus, the term "disposition of any asset" in-

cludes not only sales or exchanges but other income recognition

events that effectively dispose of or relinquish a taxpayer's right to

claim or receive income. For example, the term "disposition of any
asset" for purposes of this provision also includes the collection of

accounts receivable by a cash method taxpayer and the completion
of a long-term contract performed by a taxpayer using the complet-

ed contract method of accounting.

Similarly, the bill clarifies that amounts that are allowable as a
deduction during the recognition period but that accrued before the

first S corporation taxable year are thus treated as recognized

built-in losses in the year of the deduction.

The bill clarifies that capital loss carryforwards may also be used
to offset recognized built-in gains.

Finally, the bill makes certain clerical and conforming changes.

12. Distributions by S corporations (sees. 106(f)(8) 106(e)(22) of the

bill and sees. 1363 (d) and (e) and sec. 453B(h) of the Code)

Present Law

Specific rules are provided for the distribution of appreciated

property by S corporations, generally requiring the recognition of

gain by the S corporation on distributions of appreciated property,

with certain exceptions.

The distribution rules generally require recognition of gain on
the distribution of any property (including installment obligations)

as if the corporation had sold the property at fair market value.
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Explanation of Provision

The bill provides that the distribution by an S corporation of an
installment obligation with respect to which the shareholder is en-
titled to report the shareholder's stock gain on the installment
method (by reason of section 453(h)) will not be treated as a disposi-

tion of the obligation. This rule will allow the shareholder to report
the gain over the same period of years as if the amendments made
by the 1986 Act had not been enacted. This special rule does not
apply for purposes of determining the corporation's tax liability

under section 1374. In addition, the character of the shareholder's
gain shall be determined as if the corporate level gain had been
passed through to the shareholder under section 1366.

The special distribution rules provided in Code section 1363(d)
and (e) of the Code are repealed as deadwood. Thus, for example, it

is clarified that, pursuant to section 1371 of the Code, the provi-

sions of subchapter C of the Code apply to determine the recogni-
tion of gain and loss in the case of a distribution by an S corpora-
tion.

13. Regulatory authority to prevent circumvention of provisions
(sec. 106(e)(5) of the bill, sec. 631 of the Reform Act, and sec.

337(d) of the Code)

Present Law

The Act provided that the Treasury Department shall prescribe
such regulations as may be necessary or appropriate to carry out
the purposes of the amendments made to Subpart B of the Code
under the Act, including regulations to ensure that such purposes
may not be circumvented through the use of any provision of law
or regulations, including the consolidated return regulations and
Part III of the Code, dealing v/ith corporate organizations and tax-
ftee reorganizations.

Explanation of Provision

The bill clarifies that the regulatory authority to prevent circum-
vention of the provisions of the Act extend to all the amendments
made by subtitle D of Title VI of the Act. The bill also clarifies in

connection with the built-in gain provisions of the Act that the
Treasury Department shall prescribe such regulations as may be
necessary or appropriate to carry out those provisions, including
provisions dealing with the use of such pass-through entities, other
than S corporations, as regulated investment companies (RICs) or
real estate investment trusts (REITs). For example, this includes
rules to require the recognition of gain if appreciated property of a
C corporation is transferred to a RIC or a REIT or to a tax-exempt
entity ^* in a carryover basis transaction that would otherwise
eliminate corporate level tax on the built-in appreciation.

It is expected that Treasury shall also prevent the avoidance of
the section through contributions of property with built-in loss to a
corporation before it becomes an S corporation.

'* The Act generally requires recognition of gain if a C corporation transfers appreciated
assets to a tax exempt entity in a section 332 liquidation. See Code section 337(b)(2).
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It is also expected that the Treasury Department will prevent
the manipulation of accounting methods or other provisions that
may have the result of deferring gain recognition beyond the 10
year recognition period— for example, in the case of a C corpora-
tion with appreciated FIFO inventory that converts to S status and
elects the LIFO method of accounting.

Section 704(c) of the Code generally requires that gain attributa-

ble to appreciated property contributed to a partnership by a part-

ner be allocated to that partner; it is expected that this rule would
generally prevent the use of a partnership to avoid the purposes of
the amendments made by subtitle D of Title VI of the Act (for ex-

ample, by attempting to shift the tax on C corporation appreciation
to another party or to a non-C corporation regime). However, if and
to the extent that partners might utilize allocation rules or other
partnership provisions (including the so-called "ceiling rule" con-
tained in the regulations under section 704(c)) to defer the recogni-
tion of built-in gain to a corporate partner by shifting the incidence
of current gain recognition, it is intended that the Treasury De-
partment may exercise its authority to prevent such results.

14. Transition provisions (sec. 106(g) of the bill and sec. 633 of the
Reform Act)

a. Built-in gains of S corporations (see. 106(g)(1) of the bill

and sec. 633(b) of the Reform Act)

Present Law

The provisions of the Act (new Code section 1374) that impose a
corporate level tax on certain built-in gains of C corporation assets
after conversion to S status do not apply unless the first taxable
year for which the former C corporation is an S corporation is pur-
suant to an election made after December 31, 1986. Prior law sec-

tion 1374 will apply if Code section 1374 as amended by the Act
does not apply.

Explanation of Provision

The bill clarifies that, for purposes of the transition provisions, if

a corporation was a C corporation at any time prior to December
31, 1986, any "S" status of such corporation prior to its "C" corpo-
ration status is disregarded. Thus, the bill provides that (subject to
the special small corporation transition rules of the Act) the built-

in gains provisions apply to taxable years beginning after Decem-
ber 31, 1986, in cases where the return for the taxable year is filed

pursuant to an S election made after December 31, 1986.

The bill clarifies that a 34-percent tax rate applies to capital gain
that is subject to prior law section 1374 in taxable years beginning
after December 31, 1986.



66

b. General transition rule based on pre-August 1, 1986
action (sec. 106(g)(2) of the bill and sec. 633(c)(1)(B) of
the Reform Act)

Present Law

The statute states that the amendments made by the Act do not
apply to distributions or sales or exchanges by a corporation if 50
percent or more of the voting stock by value of such corporation is

acquired on or after August 1, 1986, pursuant to a written binding
contract in effect before such date and if such corporation is com-
pletely liquidated before January 1, 1988. The conference report
states that this transition rule applies if "a majority" of the voting
stock was acquired pursuant to such binding written contract.

In addition, the amendments made by the Act do not apply to

any transaction described in section 338 with respect to any target
corporation if a qualified stock purchase of such target corporation
was made on or after August 1, 1986, pursuant to a written binding
contract in effect before such date, and the acquisition date is

before January 1, 1988.

Explanation of Provision

The bill clarifies that the transition rule applies if more than 50
percent (rather than 50 percent or more) of the voting stock is ac-

quired pursuant to the binding written contract.
A clarification is made regarding the exception for a qualified

stock purchase pursuant to a binding contract in effect before
August 1, 1986. For purposes of this exception, a modification of a
contract for the purchase of stock in more than one corporation
that arises because of third party rights in the stock to be acquired
(such as a right of first refusal), or because of the rules and rulings
of government agencies or courts, is not intended to cause a con-
tract to be deemed nonbinding, so long as the stock acquired was a
part of the original contract. This clarification is not intended to

create any inference regarding the meaning of binding contract in

other contexts.

c. Transitional rules for certain small corporations (sees.

106(g)(3)-(g)(8) the bill and sec. 633(d) of the Reform
Act)

Present Law

Special delayed effective dates are provided under the Act for
certain closely held corporations that are limited in size. Corpora-
tions eligible for this rule are generally entitled to prior-law treat-
ment with respect to liquidating sales and distributions occurring
before January 1, 1989, provided the liquidation is completed before
that date. However, the special transitional rule requires the recog-
nition of income on distributions of ordinary income property and
short-term capital gain property. The statute states that recogni-
tion is also required with respect to any gain to the extent section
453B of the Code applies.
The Act provides that a corporation eligible for this rule may

also become an S corporation for a taxable year beginning before
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January 1, 1989. In such a case, the corporation is not subject to
the new rules of section 1374 relating to built-in gains except with
respect to ordinary income and short-term capital gain property. ^^

The Act repealed section 333 of the Code. However, the amend-
ments made by the Act do not apply to the applicable percentage of
each gain or loss which would otherwise be recognized by reason of
the Act. The applicable percentage is 100 percent if the applicable
value of the qualified corporation is less than $5 million, and
phases down to percent if the applicable value of the corporation
exceeds $10 million.

For distributions prior to January 1, 1989, qualifying corpora-
tions continue to be eligible for relief under the rules relating to
nonliquidating distributions in effect prior to the Act (prior law
sec. 311(d)(2)). However, this relief does not apply to distributions of
ordinary income property or short-term capital gain property.
The Act provides that a corporation is eligible for these special

delayed effective dates if it was in existence on August 1, 1986, its

value does not exceed $10 million, and more than 50 percent (by
value) of the stock is held by 10 or fewer qualified persons. The
conference report states that such 10 or fewer qualified persons
must have held their stock for five years or longer.
The Act provides that a qualified person is an individual, an

estate, or any trust described in clause (ii) or (iii) of section
1361(c)(2)(A) of the Code, Specified attribution rules are provided
for purposes of determining ownership.
The Act provides that all members of the same controlled group

(as defined in section 267(f)(1) of the Code) are treated as one corpo-
ration for purposes of the small corporation transitional rules.

The Act provides that the small corporation transition rules
shall also apply in the case of a transaction described in section 338
of the Code where the section 338 acquisition date is before Janu-
ary 1, 1989.

Explanation of Provision

The bill provides that a qualified corporation eligible for the spe-
cial delayed effective dates does not recognize gain on a distribu-
tion of installment obligations that are received in exchange for
long-term capital gain property (including section 1231 property
the disposition of which would produce long-term capital gain)
where the distribution of such obligations would not have caused
corporate level recognition under sections 337 and 453B(d)(2) as in
effect prior to the Act. However, distributions of such installment
obligations received in exchange for ordinary income property or
short-term capital gain property do require the recognition of cor-
porate level gain.

It is intended that a taxpayer that purchases the stock of a quali-
fied corporation in a qualified stock purchase prior to January 1,

'^ However, a corporation having a value in excess of $5 million (but not in excess of $10
million) is subject to a phase-out of this relief. Thus, in such circumstances new section 1374
applies to a portion of the long-term capital gain. Section 1374 as in effect before the Act will
apply to any portion of the built-in long term capital gains not subject to new section 1374. In
addition, to the extent a corporation is eligible for relief under the small corporation rule, a
portion of any other long-term capital gain that would be covered by prior law section 1374
(whether or not built-in at the time of conversion) continues to be covered by that section.
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1989, is entitled to apply prior-law rules (modified as in the case of

actual liquidations) with respect to an election under section 338,

even though in the hands of the acquiring corporation the qualified

corporation no longer satisfies the stock holding period require-

ments and may not satisfy the size or shareholder requirements

due to the size or shareholders of the acquiring corporation.

The bill clarifies that, although the Act repealed section 333 of

the Code, in the case of a liquidating distribution to which section

333 of prior law would apply, a shareholder of a qualified corpora-

tion electing such treatment is entitled to apply section 333 with-

out any phase-out of shareholder level relief under the Act. Howev-
er, an increase in shareholder-level gain could result from an in-

crease in corporate earnings and profits resulting from application

of the corporate-level phase-out of relief.

The bill clarifies that for distributions before January 1, 1989,

qualifying corporations continue to be eligible for relief under
prior-law rules relating to nonliquidating distributions with respect

to qualified stock, (prior law sec. 311(d)(2)), without regard to

whether the corporation liquidates before January 1, 1989. Howev-
er, this relief does not apply to distributions of ordinary income
property or short-term capital gain property.

The bill provides that a corporation is not a qualified corporation

unless more than 50 percent (by value) of the stock of such corpora-"

tion is owned (on August 1, 1986 and at all times thereafter before

the corporation is completely liquidated) by the same 10 or fewer

qualified persons who at all times during the 5-year period ending

on the date of the adoption of the plan of liquidation (or, if shorter,

the period during which the corporation or any predecessor was in

existence) owned (or were treated as owning under the attribution

rules) more than 50 percent (by value) of the stock of such corpora-

tion. This change to the statutory language of the Act, incorporat-

ing a holding period requirement, does not apply to nonliquidating

distributions before March 31, 1988 (the date of introduction of the

bill), to liquidating sales or distributions pursuant to a plan of

liquidating adopted before March 31, 1988, or to deemed liquidating

sales pursuant to an election under section 338 where the acquisi-

tion date under section 338 occurs before March 31, 1988. Also, for

purposes of applying section 1374 in the case of a qualified corpora-

tion, the provision does not apply if the S election was filed before

March 31, 1988.

Where stock passes to an estate, the holding period of the estate

includes that of the decedent. Also, the "look-through" attribution

rules that apply under this provision do not apply in the case of

trusts qualifying under section 1361(c)(2)(ii) or (iii), just as they do
not apply under the Act in the case of estates. Thus, stock held by
such entities, like stock held by an estate, is to be treated as held

by a single qualified person, so that the 10-shareholder test will not

cease to be satisfied merely because a decedent's stock passes to

such a trust. (In the case of other trusts holding stock, the "look-

through" attribution rules apply to determine whether more than
10 qualified persons ultimately own the stock).

The bill also clarifies that the holding period of a decedent's

estate (or a section 1361(c)(2)(A)(ii) or (iii) trust) is tacked with that

of any beneficiary, as well as with that of the decedent, for pur-
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poses of determining the holding period. However, except in the
case of beneficiaries who are treated as being "one person" with
the decedent, once stock has been distributed to beneficiaries, the
10-shareholder requirement might fail to be satisfied due to an in-

crease in the number of shareholders. Property acquired by reason
of the death of an individual is treated as owned at all times
during which the property was treated as owned (in addition to ac-

tually owned) by the decedent (as one example, property treated as
owned by the decedent under the grantor trust rules, as well as
property treated as owned by the decedent pursuant to attribution
rules, would have a tacked holding period for this purpose).

In the case of indirect ownership through an entity, the rules de-

scribed above are the only rules that apply to determine ownership
and holding period. Thus, it is not intended that holding periods
could otherwise be "bootstrapped" through analogy to or applica-
tion of any provision of section 1223. For example, if a partnership
owns all the stock of a corporation, a new partner who contributes
other property to the partnership in exchange for a partnership in-

terest is deemed under section 1223 to have a holding period in the
partnership interest that includes such person's holding period for

the property contributed. However, such a person would not be
deemed thereby to have owned stock in the corporation that the
partnership owned for any period prior to the time the person
became a partner. In such cases, under the attribution and other
holding period rules of the transitional provision a qualified per-
son's holding period for the underlying stock is the lesser of (1) the
period during which the entity held the stock in the qualified cor-

poration, or (2) the period during which the qualified person held
the interest in the entity. In other situations, the basic attribution
and holding period rules of the transitional rule provision may pro-
vide a different result. ^ ®

The bill clarifies that the rule that all members of a controlled
group of corporations (as defined in section 267(f)(1)) are treated as
a single corporation applies solely for purposes of determining
whether the corporation meets the size requirements for relief.

Thus, it is clarified that it is not necessary for all members of a
group that, in the aggregate, meets the size requirements for a
qualified corporation, to liquidate before January 1, 1989, in order
for the liquidation of one member of the group to qualify for relief.

It is not intended that an S corporation be included as a member of
the group unless such corporation was a C corporation for its tax-
able year including August 1, 1986 or was an S corporation that
was not described in section 1374(c)(1) or (2) of prior law for such
taxable year.
The bill also provides a rule to prevent the use of qualified corpo-

rations as conduits for the sale of assets by corporations that are
not qualified. It is expressly provided that the transition rules do
not apply where a principal purpose of a carryover basis transfer of
an asset to a qualified corporation is to secure the benefits of the

'* For example, if a qualified person held stock of a corporation and subsequently contributed
that stock to a partnership, the person's holding period would include the entire period the
stock was held, directly or indirectly. The bill does not make any statutory change with respect
to section 1223 since section 1223 does not by its terms operate to extend attribution periods, as
expletined above.
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special transition rules. This provision is not intended to limit the
application of the step transaction doctrine or other doctrines that

would prevent the use of the transition rules. It is expected that a
similar step transaction approach would be applied in the case of

any transfer of assets to any corporation that qualified for transi-

tion under any of the other provisions of the Act, if a principal pur-

pose of the transfer was to secure the benefit of transition for an
otherwise non-qualified transaction.

The bill makes certain other clerical and conforming changes.



F. Allocation of Purchase Price in Certain Sales of Assets (sec.

106(h)) of the bill, sec. 641 of the Reform Act, and sec. 1060 of
the Code)

Present Law

Under the Act, in the case of an "applicable asset acquisition"
both the buyer and the seller must allocate purchase price using
the so-called "residual method" of allocation. Thus, both parties

must use this method, as described in regulations under section 338
of the Code.^"^ An applicable asset acquisition is any transfer of

assets constituting a business in which the transferee's basis is de-

termined wholly by reference to the purchase price paid for the
assets. ^ ^

The Treasury Department is authorized to require information
reporting by the parties to an applicable asset acquisition.

Explanation of Provisions

The bill provides that section 1060 applies to a distribution or
transfer of an interest in a partnership to which section 755 ap-
plies, for purposes of determining the value of goodwill or going
concern value (or similar items) under section 755.^^

The bill provides that any information reporting required by the
Treasury Department pursuant to this provision constitutes an in-

formation return for purposes of the penalty provisions of the
Code.
The bill makes certain other clerical and conforming changes.

" See. Temp. Treas. Reg. sec. 1.338{b)-2T. The Act endorsed the use of the residual method
generally and applied the same method regardless of whether a transfer took the form of a
stock transfer or an asset transfer. The Act did not preclude the Treasury Department from
making changes to the final regulations, not inconsistent with the statutory purpose.

'* A transaction may constitute an applicable asset acquisition even though section 1031 (re-

lating to like-kind exchanges) applies to a portion of the assets transferred.
" The provisions of section 1060 of the Ck)de are not intended to preclude the Internal Reve-

nue Service from applying the residual method in other situations, including situations not in-

volving an applicable asset acquisition, pursuant to its authority under other provisions of the
Code.
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G. Related Party Sales (sec. 106(i) of the bill, sec. 642 of the
Reform Act, and sec. 453 of the Code)

Present Law

Installment sale treatment is not available for gain on a sale of

property to a related party; rather, the seller must include all pay-
ments to be received in the year of the disposition. Contingent pay-
ments must also be included in the seller's income in the year of

disposition. Under the Act, in the rare and extraordinary case in

which the fair market value of contingent payments may not be
reasonably ascertained, basis shall be recovered ratably. The so-

called "open transaction" cost-recovery method of reporting sanc-

tioned in Burnet v. Logan, 283 U.S. 404 (1931) may not be used.^^
The Act also provides that, in the case of such contingent pay-
ments, the purchaser may not increase basis by any amount until

the seller has 'ncluded such amount in income.
Related parties include a person and all entities more than 50

percent owned, directly or indirectly, by that person. Related par-

ties also generally include entities more than 50 percent owned, di-

rectly or indirectly, by the same persons.

Explanation of Provisions

The bill clarifies that the requirement that the purchaser may
not increase basis by any amount until the seller has included such
amount in income applies not only to contingent payments as to

which the fair market value may not be reasonably ascertained but
also to any other amount in an installment sale of depreciable
property between related parties.

The bill also provides that related parties, for purposes of these
installment sale provisions, include partnerships that are more
than 50 percent owned, directly or indirectly, by the same persons.

No inference was intended as to the viability of the cost recovery method under prior law.
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H. Amortizable Bond Premium (sec. 106(j) of the bill, sec. 643 of
the Reform Act, and sec. 171 of the Code)

Present Law

The deduction for amortizable bond premium is treated as inter-

est, except as otherwise provided in regulations. Thus, for example,
bond premium is treated as interest for purposes of applying the
investment interest limitations.

The provision is effective for obligations acquired after October
22, 1986. For taxpayers who have elections in effect as of October
22, 1986, the statute provides that such elections will apply to obli-

gations issued after that date only if the taxpayer so chooses (in

such manner as may be prescribed by the Secretary).

Explanation of Prevision

The bill provides that, except as otherwise provided in regula-
tions, amortizable bond prem.ium is treated as an offset to interest
income on the bond, rather than as a separate interest deduction
item subject to the various provisions relating to interest deduc-
tions. This provision of the bill applies in the case of obligations ac-

quired after October 14, 1987; except that the taxpayer may elect to

have the provision apply to obligations acquired after October 22,

1986 and on or before October 14, 1987.

The bill provides that, for taxpayers who have elections to amor-
tize bond premium (under prior law) in effect as of October 22,

1986, such elections will apply to obligations acquired after that
date (rather than to obligations issued after that date) only if the
taxpayer so chooses (in such manner as may be prescribed by the
Secretary).
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I. Certain Entity Not Taxed as a Corporation (Sec. 106(k) of the

bill and sec. 106(k) of the Reform Act)

Present Law

The Act provided that a certain trust (Great Northern Iron Ore
Trust) is not taxed as a corporation if specified conditions are satis-

fied, including nonexercise of certain powers contained in its trust

instrument.

Explanation of Provision

The bill makes certain clarifications and corrections regarding
the conditions that must be satisfied in order that the trust not be
taxed as a corporation.
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J. Regulated Investment Companies (sees. 106(l)-106(o) of the bill,

sees. 651-657 of the Reform Act, and sees. 851, 852 and 4982 of
the Code)

Present Law

Definition of regulated investment company

In order to qualify as a regulated investment company ("RIC"),
an entity must derive at least 90 percent of its income from certain
specified sources, including income that is derived with respect to
its business of investing in stocks, securities or currencies (the "90-

percent test"). By regulation, the Secretary of the Treasury may
exclude from such income foreign currency gains not ancillary to
the company's business of investing in stock or securities. In addi-
tion, a RIC must derive less than 30 percent of its gross income
from the sale or other disposition of stock or securities held for less

than 3 months (the "30-percent test"). In the case of RICs that have
so-called "series funds," the above tests are applied to each fund
separately.

A corporation that is registered as a business development com-
pany under the Investment Company Act of 1940, is eligible to be a
RIC.

Excise tax on undistributed income

Section 4982 imposes an excise tax on the undistributed income
of RICs. In order to avoid paying this tax, a RIC generally must,
during the calendar year, distribute 97 percent of its ordinary
income for the calendar year and 98 percent of its capital gain net
income for the one-year period ending on October 31 of such calen-
dar year. The amount of capital gain net income is not reduced by
the amount of any net operating loss of the RIC.
A RIC is deemed to have sufficient earnings and profits so that

any distribution that is otherwise treated as a dividend by the RIC
qualifies as a dividend. No additional earnings and profits are cre-
ated, however, for redemption distributions that otherwise may
qualify for a dividends paid deduction.

Taxation ofRICs and their shareholders

In order to be taxed as a RIC, a RIC generally must distribute 90
percent of its taxable income. If a RIC is so taxed, its taxable
income and net capital gain are taxed. To the extent provided in
Treasury regulations, net capital gain is determined without
regard to net capital loss attributable to transactions after October
31 and is treated as arising on the first day of the next taxable
year.

Dividends declared by a RIC in December and made payable to
shareholders of record on a specified date in that month are

(75)
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deemed to have been paid by the RIC, and received by its share-
holders, on that date so long as they are actually paid before Feb-
ruary 1 of the following year.

Explanation of Provisions

Definition of regulated investment company

The bill clarifies that income derived by a RIC from a partner-
ship or trust shall be treated as derived with respect to the RIC's
business of investing in stocks, securities or currencies, only to the
extent that such income is attributable to items of income which
would be derived with respect to that business if realized by the
RIC in the same manner as by the partnership or trust. ^^

The bill provides that the Secretary of the Treasury may by reg-

ulation exclude foreign currency gains not directly related to the
company's principal business of investing in stock or securities

from qualifying under the 90-percent test. In addition, the bill pro-

vides that the 30-percent test applies to sales or dispositions of (1)

stock or securities; (2) options, futures or forward contracts (other
than those on foreign currencies); or (3) foreign currencies (or op-
tions, futures or forward contracts on foreign currencies) not direct-

ly related to the company's principal business of investing in stock
or securities.

The bill modifies the application of the 30-percent rule in two sit-

uations. First, the bill provides that gains after the adoption of a
plan of complete liquidation are not to be taken into account under
the test if the RIC liquidates during the year in which the plan is

adopted.
Second, under the bill, a fund that belongs to a series will not be

disqualified under the 30-percent test by reason of sales resulting
from, and occurring within five days of, abnormal redemptions if

(1) the sum of abnormal redemptions on that day and on prior days
during the taxable year exceed 30 percent of net asset value and (2)

all funds in the series would meet the test if treated as a single
RIC. Abnormal redemptions occur if net redemptions on any day
exceed one percent of the fund's net asset value. Sales of stock or
securities held less than 3 months will be deemed to have resulted
from abnormal redemptions until the cumulative proceeds from
such sales (plus cumulative net cash flow of the fund) exceed the
amount of net redemptions on the day with abnormal redemptions.
The net cash flow of a fund is the money received from any source,
reduced by money paid out.

The bill provides that a corporation that elects to be treated as a
business development company under the Investment Company
Act of 1940 is eligible to be a RIC.

Excise tax on undistributed net income

The bill provides that, in determining a RIC's ordinary income
under the excise tax imposed under section 4982, gain or loss at-

tributable to a section 988 transaction which would properly be
taken into account for the portion of the calendar year after Octo-

*
' This clarifies the operation of the general rule used to characterize items of income, gain,

loss, deduction or credit includible in a partner's distributive share. See I.R.C. section 702(b).
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ber 31 is taken into account in the following year. In the case of a
company electing to use a taxable year ending November 30, gain
or loss attributable to a section 988 transaction which would prop-
erly be taken into account in December is taken into account in

the following year.

Under the bill, for purposes of determining the amount that a
RIC must distribute in order to avoid the excise tax under section

4982, a RIC may reduce its capital gain net income (as computed
for purposes of section 4982) by the amount of any "net ordinary
loss" but not below its "net capital gain." The "net ordinary loss"

of the RIC is equal to the amount that would be the net operating
loss of the RIC for the calendar year, with certain modifications.
The "net capital gain" of the RIC for this purpose is the excess of
the net-long term capital gain over the net short-term capital loss

for the one-year period ending on October 31 of the calendar year
(or such other one-year period used by the RIC for purposes of sec-

tion 4892).

Under the bill, earnings and profits of a RIC are determined
without regard to any net capital loss or net foreign currency loss

attributable to transactions after October 31 of such year and with
other adjustments provided in Treasury regulations. This treat-

ment applies only to the extent that the amount distributed during
the calendar year does not exceed the required distribution for

such calendar year (as determined under section 4982 by substitut-
ing 100 percent for the percentages set forth therein). Such deter-
mination of earnings and profits does not apply to a RIC that (1)

does not have a taxable year ending on October 31, and (2) except
as provided in Treasury regulations, has not elected to use its own
taxable year for purposes of computing the excise tax under section
4982.

The bill creates an exception to the excise tax under section 4982
when the RIC is owned predominantly by specified tax-exempt enti-

ties. The tax does not apply to any RIC for any calendar year if all

its shareholders at all times during such year were qualified trusts
or segregated asset accounts of insurance companies held in con-
nection with variable contracts. Shares attributable to an invest-
ment of less than $250,000 made in connection with the organiza-
tion of a RIC will not prevent the RIC from qualifying for this ex-
ception.

Taxation ofRICs and their shareholders

The Secretary of the Treasury is granted authority in the bill to
waive the distribution requirement applicable to RICs where fail-

ure to meet that requirement is due to distributions made in a
prior year that were necessary to avoid imposition of the excise tax
imposed under section 4982.
The bill grants regulatory authority to the Secretary of the

Treasury to determine the taxable income of a RIC without regard
to net foreign currency losses attributable to transactions after Oc-
tober 31 and to treat such losses as arising on the first day of the
following year. This authority would not extend to a RIC which
elects to use its taxable year for purposes of computing the excise
tax imposed under section 4982.
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In addition, under the bill, the amount of net capital gain would
be determined without respect to net long-term losses occurring
after October 31 and such net long-term capital losses would, for

the purposes of determining capital gain dividend (and, to the
extent provided in Treasury regulations, for purposes of determin-
ing taxable income) be treated as arising on the first day of the
next taxable year.

The bill provides that dividends declared in October, November,
or December and made payable to shareholders of record in such a
month are deemed to have been paid by the RIC and received by
its shareholders on December 31 of such year, so long as the divi-

dends are actually paid during January of the following year.



K. Real Estate Investment Trusts (sec. 106(o)-106(s) of the bill,

sees. 661-669 of the Reform Act, and sees. 856-857 and 4981 of
the Code)

Present Law

In order for an entity to qualify as a real estate investment trust

("REIT"), at least 95 percent of its gross income generally must be
derived from certain passive sources (the "95-percent test"). In ad-

dition, at least 75 percent of its income generally must be from cer-

tain real estate sources (the "75-percent test"), including rents from
real property and "qualified temporary investment income." Quali-

fied temporary investment income is income attributable to stock

or debt instruments that is attributable to the temporary invest-

ment of new capital (as defined in sec. 856(c)(6)(E)(ii)). New capital

includes amounts received in exchange for stock in the REIT other
than amounts received pursuant to a dividend reinvestment plan.

Moreover, with certain exceptions, less than 30 percent of the
gross income of a REIT must be derived from the sale or exchange
of certain properties, including real property held for less than four

years (the "30-percent test").

A REIT generally may not treat amounts as rents from real

property if the determination of such amounts depends in whole or

in part on the income or profits of any person from such property.

An exception is provided where a REIT receives or accrues
amounts with respect to real or personal property from a tenant
that derives substantially all of its income with respect to such
property from the subleasing of substantially all of such property,

and such tenant receives or accrues only amounts that would be
treated as rents from real property if received by the REIT. A simi-

lar rule is provided for interest.

In order to be taxed as a REIT, a REIT must generally distribute

95 percent of its taxable income. In addition, section 4981 imposes
on REITs an excise tax on the excess of the required distributions

over the "distributed amount" for the calendar year. Net income
from foreclosure property is not a required distribution, but
amounts attributable to such income are included in the "distribut-

ed amount."
Income from a shared appreciation provision of a loan held by a

REIT that is secured by real property is treated as gain from the
sale of the real property that secures the loan, effective for taxable
years beginning after December 31, 1986.

Dividends declared by a REIT in December and made payable to

shareholders of record on a specified date in that month are
deemed to have been paid by the REIT, and received by its share-
holders, on that date so long as they are actually paid before Feb-
ruary 1 of the following year.

(79)
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Explanation of Provisions

The bill clarifies that, for purposes of the definition of qualified

temporary investment income, the term "debt instrument" has the
same meaning as under section 1275(a)(1). For the same purposes,

"new capital" is defined to include amounts received in exchange
for certificates of beneficial ownership in the trust other than those
received pursuant to a dividend reinvestment plan.

The bill provides that, for purposes of the 30-percent test, the
REIT does not take into account in the year in which it is com-
pletely liquidated gain from the sale, exchange, or distribution of

property after the adoption of a plan of complete liquidation. The
bill also provides that the provisions of the Reform Act relating to

the treatment of shared appreciation mortgages apply to taxable
years beginning after December 31, 1986, but only with respect to

obligations acquired after October 22, 1986.

The bill also clarifies that if a REIT receives or accrues amounts
with respect to real or personal property from a tenant that de-

rives substantially all of its income with respect to such property
from the subleasing of substantially all of such property, and a por-

tion of the amount that the tenant receives or accrues with respect

to such property would be treated as rents from real property if re-

ceived by the REIT, then the amounts received or accrued by the
REIT from the tenant would not fail to be treated as rents from
real property by reason of being based on the net income or profits

of the tenant, to the extent that the amounts received or accrued
by the REIT are attributable to amounts received by the tenant
that would be treated as rents from real property if received by the
REIT. A similar rule is provided for interest. In determining the
portion of the rent (or interest) received from the tenant that may
qualify as rent from real property (or interest) in these circum-
stances, allocation rules similar to those applicable under section

856(d)(4) (or section 856(f)(2)) are intended to apply.

Under the bill, for purposes of determining the amount that a
REIT must distribute in order to avoid the excise tax under section

4981, a REIT may reduce its capital gain net income by the amount
of any "net ordinary loss" of the REIT. The net ordinary loss of the
REIT is the amount of the net operating loss of the REIT for the
calendar year, with certain modifications. In addition, in order to

assure a consistent treatment of net income from foreclosure prop-
erty, dividends attributable to such property are excluded from the
definition of "distributed amount" for purposes of the excise tax
under section 4981. The Secretary of the Treasury is granted au-
thority in the bill to waive the distribution requirement for tax-

ation as a REIT where failure to meet that requirement is due to

distributions necessary to avoid imposition of the excise tax.

The bill provides that dividends declared in October, November,
or December and made payable to shareholders of record in such a
month are deemed to have been paid by the REIT and received by
its shareholder on December 31 of such year, so long as the divi-

dends are actually paid during January of the following year.

The bill provides rules governing the treatment of interest rate

swap or cap agreements, i.e., agreements which protect the REIT
from interest rate fluctuations on variable debt incurred to acquire
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or carry real property. Such agreements are treated as securities
under the 30-percent test and payments under them are treated as
qualifying under the 95-percent test. No inference is intended re-

garding the treatment of interest rate swaps or caps under other
provisions of the Code.



L. Real Estate Mortgage Investment Conduits (sees. 106(t)-106(v)

of the bill, sees. 671-675 of the Reform Act, and sees. 860A-860G
and 856 of the Code)

Present Law

Requirements for qualification as a REMIC
To qualify as a real estate mortgage investment conduit

("REMIC"), substantially all of an entity's assets must consist of

"qualified mortgages" and "permitted investments" as of the close

of the fourth month ending after the "startup day" and each calen-

dar quarter ending thereafter (the "asset test").

A qualified mortgage is an obligation principally secured directly

or indirectly by an interest in real property. It is unclear whether
loans secured by stock in a cooperative housing corporation and
debt instruments that are secured by other debt instruments,
which other debt instruments are secured principally by interests

in real property, may be treated as qualified mortgages. In general,

a qualified mortgage must be transferred to a REMIC on or before

the startup day, or purchased by the REMIC within three months
of the startup day.

Permitted investments consist of cash flow investments, qualified

reserve assets, and foreclosure property. A qualified reserve asset is

intangible property which is held for investment and is part of a
qualified reserve fund. A qualified reserve fund is any reasonably
required reserve to provide for full pa5nnent of expenses of the
REMIC or amounts due on regular interests in the event of de-

faults on qualified mortgages.
Foreclosure property is property that would be foreclosure prop-

erty if acquired by a real estate investment trust ("REIT") and
which is acquired in connection with the default of a qualified

mortgage. Property ceases to be foreclosure property on the date
which is one year after the date the REMIC acquired such proper-
ty. No tax is imposed on the REMIC with respect to income from
foreclosure property.

All interests in the REMIC must be "regular interests" or "resid-

ual interests." A regular interest is an interest the terms of which
are fixed on the startup day, which unconditionally entitles the
holder to receive a specified principal amount, and which provides
that interest amounts are payable based on a fixed rate (or a vari-

able rate to the extent provided in Treasury regulations). A residu-

al interest is any interest that is so designated and that is not a
regular interest in a REMIC. The startup day is any day selected

by the REMIC that is on or before the first day on which regular
interests in the REMIC are issued.

(82)
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Taxes on the REMIC
A REMIC is required to pay a tax equal to 100 percent of its net

income from prohibited transactions. With certain exceptions, a
disposition of a quahfied mortgage is a prohibited transaction. No
exception is provided for the repurchase of a defective mortgage in

lieu of its substitution. In addition, any disposition of a cash flow
asset is treated as a prohibited transaction.

Taxation of holders of residual interests

Generally, the holder of a residual interest in a REMIC takes
into account his daily portion of the taxable income or net loss of
such REMIC for each day during which he held such interest. With
certain exceptions, the taxable income of a REMIC is determined
in the same manner as in the case of an individual.

The taxable income of any holder of a residual interest in a
REMIC for any taxable year shall not be less than the excess inclu-

sion for that year. Thrift institutions are excepted from this re-

quirement and therefore may offset excess inclusions with net op-
erating losses. The effect of these rules on affiliated groups is un-
clear.

If a tax-exempt organization subject to the tax on unrelated busi-

ness income holds a residual interest, its excess inclusion is treated
as unrelated business taxable income. The tax consequences of the
holding of a residual interest by a tax-exempt organization which is

not subject to the tax on unrelated business taxable income are un-
certain.

If a residual interest in a REMIC is held by a REIT, the excess of
aggregate excess inclusions over REIT taxable income is allocated
to the REIT shareholders in proportion to the dividends received by
such shareholders and the amount so allocated is treated as an
excess inclusion with respect to each such shareholder.

Signing of return

For procedural purposes, a REMIC is treated as a partnership,
and holders of a residual interest are treated as partners. As such,
the REMIC is required to file certain returns, which must be
signed by a holder of a residual interest.

Other provisions

An interest in a REMIC is treated as a qualifying asset for pur-
poses under sections 593(d)(4), 856(c)(6)(E) and 7701(a)(19)(C)(xi) in
the same proportion that the assets of the REMIC would be treated
as qualifying for those purposes. In addition, an entire interest in a
REMIC is treated as a qualifying asset under these provisions if 95
percent of the assets in the REMIC would so qualify (the "95-per-
cent test"). The application of the 95-percent test to tiered REMICs
is unclear.

Explanation of Provisions

Requirements for qualification as a REMIC
Residual interests held by disqualified organizations.—To qualify

an entity as a REMIC, the bill provides that there must be reasona-
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ble arrangements designed to ensure that residual interests in it

are not held by disqualified organizations. ^^ Such arrangements in-

clude restrictions in the governing instruments of the entity pro-

hibiting disqualified organizations from owning a residual interest

in the REMIC and notice to residual interest holders of the exist-

ence of such restrictions. Such arrangements would not be deemed
to have been made if it is contemplated when the REMIC is formed
that disqualified organizations will own residual interests in it.

In addition, to qualify as a REMIC, the entity must make avail-

able information necessary for the application of the t£ix on certain

transfers of residual interests. ^^ Such information would include a
computation of the present value of the excess inclusions of a resid-

ual interest transferred to a disqualified organization. The REMIC
would not fail to satisfy the qualification requirement simply be-

cause it charged the person liable for the tax a reasonable fee for

providing such information. The failure of such a person to pay
such fee will not, however, affect the obligation of the REMIC to

provide such information to the Internal Revenue Service.

Application of asset test.—The bill makes the asset test continu-

ous after the third month. Thus, after the third month, substantial-

ly all of a REMIC's assets must, at all times, consist only of quali-

fied mortgages and permitted £issets. The asset test, however, does
not apply during the qualified liquidation period.

Qualified mortgage.—The bill clarifies the definition of a quali-

fied mortgage by requiring that the mortgage be principally se-

cured directly by an interest in real property. Thus, under the bill,

debt instruments that are secured by other debt instruments,
which other debt instruments are secured principally by interests

in real property, may not be treated as qualified mortgages. ^^ The
bill provides, however, that loans secured principally by stock in a
cooperative housing corporation may be treated as qualified mort-
gages. The bill also provides that, to be treated as a qualified mort-
gage, an obligation must be transferred to a REMIC on the startup
day in exchange for regular or residual interests in the REMIC or

purchased by the REMIC within three months of the startup day
pursuant to a fixed-price contract in effect on the startup day.^^

Qualified reserve fund.—Under the bill, the definition of a quali-

fied reserve fund is broadened to include reasonably required re-

serves to provide for full payment of amounts due on regular inter-

ests in the event of lower than expected returns on cash flow in-

vestments.
Regular interest.—Under the bill, the definition of regular inter-

est is broadened to encompass interests which entitle the holder to

interest payments consisting of a specified portion of the interest

payments on qualified mortgages if such portion does not vary

2 2 For the definition of a disqualified organization, see discussion of tax on certain transfers of

residual interests, below.
23 See "Tax on certain transfers of residual interests," below.
^* A regular interest in a REMIC, which is treated as a debt instrument for Federal income

tax purposes, may be treated as a qualified mortgage, however.
2 5 For this purpnise, mortgages may be considered to be purchased pursuant to a fixed-price

contract despite the fact that the purchase price may be adjusted where the mortgages are not
delivered by the seller on the startup day, provided that the adjustment is in the nature of dam-
ages for failure to deliver the mortgages rather than as a result of fluctuations in market price
between the startup day and the date of delivery.



85

during the period the regular interest is outstanding. The broaden-
ing of the definition is intended to permit such interests in a
REMIC to quahfy as a regular interests even if the amount of in-

terest is disproportionate to the specified principal amount.
The bill also provides that a regular interest in a REMIC must

be issued on the startup day wdth fixed terms and must be desig-

nated as a regular interest. Under the bill, a residual interest also

must be issued on the startup day. Under the bill, the startup day
is any day in which the REMIC issues all of its regular and residu-

al interests. In addition, to the extent provided in Treasury regula-
tions, all interests issued and all transfers to the REMIC during
any period (not exceeding 10 days) permitted in such regulations
may be treated as occurring on the startup day.

Taxes on the REMIC
The bill provides that the repurchase of a defective mortgage in

lieu of substitution is not treated as a prohibited transaction even
if it occurs more than two years after the startup day. It also pro-

vides that the sale of cash flow investments required to prevent de-

faults on a regular interest where the threatened defaults result

from a default on one or more qualified mortgages, or to facilitate

a "clean-up call" is not treated as a prohibited transaction.
In addition, if any property is contributed to the REMIC after

the startup day, the bill imposes a tax on the REMIC for the tax-

able year in which the contribution is received equal to 100 percent
of the amount (by value) of such contribution. Exceptions to this

tax are made for cash contributions made to facilitate a clean-up
call or a qualified liquidation, made during the three months fol-

lowing the startup day, or made to a qualified reserve fund by a
holder of a residual interest. Also excepted are cash payments in

the nature of a guarantee and cash contributions as permitted in

Treasury regulations.

A clean-up call is the prepayment of the remaining principal bal-

ance of a class of regular interests when, by reason of prior pay-
ments with respect to those interests, the administrative costs asso-

ciated with servicing that class outweigh the benefits of maintain-
ing the class. It tjrpically occurs when there is no more than a
small percentage of the particular class of interests outstanding. It

does not include the retirement of a class undertaken in order to

profit from a change in interest rates.

Under the bill, a REMIC is subject to tax at the highest rate ap-
plicable to corporations on its "net income from foreclosure proper-
ty." Net income from foreclosure property is the amount that
would be the REMIC's net income from foreclosure property under
section 857(b)(4)(B) if the REMIC were a REIT. Thus, if a REMIC
acquires foreclosure property and receives amounts with respect to

such property that would not be treated as certain types of qualify-
ing income if received by a REIT, then the REMIC would be sub-
ject to tax on such amounts. Property eligible for treatment as fore-

closure property would be so treated for a period of two years, with
possible extensions. The amount of the REMIC's taxable income is

reduced by any tax paid with respect to income from foreclosure
property.
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Taxation of holders of residual interests

Under the bill, the Secretary of the Treasury is granted regula-
tory authority to determine the taxable income of a REMIC in a
manner other than as in the case of an individual. It is intended
that this authority be used to permit the REMIC generally to treat

bad debts as other than nonbusiness bad debts and, as appropriate,
to permit a deduction for capital losses without limitation, but not
to take the dividends received deduction. It is also intended that
the Secretary of the Treasury use its authority to prevent individ-

uals from using the REMIC election to circumvent their limitations
on bad debt and capital loss deductions. ^^

The bill clarifies that all members of an affiliated group are
treated as one taxpayer for purposes of the rule requiring that tax-

able income be no less than excess inclusions. Thus, net operating
losses of the group cannot be used to offset excess inclusions. The
bill also clarifies that, except as provided below, the exception for

thrift institutions is available only if the institution itself, and not
any affiliate of the institution, holds the residual interest. Thus,
net operating losses of a thrift institution may offset excess inclu-

sions only in the case of residual interests held by the thrift insti-

tution.

Notwithstanding the above, a thrift and a qualified subsidiary
will be treated as a single corporation under the excess inclusion
rule. Consequently, losses of the thrift institution may offset excess
inclusions of the subsidiary. A qualified subsidiary of a thrift insti-

tution is any corporation all the stock and substantially all of the
debt of which is directly owned by the thrift institution and which
is organized and operated exclusively for the purpose of organizing
and operating one or more REMICs.
Excess inclusions attributable to residual interests held by regu-

lated investment companies ("RICs"), common trust funds, and sub-
chapter T cooperatives will be allocated to shareholders of such en-
tities using rules similar to those applied to a REIT and its share-
holders.

The bill also clarifies that, with respect to a variable contract
(within the meaning of sec. 817), there is no adjustment in the re-

serve of an insurance company taxable under subchapter L of the
Code to the extent of any excess inclusion. Thus, the insurance
company would be taxed currently on the excess inclusion.

Tax on certain transfers of residual interests

The bill imposes a tsix on any transfer of a residual interest in a
REMIC to a disqualified organization. The amount of the tax is

equal to the top corporate rate times an amount (determined under
Treasury regulations) equal to the present value of the total antici-

pated excess inclusions with respect to such interests for periods
after such transfer. It is expected that such Treasury regulations
will provide that the amount of the anticipated excess inclusions
will be determined based on events which have occurred up to the
time of the transfer and the prepayment assumption used to deter-

^® It also is intended that the income from residual interests be treated as portfolio income for
purposes of the passive loss rules.
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mine the accrual of original issue discount under section 1272(a)(6).

It is anticipated that the present value of such amount will be de-

termined on the basis of the applicable Federal rate.

The bill defines a disqualified organization as the United States,

any State or political subdivision thereof, any foreign government,
any international organization or agency or instrumentality of the
foregoing; any tax-exempt entity (other than a section 521 coopera-
tive) not subject to the tax on unrelated business income; and any
rural electrical and telephone cooperative.

The tax shall be paid by the transferor or, where the transfer is

through an agent of the disqualified organization, such agent. The
term "agent" includes a broker, nominee, or other middleman. The
transferor, or agent as the case may be, will be relieved of liability

for this tax if the transferee furnishes an affidavit that it is not a
disqualified organization and the person does not have actual
knowledge that the affidavit is false.

^'^

In addition, the bill provides that the Secretary of the Treasury
has the authority to waive the tax in appropriate circumstances
where the disqualified organization no longer holds the residual
and the transferor (or agent) pays such amount as the Secretary of

the Treasury may require. It is expected that such amount will be
based on the amount of excess inclusions which accrued with re-

spect to the residual interest while such interest was held by the
disqualified organization.

Tax on pass-through entities and nominees

If a disqualified organization is a record holder of an interest in

a pass-through entity in any taxable year, a tax is imposed on the
pass-through entity equal to the amount of excess inclusions alloca-

ble to the disqualified organization for such taxable year multiplied
by the highest corporate tax rate. A pass-through entity is any RIC,
REIT, common trust fund, partnership, trust, estate, or subchapter
T cooperative. Except as provided in Treasury regulations, a person
holding an interest in a pass-through entity as a nominee for an-
other person will be treated as a pass-through entity and the
holder of the residual interest in the first pass-through entity will

be treated as the record holder in the deemed pass-through entity.

Any tax imposed on a pass-through entity by this provision shall

be deductible against the gross amount of ordinary income of the
entity. Thus, for example, in the case of a REIT, the tax shall be
deductible both in determining real estate investment trust taxable
income under section 857 and in determining the REIT's ordinary
income under section 4981.

It is contemplated that a pass-through entity seeking to assure
holders of its interests that it will not incur this tax will adopt
measures preventing it from acquiring residual interests. It is also
contemplated that a pass-through entity seeking to invest in resid-

ual interests without incurring this tax will adopt measures prohib-
iting ownership of its interests by disqualified organizations (or.

^' It is intended that the provision of a social security number under penalties of perjury
would satisfy this requirement since disqualified organizations do not have such numbers. In
addition, the provision of an employer identification number belonging to an entity other than a
disqualified organization might satisfy this requirement.
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where possible, allocating the tax to such entities). The bill pro-
vides delayed effective dates to allow certain large pass-through en-
tities time for the adoption of such amendments.

Signing of return

The bill clarifies that the REMIC has the obligation to file the
REMIC return. 2 8 Although a REMIC is generally treated as a part-

nership for procedural purposes, the bill provides that the REMIC
return would be required to be signed by any person who could
sign the return of the entity in the absence of the REMIC election.

Thus, the return of a REMIC which is a corporation or trust would
be required to be signed by a corporate officer or a trustee, respec-
tively. For REMICs which consist of segregated pools of assets, the
return would be required to be signed by any person who could
sign the return of the entity which owns the assets of the REMIC
under applicable State law.

Other provisions

The bill clarifies that an interest in a REMIC shall be treated as
a real estate asset, and that income from the interest shall be
treated as interest on an obligation secured by a mortgage on real

property, for REIT qualification purposes under section 856. If less

than 95 percent of the assets of the REMIC are real estate assets,

the REIT is treated as holding directly its proportionate share of
the assets of the REMIC and receiving its proportionate share of
the income of the REMIC.
The bill clarifies that, where one REMIC owns interests in a

second REMIC, the character of the second REMICs assets flow
through for purposes of determining whether interests in the first

REMIC constitute qualifying assets to a building and loan associa-
tion under section 7701(a)(19).

The bill clarifies that the 95-percent test under sections 593(d)(4),

856(c)(6)(E) and 7701(a)(19XCXxi) is applied only once with respect to

a REMIC which is part of a tiered structure. Thus, for example, if

a REIT owns an interest in a REMIC which owns an interest in a
second REMIC, the 95-percent test is applied to the REIT's interest
in the first REMIC, but not with respect to the REMICs interest in

the second REMIC. Two REMICs are part of a tiered structure if it

was contemplated when both REMICs were formed that some or all

of the regular interests of one REMIC would be held by the other.

The bill clarifies that certain provisions relating to REMICs are
effective as of January 1, 1987. Thus, for example, interests in a
REMIC are eligible to be treated as qualifying assets for a thrift

institution, regardless of the institution's taxable year. In addition,
the bill makes certain clerical and technical amendments to the
statute.

Regulatory Authority

The bill also grants authority to the Secretary of the Treasury to

provide appropriate rules for the treatment of transfers of qualified
replacement mortgages to a REMIC where the transferor holds any

^* It is expected that the Internal Revenue Service wall issue employer identification numbers
to REMICS.
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interest in the REMIC. It is intended that these regulations may
provide rules for determining the basis of mortgages transferred to,

or received from, a REMIC as part of a replacement of qualified

mortgages, and also may provide rules for determining or adjusting

the basis of qualified mortgages held by the REMIC before or after

the replacement. In addition, the bill grants authority to the Secre-

tary of the Treasury to provide that a mortgage will be treated as a
qualified replacement mortgage only if it is part of a bona fide re-

placement and is not part of a swap of mortgages. Thus, the Secre-

tary of the Treasury is authorized to issue regulations which pre-

vent a taxpayer from avoiding recognition on the exchange of ap-

preciated mortgages by contributing such mortgages to a REMIC,
and then having the REMIC (which will have a fair market value
basis in the mortgages), exchange the mortgages for other mort-
gages.

Effective Dates

In general, the provisions of the bill are effective as of January 1,

1987. The provision relating to the definition of the startup day,

the definitions of regular and residual interests, the requirement
that qualified mortgages be transferred to the REMIC in exchange
for regular or residual interests on the startup day or purchased
pursuant to a fixed price contract, and the 100-percent tax on con-

tributions of property to REMICs after the startup day do not
apply to any REMIC whose startup day (as defined under present
law) is before July 1, 1987. The provision relating to the asset test

for REMICs is effective as of January 1, 1988.

The provision requiring REMICs to adopt reasonable arrange-
ments designed to ensure that residual interests in such entities

not be held by disqualified organizations is effective for REMICs
formed after March 31, 1988, except for REMICs formed pursuant
to a binding written contract (i.e., priced) before that date. The tax
on transfers of residual interests generally applies to transfers

after March 31, 1988. The tax on pass-through entities would gener-

ally apply to excess inclusions after March 31, 1988, except for in-

terests in pass-through entities (and residual interests) acquired
before that date. The application of the tax on pass-through enti-

ties to REITs, RICs, common trust funds and publicly traded part-

nerships would be effective December 31, 1988. Binding contract ex-

ceptions are provided to the transfer and pass-through entity taxes.

Unless otherwise elected, the provision relating to the filing of re-

turns is effective for REMICs with a start-up day after the date of

enactment of the bill.



VII. MINIMUM TAX PROVISIONS J

(Sec. 107 of the bill, sec. 501 of the Reform Act, and sees. 55-59 of !

the Code) i

Present Law

Under present law, as amended by the Act, taxpayers are subject

to an alternative minimum tax which is payable, in addition to all

other tax liabilities, to the extent it exceeds the taxpayer's regular
tax. The tax is imposed at a rate of 21 percent (20 percent in the
case of a corporation) on alternative minimum taxable income in

excess of an exemption amount. Alternative minimum taxable
income generally is the taxpayer's taxable income, as increased or
decreased by certain adjustments and preferences. The foreign tax
credit generally is allowed to offset up to 90 percent of the tax, and
the regular investment tax credit is allowed to offset up to 25 per-

cent of a corporation's minimum tax.

Adjustments and preferences are provided for accelerated depre-
ciation, mining exploration and development costs, certain long-

term contracts, pollution control facilities, installment sales, circu-

lation and research and experimental expenditures of individuals,

miscellaneous itemized deductions, itemized deductions for State
and local taxes. Merchant Marine Capital Construction Funds, spe-

cial insurance deductions, percentage depletion in excess of basis,

excess intangible drilling costs, incentive stock options, excess bad
debt reserves of financial institutions, tax-exempt interest on cer-

tain bonds, appreciated property charitable deductions, farm losses,

and passive losses.

In addition, for 1987 through 1989, one-half of the excess of pre-

tax book income of a corporation over other alternative minimum
taxable income is a preference. For taxable years beginning after

1989, three-fourths of the excess of adjusted current earnings over
other alternative minimum taxable income is a preference.
These provisions are effective for taxable years beginning after

December 31, 1986.

Explanation of Provisions

Computation of tax.—The bill provides that a taxpayer's regular
tax will be reduced by the possessions tax credit under section 27(b)

since income eligible for the credit is not included in the minimum
tax base.
The bill clarifies that a taxpayer subject to the regular tax is also

subject to the minimum tax (if the tentative minimum tax exceeds
the regular tax), and that where the taxpayer's tax base is meas-
ured by something other than taxable income, such as unrelated
business taxable income, real estate investment trust taxable
income, or life insurance company taxable income, alternative min-

(90)
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imum taxable income is determined using that tax base. The bill

also clarifies that for nonresident aliens and foreign corporations,

the alternative minimum tax applies only to income subject to net

basis taxation (sees. 871(b), 877, and 882).

In order to prevent an incentive for separate filing by married
persons, the bill provides, in effect, that the maximum amount of

the exemption phase-out will be the same as for married taxpayers

filing jointly.^ More specifically, the bill provides that for taxable

years ending after the date of enactment of this bill, alternative

minimum taxable income of a married person filing a separate

return is increased by the lesser of (1) 25 percent of the excess of

alternative minimum taxable income (determined without regard

to this adjustment) over $155,000 (i.e. the amount at which the ex-

emption phase-out ends on a separate return) or (2) $20,000 (i.e. the

maximum exemption amount of the taxpayer's spouse).

Adjustments.—The bill provides that in the case of small con-

struction contracts described in section 460(e)(1), the percentage of

the contract completed shall be determined by using the simplified

procedures for allocation of costs as added by the bill. The bill also

provides that the amount includible in gross income with respect to

the alcohol fuels credit (sec. 87) will not be included in alternative

minimum taxable income since that credit is not allowed against

the minimum tax.

The bill clarifies that the deduction for regular tax purposes for

personal exemptions is not allowed under the minimum tax, since

a minimum tax exemption amount is provided. Further, the bill

provides that only interest which is qualified residence interest for

purposes of the regular tax may qualify as deductible housing in-

terest for purposes of the minimum tax 2, clarifies that minimum
tax investment interest and minimum tax passive losses do not in-

clude minimum tax housing interest, and provides that investment
income for purposes of the minimum tax takes into account the
minimum tax preferences and adjustments.
Book income.—The bill provides that an income statement that is

filed with a Federal, state, or local government must be prepared
for a substantial nontax purpose in order to be an applicable finan-

cial statement. Thus, an income tax return, franchise tax return or

other similar return prepared for the purpose of determining any
tax liability that is filed with Federal, State, or local authorities

does not constitute an applicable financial statement. In addition,

an income statement used by a government for statistical purposes
only is not prepared for a substantial nontax purpose. The bill also

provides that if a taxpayer has two or more financial statements
with the same priority, the applicable financial statement shall be
the one specified in regulations promulgated by the Secretary of

the Treasury.
The gross amount of dividends (i.e. gross of any withholding

taxes) received from a section 936 corporation, like dividends re-

ceived from other nonconsolidated corporations, are included in the

' Similarly, the benefit of the 15-percent bracket for married individuals filing a separate
return is phased out under the regular tax as if a joint return were filed.

^ Section 204(a) of the bill also makes several minor conforming amendments to the definition

of qualified housing interest to conform to the changes made by the Revenue Act of 1987 to the
definition of qualified residence interest under the regular tax.
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I

recipient's adjusted net book income. To the extent that the alter-!

native minimum taxable income of the recipient is increased by

.

reason of the inclusion of such dividends in adjusted net book
j

income, the bill clarifies that a pro rata portion of withholding or

income taxes is treated, for minimum tax purposes, as creditable
foreign taxes paid by the recipient. The maximum amount of with-
holding or income taxes that may be treated as creditable foreign
taxes is 50 percent of the taxes. However, this amount is reduced
on a proportionate basis if a lesser amount of the dividends from

,

the 936 corporation is taken into account in computing alternative
minimum taxable income.
The bill also clarifies that if a taxpayer does not choose to take

the benefit of section 901 with respect to income, war profits, or
excess profits taxes imposed by a foreign country or possession of

the United States, or is prohibited from taking the benefit of sec-

tion 901 (i.e. taxes described in section 901(j)), adjusted net book
income is reduced by only those taxes. That is, taxes which are not
deductible for regular tax purposes (for example, withholding or
income taxes imposed by a U.S. possession on dividends received
from a section 936 corporation) are not deductible for this purpose.
Similarly, the related income is to be reflected gross of any of these
nondeductible taxes.

Adjusted current earnings.—The bill clarifies that the rule pro-

viding that income on an annuity contract is included in adjusted
current earnings does not apply to a qualified annuity contract
held under a plan described in section 403(a).

The bill provides an elective alternative to the general rule re-

quiring depreciation for adjusted current income purposes to be
computed using whichever of two methods yields deductions with
the smallest present value. The two methods are the alternative
depreciation system described in section 168(g) and the method
used for book purposes. Instead, a taxpayer may elect to compute
depreciation for adjusted current earnings purposes by taking a de-

duction equal to the amount necessary to increase the amount of

accumulated depreciation (for adjusted current earnings purposes)
on the property to the lesser of the accumulated depreciation al-

lowed as of the end of the taxable year under either the alternative
depreciation system described in section 168(g) or the the method
used for book purposes. The election does not affect the depreciable
basis allowed for purposes of the adjusted current earnings provi-

sion.

A taxpayer may elect to use the alternative method for any tax-

able year beginning after 1989. The election applies to all property
placed in service during that taxable year, and is irrevocable with
respect to such property. If an election is made for the first taxable
year for which the adjusted current earnings provision is effective,

the election applies to all property placed in service during that
taxable year and all previous taxable years. A taxpayer is not re-

quired to use the alternative method for property placed in service
during any subsequent taxable year by reason of having made the
election for a prior taxable year.
The bill also provides a special rule in the case of any property

subject to a lease where the income of the taxpayer for book pur-
poses with respect to such property is determined without regard
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to an allowance for depreciation. This situation may arise, for ex-

ample, where a taxpayer leases property in a transaction that is

treated for book purposes as a direct financing lease under FAS 13

(as amended).
In such a situation, the excess (if any) of the income from the

lease for adjusted current earnings purposes (determined without
regard to this provision or any other allowance for depreciation)

over the income from the lease reported for book purposes is treat-

ed as the depreciation deduction determined with respect to such
property for book purposes.

The adjusted current earnings depreciation for such property for

any taxable year is to be determined using the special rule de-

scribed above. This use of the special rule is not intended to be con-

sidered as an election of the alternative method applicable to all

property placed in service during the taxable year.

The bill additionally provides that, in the case of property de-

scribed in paragraphs (1), (2), (3), or (4) of section 168(f), the amount
of depreciation allowable for regular tax purposes shall be treated
as the amount allowable under the alternative system of section

168(g) for the purpose of determining adjusted current earnings de-

preciation. It is normally anticipated that the alternative method
(described above) will be used and that such use will not be consid-

ered as an election of the alternative method applicable to all prop-
erty placed in service during that taxable year.

Preferences.—The bill clarifies that the preference for bond inter-

est only applies to tax-exempt bonds and the exception for refund-
ing bonds includes both current and advance refundings. The bill

also clarifies that the charitable contribution preference applies to

trusts and estates as well as all other taxpayers.
The bill provides that for purposes of the individual minimum

tax, stock acquired pursuant to the exercise of an incentive stock
option exercised after October 16, 1987, will be treated without
regard to the rules of section 421. Instead the rules of section 83
will apply to the stock in determining the individual's alternative
minimum taxable income. For example, if a taxpayer acquires
stock pursuant to the exercise of an incentive stock option and dis-

poses of the stock in the same taxable year, the tax treatment
under the regular tax and the minimum tax will be the same; if

the stock is disposed of in a disqualifying disposition in a subse-
quent taxable year, the "spread" between the option price and fair

market value of the stock (determined in accordance with the rules
of section 83) will be included in alternative minimum taxable
income in the first taxable year and in taxable income (but not in

alternative minimum taxable income) in the subsequent taxable
year. In addition, if the stock acquired is subject to a lapse restric-

tion, amounts will be included in the alternative minimum taxable
income in accordance with the rules of section 83. (For options ex-

ercised on or before October 16, 1987, and disposed of in a disquali-

fying disposition, the minimum tax treatment and the regular tax
treatment will be the same for both the year of exercise and the
year of disposition.)

Investment tax credits.—The bill clarifies that the total amount
of the general business credit allowable to a C corporation for a
taxable year in which the regular tax exceeds the tentative mini-
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mum tax is determined as if the portion of the general business
credit not attributable to the regular investment tax credit first

offset the regular tax, and the regular investment credits (to the
extent otherwise available) then reduced the net tax to 75 percent
of the tentative minimum tax. This rule affects only the determina-
tion of amount of the general business credit allowable in a taxable
year and does not change the usual ordering rules of section 38.

For example, assume a corporation had $100 million of regular
tax, $80 million of tentative minimum tax, $30 million of regular
investment tax credits (disregarding the cutback under section 49
for purposes of this example), and $20 million of other general busi-

ness credits. $40 million of the general business credit would be al-

lowed for the taxable year—$20 million by reason of the general
rule of section 38(c)(1) allowing the general business credit to offset

the excess of the net income tax over the tentative minimum tax
and $20 million by reason of the special rule of section 38(c)(2) (as

redesignated by the bill) allowing unused regular investment cred-

its to offset 25 percent of the tentative minimum tax. The above
result would occur without regard to the taxable years in which
the various credits arose.

The bill also clarifies that the regular investment tax credit

cannot be used in a taxable year to the extent that it, in conjunc-
tion with the NOL deduction and the foreign tax credit, would
reduce the amount of tax payable by the taxpayer to less than 10
percent of the tentative minimum tax (determined without regard
to the NOL deduction and foreign tax credits).

Foreign tax credits.—The bill clarifies that for purposes of deter-

mining whether any income is high-taxed income in applying sec-

tion 904(d)(2) in computing the alternative minimum tax foreign
tax credit, the alternative minimum tax rate is to be used in lieu of
the regular tax rate. The bill also clarifies that foreign taxes paid
or accrued in a taxable year beginning after December 31, 1986,

which are carried back to offset tax in a taxable year beginning
before January 1, 1987, may not be used in computing the alterna-

tive minimum tax foreign tax credit for years beginning after 1986.

Clerical amendments.—The bill makes numerous clerical amend-
ments and corrects several cross references to these provisions.

Transitional provisions.—The bill provides that, for property that
is depreciated under the new ACRS system during a taxable year
of the taxpayer that begins before 1987, the new minimum tax de-

preciation (or pollution control facility amortization) rules apply to

measure the preference, but the preference applies only to property
to which the prior law rules of paragraphs (4) and (12) of section

57(a) applied. The bill also provides that in the case of a fiscal year
trust or estate beginning in 1986 and ending in 1987, the prior law
apportionment rules will apply notwithstanding that a benefi-

ciary's taxable year begins in 1987. The bill also contains certain
transition rules that were inadvertently amended or deleted in en-
rolling the Act.



VIII. ACCOUNTING PROVISIONS (SEC. 108 OF THE BILL)

1. Limitation on the use of the cash method of accounting (sec.

108(a) of the bill, sec. 801 of the Reform Act, and sees. 448,

461, and 464 of the Code)

a. Definition of qualiHed personal service corporations

Present Law

Qualified personal service corporations are excepted from the
general rule denying the use of the cash method of accounting to a
C corporation or a partnership with a C corporation as a partner. A
qualified personal service corporation is a corporation that meets
both a function test and an ownership test. The function test is met
if substantially all the activities of the corporation are the perform-
ance of services in the field or fields of health, law, engineering,
architecture, accounting, actuarial science, performing arts, and
consulting.

The ownership test is met if substantially all (i.e., 95 percent) of

the value of the outstanding stock in the corporation is owned, di-

rectly or indirectly, by employees performing services for the corpo-

ration in connection with the qualified services performed by the
corporation, retired individuals who performed such services for

the corporation or its predecessor(s), the estate of such an individ-

ual, or any other person who acquired stock by reason of the death
of such an employee (for the two-year period beginning with the
death of such employee).
A special rule is provided allowing the common parent of an af-

filiated group (within the meaning of sec. 1504(a)) to elect to treat

all members of such affiliated group as one taxpayer for the pur-

pose of determining if the ownership test is met, provided that sub-

stantially all of the activities of the members of such affiliated

group involve the performance of services in the same field satisfy-

ing the function test.

Explanation of Provision

The bill provides that, for the purpose of determining if a corpo-
ration meets the ownership test, indirect ownership of stock is to

be taken into account only where stock is owned indirectly through
one or more partnerships, S corporations, or qualified personal
service corporations. Thus, other forms of indirect stock ownership
(e.g., as a result of attribution between family members) are not
considered in determining if the ownership test is satisfied. Stock
that is owned by a partnership, S corporation, or qualified personal
service corporation is considered to be owned by its owners in the
same proportion as their ownership of the partnership, S corpora-
tion, or qualified personal service corporation. The Secretary of the

(95)
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Treasury is directed to prescribe those regulations that may be ne-
|

cesary to prevent the use of related parties, pass-through entities,

or intermediaries to avoid the application of the rules denying the
use of the cash method of accounting.
The bill also provides that a common parent of an affiliated

group may elect to treat all members of such group as one taxpay-
er for the purpose of determining if the ownership test is met
where 90 percent or more of the activities of such affiliated group
involve the performance of services in the same field satisfying the
function test. Thus, if 90 percent or more of the activities of the
affiliated group, taken as a whole, are the performance of services

in a field satisfying the function test, an election is available to

apply the ownership test to the group as a whole. The function test,

however, must still be applied to each separate corporation.

b. Treatment of tax shelters

Present Law

Section 448(a)(3) provides that the cash method of accounting
may not be used by any tax shelter. For this purpose, a tax shelter

is defined as (1) any enterprise (other than a C corporation) if at

any time interests in such enterprise have been offered for sale in

any offering required to be registered with any Federal or State
agency having the authority to regulate the offering of securities

for sale; (2) any syndicate within the meaning of section

1256(e)(3)(B); or (3) any tax shelter within the meaning of section

6G61(b)(2)(C)(ii). Treasury regulations promulgated under section

448 provide that an offering is required to be registered with a Fed-
eral or State agency if, under the applicable Federal or State law,
failure to file a notice of exemption from registration would result

in a violation of the applicable Federal or State law (regardless of
whether the notice is in fact filed).

Under section 461(i), in the case of tax shelters, no deduction is

allowed with respect to an item until there has been economic per-

formance with respect to that item. Under a special rule applicable
to tax shelters in oil and gas, economic performance with respect to

drilling of an oil or gas well is deemed to occur at the time of spud-
ding.

Explanation of Provision

When the special spudding rule for economic performance was
adopted by Congress in the Deficit Reduction Act of 1984, economic
performance was deemed to occur at the time of spudding of an oil

or gas well where the taxpayer had paid for the drilling costs prior

to the close of the taxpayer's year. The Reform Act inadvertently
removed the requirement that the taxpayer must have paid for the
drilling costs by the close of the taxpayer's year in order for the
special spudding rule to apply. The bill provides that tax shelters

in oil and gas must have paid for the drilling activity before the
end of its taxable year in order for spudding to be considered as
economic performance.

In the case of a partnership, a partner's deduction of drilling ex-

penses that are treated as economically performed by reason of the
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spudding rule is limited to the partner's cash basis in the partner-

ship. A partner's cash basis is equal to the adjusted basis of it's in-

terest in the partnership, determined without regard to amounts
related to certain borrowings. These amounts are (1) any liability of

the partnership, (2) any amount borrowed by the partner with re-

spect to the partnership which was either arranged by the partner-

ship or any participant in the organization, sale or management of

the partnership, and (3) any amount borrowed by the partner if

such borrowing was secured by any assets of the partnership.

The bill also clarifies the definition of tax shelter for purposes of

the denial of the cash method of accounting. Under the bill, an S
corporation is not treated as a tax shelter for this purpose merely
by reason of the filing of a notice of exemption from registration

with a State agency that has the authority to regulate the offering

of securities for sale. It is anticipated that an S corporation that is

prohibited from using the cash method of accounting under present
law solely by reason of having filed such a notice of exemption and,
consequently, has changed to a method of accounting other than
the cash method for its first taxable year beginning after 1986, will

be allowed, under this technical amendment, to retain its prior

method of accounting.

c. Limitations on farming deductions

Present Law

The Reform Act denies the use of the cash method of accounting
to any tax shelter. The definition of tax shelter for this purpose in-

cludes all farming S5mdicates. Thus, under the Reform Act, farming
S3Tidicates are generally required to capitalize the cost of feed,

seed, fertilizer, and other similar farm supplies and deduct these
costs when the crop or animal to which the costs relate is sold or
otherwise disposed of.

Under section 464(a), farming syndicates are allowed a deduction
for amounts paid for feed, seed, fertilizer, or other similar farm
supplies no earlier than the taxable year in which such feed, seed,

fertilizer, or other supplies actually are used or consumed.
Under section 464(b), farming syndicates are required to capital-

ize the cost of poultry purchased for use in a trade or business and
to deduct such cost ratably over the lesser of 12 months or the
useful life of such poultry in the trade or business. In addition, a
farming syndicate may deduct only the cost of poultry purchased
for sale in the taxable year in which the poultry is disposed of.

The Reform Act applies section 464(a) and 464(b) to certain per-

sons prepaying 50 percent or more of certain farming expenses,
with respect to the portion of such expenses exceeding 50 percent.

Explanation of Provision

The bill provides that sections 464(a) and 464(b) shall not apply
to farming syndicates in taxable years beginning after December
31, 1986, because these rules are rendered unnecessary by the rules

of the Reform Act that require tax shelters to use an accrual
method of accounting. The bill also provides for the issuance of reg-

ulations by the Secretary of the Treasury is to issue regulations
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that insure that the use of the unit livestock method by accrual
basis taxpayers will accurately reflect income.

2. Capitalization rules for inventory, construction, and develop-
ment costs (sec. 108(b) of the bill, sec. 803 of the Reform Act,

and sec. 263A of the Code)

Present Law

In general

The uniform cost capitalization rules apply to the manufacture
or construction of all tangible property and to the purchasing and
holding property for resale. Exceptions to these rules are provided
for property produced by the taxpayer for personal use, research
and experimental costs allowable as a deduction under section 174,

certain development and other costs of oil and gas wells and miner-
al property deductible under section 263(c), 616(a), or 617(a), proper-
ty produced pursuant to a long-term contract, and the production
of timber and certain ornamental trees.

Simplified method for taxpayers acquiring property for resale

Taxpayers with gross receipts in excess of $10 million who ac-

quire personal property for resale and all taxpayers who acquire
real property for resale are required to apply the uniform capitali-

zation rules with respect to such property. The uniform capitaliza-

tion rules require that all direct costs of such property and such
property's proper share of those indirect costs, part or all of which
are allocable to such property, be absorbed into the inventory costs

of the property, rather than currently expensed. Included in the
costs required to be absorbed into inventory cost are off-site storage
costs and related handling costs. The Secretary of the Treasury is

directed to prescribe regulations providing for simplified proce-

dures for the application of the uniform capitalization rules in the
case of property acquired for resale.

Capitalization of interest

Interest costs are subject to special rules. Capitalization of inter-

est is required only if the taxpayer is engaged in the manufacture
or construction of property (i.e., resellers are exempt), and only if

the property produced is real property or personal property that is

long-lived or has an extended production period. Interest costs are
allocable to the production or construction of property if they are
directly attributable to production expenditures incurred in produc-
ing the property, or could have been avoided if the production ex-

penditures had not been incurred. Interest incurred or continued in

connection with property used to produce property is also subject

to capitalization.

Special rules for farmers

Special rules also apply to the production of farm products. In
general, the uniform capitalization rules apply to such production
only if the product has a preproductive period of more than two
years. This exception for property with a preproductive period of

less than two years does not apply to taxpayers required to use an
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accrual method of accounting under section 447 or 448. Except for

taxpayers using an annual accrual method of accounting, taxpay-
ers required to use an accrual method of accounting must capital-

ize preproductive expenses. The costs required to be capitalized

with respect to farming animals may be determined using the unit
livestock method. ^

Certain farmers otherwise required to capitalize preproductive
period costs may elect to deduct such costs currently, provided the
alternative cost recovery system is used on all farm assets and the
expensed costs are recaptured upon disposition of the product. The
election is not available to taxpayers required to use the accrual
method of accounting or engaged in the production of pistachios.

Moreover, the election is not available with respect to certain costs

attributable to citrus or almond groves.

Costs incurred in replanting edible crops following loss or

damage due to freezing temperatures, disease, drought, pests, or

casualty may be deducted currently. This exception may apply to

costs incurred by persons other than the taxpayer who incurred
the loss or damage, provided (1) the taxpayer who incurred the loss

or damage retains an equity interest of more than 50 percent in

the property on which the loss or damage occurred and (2) the
person claiming the deduction materially participates in the plant-

ing or maintenance of the property during the four-taxable year
period beginning with the year of the loss or damage.

Effective dates

In the case of inventories, the provisions generally are effective

for taxable years beginning after December 31, 1986. In the case of

self-constructed property, the rules apply to costs incurred after

December 31, 1986, unless incurred with respect to property on
which substantial construction (whether by the taxpayer or by an-
other person) occurred before March 1, 1986. In the case of nonin-
ventory property held for sale, the rules apply to costs incurred
after December 31, 1986.

Explanation of Provision

In general

The bill adds to the list of costs specifically exempted from the
uniform capitalization rules costs incurred in connection with oil

and gas wells or mineral property that are subject to amortization
pursuant to section 291(b)(2), 263(c), 263(i), 616, or 617, and costs

(other than circulation expenditures) subject to ten-year amortiza-
tion under section 59(e).

Simplified method for taxpayers acquiring property for resale

The Secretary of the Treasury is directed to issue regulations
providing for simplified procedures for the application of the uni-
form capitalization rules in the case of property acquired for resale.

' The Internal Revenue Service has announced that the annual standard price used in deter-
mining unit costs under the unit livestock method is to be modified to reflect the particular
period in the taxable year in which the purchases of livestock are made in order to avoid distor-

tions of income that would otherwise occur through operation of the unit livestock method.
Notice 88-24, 1988-14 I.R.B. —

.
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It is anticipated that such regulations will provide a method for

computing allocation ratios for the purpose of assigning a portion
of total costs to ending inventory or cost of sales. The allocation

ratio for assigning storage costs and related handling costs is to be
determined by dividing the gross amount of such costs by the sum
of beginning inventory balances plus purchases for the taxable
year.

Capitalization of interest

The bill also clarifies that, in determining the amount of interest

that must be capitalized in connection with an asset used to

produce property, the methods applied under the general interest

allocation rules are applied to the full cost of the asset. ^ According-
ly, any interest specifically traceable to such an asset must first be
allocated to the produced property; interest on other debt of the

taxpayer is then allocated to the extent required under the avoided
cost method.^

Finally, the bill clarifies that a cost is subject to capitalization

under this provision only to the extent it is otherwise taken into

account in computing taxable income for any taxable year. Thus,
for example, the portion of a taxpayer's interest expense that is al-

locable to personal loans, and hence is disallowed under section

163(h), may not be included in a capital or inventory account and
recovered through depreciation or amortization deductions, as a
cost of sales, or in any other manner.

Special rules for farmers

The special rule for costs incurred by persons other than the tax-

payer in connection with replanting a crop of the taxpayer follow-

ing loss or damage due to freezing temperatures, etc., is modified.

Under the bill, such costs may be deducted without regard to

whether they were incurred (or the persons' material participation

occurs) within the four-taxable year period following the loss or

damage.
Many taxpayers using the annual accrual method of accounting,

other than taxpayer's engaged in the trade or business of growing
sugar cane, were required under section 278 of prior law to capital-

ize preproductive expenses (e.g., citrus growers). The Reform Act
repealed section 278. Under the bill, the special rule that allows

taxpayers using the annual accrual method of accounting to ex-

pense preproductive expenses is limited to those taxpayers engaged
in the trade or business of farming sugar cane.

^ If an asset is not used exclusively in the production of a single property, the total interest

cost associated with the asset is allocated among the various properties produced.
^ To avoid double counting, any interest allocated to property under this rule is not again

allocated to the property under the general interest allocation rule. For example, interest allo-

cated under the general rule to depreciation on an asset used to produce property, which would
be a production expenditure that would "attract" interest under the avoided cost method, might
otherwise duplicate interest allocated under this special rule for production-related assets.
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3. Long-term contracts (sec. 108(c) of the bill, sec. 804 of the

Reform Act, and sec. 460 of the Code)

Present Law

Taxpayers engaged in the production of property under a long-

term contract must compute income from the contract under either

the percentage of completion method or the percentage of comple-
tion-capitalized cost method. Under the percentage of completion
method, the taxpayer must include in gross income for the taxable
year an amount equal to the product of (1) the gross contract price

and (2) the percentage of the contract completed during the taxable
year. The percentage of a contract completed during the taxable
year is determined by comparing costs incurred with respect to the
contract during the year with the estimated total contract costs.'*

In the taxable year in which a contract reported under the per-

centage of completion method is completed, a determination is

made whether the taxes paid with respect to the contract in each
year of the contract were more or less than the amount that would
have been paid if gross income had been computed by using the
actual gross contract price and the actual total contract costs,

rather than the anticipated contract price and costs. Interest must
be paid by the taxpayer if, applying this "lookback" method, there
is an underpayment by the taxpayer with respect to a taxable year.

Similarly, interest must be paid to the taxpayer by the Internal
Revenue Service if there is an overpayment.
Under the percentage of completion-capitalized cost method, the

taxpayer must take into account 70 percent of the items with re-

spect to the contract under the percentage of completion method.
The remaining 30 percent of the items under the contract must be
taken into account under the taxpayer's normal method of account-
ing (e.g., completed contract method, accrual shipment method).^

Costs that directly benefit, or are incurred by reason of, a tax-

payer's long-term contract activities must be allocated to its long-

term contracts in the manner provided in the Treasury regulations
under section 451 for extended period long-term contracts. This
method of allocation is required irrespective of whether the con-

tract is reported under the percentage of completion-capitalized
cost method or the percentage of completion method. While costs

may be deducted in the year incurred if they relate to a contract
(or portion of a contract) reported under the percentage of comple-
tion method, whether costs are allocable to such a contract is none-
theless relevant because it affects the determination of the percent-
age of the contract completed during the year.

* This calculation is done on a cumulative basis. Thus, the amount included in gross income
for a particular taxable year is that proportion of the expected contract price that the amount of

costs incurred through the end of the year bears to total expected costs, reduced by the amount
of gross contract price included in gross income for previous taxable years.

^ For contracts entered into after February 28, 1986, and before October 14, 1987, 40 percent
of the items with respect to a contract must be taken into account under the percentage of com-
pletion method and the remaining 60 percent of the items must be taken into account under the
taxpayer's normal method of accounting.
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Explanation of Provision

The bill authorizes the Secretary of the Treasury to prescribe a
simplified procedure for the allocation of costs to a contract for

purposes of applying the percentage of completion method. Thus,
for example, the Secretary may permit the determination of the
percentage of a contract completed during the taxable year to be
based on fewer costs than are taken into account for purposes of

applying the completed contract method or other long-term con-

tract method of accounting. This simplified method may not be
used by taxpayers using the percentage of completion-capitalized

method for accounting for long-term contracts.

The bill also provides that, in applying the look-back method,
amounts received or accrued after completion of the contract are
taken into account by discounting such amounts to their value as

of the completion of the contract. The Federal mid-term rate as of

the time the amount was received is the applicable discount rate.

The bill exempts a long-term contract from application of the look-

back method if the taxpayer expects to complete the contract

within two years of the contract commencement date and the gross

contract price does not exceed the lesser of $1 million or 1 percent
of the taxpayer's average gross receipts for the three taxable years
preceding the year the contract was entered into.

4. Taxable years of certain entities (sec. 108(e) of the bill, sec. 806
of the Reform Act, and sees. 706, 1378, 441, and 267 of the

Code)

a. Majority interest taxable years

Present Law

A partnership may not have a taxable year other than the tax-

able year of the partners owning a majority interest in partnership
profits and capital. If partners owning a majority of partnership
profits and capital do not have the same taxable year, the partner-

ship must adopt the same taxable year as its principal partners. If

the principal partners of the partnership do not have the same tax-

able year and no majority of its partners have the same taxable

year, the partnership must adopt the calendar year or such other

period as the Secretary of the Treasury may prescribe by regula-

tions.

The majority interest rule does not apply unless the period that

constitutes the taxable year of partners owning a majority interest

in partnership profits and capital has been the same for the three-

taxable-year period of such partners ending on or before the begin-

ning of such taxable year of the partnership. If the partnership has
not been in existence for all of such three-taxable-year period, the

period that constitutes the taxable year of the partners owning a
majority interest in profits and capital must have been the same
for the taxable years of such partners ending with or within the

period of the partnership's existence.
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Explanation of Provision

The bill provides that a partnership may not have a taxable year
other than its majority interest taxable year. If the partnership
does not have a majority interest taxable year, it may not have a
taxable year other than the taxable year of all of its principal part-

ners. If the partnership does not have a majority interest taxable
year and all of its principal partners do not have the same taxable
year (or the partnership h£is no principal partners), the partnership
may not have a taxable year other than the calendar year, unless
the Secretary of the Treasury, by regulations, prescribes another
period.

The majority interest taxable year is the taxable year (if any)
that, on the testing day, constituted the taxable year of one or
more partners having (on the testing day) an aggregate interest in

partnership profits and capital of more than 50 percent. Generally,
the testing day is the first day of the partnership's taxable year.

The Secretary of the Treasury may provide that an alternate, rep-

resentative period be used as the testing day, rather than the first

day of the taxable year, if such period is more representative of the
ownership of the partnership. A partnership that is required to

change its taxable year to its majority interest taxable year is not
required to change to another taxable year for either of the two
taxable years following the year of change.

b. Sequence of required changes in taxable years

Present Law

The requirement of the Reform Act that partnerships conform
their taxable years to the taxable years of their owners does not
take into consideration changes in taxable years of such owners
that also may be required by the Act. Thus, such partnerships may
be required to change their taxable years several times as the tax-

able years of their owners change.

Explanation of Provision

The bill provides that, except as otherwise provided in regula-
tions issued by the Treasury Secretary, the changes in taxable
years of other persons required to change taxable years are to be
taken into account in determining the required taxable year of a
partnership.

c. Personal service corporations

Present Law

A personal service corporation is required by the Reform Act to
adopt a calendar year, unless it establishes to the satisfaction of
the Secretary of the Treasury a business purpose for a different
taxable year. A personal service corporation is a corporation the
principal activity of which is the performance of personal services
if services are substantially performed by employee-owners.
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I

Explanation of Provision

The bill provides that a corporation is not considered to be a per-j

sonal service corporation for this purpose unless more than 10 per-

cent of the stock (by value) in such corporation is held by employ-,
ee-owners. i

The bill further provides that, if a corporation is a member of an
affiliated group filing a consolidated return, all members of such
group shall be taken into account in determining whether such cor-;

poration is a personal service corporation.

d. Common trust funds

Present Law
,

The Reform Act did not address the taxable year to be used by a
common trust fund taxed under section 584.

Explanation of Provision

Consistent with the rules requiring use of a calendar year for

other pass-through entities (e.g., partnerships, S corporations,

trusts), the bill requires the taxable year of a common trust fund to

be the calendar year. If a common trust fund is required to change
taxable years as a result of this provision, and as a result of such
change a participant in such common trust fund is required to in-

clude items from more than one taxable year of the common trust

fund in any of the participant's taxable years, the items from the
short taxable year of the common trust fund may be included in

income by the participant ratably over a four-taxable-year period,

unless the participant elects to include all such items currently.

e. Effective date

Present Law

The Reform Act provides that, if any partner or shareholder of

an S corporation is required to include the items from more than
one taxable year of the partnership or S corporation in any one
taxable year, income in excess of expenses for the short taxable
year of the partnership or S corporation is to be taken into account
ratably in each of the first four taxable years (including such short

taxable year) beginning after December 31, 1986, unless the part-

ner or shareholder of the S corporation elects to include all such
income in the short taxable year.

The Internal Revenue Service has issued a revenue procedure
which sets forth rules under which the Service will permit electing

S corporations to adopt taxable years other than a calendar year.

Rev. Proc. 83-25, 1983-1 C.B. 689. Under the so-called "25-percent

test" of that revenue procedure, an electing S corporation generally
may adopt, retain, or change to a taxable year if, among other
tests, 25 percent or more of the gross income of the taxpayer is re-

alized in the last two months of that year.
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Explanation of Provision

The bill clarifies that the four year spread provided by the

Reform Act for partners and shareholders in S corporations is only
applicable to changes in taxable years that are required by the
Reform Act for the first taxable year beginning after December 31,

1986. The bill clarifies that the four year spread is made at the
partner or shareholder level, rather than at the level of the part-

nership or S corporation.

The adjusted basis of a partner in a partnership interest or of an
S Corporation shareholder in stock is determined as if all of the
income to be taken into account over the four year spread period
were included in gross income in the first taxable year. Thus, cur-

rent distribution of an amount equal to the amount of income at-

tributable to the partner or S corporation shareholder in the short

taxable year will not result in capital gain, unless the distribution

vvould have had such an effect had there been no four year spread,

[f any interest in a partnership or stock in an S corporation is dis-

posed of before the last taxable year in the spread period, any
income attributable to the interest or stock disposed of that re-

mains to be recognized pursuant to the spread is included in the
^oss income in the same taxable year as the interest or stock is

disposed of.

The bill provides that the four year spread for income attributa-

ble to a short taxable year will apply only once in the case of a
passthrough or tiered item.

The bill provides that the Internal Revenue Service is not re-

quired to permit taxpayers to have an automatic change of a tax-

able year. Thus, taxpayers meeting the "25-percent test" of Rev.
Proc. 83-25 are not automatically permitted to adopt or change to a
year allowed under that revenue procedure.

5. Treatment of installment obligations (sec. 108(f) of the bill, sec.

811 of the Reform Act, and sees. 453 and 453C of the Code)

Present Law

In appljdng the proportionate disallowance rule,^ the installment
percentage of a taxpayer's average quarterly indebtedness general-
ly is treated as a pajrment on the taxpayer's applicable installment
obligations. The taxpayer's year-end indebtedness may be used in-

stead of average quarterly indebtedness if the taxpayer has no ap-
plicable installment obligations arising from dealer sales outstand-
ing at any time during the taxable year. In addition, in applying

^ The Revenue Act of 1987 repealed the installment method for dealer dispositions occurring
after December 31, 1987. An applicable installment obligation arising out of a dealer disposition
jccurring after February 28, 1986, and before January 1, 1988, is subject to the proportionate
disallowance rule for taxable years ending after December 31, 1986, and beginning before Janu-
ary 1, 1988.

In addition, the 1987 Act repealed the proportionate disallowance rule for nondealer real

property installment obligations arising out of dispositions occurring in taxable years begin-
ning after December 31, 1987. Nondealer real property installment obligations arising out of dis-

positions occurring after August 16, 1986, in taxable years beginning before January 1, 1988, are
subject to the proportionate disallowance rule in any later taxable year for which a taxpayer
has allocable installment indebtedness. A taxpayer may elect early application of the interest
and pledge rules contained in the 1987 Act, in which case the prop>ortionate disallowance rule
does not apply to nondealer real property installment obligations.
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the proportionate disallowance rule, all assets and indebtedness o:^

certain related taxpayers are aggregated.
Applicable installment obligations include installment obligai

tions arising from certain specified types of sales, which install

ment obligations are held by the seller or a member of the same
affiliated group (within the meaning of sec. 1504(a) without regarc
to sec. 1504(b)) as the seller. Obligations arising from sales of per
sonal property pursuant to a revolving credit plan or obligations

arising from the sale of publicly traded property may be treated as:

applicable installment obligations. Personal use property and in-

debtedness secured primarily by such property are not taken intc

account for purposes of applying the proportionate disallowance
rule of section 453C to applicable installment obligations arising

from dealer sales.

Taxpayers who are required to change their method of account-
ing for sales pursuant to a revolving credit plan because of section

812 of the Reform Act must take into income any adjustment aris-

ing under section 481 over a period of four years, with specified

percentages for each of the four years.

Explanation of Provisions

The bill provides that taxpayers who have no applicable install-

ment obligations outstanding at year-end other than applicable in-

stallment obligations arising from non-dealer sales, must use their

year-end indebtedness, rather than their average quarterly indebt-
edness for purposes of applying the proportionate disallowance
rule. The bill provides that personal use property and indebtedness
secured primarily by such property are not taken into account for

purposes of applying the proportionate disallowance rule of section

453C to applicable installment obligations arising from non-dealer
sales. The bill also grants authority to the Treasury Department to

issue regulations modifying the rules requiring aggregation of the
assets and indebtedness of certain related taxpayers.
The bill clarifies that the term "applicable installment obliga-

tion" includes installment obligations arising from certain specified

types of sales, which installment obligations are held by the seller

or any person if the basis of such obligation in the hands of such
person is determined (in whole or in part) by reference to the basis

of such obligation in the hands of another person and such obliga-

tion was an applicable installment obligation in the hands of such
other person. Thus, for example, if an applicable installment obli-

gation is transferred to a partnership or a trust in a nonrecognition
transaction and the partnership or trust has a carryover basis in

the installment obligation, then the obligation is treated as an ap-
plicable installment obligation in the hands of the partnership or

trust.

The bill also clarifies that installment obligations arising from
the sale of personal property pursuant to a revolving credit plan or

from the sale of publicly traded property are not treated as applica-

ble installment obligations. Thus, such installment obligations are
not subject to the proportionate disallowance rule. In addition, the
bill clarifies that the provision denying the use of the installment
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method for sales of publicly traded property applies with respect to

sales of such property after December 31, 1986.

In addition, the bill clarifies how the proportionate disallowance

rule is applied with respect to applicable installment obligations

arising after February 28, 1986, but in a taxable year prior to the

first taxable year ending after December 31, 1986. The bill specifies

that any such applicable installment obligations are treated as
arising on the first day of the first taxable year of the taxpayer
ending after December 31, 1986.

The bill provides that if a taxpayer's last taxable year beginning
before January 1, 1987, was the taxpayer's first taxable year in

which sales were made under a revolving credit plan, then all ad-

justments under section 481 are taken into account in the taxpay-
er's first taxable year beginning after December 31, 1986. The bill

also provides that the adjustment under section 481 required by
the repeal of the installment method for revolving credit plans is to

be taken into account no slower than the rate of contraction of the
taxpayer's revolving credit installment obligations. For this pur-

pose, the rate of contraction equals a fraction the numerator of

which is the amount by which (1) the aggregate face amount of re-

volving credit obligations outstanding as of the close of the last tax-

able year beginning before January 1, 1987, exceeds (2) the aggre-

gate face amount of revolving credit obligations outstanding as of

the taxable year under consideration and the denominator of which
is the aggregate face amount of revolving credit obligations out-

standing £is of the close of the last taxable year beginning before
January 1, 1987.

The bill also provides that if a taxpayer sells any receivables that
arose pursuant to a revolving credit plan and that were taken into

account in computing the adjustment under section 481 relating to

the change from the installment method to the accrual method,
then the taxpayer may not recognize any loss on the sale of such
receivables. If a loss is realized on any such sale, however, then the
taxpayer may reduce the aggregate amount of the adjustment
under section 481 for the fourth taxable year beginning after De-
cember 31, 1986, by the amount of such loss; to the extent that the
loss exceeds the aggregate adjustment for such fourth tsixable year,

then the adjustment for the third taxable year is reduced, and so

on.

Further, the bill corrects certain clerical and technical errors.

6. Income attributable to utility services (sec. 108(1) of the bill,

sec. 822 of the Reform Act, and sec. 451 of the Code)

Present Law

Accrual basis taxpayers are required to recognize income attrib-

utable to the furnishing or sale of utility services to customers not
later than the taxable year in which such services are provided to

the customer. For taxable years beginning after December 31, 1986,
the year in which utility services are provided may not be deter-

mined by reference to the time the customer's meter is read or to

the time that the customer is billed (or may be billed) for such
services.
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For any taxable year beginning before August 16, 1986, a method
of accounting that took into account income from the furnishing or

sale of utility services on the basis of the period in which the cus-

tomer's meters were read is deemed to be proper for Federal
income tax purposes.

Explanation of Provision

The bill provides that, for taxable years beginning on or after

August 16, 1986, and before January 1, 1987, a method of account-

ing that took into account income from the furnishing or sale of

utility services on the basis of the period in which the customer's;

meters were read is deemed to be proper for Federal income tax

purposes, provided such income was treated in the same manner
for the taxable year preceding any such taxable year. No inference

is intended as to whether or not such method is proper if the

method was not actually used by the taxpayer for the preceeding
taxable year.

In providing that a method of accounting which takes into ac-

count income from the providing of utility services on the basis of

the period in which the customers' meters are read will be deemed
proper for Federal income tax purposes for any period, no infer-

ence of propriety was intended for any method that did not strictly

adhere to the meter reading method for all customers of the utility.

In addition, no inference was intended with regard to other ques-

tions of law, including but not limited to the treatment of prepaid
income amounts for the provision of utility services at a future

date, the treatment of deposits made by utility customers, or the

treatment of amounts received or accrued by the utility under a
"budget-billing" procedure.



IX. FINANCIAL INSTITUTIONS (SEC. 109 OF THE BILL)

1. Limitations on bad debt reserves (sec. 109(a) of the bill, sec. 901
of the Reform Act, and sec. 46(e)(4) of the Code)

Present Law

Thrift institutions

Section 901 of the Reform Act reduced the portion of taxable
income that thrift institutions (mutual savings banks, domestic
juilding and loan associations, and cooperative banks) may deduct
is an addition to reserves for bad debts from a maximum of 40 per-

cent to eight percent. In addition, an institution otherwise meeting
:he definition of a thrift institution is required to hold at least 60
percent of its assets in qualifying assets in order to meet the defini-

:ion of a thrift institution.

Prior and present law limits the amount of investment eligible

"or the investment tax credit in the case of a thrift institution to 50
percent of the amount otherwise allowable. Where a thrift institu-

:ion is the lessee of property that is eligible for the investment tax
credit, the lessor is treated as a thrift institution with respect to

such property, unless the thrift institution has elected to compute
its deduction for bad debts using the experience method. Such an
election is binding on the thrift institution for all subsequent years.

Commercial banks

Section 901 of the Reform Act also repealed the use of the re-

serve method in computing the deduction for bad debts of "large
3anks." A bank is considered to be a "large bank" if, for the cur-

rent taxable year or any taxable year beginning after December 31,

1986, the sum of the average adjusted bases of all assets of such
Dank (or any controlled group of which the bank is a member) ex-

ceeds $500 million.

A large bank that has previously used the reserve method in

:;omputing its deduction for bad debts generally is required to in-

clude in income the balance of any reserve for bad debts over a
period of four taxable years, beginning with the disqualification

l^ear. Ten percent of the reserve balance is included in income in

:he disqualification year, 20 percent in the first taxable year fol-

lowing the disqualification year, 30 percent in the second following
y^ear, and 40 percent in the third taxable year following the dis-

qualification year. An election may be made to include more than
10 percent of the reserve in the disqualification year, in which case
^/9ths of the remainder of the reserve balance is included in
income in the first taxable year following the disqualification year,
I /3rd of the remainder in the second following year, and 4/9ths of
the remainder of the reserve in the third year following the dis-

qualification year.

(109)
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A bank, that is recapturing its existing bad debt reserve by in-

cluding an amount in taxable income, must, except for the election

described below, suspend the inclusion in income of its bad debt re-

serve for any year in which it is a "financially troubled bank." In
the case of a bank that is a member of a controlled group described

in section 1563(a)(1), the determination of whether the bank is a fi-

nancially troubled bank is made with respect to all members of

that controlled group. If a bank is troubled in its first disqualifica-

tion year, an election may be made to recognize in income all or a
portion of the amount of its reserves that otherwise would be re-

captured in such year.

In lieu of the recapture of a bad debt reserve by its inclusion in

income, an election may be made to use the cut-off method. A bank
using the cut-off method is required to segregate its outstanding
loans into two accounts. One account consists of loans created on or

after the first day of the disqualification year. The specific charge-
off method is required to be used in computing the deduction for

bad debts attributable to the loans in this account. The second ac-

count consists of loans that were outstanding on the last day of the
taxable year before the disqualification year. The deduction for bad
debts attributable to the loans in this account continues to be de-

termined using the reserve method. However, no deductions are al-

lowed for additions to this reserve. The rules providing for the sus-

pension of recapture of the bad debt reserve by a bank that is a
financially troubled bank are inapplicable if the cut-off method is

elected.

Explanation of Provision

Thrift institutions

The bill provides that an election by a lessee thrift institution to

use the experience method of computing its deduction for bad debts
shall terminate effective with respect to the first taxable year of

the electing organization beginning after 1986 and during which
such organization (or any successor organization) was not the lessee

under any lease of regular investment tax credit property. Regular
investment tax credit property is any section 38 property if the reg-

ular percentage applied to such property and the amount of quali-

fied investment with respect to such property would have been re-

duced but for the election by the organization.
The effect of the provision is to allow a thrift institution that had

committed to the use of the experience method of accounting for

bad debts in order to avoid certain reductions in investment tax
credit to use the percentage of income method in taxable years be-

ginning after 1986, provided the thrift institution is not a lessee of

property that was eligible for investment tax credit without reduc-
tion as a result of the prior election.

Commercial banks

In the case of a "large bank", the bill provides that an election

made by a member of a parent-subsidiary controlled group is bind-

ing on all banks that are members of such parent-subsidiary con-

trolled group for the taxable year of the election. A parent-subsidi-
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ary controlled group is any controlled group of corporations de-

scribed in section 1563(aXl).

If, for example, an election is made to use the cut-off method in

lieu of including the bad debt reserve in income, such election is

binding upon all of the banks in the parent-subsidiary controlled
group. Furthermore, if a member of a parent-subsidiary controlled
group makes an election to include more than 10 percent of the
bad debt reserve in income for the disqualification year, such elec-

tion is binding upon all of the banks in the parent-subsidiary con-

trolled group, and each such bank must include the same percent-
age of its bad debt reserve in income in that year.

In the case of a bank (or parent-subsidiary controlled group) that
elects the cut-off method, the bill provides for inclusion in income
of any portion of the bad debt reserve that exceeds the outstanding
balance of loans that were created prior to the disqualification

year. For example, a bank that elects the cut-off method has out-

standing loans of $500 million and a bad debt reserve of $3 million

as of the last day of the year year preceeding the disqualification

year. Of such loans, $498 million are collected and $1 million are
charged-off in the disqualification year. Thus, at the end of the dis-

qualification year, the $2 million bad debt reserve exceeds the $1
million outstanding balance of loans. The difference ($1 million) is

required to be included in income in the taxable year the differ-

ence arises.

2. Interest on debt used to purchase or carry tax-exempt obliga-

tions (sec. 109 (b) of the bill, sec. 902 of the Reform Act, and
sees. 265 and 291 of the Code)

Present Law

The Act denies banks, thrift institutions, and other financial in-

stitutions a deduction for that portion of the taxpayer's otherwise
allowable interest expense that is allocable to tax-exempt obliga-

tions acquired by the taxpayer after August 7, 1986 (sec. 265(b)). ^

The portion of interest disallowed is equivalent to the ratio of (1)

the average adjusted basis during the taxable year of tax-exempt
obligations held by the financial institution and acquired after
August 7, 1986, to (2) the average adjusted basis of all assets held
by the financial institution. A 20-percent disallowance continues to

apply (as under pre-1986 law) with respect to tax-exempt obliga-
tions acquired between January 1, 1983, and August 7, 1986.
An exception to the proportional disallowance rule is provided

for qualified tax-exempt obligations acquired by a financial institu-

tion. Qualified tax-exempt obligations include any tax-exempt obli-

gation which (1) is not a private activity bond, as defined under
Title XIII of the Reform Act,^ and (2) is issued by an issuer which

' This rule is applied after the general disallowance rule applicable to all taxpayers (sec.

265(aX2)).

^ For purposes of this exception only, qualified 501(cX3) bonds (as defined in Title XIII of the
Reform Act) are not treated as private activity bonds. Additionally, certain bonds receiving
transitional exceptions under Title XUI of the Reform Act, and which would not have been
industrial development bonds (IDBs) or private loan bonds under prior law, are not treated as
private activity bonds.
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reasonably anticipates to issue not more than $10 million of tax-

exempt obligations (other than private activity bonds, as defined
above) during the calendar year. Qualified tax-exempt obligations

must be designated as such by the issuer; not more than $10 mil-

lion of obligations may be so designated for any calendar year.

For purposes of applying the limitations with respect to qualified

tax-exempt obligations, an issuer and all subordinate entities are
treated as one issuer.

Qualified tax-exempt obligations are treated as if they had been
acquired by the financial institution on August 7, 1986. As a result,

interest allocable to such obligations remains subject to the 20 per-

cent disallowance rule contained in pre-1986 law.

Explanation of Provisions

The bill makes several amendments to the exception for qualified

tax-exempt obligations, as follows:

Application of $10 million limit

The bill clarifies that, in applying the $10 million limitation with
respect to qualified tax-exempt obligations, all tax-exempt obliga-

tions (other than private activity bonds, as defined above) which
the issuer reasonably anticipates to issue during the calendar year
are taken into account. Thus, only an issuer that reasonably antici-

pates to issue $10 million or less of such obligations during the cal-

endar year (including designated and undesignated issues) may des-

ignate any of these obligations for purposes of the exception.

Treatment of composite issues

The bill specifies the treatment of composite issues (i.e., com-
bined issues of bonds for different entities) for purposes of the ex-

ception. An issue is a composite issue if the separate lots are sold

under a common marketing arrangement that effectively provides
the issuers of the separate lots access to the capital markets in a
manner similar to the issuance of one issue. In order for separate
lots to be treated as a composite issue, all lots need not have the
same collateral or security for the lots or have cross-collaterization

among lots.

Under the bill, composite issues qualify for the exception only if

the requirements of the exception are met (1) with respect to the
composite issue as a whole (determined by treating the composite
issue as a single issue), and, additionally, (2) with respect to each
separate lot of obligations which is a part of the issue (determined
by treating each separate lot of obligations as a separate issue).

Thus, a composite issue may qualify for the exception only if the
composite issue itself does not exceed $10 million, and if, addition-
ally, each issuer benefiting from the composite issue reasonably an-
ticipates to issue not more than $10 million of tax-exempt obliga-

tions (other than private activity bonds, as described above) during
the calendar year, including bonds issued through the composite
arrangement. The conditions under which bonds of different issu-

ers are aggregated for purposes of the $10 million limit are de-

scribed below.
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Aggregation of issuers

The bill clarifies the operation of the provision under which an
issuer and all subordinate entities are aggregated for purposes of

the $10 million limitation. The following rules are provided:

(1) An issuer and all entities which issue bonds "on behalf of ^

that issuer are to be treated as one issuer.

(2) If an issuer is subordinate to another entity but does not issue

bonds on behalf of another entity, bonds issued by the subordinate
entity are taken into account in applying the $10 million limitation

to the entity to which it is subordinate.

(3) If an entity is formed or (to the extent provided in Treasury
regulations) availed of for purposes of avoiding the $10 million lim-

itation, such entity and any other entity (or entities) purporting to

benefit from this device are treated as one issuer.

Treatment of refunding bonds

Under the bill, the treatment of refunding bonds also is clarified.

Specifically, the following rules would apply to refundings.
Treatment of refunding obligations in determining whether issuer

''easonably expected to issue more than $10 million.—Any bond
whose proceeds are used to refund (other than an advance refund-
ing) a previously issued bond is not to be taken into account for

purposes of determining whether a governmental unit reasonably
expected to issue more than $10 million of non-private purpose ob-

ligations.

Refunding of obligations that originally were treated as qualified
tax-exempt obligations.—Any bond whose proceeds are used to

refund (other than to advance refund) a previously issued obliga-

tion which was a qualified tax-exempt obligation is itself treated as
a qualified tax-exempt obligation if (1) the refunded bond was des-

ignated, qualified for, and was taken into account under, under the
^0 million limitation when issued,^ (2) the aggregate face amount
3f the issue of which the refunding bond is a part does not exceed
^0 million, and (3) except in the case of refunding of bonds having
a weighed average maturity of 3 years or less, the weighted aver-
age maturity of the refunding issued does not exceed the weighted
average maturity of the refunded bonds, and (4) no bond which is

part of the refunding issue has a maturity in excess of 30 years
'measured from the date of issuance of the original issue of the re-

funded bonds).

Refundings of obligations that originally not treated as qualified
tax-exempt obligations.—Any bond whose proceeds are used to

refund a previously issued obligation which was not a qualified tax-

3xempt obligation (e.g., the bond was issued before August 8, 1986
3r an advance refunding) may be a qualified tax-exempt obligation
if the refunding bond otherwise qualifies as a qualified tax-exempt
obligations (i.e., (1) the refunded bond was not a private purpose
bond (including any industrial development bond or private loan

=> E.g., Rev. Rul. 63-20, 1963-1 C.B. 24.
• Thus, in order for a bond to meet these requirements, the refunded bond must be (1) issued

after August 7, 1986, (2) issued by an issuer that reasonably expected to issue not more than $10
nillion in non-private purpose obligations that year, and (3) designated by the issuer as part of
ts $10 million of designated bonds that year.

iS-A-^^ - 88 - S
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bond as determined under the rules prior to the Tax Reform Act o

1986), (2) the issuer reasonably expected to issue not more than $11

million of bonds (excluding any refunding bond, but including an^l

advance refunding bonds), (3) the issuer designated the bond a
part of its $10 million of designated bonds for that year, and (4) th(

issue of which the refunding bond is a part is not more than $1(

million).

Designation of certain bonds issued in reliance on House bill

The bill specifies that only obligations issued after August 7

1986, may be designated for purposes of the exception. For obliga

tions issued after August 7, 1986, and before January 1, 1987, th€

period for making a designation is not to expire before January 1

1989.

A special rule is provided for certain obligations issued before

August 8, 1986, in reliance on a similar exception contained in the

House version of the 1986 Act.^ Under this rule, if (1) an obligation

was issued after December 31, 1985, and before August 8, 1986, {2.

when the obligation was issued, the issuer designated that it in

tended the obligation to qualify under section 802(e)(3) of the House
bill, and (3) the issuer reaffirms its election under the 1986 Act
then the obligation is treated as issued on August 8, 1986.

Effective Date

The provisions regarding aggregation of entities, refundings, and
composite issues are effective for obligations issued after June 30,

1987. (At the election of the issuer, these provisions are effective as

if included in the Reform Act). Other provisions are effective as il

included in the Reform Act.

* H.R. 3838 (99th Congress), as passed by the House of Representatives on December 17, 1985,



X. INSURANCE PROVISIONS (SECS. 110 AND 118(h) AND (j) OF THE BILL)

1. Treatment of certain market discount bonds (sec. 110(a) of the
bill and sec. 1011(d) of the Reform Act)

Present Law

The Reform Act repealed the prior-law 28 percent alternative tax
rate for corporate long-term capital gains, for years for which the
new corporate tax rates are fully effective (i.e., taxable years begin-

ning on or after July 1, 1987). Thus, corporate net capital gain for

such years is taxed at regular corporate rates (i.e., generally a max-
imum 34-percent rate under the Reform Act). For taxable years
that include periods prior to the time the new rates are fully effec-

tive, the alternative tax rate under the Reform Act on gain proper-
ly taken into account under the taxpayer's method of accounting
after December 31, 1986, is 34 percent. These rules apply to all

items of long term capital gain, including gain attributable to

market discount on bonds issued before July 19, 1984, which was
treated as long-term capital gain under the transition rules of the
Deficit Reduction Act of 1984.

The Deficit Reduction Act of 1984 generally required income at-

tributable to market discount to be treated as ordinary income
rather than capital gain on disposition of a bond (Code sec. 1276).

However, the 1984 Act grandfathered market discount gain on
bonds issued before July 19, 1984.

Under the Reform Act, a special rule is provided for gain with
respect to certain bonds of certain specified life insurance compa-
nies. Pursuant to this rule, gain representing market discount rec-

ognized by such companies on the redemption at maturity of any
bond which was issued before July 19, 1984, and acquired by the
company on or before September 25, 1985, is subject to tax at the
rate of 28 percent.

Explanation of Provision

The bill extends the special rule under the Reform Act to all life

insurance companies with a modification of the tax rate to ensure
that the provision has the same revenue effect as the Reform Act
provision. Under the bill, the tax rate on gain subject to the special
rule is 31.6 percent, rather than 28 percent.

2. Status of certain organizations providing commercial-type in-

surance (sec. 110(b) of the bill and sec. 1012 of the Reform
Act)

Present Law

Under present law, an organization described in sections 501(c)(3)

or (4) of the Code is exempt from tax only if no substantial part of

(115)
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its activities consists of providing commercial-tjrpe insurance. In
the case of such a tax-exempt organization, the activity of provid-

|
ing commercial-tjrpe insurance is treated as an unrelated trade or Ij

business but, in lieu of the usual tax on unrelated trade or business
taxable income, the unrelated trade or business activity is taxed
under the rules relating to insurance companies (subchapter L of

the Code).
^

Amounts derived from the activity of providing commercial-t5rpe 1

insurance are taken into account in determining the amount of

income of an exempt organization that is treated as gross income
from an unrelated trade or business under the look-through rule of

section 512(b)(13). The look-through rule of section 512(b)(13) is ap-

plied in the case of all payors of amounts required to be included in ^

gross income under section 512(b)(13), whether the payor of such
amounts is foreign or domestic. For example, if an exempt educa-
tional organization has a wholly owned Bermuda subsidiary (that is *

treated as a "controlled organization" under section 512(b)(13)), and
the subsidiary is engaged in the activity of providing commercial-

\

t3rpe insurance such that some or all of its income would have been
subject to taxation under subchapter L had it been earned directly

by the educational organization, then the appropriate portion of

the amount of any interest, annuities, royalties, and rents paid by
the subsidiary to the educational organization is included in the
gross income of the educational organization as unrelated business
income.
Commercial-type insurance does not include insurance provided

at substantially below cost to a class of charitable recipients. Com-
mercial-type insurance also does not include health insurance pro-

vided by a health maintenance organization (i.e., any health main-
tenance organization, tax-exempt under prior law, which is sub-

stantially the same as a Federally chartered health maintenance
organization), if such health insurance is of a kind customarily pro-

vided by such organizations and is incidental to the organization's
principal activity of providing health care. Commercial-t5T)e insur-

ance also does not include property and casualty insurance provid-

ed by certain church organizations or conventions or associations of
churches, if certain requirements are met.
The provision does not apply to certain organizations, including

Delta Dental Plans Association and the Missouri Hospital Associa-
tion.

Explanation of Provision

The exceptions from the provision for Delta Dental Plans Asso-
ciation and for the Missouri Hospital Association are restated to

apply to Delta Dental Plans Association organizations and to the
Missouri Hospital Plan, respectively.

The bill also provides Treasury regulatory authority to prescribe
rules providing proper adjustments in the case of organizations
that have a fiscal taxable year and that become subject to tax by
reason of the provision, if the organization has a short taxable year
that begins during 1987 by reason of rules requiring property and
casualty insurance companies generally to have a calendar taxable
year. It is intended that these regulations will allow a plan having
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L net operating loss in its first taxable year to utilize the loss fully

n subsequent years rather than being required to pro rate the loss,

n addition, for purposes of calculating adjusted surplus and unpaid
osses, the relevant time for determination of the prior year's clos-

ng balances is the close of the last fiscal year ending before the

ilan's first taxable year.

. Inclusion in income of 20 percent of unearned premium reserve

(sec. 110(c) of the bill, sec. 1021 of the Reform Act, and sec.

832(b)(7) of the Code)

Present Law

Present law, as amended by the Reform Act, provides that a
iroperty and casualty insurance company generally is required to

educe its deduction for increases in unearned premiums by 20 per-

ent. In addition, such companies are required to include in income
percent of the unearned premium reserve outstanding at the

nd of the most recent taxable year beginning before January 1,

987, ratably over the 6 taxable years following such year.

The provision requiring ratable inclusion of the pre-1987 un-

arned premium reserve applies to a company without regard to

i^hether the company had computed its taxable income by taking
tito account additions to an unearned premium reserve. Thus, the

atable inclusion rule applies, under the Reform Act, to organiza-

ions that were exempt from Federal income tax prior to 1987 and
small companies that were taxed solely on investment income.
The Reform Act did not provide special rules for reciprocal insur-

rs.

Explanation of Provision

Treatment of certain formerly exempt companies.—The bill pro-

ides that if, at all times prior to its 1987 taxable year, a company
/as exempt from tax under section 501(a) by virtue of being de-

cribed in a paragraph of section 501(c), or was a small company
ubject to tax only on investment income, then the ratable inclu-

ion rule does not apply. This clarification reflects the intent that
10 inclusion of prior reserve amounts is appropriate if the company
eceived no tax benefit from the reserve amounts due to its former
ully or partially tax-exempt status.

Phase-in treatment.—The bill also adjusts the period over which
nclusion of 20 percent of the outstanding balance of the unearned
>remium reserve is required in the case of a company that (1) is

xempt from tax under section 501(a) by virtue of being described
n any paragraph of section 501(c), or is subject to tax only on in-

estment income for its first taxable year beginning after 1986; and
2) was subject to tax as a property and casualty insurance compa-
ly in a year beginning before 1987. Such companies generally com-
luted taxable income taking into account a reserve for the gross

imount of unearned premiums. In such a case, the 20-percent rata-

tle inclusion rule applies for the 6-year period that begins with the
irst taxable year after 1986 in which the company is subject to tax
inder section 831(a). Thus, if a company was taxable at some time
>efore 1987, is tax exempt in 1987, and again becomes taxable in a
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year after 1987, it is appropriate to apply the ratable inclusion rul^;

to the company to provide treatment consistent with other compa'
nies that were taxable before 1987.

j

Treatment of reciprocal insurers.—The bill provides that, in the

case of an interinsurer or reciprocal underwriter (within the mean-
ing of sec. 835) that is required under applicable State law to report

on its annual statement reserves for unearned premiums net of

premium acquisition expenses, the amount of the unearned premi-
ums is to be treated as including an amount equal to such expenses
for purposes of the decrease in the deduction for unearned premi-
ums. Absent such a rule, reciprocals and interinsurers would be
subject to ratable inclusion of a portion of the unearned premium
reserve that did not give rise to mismatching of income and deduc-
tions under prior law, which the ratable inclusion rule was intend-

ed to address.

4. Treatment of certain dividends and tax-exempt interest (sec.

110(d) of the bill, sec. 1022 of the Reform Act, and sec.

832(b)(5) of the Code)

Present Law

Present law, as amended by the Reform Act, provides that the
deduction of a property and casualty company for losses incurred is

reduced by 15 percent of (1) the property and casualty insurance
company's tax-exempt interest, and (2) the deductible portion of

dividends received (with special rules for dividends from affiliates).

For purposes of this proration provision, tax-exempt interest in-

cludes interest income excludable under section 103 (or deductible
under sec. 832(c)(7)), the portion of interest income excludable
under section 133, and other similar items. If the amount of this

reduction exceeds the amount otherwise deductible as losses in-

curred, the excess is includible in income.
In the case of dividends from affiliates that are 100 percent de-

ductible, the 15-percent reduction applies only to the portion of the
dividend that is attributable to tax-exempt interest and the deduct-
ible portion of dividends received (sec. 832(b)(5)(D)(ii)(II)). This "look
through" rule applies to a dividend received by a foreign corpora-
tion from a domestic corporation that would have been 100 percent
deductible if the foreign corporation had been a domestic corpora-
tion. Thus, for example, if a foreign property and casualty company
receives a dividend from a wholly owned subsidiary that would be
eligible for the 100 percent dividend received deduction of section

243(a) but for section 243(b)(5), the dividend is subject to the look
through rule. That is, the reserve deduction of the recipient corpo-
ration is reduced to the extent the dividend represents tax-exempt
interest or deductible dividends received (directly or indirectly) by
the payor corporation.
The same rule applies under the present-law life insurance com-

pany proration provisions (see sec. 805(a)(4)(E)). Both section

832(b)(5)(D)(ii)(II) and section 805(a)(4)(E) operate to include divi-

dends received by foreign corporations under the proration look
through rules; they do not give foreign corporations a deduction for

dividends received.
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The proration rule applies to tax-exempt interest and the deduct-

ble portion of dividends received or accrued on stock or obligations

icquired after August 7, 1986. In the case of affiliates, special rules

ipply to determine the date of acquisition of stock or obligations.

Dne of the special rules provides that the transfer of tax-exempt
)onds among affiliates after August 7, 1986, is treated as an acqui-

lition of the bonds after August 7, 1986.

Explanation of Provision

Dividends within consolidated groups.—The bill clarifies the
reatment of dividends received for purposes of applying the prora-

ion provision in the case of a property and casualty insurance
lompany that files a consolidated return. Under the bill, the deter-

nination with respect to any dividend paid by a member to an-
ther member of an affiliated group filing a consolidated return is

nade as if the group were not filing a consolidated return.

Lower tier subsidiaries.—The bill also clarifies that the deducti-

>le portion of any dividends received from a subsidiary, including
hose received directly or indirectly from a lower tier subsidiary,

ire subject to the proration rules in the hands of the property and
asualty insurance affiliate. These provisions conform to the appli-

ation of the proration rules generally to all property and casualty
nsurance companies.
Transfers of stock or obligations among property and casualty

ompany affiliates.—The bill also modifies the special rules appli-

able for purposes of determining under the proration rule whether
iny stock or obligation (the interest on which is exempt from tax)

icquired from an affiliate was acquired after August 7, 1986. The
(ill provides that stock or obligations transferred between property
md casualty insurance companies that are members of the same
iffiliated group filing a consolidated return are treated as acquired
in the date acquired by the transferor company, if (1) the transfer-
ir company acquired such stock or obligation before August 8,

986, and (2) the two companies were members of the same affili-

ited group filing a consolidated return at all times after the trans-
eror company first acquired the stock or obligation and before the
ransferor company transferred it to the affiliate.

The date on which a transferor company is treated as acquiring
tock is determined with regard to any prior transfer of stock
[ualifying for treatment under the preceding sentence.
These rules apply only in the case of property and casualty in-

urance companies that are members of the same affiliated group
iling a consolidated return. Thus, for example, any stock or obliga-

ion that is transferred by an affiliate that is not a property and
asualty insurance company is treated as acquired by the transfer-
ee on the date of the transfer.
It is intended that the separate return limitation year ("SRLY")

)rovisions of the consolidated return regulations (Treas. Reg. sec.

.1502-1 et seq.) apply to limit the use of transferor company (or

•ther affiliate) losses arising in any year prior to the time that the
ransferor and acquiror companies were members of the same con-
olidated group, following a transfer of stock or obligations treated
is occurring before August 8, 1986, under this provision.
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It is intended that stock or obligations of a property and casualty

company that undergoes a mere change in identity, form, or place

of organization (an "F" reorganization within the meaning of sec.

368(a)(1)(F)) after August 7, 1986, not be treated as acquired after

such date solely by reason of the reorganization. Similarly, it is not
intended that an F reorganization of a property and casualty com-
pany that is a member of an affiliated group filing a consolidated

return cause the company to be treated as a new member of the

group after the F reorganization, for purposes of the requirement
that the company be a member of the group for the entire period

after the transferor acquires stock or obligations and before it

transfers stock or obligations to another property and casualty
member of the group.

5. Loss reserves (sec. 110(e) of the bill, sec. 1023 of the Reform
Act, and sec. 846 of the Code)

Present Law

The Reform Act required discounting of the deduction for addi-

tions to loss reserves of property and casualty insurance companies
to take account partially of the time value of money. The discount-

ing of such deductions is applicable to loss reserves of property and
casualty companies, and to loss reserves of life insurance compa-
nies that are not required to be discounted under life insurance re-

serve rules. Special rules are provided in the case of certain acci-

dent and health, international, and reinsurance lines of business.

The discounting of loss reserves is effective for taxable years begin-
ning after 1986, with a fresh start provision with respect to undis-

counted loss reserves applicable to the last taxable year beginning
before 1987.

Explanation of Provisions

The bill clarifies that, with respect to the special rule for dis-

counting unpaid loss reserves in certain accident and health lines

of business (other than unpaid losses relating to disability income),
it is assumed that unpaid losses are paid in the middle of the year
following the accident year. This assumption is intended to con-

form to the assumption generally made for loss reserve discounting
purposes that losses are paid in the middle of the year.

The bill provides that the Secretary may prescribe regulations to

determine appropriate adjustments in the application of the unpaid
loss discounting provisions, in the case of a taxpayer having a tax-

able year other than the calendar year. Although most property
and casualty companies have a calendar taxable year, some compa-
nies filing a consolidated return with noninsurance companies may
have a fiscal taxable year. The Reform Act did not provide special

rules that are to be used in applying the discounting rules to such
fiscal year taxpayers.

The regulations also are to provide appropriate adjustments in

the application of the discounting provisions in cases in which the
Reform Act resulted in a required change in a company's period of

accounting (e.g., if the Reform Act results in the application for the
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first time of sec. 843, which generally requires property and casual-

ty insurance companies to utilize a calendar taxable year).

The bill also clarifies the application of the fresh start provision

in the case of an insurance company that (1) is exempt from tax
under section 501(a) by virtue of being described in any paragraph
of section 501(c) or, under section 831(b), is taxed only on invest-

ment income, in a year beginning after 1986, and (2) later becomes
subject to tax under section 831(a) as a regular property and casu-

alty insurance company. The rules relating to the fresh start under
the discounting provisions are to be applied by treating the last

taxable year before the year in which such a company becomes
subject to t£ix under sec. 831(a) as the company's last taxable year
beginning before 1987.

6. Election to be taxed only on investment income (sec. 110(f) of
the bill, sec. 1024 of the Reform Act, and sec. 831(b) of the
Code)

Present Law

The Reform Act provided that mutual and stock property and
casualty insurance companies with net written premiums or direct

written premiums (whichever is greater) in excess of $350,000, but
less than $1,200,000, may elect to be taxed only on taxable invest-

ment income.

Explanation of Provisions

The bill clarifies that the election to be taxed only on investment
income, once made and so long as the requirements for the election
are met, may be revoked only with the consent of the Secretary.
This clarification reflects Congress' intent that the election not be
used as a means of eliminating tax liability (e.g., by making the
election only for years when the taxpayer does not have net operat-
ing losses), but rather as a simplification for small companies.

7. Treatment of Physicians' and Surgeons' Mutual Protection As-
sociations (sec. 110(g) of the bill and sec. 1031 of the Reform
Act)

Present Law

Under the Reform Act, initial contributions to a pooled malprac-
tice insurance association are currently deductible to the extent
they do not exceed the cost of a commercial insurance premium for

annual coverage and are included in the association's income. Re-
funds of such contributions are deductible to the fund only to the
extent included in the income of the recipient. The Reform Act pro-
vision applies to associations operating under State law prior to
January 1, 1984.

Explanation of Provision

The bill clarifies that initial contributions to a pooled malprac-
tice insurance association under the provision include otherwise
qualifying contributions whether paid all in one year or in a series
of substantially equal payments over a period that does not exceed
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6 years. Members of the association are intended to include provi-S

sional members (i.e., those association members who have paid onCj

or more, but not all, of the annual installments of their initial con-

tribution).

8. Special rule for a mutual life insurance company (sec. 110(h) of
the bill and sec. 217(i) of the Deficit Reduction Act of 1984)

Present Law

The Deficit Reduction Act of 1984 provided that a mutual life in-

surance company may elect to treat all individual noncancellableij

(or guaranteed renewable) accident and health contracts asii

through they were cancellable for purposes of determining under;]

section 816 whether or not it is subject to tax as a life insurance^
company or a property and casualty insurance company. Stock life

insurance subsidiaries of electing mutual companies are treated as

though they were mutual life insurance companies.

Explanation of Provision

The bill provides that, for purposes of determining the amount of

the small life insurance company deduction of a controlled group
including an electing mutual company, the taxable income of the
electing company is taken into account in applying the phaseout of

the small life insurance company deduction, for taxable years be-

ginning after 1986 and before 1992. The bill further provides that \

the decrease in the amount of Federal revenue by reason of this

provision shall not exceed $300,000 per taxable year.

9. Annuity diversification requirements (sec. llO(i) of the bill, sec.
)

1821(m) of the Reform Act, and sec. 817(h) of the Code)

Present Law

Present law provides that certain variable contracts that are
based on a segregated asset account generally are not treated as
annuity contracts if the investments made by such account are not
(as provided in Treasury regulations) adequately diversified. No
special rule is provided for immediate annuities. Treasury regula-
tions were published September 12, 1986, setting forth require-
ments for adequate diversification of certain variable contracts, in-

cluding immediate annuities.

Explanation of Provision

The bill provides additional time to comply with the annuity di-

versification requirement, in the case of variable contracts that are
immediate annuities (as defined in sec. 72(u)(4)) that were issued by
September 12, 1986, and that do not (as of that date) meet the di-

versification requirements set forth in the September 12, 1986, reg-

ulations because the investments made by the segregated asset ac-

counts under the contracts were invested in Government-guaran-
teed investments (FDIC- or FSLIC-guaranteed deposits). In such
cases, the diversification requirement with respect to Government
securities (including Government-guaranteed investments) is
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waived until December 31, 1988, but applies in full on and after

January 1, 1989.

10. Treatment of alternative minimum tax with respect to share-
holders surplus account (sec. 110(j) of the bill and sec. 815(c)
of the Code)

Present Law

Present law provides that, in the case of a stock life insurance
company having an existing policyholder surplus account, a share-

holders surplus account must be continued in order to maintain a
record for tax purposes of amounts eligible for distribution before a
distribution is made from the policyholders surplus account (and,

generally, is taxable to the distributing company). In general, the
excess of the following amounts over the taxes paid for the year
are added to the shareholders surplus account: (1) life insurance
company taxable income (but not below zero); (2) the small life in-

surance company deduction; (3) the dividends received deduction al-

lowed; and (4) excluded tax-exempt interest.

Explanation of Provision

The bill provides that, under regulations, in determining addi-

tions to the shareholders surplus account, proper adjustments are
to be made for any year in which alternative minimum tax is im-
posed under section 55 of the Code and for all subsequent years.

The provision was intended to take account, in calculating the
amount in the shareholders surplus account, of net tax liability of

the company, and thus should take into account minimum tax and
the minimum tax credit.

11. Treatment of certain items as not interest for source rules

(sec. llO(k) of the bill, sec. 1215 of the Reform Act, and sec.

818(f) of the Code)

Present Law

The legislative history of the Reform Act indicates that deduc-
tions of life insurance companies that are described in Code section

807(c)(1), (2), (3), and (6) should not be treated as interest expenses,
under the source rules, for allocation purposes (new Code sec.

864(e), added by section 1215 of the Reform Act). This language
could lead to the inference that deductions described in section

807(c)(4) and (5) are interest expenses for allocation purposes.

Explanation of Provision

The bill clarifies that deductions of life insurance companies that
are described in Code section 807(c) (which includes paragraphs (1)

through (6)) are not to be treated as interest expenses for allocation

purposes under new Code section 864(e), added by section 1215 of
the Reform Act.
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12. Technical corrections to the Deficit Reduction Act of 1984
(sees. 118(h) and (j) of the bill, sees. 1821 and 1825(a)(4) of
the Reform Act, and sees. 812(e) and 7702 of the Code)

Present Law

Determination of policyholders' share of gross investment
income.—Present law provides that the policyholders' share of tax-

exempt interest reduces a life insurance company's deduction for

certain reserves. For purposes of determining the policyholders'
share, section 812(e) provides that gross investment income ex-

cludes any dividend received by the life insurance company that is

a 100-percent dividend. Whether a dividend is a 100-percent divi-

dend is determined by reference to the definition in section

805(a)(4)(C), not including dividends described in section
805(a)(4)(D). The Reform Act modified the provisions of sections
805(a)(4)(C) and (D).

Certain policies to cover burial or funeral expenses.—Present law,
as amended by the Reform Act, provides that future increases in

death benefits may be taken into account in determining whether
the definition of a life insurance contract is satisfied with respect
to certain policies to cover payment of burial expenses or in con-

1

nection with prearranged funeral expenses. Such contracts can i

qualify as life insurance contracts, provided that certain require-
ments (relating to limitations on increases in the death benefit) are
satisfied. The Reform Act provided no specific effective date for the i

provision.

Explanation of Provisions

Determination of policyholders' share of gross investment
income.—The bill clarifies that the prior-law definition of 100-per-
cent dividends continues to apply for purposes of determining gross
investment income within the meaning of section 812. Thus, the

j

provision is intended to retain the definition as under prior law.
Certain policies to cover burial or funeral expenses.—The bill pro-

vides that the rule that future increase in death benefits may be
taken into account under the definition of a life insurance contract,
with respect to certain policies to cover payment of burial expenses
or in connection with prearranged funeral expenses, is effective for

contracts entered into on or after October 22, 1986. Congress in-

tended that the provision be prospectively effective.



XI. PENSIONS AND DEFERRED COMPENSATION; EMPLOYEE BENEFITS;
ESOPS (SECS. Ill, lllA, lllB, 118(q), AND 203(e) OF THE BILL)

A. Limitations on Treatment of Tax-Favored Savings

1. Individual retirement arrangements (IRAs) (sec. 111(a) and (b)

of the bill, sees. 1101 and 1102 of the Reform Act, and sees.

219, 408, 4973, and 6693 of the Code)

a. IRA deduction limit

Present Law

Under present law (sec. 219), a taxpayer is permitted to make de-

ductible IRA contributions up to the lesser of $2,000 or 100 percent
of compensation (earned income in the case of a self-employed indi-

vidual) if:

(1) in the case of a taxpayer who is not married or is married but
files a separate return, the taxpayer either (a) has adjusted gross

income (AGI) that does not exceed the applicable dollar amount or

(b) is not an active participant in an employer-maintained retire-

ment plan for any part of the plan year ending with or within the
taxable year; or

(2) in the case of married taxpayers filing a joint return, either

(a) the couple has AGI that does not exceed the applicable dollar

amount or (b) neither spouse is an active participant in an employ-
er-maintained retirement plan for any part of the plan year ending
with or within the taxable year.

The applicable dollar amount is (1) $25,000, in the case of an un-
married individual, (2) $40,000, in the case of a married couple
filing a joint return, and (3) $0, in the case of a married taxpayer
filing separately. The otherwise applicable IRA dollar limit (i.e.,

$2,000) is reduced by an amount that bears the same ratio to such
dollar limit as the taxpayer's AGI in excess of the applicable dollar

amount (or, in the case of a married couple filing a joint return,

the couple's AGI in excess of the applicable dollar amount) bears to

$10,000.

Explanation of Provision

Present law creates an unintended incentive for married couples
to file separate returns. If one spouse is an active participant and
the other spouse is not, the couple can increase their IRA deduc-
tion limit under certain circumstances by filing separate returns.

In order to eliminate this incentive for a married couple living

together, the bill provides that, for purposes of determining wheth-
er an IRA contribution is deductible for a taxable year, if the
couple lives together at any time during the year, the active partic-

ipant status of both spouses is taken into account for purposes of

calculating the IRA deduction limit. If the spouses file separate re-

(125)
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turns, the applicable dollar amount is $0 and only the AGI of the
spouse making the IRA contribution is taken into account.

Also under the bill, a taxpayer is not considered married for

year if the taxpayer and the taxpayer's spouse (1) did not live to-3

gether at any time during the taxable year, and (2) did not file a|
joint return for the taxable year. A taxpayer meeting these re-j

quirements for a taxable year is treated as an unmarried individ-

ual for the taxable year. Accordingly, for purposes of determining
the taxpayer's deduction limit, only the taxpayer's AGI and status

as an active participant is taken into account, and the applicable

dollar amount is $25,000.

These provisions apply to contributions for taxable years begin-

ning after December 31, 1987, except that a taxpayer may elect to*

have the provisions apply to contributions for taxable years begin-

ning after December 31, 1986. The election may be made by treat-

ing IRA contributions in a manner consistent with these provisions ',

on the taxpayer's income tax return for any taxable year beginning
before January 1, 1988.

^

b. Nondeductible IRA contributions i

t

Present Law
u

Under present law, an individual is permitted to make designat-
^

ed nondeductible IRA contributions to the extent that deductible

'

contributions are not allowed due to the AGI phaseout for active

participants. In addition, a taxpayer may elect to treat otherwise
deductible IRA contributions as nondeductible.
An individual who makes a designated nondeductible contribu-

tion to an IRA for a taxable year or who receives a distribution

from an IRA during a taxable year is required to provide such in-

formation as the Secretary may prescribe on the individual's tax
return for the taxable year and, to the extent required by the Sec-

retary, for succeeding taxable years (or on such other form as the
Secretary may prescribe). The information that may be required in-

cludes, but is not limited to, (1) the amount of designated nonde-
ductible contributions for the taxable year, (2) the amount of distri-

butions from individual retirement plans for the taxable year, (3)

the aggregate amount of designated nondeductible contributions for

all preceding taxable years which have not previously been with-
drawn, and (4) the aggregate balance of all IRAs of the individual
as of the close of the calendar year with or within which the tax-

able year ends. An individual who overstates the amount of desig-

nated nondeductible contributions for a year is subject to a penalty
of $100 for each overstatement unless it is shown that the over-
statement is due to reasonable cause.

Explanation of Provision

Under present law, there is no separate penalty with respect to

an individual who fails to file the form prescribed by the Secretary
with respect to nondeductible IRA contributions. Accordingly,
under the bill, a taxpayer who fails to file the form required by the
Secretary is subject to a penalty of $50 for each such failure unless
the taxpayer shows that the failure is due to reasonable cause.
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In order to take into account taxpayers with fiscal year taxable

years, the bill provides that the information that the Secretary

may require to be included on the form or return includes the ag-

gregate balance of all IRAs of the individual as of the close of the

calendar year in which the taxable year begins (rather than the

calendar year with or within which the taxable year ends).

c. IRA withdrawals

Present Law

Present law provides that amounts withdrawn from an IRA
during a taxable year are includible in income for the taxable year
under rules similar to the rules applicable to qualified plans under
section 72. Under special rules applicable to IRAs for purposes of

section 72, (1) all IRAs of an individual (including rollover IRAs
and simplified employee pensions (SEPs), but excluding deductible

qualified voluntary employee contributions), are treated as 1 con-

tract, (2) all distributions that are made during a taxable year are

treated as 1 distribution, (3) the value of the contract (calculated

after adding back distributions that are made during the year),

income on the contract, and investment in the contract are com-
puted as of the close of the calendar year with or within which the

taxable year ends, and (4) the aggregate amount of withdrawals ex-

cludable from income for all taxable years shall not exceed the tax-

payer's investment in the contract for all taxable years.

Explanation of Provision

Under the bill, for purposes of applying the special IRA rules of

section 72, the value of the contract (calculated after adding back
distributions that are made during the year), income on the con-

tract, and investment in the contract are computed as of the close

of the calendar year in which the taxable year begins (rather than
the calendar year with or within which the taxable year ends). The
provision is intended to facilitate computations with respect to tax-

payers with fiscal year taxable years.

d. Excess contributions

Present Law

Distribution prior to due date of return

Under present law (sec. 408(d)(4)), the normal rules for the tax-

ation of distributions (sec. 72) do not apply to a distribution of con-

tributions to an IRA (and, consequently, the contributions are not
taxed upon distribution) if (1) the contributions exceed the amount
allowable as a deduction under section 219, (2) the distribution is

received on or before the due date (including extensions) for the in-

dividual's return for the taxable year, (3) no deduction is allowed
under section 219 with respect to the excess contributions, and (4)

the distribution is accompanied by the amount of net income at-

tributable to the excess contributions. The net income on the con-

tributions is deemed to have been earned and receivable in the tax-

able year in which the excess contributions were made.
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Distribution after due date of return

If the total contributions made to all IRAs for a year (excluding
rollover IRAs) does not exceed $2,250, then, under present law, the
normal rules for the taxation of distributions (sec. 72) do not apply
to a distribution of contributions in excess of the amount allowable
as a deduction under section 219 if the excess contributions are dis-

tributed after the due date (including extensions) for filing the indi-

vidual's tax return for the year the contributions were made (sec.

408(d)(5)). For purposes of this rule, the amount allowable as a de-

duction under section 219 (after application of section

408(o)(2)(B)(ii)) is increased by the nondeductible limit under section

408(o)(2)(B).

Excise tax

Present law provides a 6-percent nondeductible excise tax on con-
tributions to an IRA in excess of the amount allowable as a deduc-
tion under section 219 for a taxable year, if the excess contribu-

tions are not timely distributed (sec. 4973(b)). For purposes of this

rule, the amount allowable as a deduction under section 219 (after

application of section 408(o)(2)(B)(ii)) is increased by the nondeduct-
ible limit under section 408(o)(2)(B).

Explanation of Provision

Distribution prior to due date of return

The bill amends the rules relating to distributions of excess con-
tributions to take into account the fact that nondeductible contri-

butions may be made to an IRA. The bill permits any IRA contri-

butions to be distributed without income or excise tax consequences
prior to the due date (including extensions) for filing the individ-

ual's income tax return for the year the contributions are made.
Thus, under the bill, the normal rules for the taxation of IRA dis-

tributions do not apply to a distribution of any contributions to an
IRA if (1) the distribution is received on or before the due date (in-

cluding extensions) for the individual's return for the taxable year
for which the contributions were made, (2) no deduction is allowed
under section 219 with respect to the contributions, and (3) the dis-

tribution is accompanied by the amount of net income attributable
to the contributions. As under present law, net income on the con-
tributions are deemed to have been earned and receivable in the
taxable year in which the contributions were made.

Distribution after due date of return

The bill clarifies that certain IRA contributions not in excess of

$2,250 may be withdrawn by providing that, for purposes of the
rule relating to return of excess contributions after the due date of
the individual's return for the year for which the contributions
were made, the amount allowable as a deduction under section 219
is computed without regard to the AGI phaseout for active partici-

pants (sec. 219(g)).
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Excise tax

The bill provides that, for purposes of the excise tax on excess
contributions to an IRA, the amount allowable as a deduction
under section 219 is computed without regard to the AGI phaseout
for active participants (sec. 219(g)).

2. Qualifled cash or deferred arrangements (sec. 111(c) and (1) of
the bill, sees. 1105, 1116, and 1879 of the Reform Act, and
sees. 401(k), 402, and 4979 of the Code)

a. Limit on elective deferrals

Present Law

In general

Present law provides that the maximum amount that an employ-
ee can elect to defer for any taxable year under all cash or deferred
arrangements in which the employee participates is limited to

$7,000. This $7,000 limit is indexed for inflation at the same time
and in the same manner as the indexing of the dollar limit on ben-
efits under section 415(d). For 1988, the indexed limit is $7,313. The
limit applies to the employee's taxable year, regardless of the em-
ployer's taxable year or the plan year applicable to the cash or de-
ferred arrangement. The limit is coordinated with other plans to

which elective deferrals are made.
To ease the administrative burden on employees, employers, and

the IRS, the elective deferral arrangements maintained by any
single employer may preclude an employee from making elective
deferrals under such arrangements for a taxable year in excess of

$7,000 (indexed)

Treatment of excess deferrals

If, for any taxable year, the total amount of elective deferrals
contributed on behalf of an employee to all qualified cash or de-
ferred arrangements and other plans subject to the limit exceeds
$7,000 (indexed), then the amounts in excess of $7,000 (indexed)
(the excess deferrals) are included in the employee's gross income
for the taxable year to which the deferral relates. In addition, with
respect to any excess deferrals, by March 1 after the close of the
employee's taxable year, the employee may allocate the excess de-
ferrals among the qualified cash or deferred arrangements and
other plans subject to the limit and notify the administrator of
each plan of the portion of the excess deferrals allocated to that
plan. Not later than April 15 after the close of the employee's tax-
able year, each plan may (but is not required to) distribute to the
employee the amount of the excess deferrals (plus income attribut-
able to the excess deferrals) allocated to the plan.
Generally, the distribution may be made without regard to the

terms of the plan until the close of the first plan year for which an
amendment is required (Act sec. 1140) and notwithstanding any
other provision of law. In addition, the Secretary is to prescribe a
model plan amendment that permits the distribution of excess de-
ferrals. Distribution pursuant to such amendment is to be treated
as in accordance with the plan.
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Income on excess deferrals distributed by the applicable April 15
date is treated as earned and received in the taxable year to which
the excess deferral relates. Excess deferrals (and earnings thereon)
distributed by the applicable April 15 date are not subject to the
additional income tax on early withdrawals (sec. 72(t)). Deferrals
are not subject to the 10-percent excise tax on nondeductible contri-
butions (sec. 4972) merely because they are excess deferrals.

Reporting requirements

Under the Act, the employer is required to report to an employee
and to the IRS the amount of elective deferrals made by the em-
ployee and the amount of compensation deferred under section 457
(sec. 6051(a)).

Explanation of Provision

In general

The bill provides that income on excess deferrals is includible in
gross income in the year distributed, rather than in the year of the
deferral. To prevent individuals from electing to make excess defer-
rals in order to defer current taxation of income, the bill requires,
as a condition of qualification, that a plan that has a cash or de-
ferred arrangement provide that elective deferrals under the ar-

rangement and under all other plans, contracts, or arrangements
of the employer maintaining the plan for a calendar year may not
exceed the limitation on elective deferrals in effect for taxable
years beginning in such calendar year. A similar restriction is re-

quired to be included in a simplified employee pension (SEP) (sec.

408(k)), tax-sheltered annuity contract (sec. 403(b)), or section
501(c)(18) plan that permits elective deferrals. The bill provides
that, for purposes of the required plan provision, the limit on elec-

tive deferrals need not be explicitly set forth, but can be incorpo-
rated by reference.

The provision is generally effective with respect to plan years be-
ginning after December 31, 1987. A delayed effective date applies
in the case of certain plans maintained pursuant to a collective
bargaining agreement with respect to contributions made pursuant
to the bargaining agreement.

Treatment of excess deferrals

Under the bill, income on excess deferrals distributed before the
applicable April 15 date, including income earned during and after
the year to which the deferral relates, is includible in income in
the year distributed, rather than in the year to which the deferral
relates. The bill clarifies that any distribution of less than the
entire amount of excess deferrals plus income attributable to such
deferrals is treated as a pro rata distribution of excess deferrals
and income.
The bill clarifies that excess deferrals (and income on such defer-

rals) distributed by the applicable April 15 are not subject to the
15-percent tax on excess distributions (sec. 4980A).
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Reporting requirements

The Act did not contain an effective date for the reporting re-

quirement relating to elective deferrals. The reporting requirement
was intended to be effective at the same time the Act's limit on
elective deferrals was effective. Accordingly, the bill provides that
the requirement is effective with respect to calendar years begin-

ning after December 31, 1986.

b. Nondiscrimination requirements

Present Law

Under present law, a special nondiscrimination test applies to

limit the elective deferrals that may be made by highly compensat-
ed employees. The limit depends (in part) on the level of elective

deferrals by nonhighly compensated employees. A cash or deferred
arrangement under which only highly compensated employees par-
ticipate or are eligible to participate does not satisfy the special

nondiscrimination test. For purposes of applying the special nondis-
crimination test, under rules prescribed by the Secretary, employer
matching contributions that are nonforfeitable and that satisfy cer-

tain withdrawal restrictions may be taken into account.
If the special nondiscrimination rules are not satisfied for any

year, present law provides that the qualified cash or deferred ar-

rangement will not be disqualified if the excess contributions (plus

income allocable to the excess contributions) are distributed before
the close of the following plan year. In addition, instead of receiv-

ing an actual distribution of excess contributions, an employee may
elect to have the excess contributions treated as an amount distrib-

uted to the employee and then recontributed by the employee to

the plan on an after-tax basis. Such recharacterization is not per-

mitted in the absence of regulations. A plan may provide that an
employee is required to make such a recharacterization election as
a condition of plan participation.

Generally, distribution of excess contributions may be made not-

withstanding any provision of the plan until the first plan year for

which plan amendments are required (Act sec. 1140) and notwith-
standing any other provision of law. In addition, the Secretary is to

prescribe a model plan amendment that permits the distribution of
excess contributions. Distribution pursuant to such amendment is

to be treated as a distribution made in accordance with the plan.
The amount distributed is not subject to the 10-percent additional
income tax on early withdrawals (sec. 72(t)). Contributions are not
subject to the 10-percent excise tax on nondeductible contributions
(sec. 4972) merely because they are excess contributions.

Prior to the Deficit Reduction Act of 1984 (DEFRA), proposed
Treasury regulations permitted a cash or deferred arrangement
that failed the special nondiscrimination test to be qualified if the
arrangement satisfied the general nondiscrimination rules (sec.

401(a)(4)). DEFRA provided that a cash or deferred arrangement is

not qualified unless it satisfies the special nondiscrimination test,

with an exception provided in DEFRA section 527(c)(1)(B). Although
the Act modified the nondiscrimination requirements, it did not
change the rule enacted in DEFRA section 527(c)(1)(B).
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For a discussion of the excise tax on excess contributions and
excess aggregate contributions (sec. 4979), see below.

Explanation of Provision

The bill clarifies that, for purposes of the special nondiscrimina-
tion test, the elective deferrals of eUgible highly compensated em-
ployees, rather than all highly compensated employees, are taken
into account. Under prior law, highly compensated employees were
defined by reference to eligible employees. However, the new uni-

form definition of highly compensated employees does not refer to

eligible employees and, therefore, the clarification is necessary to

obtain a result consistent with prior law.

The bill provides that, for purposes of determining whether
matching contributions may be used to satisfy the special nondis-
crimination test for elective deferrals and for purposes of the vest-

ing rules (sec. 411), a matching contribution is not treated as for-

feitable merely because the matching contribution is forfeited be-

cause the contribution to which it relates is an excess deferral (sec.

402(g)(2)(A)), an excess contribution (sec. 401(k)(8)(B)), or an excess
aggregate contribution (sec. 401(m)(6)(B)). The bill clarifies that
excess contributions distributed (or treated as distributed) by the
end of the plan year following the year the excess contributions
arose are not subject to the excise tax on excess distributions (sec.

4980A).

c. Withdrawal restrictions

Present Law

Under present law, withdrawals generally are not permitted
under a qualified cash or deferred arrangement prior to death, dis-

ability, separation from service, or (except in the case of a pre-

ERISA money purchase pension plan or a rural electric cooperative
plan) the attainment of age 59-1/2. However, a qualified cash or de-

ferred arrangement (other than a pre-ERISA money purchase pen-
sion plan or a rural electric cooperative plan) may permit hardship
withdrawals up to the amount of the employee's elective deferrals
(but not income on the elective deferrals).

In addition, under the Act, distributions may be made from a
qualified cash or deferred arrangement upon (1) termination of the
plan without the establishment of a successor plan, (2) the date of
sale by a corporation of substantially all of the assets used by the
corporation in a trade or business if the employee continues em-
ployment with the corporation acquiring the assets, or (3) the date
of the sale by a corporation of the corporation's interest in a sub-
sidiary if the employee continues employment with the subsidiary.

The Statement of Managers for the Act provided that a distribu-

tion upon any of these 3 events is permitted only if the distribution
constitutes a total distribution of the employee's balance to the
credit in the cash or deferred arrangement.

Explanation of Provision

As originally enacted, the exception to the withdrawal restric-

tions for certain sales of assets or subsidiaries does not encompass



133

other transactions that have the effect of sales of assets or subsidi-

aries. The bill expands the exception to include certain dispositions
of assets or subsidiaries other than sales and clarifies that the ex-

ception only applies if the transferor corporation continues to

maintain the plan after the disposition. Thus, the bill provides that
distributions can be made from a qualified cash or deferred ar-

rangement on the (1) disposition by a corporation of substantially
all of the assets (within the meaning of sec. 409(d)(2)) used by such
corporation if the employee continues employment with the trans-
feree corporation and the transferor corporation continues to main-
tain the plan, or (2) disposition by a corporation of the corpora-
tion's interest in a subsidiary (within the meaning of sec. 409(d)(3))

if the employee continues employment with the subsidiary and the
transferor corporation continues to maintain the plan.
The bill incorporates statutorily the requirement that a distribu-

tion must be a total distribution in order for the exceptions for dis-

positions of assets or subsidiaries or for termination of a plan to

apply. Under the bill, with respect to distributions after March 31,

1988, these exceptions only apply if the distribution is a "lump sum
distribution." For this purpose, "lump sum distribution" means a
lump-sum distribution under the income averaging rules (sec.

402(e)(4)), but without regard to (1) the required events (such as at-

tainment of age 59-1/2) for eligibility for income averaging, (2) the
election requirement, and (3) the minimum period of plan partici-

pation requirement. Thus, for this purpose, a distribution can con-
stitute a lump-sum distribution even though, for example, the em-
ployee receives the distribution prior to age 59-1/2, has already
elected lump-sum treatment for a prior distribution, or has not
been a participant in the plan for at least 5 years.
The bill also provides that with respect to distributions after Oc-

tober 16, 1987, the exception to the withdrawal restrictions for the
termination of the plan is conditioned on the employer not estab-
lishing or maintaining another defined contribution plan for a rea-
sonable period established by the Secretary.

d. Other restrictions

Present Law

Under the Act, a cash or deferred arrangement is not qualified if

any employer contributions or benefits (other than matching con-
tributions) are conditioned (either directly or indirectly) upon an
employee's elective deferrals. The Statement of Managers provides
that this prohibition is not limited to employer-provided benefits.
The prohibition also is not limited to benefits provided under a
qualified plan, but also applies, for example, to benefits provided
under a health plan or under a nonqualified deferred compensation
arrangement.
The Act prohibits (1) tax-exempt organizations and (2) State and

local governments and political subdivisions thereof, and agencies
and instrumentalities thereof, from establishing qualified cash or
deferred arrangements.
The prohibition does not apply to plans adopted before (1) May 6,

1986, in the case of an arrangement maintained by a State or local
government (or political subdivision of a State or local govern-
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ment), or (2) July 2, 1986, in the case of an arrangement main-
tained by a tax-exempt organization. The grandfather treatment is

limited to the employers who adopted the plan before the dates
specified above. However, the grandfather treatment is not limited

to employees (or classes of employees) covered by the plan as of the
date the grandfather treatment is provided. Similarly, plans that
are grandfathered may be amended in the future. Most such plans
will, of course, have to be amended to take into account the new
requirements relating to qualified cash or deferred arrangements.
Other plan amendments may also be made. For example, a grand-
fathered plan may be amended in the future to provide for employ-
er matching contributions, to modify the level of employer match-
ing contributions, or to provide that the qualified cash or deferred
arrangement is part of a cafeteria plan.

The Act provides that a qualified cash or deferred arrangement
can be part of a rural electric cooperative plan, but does not explic-

itly exempt such plans from the prohibition on maintenance of

cash or deferred arrangements by tax-exempt and State and local

government employers. The Act defines a rural electric cooperative
plan as a defined contribution plan (as defined in sec. 414(i)) that is

established and maintained by a rural electric cooperative (as de-

fined in sec. 457(d)(9)(B)) or a national association of such rural
electric cooperatives.

Explanation of Provision

The bill reconciles the statutory provision and the intent of Con-
gress articulated in the Statement of Managers by providing that
the prohibition on conditioning benefits on elective deferrals is not
limited to employer-provided benefits. Thus, for example, a plan
may not provide that voluntary after-tax employee contributions
may not be made until an employee makes a specified amount of

elective deferrals under a qualified cash or deferred arrangement.
The bill modifies the grandfather rule applicable to section 401(k)

plans maintained by governmental employers. Under the bill, the
prohibition on section 401(k) plans does not apply to (1) an employ-
er that is a State or local government or political subdivision there-

of, or agency or instrumentality thereof, if the employer adopted a
section 401(k) plan before May 6, 1986, and (2) an employer that is

a tax-exempt governmental unit other than a governmental unit
described in (1) (e.g., the Tennessee Valley Authority), if the em-
ployer adopted a section 401(k) plan before July 2, 1986. Because
the grandfather rule in the bill applies to the employer and not
merely the plan, an employer that satisfies the conditions of the
grandfather may adopt a new section 401(k) plan.

Because the identity of the employer is more likely to change in

the case of tax-exempt employers that are not governmental enti-

ties (such as through a merger of unrelated tax-exempt organiza-
tions), the bill limits this expansion of the grandfather rule to tax-

exempt governmental units.

The bill clarifies that the prohibition against cash or deferred ar-

rangements maintained by tax-exempt and State and local govern-
ment employers does not apply to a rural electric cooperative plan.

The bill also modifies the definition of rural electric cooperative. A
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change in the definition is necessary because the Code section ref-

erence in the Act defining a rural electric cooperative was repealed
by the Act. Under the bill, a rural electric cooperative is (1) any
organization that (i) is engaged primarily in providing electric serv-

ice on a mutual or cooperative basis, and (ii) either is (I) a State or
local government or political subdivision thereof, or any agency or
instrumentality thereof, or (II) an organization exempt from tax
under Subtitle A; (2) any organization described in paragraph (4) or

(6) of section 501(c) that is exempt from tax under section 501(a)

and at least 80 percent of the membership of which are organiza-
tions described in (1); and (3) an organization that is a national as-

sociation of organizations described in (1) or (2). The exemption
does not apply to a member of an organization described in (3),

solely by reason of such membership, if the member is not itself an
organization described in (1) or (2). Similarly, the exemption does
not apply to a member of an organization described in (2), solely by
reason of such membership, if the member is not itself an organiza-
tion described in (1).

3. Nondiscrimination requirements for employer matching contri-
butions and employee contributions (sec. lll(m) of the bill,

sec. 1117 of the Reform Act, and sees. 401(m) and 4979 of the
Code)

a. Special nondiscrimination test

Present Law

In general

Under present law, a special nondiscrimination test is applied to

matching contributions and employee contributions, including em-
ployee contributions under a qualified cost-of-living arrangement
(sec. 415(k)). This special nondiscrimination test is similar to the
special nondiscrimination test applicable to qualified cash or de-

ferred arrangements.
The term "matching contributions" means any employer contri-

bution made to the plan on behalf of an employee on account of an
employee contribution or an elective deferral under a qualified

cash or deferred arrangement. Forfeitures under a plan that are
reallocated to participants' accounts on the basis of employee con-
tributions or elective deferrals are, of course, also treated as match-
ing contributions.

Required aggregation

If 2 or more plans of an employer to which matching contribu-
tions, employee contributions, or elective deferrals are made are
treated as a single plan for purposes of the coverage requirements
for qualified plans (sec. 410(b)), then the plans are treated as a
single plan for purposes of the special nondiscrimination test. In
addition, if a highly compensated employee participates in 2 or
more plans of an employer to which matching contributions, em-
ployee contributions, or elective deferrals are made, then all such
contributions are aggregated for purposes of the special nondis-
crimination test.
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Explanation of Provision

In general

Under the bill, the special nondiscrimination test applicable to

matching contributions and employee contributions only applies to

contributions to defined contribution plans within the meaning of
sec. 414(k). Also under the bill, the definition of "matching contri-

butions" includes any contribution to a defined contribution plan
made on account of an employee contribution or an elective defer-

ral under a qualified cash or deferred arrangement, whether such
contributions are made to the same plan or a different plan. Con-
tributions to a defined benefit pension plan may be employee con-
tributions or matching contributions to the extent treated as con-
tributions to a defined contribution plan (sec. 414(k)).

In accordance with the Statement of Managers with respect to

the Act, the bill provides that contributions to tax-sheltered annu-
ities that are treated as elective deferrals for purposes of the dollar
limit on elective deferrals (sec. 402(g)) are also to be treated as elec-

tive deferrals for purposes of the nondiscrimination rules applica-
ble to employer matching contributions and employee contributions
(sec. 401(m)). Under the bill, this provision is subject to the effective

date provisions in the Act, as amended, with respect to the applica-
tion of nondiscrimination rules to tax-sheltered annuities (Act sec.

1120(c)). Thus, for example, employer contributions to any type of
plan that match an elective deferral to a tax-sheltered annuity are
subject to the nondiscrimination requirements of section 401(m) in

years beginning after December 31, 1988 (or later under the special
effective date applicable to plans maintained pursuant to a collec-

tive bargaining agreement).
As under the rules applicable to elective deferrals under a cash

or deferred arrangement, elective deferrals under a tax-sheltered
annuity may be used to help satisfy the nondiscrimination test ap-
plicable to matching contributions with respect to a tax-sheltered
annuity. (Similarly, consistent with the rules applicable to cash or
deferred arrangements, elective deferrals to a tax-sheltered annu-
ity may not be used to help a tax-sheltered annuity program satisfy

the applicable coverage tests (sec. 410(b) without regard to sec.

410(c)) except for purposes of the average benefits test.)

Under the bill, matching contributions that are treated as elec-

tive deferrals for purposes of the special nondiscrimination test ap-
plicable to cash or deferred arrangements are not subject to the
special test applicable to matching contributions and employee con-
tributions.

Required aggregation

The bill modifies the requirement with respect to aggregation of
plans in which a highly compensated employee participates. Under
the bill, if a highly compensated employee participates in 2 or more
plans of an employer to which contributions subject to the special
nondiscrimination test (sec. 401(m)) are made, then all such contri-

butions are aggregated for purposes of the test. For example,
assume an employer maintains a plan with a cash or deferred ar-

rangement under which matching contributions are made, and a
thrift plan providing for after-tax employee contributions and
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matching contributions. Highly compensated employees participate

in both plans. Under the bill, matching contributions that are not
treated as elective deferrals in applying the special section 401(k)

nondiscrimination test and after-tax contributions under the plans
are aggregated for purposes of the special nondiscrimination test.

The elective deferrals, however, are not required to be aggregated
with the matching contributions and employee contributions.

b. Treatment of excess aggregate contributions

Present Law

If the special nondiscrimination test is not satisfied for any year,

the plan will not be disqualified if the excess aggregate contribu-

tions (plus income allocable to such contributions) are distributed

before the close of the following plan year. Distribution of excess
aggregate contributions by such date may be made notwithstanding
any other provision of law, and the amount distributed is not sub-

ject to the additional income tax on early withdrawals (sec. 72(t)).

Contributions are not subject to the 10-percent tax on nondeduct-
ible contributions (sec. 4972) merely because they are excess aggre-

gate contributions.

An excise tax is imposed on the employer with respect to excess
contributions and excess aggregate contributions (sec. 4979). The
tax is equal to 10 percent of the excess contributions and excess ag-

gregate contributions (but not earnings on those contributions)
under the plan for the plan year ending in the taxable year.

However, the tax does not apply to any excess contributions or
excess aggregate contributions that, together with income allocable
to such contributions, are distributed (or, if nonvested, forfeited) no
later than 2-1/2 months after the close of the plan year in which
the contributions arose.

Excess matching contributions (plus income), excess elective de-

ferrals (plus income), excess qualified nonelective contributions
(plus income), and income on excess employee contributions distrib-

uted within the applicable 2-1/2 month period are to be treated as
received and earned by the employee in the employee's taxable
year to which such contributions relate. Excess matching contribu-
tions are deemed to relate to the same taxable year to which the
employee's mandatory contribution relates, i.e., mandatory contri-

butions that are elective deferrals relate to the taxable year in
which the employee would have received (but for the deferral elec-

tion) the deferral as cash, and mandatory contributions that are
employee contributions relate to the taxable year of contribution.
For purposes of this rule, the first contributions (of the type distrib-

uted) for a plan year are deemed to be excess contributions or
excess aggregate contributions.

Explanation of Provision

The bill provides that excess aggregate contributions for a plan
year that are distributed before the end of the following plan year
are not subject to the 15-percent excise tax on excess distributions
(sec. 4980A).
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In addition, to be consistent with the rules appUcable to excess
deferrals and excess contributions, the bill provides that generally
such distributions may be made without regard to the terms of the
plan until the close of the first plan year for which an amendment
is required (Act sec. 1140). The bill similarly provides that the Sec-
retary is to prescribe a model amendment that allows a plan to dis-

tribute excess aggregate contributions and that a plan distribution

in accordance with such amendment is to be treated as in accord-
ance with the terms of the plan. It is understood that the Secretary
has already prescribed model amendments under the Act; accord-
ingly, it is not intended that the Secretary be required to prescribe
a new amendment regarding excess aggregate contributions.
The Act provides that excess contributions and excess aggregate

contributions that are distributed within 2-1/2 months after the
end of the plan year are treated as received and earned by the re-

cipient in the taxable year to which the contribution relates in

order to prevent deferral of income. Such deferral is not of major
concern, however, where the amount involved is not significant.

Accordingly, the bill provides an exception to the general rule.

Under this exception, if the total distributions of excess contribu-
tions and excess aggregate contributions under a plan for a plan
year with respect to an individual are less than $100, then the dis-

tributions are treated as earned and received by the individual in

the taxable year in which the distributions were made.

4. Unfunded deferred compensation arrangements of State and
local governments and tax-exempt employers (sec. 111(e) of
the bill, sec. 1107 of the Reform Act, and sec. 457 of the Code)

a. Application to tax-exempt employers; distribution re-

quirements

Present Law

The Act applies the limitations and restrictions applicable to eli-

gible and ineligible unfunded deferred compensation plans of State
and local governments (sec. 457) to unfunded deferred compensa-
tion plans maintained by nongovernmental tax-exempt organiza-
tions.

Under the Act, distributions cannot be made available to partici-

pants or beneficiaries under a section 457 plan before the partici-

pant is separated from service with the employer or is faced with
an unforeseeable emergency. In addition, distributions under a sec-

tion 457 plan are required to comply with the provisions of section

401(a)(9). Under section 401(a)(9) as amended by the Act, distribu-

tions are required to begin no later than the April 1 of the calen-
dar year following the calendar year the participant attains age 70-

1/2, regardless of whether the participant is still employed. Thus,
section 401(a)(9) may require that distribution is to begin before the
time that distributions are permitted under section 457.

With respect to section 457 plans, the Act imposes distribution
requirements in addition to those imposed by section 401(a)(9). Pur-
suant to one such requirement, in the case of a distribution begin-
ning before the death of the participant, such distribution is re-

quired to be made in a form under which at least 2/3 of the total
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amount payable with respect to the participant will be paid during
the life expectancy of such participant (determined as of the com-
mencement of the distribution) (sec. 457(d)(2)(B)(i)(I)). This provision
was modeled after the incidental death benefit rule applicable
under section 401(a)(9), but was intended to require more rapid dis-

tribution than such rule.

When the Act was enacted, the incidental death benefit rule pro-

vided that the present value of benefits payable to a participant's
beneficiaries generally may not exceed 50 percent of the present
value of the total benefits payable with respect to the participant.
Subsequently, however, the Treasury Department issued proposed
regulations modifying the incidental death benefits rule. Generally,
the proposed regulations contain tables providing guidelines for the
form in which distributions are required to be made.
The Act provides that benefits are not treated as made available

under an eligible deferred compensation plan merely because an
employee is allowed to elect to receive a lump-sum payment within
60 days of the election. The 60-day rule only applies if the employ-
ee's total deferred benefit does not exceed $3,500 and no additional
amounts may be deferred with respect to the employee.

Explanation of Provision

The bill reconciles the rules under section 457 and section
401(a)(9) relating to the time that distributions are to be made.
With respect to the rule prohibiting distributions prior to separa-
tion from service or the occurrence of an unforeseen emergency,
the bill provides an exception for distributions in or after the year
in which the employee attains age 70-1/2. Thus, under the bill,

amounts may not be available under a section 457 plan earlier
than (1) the calendar year in which the participant attains age 70-

1/2, (2) when the participant separates from service, or (3) when
the participant is faced with an unforeseeable emergency.
The bill deletes the rule contained in section 457(d)(2)(B)(i)(I). In

lieu of this rule, the bill instructs the Secretary to issue tables that
implement the incidental death benefit rule and that are similar to
those applicable under section 401(a)(9) but require more rapid dis-

tributions. Generally, the extent to which more rapid distributions
are to be required is to be similar to the extent to which the former
section 457(d)(2)(B)(i)(I) rule required more rapid distributions than
the former version of the incidental death benefit rule.

The bill clarifies that the exception to the constructive receipt
rule with respect to an election to receive a lump-sum distribution
does not override the distribution restrictions otherwise applicable
to eligible deferred compensation plans. Thus, the bill provides that
the exception is not available for distributions payable prior to sep-
aration from service.

b. Amount of deferrals

Present Law

Under present law, an unfunded deferred compensation plan is

not an eligible plan if it permits deferred compensation in excess of
the limits contained in section 457. The limit on deferred compen-
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sation under a section 457 plan is coordinated with contributions to

a tax-sheltered annuity (sec. 403(b)). In addition, under the Act, the
limit under section 457 is coordinated with elective deferrals under
a cash or deferred arrangement, a simplified employee pension, or
a plan described in section 501(c)(18). For example, if in 1988 an
employee participates in a qualified cash or deferred arrangement
and an eligible deferred compensation plan, the employee could
elect to defer $7,313 under the cash or deferred arrangement and
an additional $187 (but no more than $187) under the eligible de-
ferred compensation plan.

Explanation of Provision

An employee may participate in a section 457 plan of 1 employer
and, for example, a cash or deferred arrangement of another em-
ployer. Thus, the employer maintaining the section 457 plan may
not know whether an employee is making elective deferrals to a
plan that is coordinated with the section 457 plan for purposes of
the limit on deferred compensation. Thus, it is not appropriate to

disqualify the entire section 457 plan in such cases.

Accordingly, the bill provides that, for purposes of determining
whether an unfunded deferred compensation plan is an eligible

plan under section 457, the rule requiring coordination of the de-
ferred compensation limit with other plans is disregarded. Of
course, if the limit (as so coordinated) is exceeded, the deferral of
income inclusion provided by section 457 does not apply to the
excess; instead, the rules of section 457(f) apply to such excess.

In order to prevent avoidance of the limit on deferred compensa-
tion under a section 457 plan by, for example, the use of affiliated

service groups or leasing arrangements, the bill provides that the
Secretary's general regulatory authority to prevent avoidance of
certain requirements (sec. 414(o)) applies to section 457 plans.

c. Effective date

Present Law

Under the Act, the requirements of section 457 do not apply to
amounts deferred under a plan established by a nongovernmental
tax-exempt organization with respect to an individual that (1) were
deferred for taxable years beginning before January 1, 1987, or (2)

are deferred for taxable years beginning after December 31, 1986,
pursuant to an agreement between the organization and the indi-

vidual that (a) was in writing on August 16, 1986, and (b) on
August 16, 1986, provided for a deferral for each taxable year of a
fixed amount or an amount determined pursuant to a fixed formu-
la. This exception does not apply with respect to amounts deferred
in a fixed amount or under a fixed formula (including a fixed for-

mula under a plan that is in the nature of a defined benefit plan)
for any taxable year ending after the date on which the amount or
formula is modified after August 16, 1986. The Act was unclear as
to whether a plan is required to satisfy the requirements of section
457 (i.e., be an eligible plan) in order to qualify for the grandfather.
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Explanation of Provision

The bill clarifies that the grandfather rule applicable to unfund-
ed deferred compensation arrangements of tax-exempt employers
applies to all deferred compensation plans of tax-exempt organiza-
tions that otherwise meet the requirements of the grandfather
rule, without regard to whether the plans would be eligible de-
ferred compensation plans within the meaning of section 457.

It is intended that with regard to amounts deferred from taxable
years beginning before January 1, 1987, the grandfather rule ap-
plies without regard to whether the organization maintaining the
deferred compensation plan was tax-exempt when the plan was es-

tablished. For example, assume that a deferred compensation plan
is established on January 1, 1985, by a taxable organization with
respect to individuals all of whose taxable year is the calendar
year. The organization becomes tax-exempt on January 1, 1987. If

the amounts deferred under the plan from taxable years beginning
before January 1, 1987, otherwise meet the requirements of the
grandfather rule, then the application of the grandfather rule to
such amounts will not be affected by the fact that the organization
was not tax-exempt when the plan was established. This rule is not
intended to create any inference with respect to the effect of a
change in taxable status for other purposes relating to section 457,
The bill also clarifies that the grandfather rule only applies to

individuals who were covered under the plan and agreement on
August 16, 1986. Thus, for example, the grandfather does not apply
to a new employee hired after August 16, 1986, or an employee who
was hired on or before such date, but who was not a participant in
the deferred compensation plan until after August 16, 1986.

5. Deferred annuity contracts (sec. lllA(i) of the bill, sec. 1135 of
the Reform Act, and sec. 72(u) of the Code)

Present Law

Under the Act, if any annuity contract is held by a person who is

not a natural person (such as a corporation or trust), then the con-
tract is not treated as an annuity contract for Federal income tax
purposes and the income on the contract for any taxable year is

treated as ordinary income received or accrued by the owner of the
contract during the taxable year. In the case of a contract the
nominal owner of which is a person who is not a natural person,
but the beneficial owner of which is a natural person, the contract
is treated as held by a natural person.
The provision does not apply to any annuity contract that (1) is

acquired by the estate of a decedent by reason of the death of the
decedent; (2) is held under a qualified plan (sec. 401(a) or 403(a)), as
a tax-sheltered annuity (sec. 403(b)) or under an IRA; (3) is a quali-
fied funding asset for purposes of a structured settlement agree-
ment (as defined in sec. 130(d), but without regard to whether there
is a qualified assignment); (4) is purchased by an employer upon
the termination of a qualified plan and is held by the employer
until the employee separates from service; or (5) is an immediate
annuity. Under the Act, an immediate annuity contract is an an-
nuity contract (1) that is purchased with a single premium or con-
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sideration, and (2) the annuity starting date of which commences'
no later than 1 year from the date of purchase of the contract.

Explanation of Provision

The rule under which certain contracts will not be treated as an-

nuity contracts was intended to apply for purposes of the Federal
income taxation of the policyholder, but was not intended to extend
to the tax treatment of the insurance company. Accordingly, the
bill would clarify that the treatment of annuity contracts held by
nonnatural persons applies generally for purposes of subtitle A of,

Title I of the Code, other than subchapter L.

The bill also provides that, with respect to the exception to the
rule regarding treatment of annuity contracts held by nonnatural
persons for an annuity that is purchased by an employer upon ter-

mination of a qualified plan, the exception applies to an annuity
that is held until all amounts are distributed to the employee for

whom such contract was purchased or to the employee's benefici-

ary.

The bill modifies the definition of an immediate annuity contract
to prevent the structuring of a contract that appears to be an im-
mediate annuity contract, but that is in substance a deferred annu-
ity. Accordingly, the bill provides that an annuity is an immediate
annuity only if the annuity provides for a series of substantially

equal periodic payments (to be made not less frequently than annu-
ally) during the annuity period. An annuity will not be treated as
failing to satisfy this requirement if it is an annuity payable over
the joint lives of 2 or more individuals and the amounts paid to a
survivor after the death of the first annuitant are less than the
amounts paid during the joint lives of the annuitants.

6. Elective contributions under tax-sheltered annuities (sec. 111(c)

of the bill, sec. 1105 of the Reform Act, and sec. 402 of the

Code)

a. Catch-up rule

Present Law

The Act imposes a limit on elective deferrals under a tax-shel-

tered annuity that operates in the same manner as the limit on
elective deferrals under a qualified cash or deferred arrangement.
However, the annual limit on elective deferrals under a tax-shel-

tered annuity is $9,500, rather than $7,000 (indexed).

Thus, the limit on elective deferrals to a tax-sheltered annuity
for a year is the least of the following amounts: (1) $9,500, (2) the
exclusion allowance under section 403(b), or (3) the limit on annual
additions under a defined contribution plan (sec. 415(c)) without
regard to the catch-up rules for tax-sheltered annuities (sec.

415(c)(4)).

The $9,500 limit applies until the cost-of-living adjustments to

the annual limit on elective deferrals under a qualified cash or de-

ferred arrangement raise that limit from $7,000 to $9,500, at which
time the limit on elective deferrals under a tax-sheltered annuity is

also indexed at the same time and in the same manner as the in-
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dexing of the annual limit for elective deferrals under a qualified
cash or deferred arrangement.
The Act provides an exception to the $9,500 annual limit (but not

to the otherwise applicable exclusion allowance (sec. 403(b)) or the
limit on contributions and benefits (sec. 415)) in the case of employ-
ees of an educational organization, a hospital, a home health serv-

ice agency, a health and welfare service agency, a church, or a con-
vention or association of churches. Under this exception, any eligi-

ble employee who had completed 15 years of service with the em-
ployer would be permitted to make additional salary reduction con-
tributions under the following conditions:

(1) In no year can the additional contributions be more than
$3,000 (and, therefore, the $9,500 limit may not be increased above
$12,500);

(2) An aggregate limit of $15,000 applies to the total amount of
catch-up contributions (i.e., contributions that, in any year, exceed
the limit on elective deferrals for that year); and

(3) In no event can this exception be used if an individual's life-

time elective deferrals exceed the individual's lifetime limit.

The lifetime limit on elective deferrals for an individual, solely

for purposes of the special catch-up rule, is $5,000 multiplied by the
number of years of service that the individual performed with the
employer.
This special catch-up rule provides the only rule under which

elective deferrals by an individual may exceed the limit on elective

deferrals for a year.

It is intended that the definition of years of service for purposes
of the special catch-up election will include principles similar to

the principles of section 414(a). For this purpose, an employee's
years of service will be determined by including all years of service
with a predecessor employer (within the meaning of sec. 414(a)).

Thus, years of service with a denomination of a church that merges
into or combines with another denomination generally are to be ag-

gregated with years of service with the surviving denomination.

Explanation of Provision

The Act does not specify how years of service are to be deter-

mined for purposes of the catch-up rule. The bill provides that, for

this purpose, years of service are defined as in section 403(b). This
definition will provide consistency with the way years of service
are generally calculated under the rules relating to tax-sheltered
annuities.

It is recognized that it may be difficult for employers to calculate
whether an individual's lifetime elective deferrals exceed the indi-

vidual's lifetime limit for purposes of the catch-up rule because em-
ployers may not have records for prior years with respect to the
portion of contributions to tax-sheltered annuities that were elec-

tive deferrals. Accordingly, under the bill, for purposes of calculat-
ing an individual's lifetime elective deferrals under the catch-up
rule, elective deferrals for prior years are to be determined in the
manner prescribed by the Secretary. Under this provision, it is ex-

pected that the Secretary will provide administrable methods that
employers can use to calculate elective deferrals for prior years.
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b. Definition of elective deferrals

Present Law \

Under present law, employer contributions to purchase an annu-^
ity contract under a salary reduction agreement (within the mean-j
ing of sec. 3121(a)(5)(D)) are considered elective deferrals. The State-

^

ment of Managers with respect to the Act provides that an employ-;

er contribution is not treated as an elective deferral if the contribu-:

tion is made pursuant to a one-time election to participate in the^

tax-sheltered annuity even though such contribution would be con-t

sidered made under a salary reduction agreement under section^

3121(a)(5)(D).

Explanation of Provision i

The bill conforms the statutory language to the legislative histo-

ry by providing that contributions to a tax-sheltered annuity are
not considered elective deferrals if the contributions are made pur-

suant to a one-time irrevocable election made by the employee at'

the time of initial eligibility to participate in the annuity or are,

made pursuant to a similar arrangement specified in regulations.

The bill does not change the definition of salary reduction agree-

ment for purposes of section 3121(a)(5)(D). This amendment also

does not affect the definition of elective deferrals other than with
respect to tax-sheltered annuities.

7. Special rules for simplified employee pensions (sec. 111(f) of
the bill, sec. 1108 of the Reform Act, and sees. 408(k) and 3401
of the Code)

a. Salary reduction SEPs

Present Law

Under the Act, employees who participate in a SEP are permit-
ted to elect to have contributions made to the SEP or to receive the
contributions in cash. If an employee elects to have contributions
made on the employee's behalf to the SEP, the contribution is not
treated as having been distributed or made available to the em-
ployee. In addition, the contribution is not treated as an employee
contribution merely because the SEP provides the employee with
such an election. Therefore, under the Act, an employee is not re-

quired to include in income currently the amounts the employee
elects to have contributed to the SEP. Elective deferrals under a
SEP are to be treated in the same manner as elective deferrals

under a qualified cash or deferred arrangement and, thus, are sub-

ject to the $7,000 (indexed) cap on elective deferrals.

The Act provides that the tax treatment described above of the
election to have amounts contributed to a SEP or received in cash
is available only if at least 50 percent of the employees of the em-
ployer elect to have amounts contributed to the SEP. In addition,

this exception to the constructive receipt principle is available for a
taxable year only if the employer maintaining the SEP had 25 or

fewer employees at all times during the prior taxable year.
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In addition, under the Act, the amount eligible to be deferred as

a percentage of each highly compensated employee's compensation
(i.e., the deferral percentage) is limited by the average deferral per-

centage (based solely on elective deferrals) for all nonhighly com-
pensated employees who are eligible to participate. The deferral

percentage for each highly compensated employee cannot exceed
125 percent of the average deferral percentage for all eligible non-

highly compensated employees.
If the 125-percent test is not satisfied, rules similar to the rules

applicable to excess contributions to a cash or deferred arrange-

ment are to apply.

Explanation of Provision

The bill clarifies that, for purposes of the rules relating to SEPs
(other than sec. 408(k)(2)(C)), the uniform definition of compensa-
tion (sec. 414(s)) applies. The bill also clarifies that, for purposes of

applying the 125-percent test to a salary reduction SEP, compensa-
tion does not include compensation in excess of $200,000, indexed
for increases in the cost-of-living. For 1988, the indexed limit is

$208,940.

The bill clarifies that, in determining whether the employer
maintaining a salary reduction SEP had more than 25 employees
in the prior taxable year, only employees who were eligible to par-

ticipate in the SEP (or would have been required to be eligible to

participate if a SEP were maintained) are taken into account. This
rule is consistent with the eligibility rules for SEPs, that is, indi-

viduals who are not required to be eligible to participate in the
SEP may be disregarded in determining whether the 25-employee
rule is satisfied.

The bill adds provisions designed to ensure that excess contribu-

tions to a salary reduction SEP are distributed. These rules are dif-

ferent from the rules relating to excess deferrals in cash or de-

ferred arrangements because, in the C£ise of a SEP, the employer
may not force an employee to take a distribution of excess defer-

rals because the SEP contributions are held in an IRA which the
employee controls.

The bill specifically authorizes the Secretary to prescribe appro-
priate rules, including rules requiring that the excess contributions

(plus income) be distributed, reporting requirements, and rules pro-

viding that contributions to a SEP (plus income) may not be with-

drawn until a determination that the special nondiscrimination
test has been satisfied is made. In addition, the bill provides that,

until such a determination has been made, any transfer or distribu-

tion from a SEP of salary reduction contributions (or income on
such contributions) is subject to tax in accordance with section 72
and to the early withdrawal tax (sec. 72(t)(l)), regardless of whether
an exception to the tax would otherwise be available.

Consistent with the inclusion of SEP contributions that are made
pursuant to a salary reduction agreement for purposes of FICA
(sec. 3121(a)(5)) and FUTA (sec. 3306(b)(5)), the bill would include
such contributions for purposes of determining benefits under the
Social Security Act.

R-^-AAA n - RR - ft
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b. Integration rules

Present Law

The Act eliminated the prior-law rules under which nonelecti"

SEP contributions could be combined with employer OASDI conti

butions for purposes of the applicable nondiscrimination require

ments. In place of these rules, the Act permits nonelective SE
contributions to be tested for nondiscrimination under the ne:

rules for qualified defined contribution plans permitting a limitt

disparity between the contribution percentages applicable to con
pensation below and compensation above the integration level. Th
provision is effective for years beginning after December 31, 198

The new rules for defined contribution plans permitting a limite

disparity between contribution levels are generally applicable

qualified plans for years beginning after December 31, 1988.

Explanation of Provision 1

The bill coordinates the effective date of the new integration

rules with respect to qualified plans and SEPs. Thus, the bill pr<

vides that the integration rules applicable to SEPs (sec. 408(k)(3)(I

and (E)) prior to the Act will continue to apply to years beginnin,

before January 1, 1989, when the new integration rules are effe(

tive. However, no integration is permitted under the 125-perceri

nondiscrimination test for salary reduction SEPs.

c. Income exclusion

Present Law

Under present law, contributions to SEPs are excludable froE

income, rather than allowable as a deduction as under prior la>\

Explanation of Provision

To conform to the conversion of the SEP deduction to an exclu

sion, the bill provides that, for purposes of section 408(d)(4), (5) an(

section 4973, an amount excludable from income under sectioi

402(h) is treated as an amount allowable as a deduction under sec

tion 219. In addition, the bill amends the definition of wages fo

withholding tax purposes (sec. 3401(a)(12)(C)) to provide that contri

butions to a SEP are not considered wages if it is reasonable to be

lieve that the contributions will be excludable from income (rathe

than deductible).

d. Employer deduction

Present Law

Employer contributions to a SEP are deductible (1) in the case o

a calendar year SEP, for the taxable year with or within which th
calendar year ends, and (2) in the case of a SEP maintained on th
basis of the taxable year of the employer, for such taxable year
The amount deductible in a taxable year for contributions to a SEl
may not exceed 15 percent of the compensation paid to the employ
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ees during the calendar year ending with or within the taxable

year.

Explanation of Provision

To take into account SEPs that are maintained on the basis of

the employer's taxable year, the bill provides that, in the case of

such SEPs, the 15 percent of compensation limitation applies to

compensation paid during the employer's taxable year.

e. Compensation limit

Present Law

Prior to the Act, the maximum amount of annual compensation
that could be taken into account in appljdng the nondiscrimination

rules to a nonelective SEP was $200,000 (sec. 408(k)(3)(C)). As dis-

cussed above, the bill clarifies that this limit also applies to elective

SEPs. Also, as discussed above, under the Act, this $200,000 limit is

to be adjusted for increases in the cost-of-living by the Secretary at

the same time and in the same manner as the dollar limit on bene-

fits under a defined benefit pension plan (sec. 415(d)). This Act pro-

vision applies to years beginning after December 31, 1986. For 1988,

the $200,000 limit has been adjusted to $208,940.

The Act provided that qualified plans may not take into account
more than $200,000 of annual compensation. This limit is to be ad-

justed, beginning in 1990, for post-1988 cost-of-living increases at

the same time and in the same manner as the dollar limit on bene-

fits under a defined benefit pension plan. This provision generally

applies to benefits accruing in years beginning after December 31,

1988.

Explanation ofProvision

Under the bill, the compensation limit for SEPs is conformed to

the compensation limit for qualified plans effective for years begin-

ning after December 31, 1988.
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B. Nondiscrimination Requirements

1. Minimum coverage requirements (sec. 111(h) of the bill, sec!

1112 of the Reform Act, and sec. 410(b) of the Code)

a. Coverage requirements—general

Present Law ^

L

Under present law, a plan is not qualified unless it meets at leasti

one of the following coverage requirements:
,

(1) the plan benefits at least 70 percent of all nonhighly compen-
sated employees;

(2) the plan benefits a percentage of nonhighly compensated em-
ployees that is at least 70 percent of the percentage of highly com-
pensated employees benefiting under the plan; or

(3) the plan meets the average benefits test, one requirement of'

which is that the average benefit percentage for nonhighly compen-
sated employees be at least 70 percent of the average benefit per-

centage for highly compensated employees.
Under present law, these coverage rules are to apply separately

to former employees under rules prescribed by the Secretary.

Explanation of Provision

The bill incorporates in the statute the provision in the State-

ment of Managers that a plan maintained by an employer that has
no nonhighly compensated employees for a year is considered to

satisfy the coverage requirements for such year. As is so with re-

spect to the coverage rules generally, this rule is to apply separate-
ly with respect to former employees under rules prescribed by the
Secretary.

In addition, it is intended that the Secretary is to exercise his au-
thority with respect to the application of the coverage rules to

former employees to except, in appropriate cases, retiree benefit in-

creases from the general rule of separate testing.

b. Coverage requirements for collectively bargained plans

Present Law

Under present law, certain special rules apply to a plan main-
tained pursuant to an agreement that the Secretary of Labor finds
to be a collective bargaining agreement between employee repre-
sentatives and 1 or more employers. Under these special rules, the
coverage rules (sec. 410 (other than section 410(a))) are to be ap-
plied as if all employees of each of the employers who are parties
to the collective bargaining agreement and who are subject to the
same benefit computation formula under the plan were employed
by a single employer (sec. 413(b)(1)). In addition, certain other rules

(148)
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(sees. 401(a)(4) and 411(d)(3)) are to be applied as if all participants

who are subject to the same benefit computation formula and who
are employed by employers who are parties to the collective bar-

gaining agreement were employed by a single employer (sec.

413(b)(2)).

Explanation of Provision

Under the bill, the special rules of section 413(b)(1) (with respect

to the coverage rules) and (b)(2) do not apply to a plan that covers
any professional employee (e.g., doctor, lawyer, or investment
banker). Thus, such plans are to apply sections 401(a)(4), 410 (with-

out regard to section 410(a)), and 411(d)(3) under the general rules

otherwise applicable with respect to qualified plans.

c. Definition of elective deferrals

Present Law

Under present law, certain special coverage rules apply to em-
ployer contributions to purchase a tax-sheltered annuity contract
(sec. 403(b)) under a salary reduction agreement (within the mean-
ing of sec. 3121(a)(5)(D)). The Statement of Managers with respect
to the Act provides that an employer contribution is not subject to

these special coverage rules (and is instead subject to the general
coverage and nondiscrimination rules applicable to qualified plans)
if the contribution is made pursuant to a one-time election to par-
ticipate in the tax-sheltered annuity, even though such contribu-
tion would be considered made under a salary reduction agreement
under section 3121(a)(5)(D).

Explanation of Provision

The bill conforms the statutory language to the legislative histo-

ry by providing that contributions to a tax-sheltered annuity are
not subject to the special coverage rules (and are instead subject to

the general coverage and nondiscrimination rules applicable to

qualified plans) if the contributions are made pursuant to a one-
time irrevocable election made by the employee at the time of ini-

tial eligibility to participate in the annuity or are made pursuant
to a similar arrangement specified in regulations.
The bill does not change the definition of salary reduction agree-

ment for purposes of section 3121(a)(5)(D). This amendment also

does not affect the definition of elective deferrals other than with
respect to tax-sheltered annuities.

2. Minimum participation rule (sec. 111(h) of the bill, sec. 1112 of
the Reform Act, and sec. 401(a)(26) of the Code)

Present Law

In general

Under present law, a plan is not a qualified plan unless it bene-
fits no fewer than the lesser of (a) 50 employees of the employer, or
(b) 40 percent of all employees of the employer. This requirement
may not be satisfied by aggregating comparable plans. Also, this re-
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I

quirement applies on an employer-wide basis and may not be satis-,

fied on a line of business or operating unit basis.

Sanction
\

If a plan ceases to be qualified because of this minimum partici-;

pation rule, it is subject to the generally applicable sanctions, one]
of which is that employer contributions made to the trust during
the corresponding taxable year of the employer are includible in

employees' incomes under rules applicable to nonqualified arrange-
ments (sec. 83). Under present law, in the case of a plan that fails

to be qualified solely because it does not satisfy the coverage re-

quirements (sec. 410(b)), the employee's vested accrued benefit
(other than employee contributions), to the extent that such
amount has not been previously taxed to the employee, is includ-

ible in income, rather than the employer's contribution for the
year. Also, nonhighly compensated employees are not taxable on
amounts contributed to or earned by the trust merely because a
plan fails to satisfy the coverage requirements.

Special transition rule i

For purposes of the coverage rules, but not the minimum partici-
[

pation rule, a special transition rule applies in the case of certain .

dispositions or acquisitions of a business (sec. 410(b)(6)(C)).
j

Reversion tax and interest rate '

The minimum participation rule is generally effective for plan
years beginning after December 31, 1988.
Under a special rule, if (1) a plan is in existence on August 16,

1986, (2) the plan would fail to meet the requirements of the mini-
mum participation rule if such rule were in effect on August 16,

1986, and (3) there is no transfer of assets to or liabilities from the
plan, or merger or spinoff involving the plan, after August 16,

1986, that has the effect of increasing the amount of assets avail-

able for an employer reversion, such plan may be terminated or
merged prior to the first plan year to which the minimum partici-

pation rule applies and the 10-percent excise tax on the reversion
of assets (sec. 4980) will not be imposed on any employer reversion
from such plan by reason of such termination or merger. Such a
termination and reversion are permissible even though the termi-
nating plan relies on another plan that is not terminated for quali-
fication. In determining the amount of any such employer rever-
sion, the present value of the accrued benefit of any highly com-
pensated employee is to be determined by using an interest rate
that is equal to the maximum interest rate that may be used for
purposes of calculating a participant's accrued benefit under sec-

tion 411(a)(ll)(B). The Secretary is to prescribe rules preventing
avoidance of this interest rate rule through distributions prior to or
in lieu of a reversion.

Explanation of Provision

Line of business

Under the bill, the Secretary may permit, under appropriate cir-

cumstances, the minimum participation rule to be applied sepa-
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rately to separate lines of business, as defined under section 414(r)

without regard to section 414(r)(7). Thus, for this purpose, separate

operating units are not considered to be separate lines of business.

In determining whether to permit this separate testing, the Sec-

retary is to consider whether the separate lines of business are re-

lated. For example, a football team and a manufacturing business

are totally unrelated, so that it may be appropriate to allow sepa-

rate testing in such circumstances.

Sanction

The bill modifies the sanction applicable to a plan that ceases to

be qualified based on a failure to satisfy either the minimum par-

ticipation rule or the coverage rules. Under the bill, if a plan is not

qualified and one of the reasons is the failure to satisfy the mini-

mum participation rule or the coverage rules (either directly or in-

directly through the application of sec. 401(a)(4)) , any highly com-

pensated employee is to include in income such employee's vested

accrued benefit (other than such employee's investment in the con-

tract). (This modification does not affect the application of the gen-

eral rules of sec. 402(b)(1) regarding issues other than the amount
includible in the year of disqualification, such as the application of

sec. 72 to distributions from the disqualified plan.)

In addition, if a plan is not qualified solely because it does not

satisfy either the minimum participation rule or the coverage rule

(either directly or indirectly through the application of sec.

401(a)(4)) or both, the bill provides that there is to be no inclusion

in income by reason of such failure to qualify with respect to any
employee who was not a highly compensated employee at any time

during the trust year in which the plan became disqualified or

during any prior year for which service was creditable to such em-
ployee under the plan (or a predecessor plan). For purposes of de-

termining whether an employee was a highly compensated employ-

ee in any year, the definition of highly compensated employee ap-

plicable with respect to such year for purposes of the coverage

rules is to apply.

Except for these changes, the sanctions applicable under present

law, including the rules regarding the disallowance of an employ-
er's deduction for contributions to a disqualified plan, continue to

apply.

These modifications of the sanctions for disqualification are in-

tended to fulfill the intent of the Act with respect to (1) ensuring
that the disqualification sanction is adequate with respect to highly

compensated employees, and (2) reducing the sanction with respect

to nonhighly compensated employees in appropriate circumstances.

Applicability of affiliated service group and employee leasing rules

In order to prevent avoidance of the minimum participation rule,

the bill provides that the affiliated service group rules (sec. 414(m))

and the employee leasing rules (sec. 414(n)) apply for purposes of

the minimum participation rule. The bill further clarifies that the

Secretary's general regulatory authority to prevent avoidance of

certain requirements (sec. 414(o)) applies to the minimum participa-

tion rule.
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Special transition rule

Under the bill, the special transition rule applicable in the casil

of certain dispositions or acquisitions of a business (sec. 410(b)(6)(C«

is to apply to the minimum participation rule. This is intended t<]

prevent the minimum participation rule from disrupting businesfj

transactions by allowing a grace period following certain transac
tions for the new entities to comply with the minimum participa;

tion rule.

Reversion tax and interest rate

With respect to the rule under present law regarding the exemp]
tion from the reversion tax in the case of the termination oil

merger of certain plans not satisfying the minimum participatior

rule, the interest rate required to be used in determining the ac^

crued benefit of any highly compensated employee and the correi

spending reversion to the employer will in many cases understate
the value of the employee's accrued benefit and thus represent ar'

inappropriate reduction in the employee's accrued benefit. In order,

to avoid this result, the bill modifies the rule referred to above in

several respects.
\

First, the bill clarifies that for purposes of determining thei

amount to be distributed from a plan to an employee, the value ol

an employee's accrued benefit is not to be affected by this transi-

tional rule regarding the minimum participation rule. Thus, for

this purpose, the accrued benefit is to be determined under the in-

terest rate used by the plan, if otherwise permissible under the
Code.

Second, the bill provides a rule regarding the permissible inter-

est rate to be used for certain purposes. The interest rate rule ap-

plies in the case of a termination, asset transfer, or asset distribu-

tion with respect to a plan that would have failed to satisfy the re-

quirements of the minimum participation rule had the effective

date of such rule been August 16, 1986.

If the interest rate rule applies to a plan, the interest rate used
in determining an "eligible amount" is to be no less than the high-
est of:

(1) the rate in effect under the plan on August 16, 1986, or if on
August 16, 1986, the rate is determined under a formula (or other
method), the rate determined under such formula (or other
method);

(2) the highest rate applicable under the plan at any time after

August 15, 1986, and before the termination, transfer, or distribu-

tion in calculating the present value of the accrued benefit of a
nonhighly compensated employee under the plan (or any other
plan used in determining whether the plan meets the requirements
of sec. 401). For this purpose, if at any time during this period the
rate is determined under a formula (or other method), the rate con-
sidered to be used during any such period is the rate that would be
determined under the formula (or other method) if such formula
(or other method) were in effect on the date of termination, trans-
fer, or distribution; or

(3) 5 percent.
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For purposes of (1) and (2) above, the rate is to be determined
vithout regard to any amendment adopted after August 16, 1986,

jven if such amendment is effective retroactively to apply on
August 16, 1986. If more than one rate (or formula or method) ap-

)lies under a plan, such as different rates applying to benefits of

lifferent value, the rate applicable under the plan for purposes of

1) and (2) above is the highest of the different rates.

(No inference is intended, based on (2) above, that within a plan
or plans aggregated for purposes of section 410) a higher interest

ate may be used in determining the present value of the accrued
enefit of a nonhighly compensated employee than is used with re-

pect to any highly compensated employee.)
The term "eligible amount" means the amount that with respect

a highly compensated employee:

(1) may be rolled over under the applicable rules (sec. 402(a)(5));

(2) is eligible for income averaging (sec. 402(e)(1)) or grandfa-

hered capital gains treatment; or

(3) may be transferred to another plan without inclusion in

ncome.
In addition, if an annuity contract purchased after August 16,

986, is distributed to a highly compensated employee by a plan to

srhich the interest rate rule applies in connection with a termina-
ion of or distribution from such plan, the annuity contract is in-

luded in the employee's income to the extent of the excess of the
lurchase price of such contract over the present value of the em-
iloyee's accrued benefit (or portion thereof) with respect to which
he contract is being distributed. For this purpose, the present
alue of the accrued benefit is to be determined by using the lowest
nterest rate permitted in determining an eligible amount under
he rules described above. The bill also provides that the excess
hat is includible in income under the above rule is to be disregard-

d for purposes of the early withdrawal tax (sec. 72(t)) and the
xcess distribution tax (sec. 4980A).
In the case of a termination of or distribution from a plan to

i^hich the interest rate rule applies, the excess (if any) of (1) the
imount distributed to a highly compensated employee by reason of

he termination or distribution over (2) the amount determined by
ising the lowest interest rate permitted in determining an eligible

mount, also is disregarded for purposes of the early withdrawal
ax and the excess distribution tax.

^ormer employees

It is further intended that for purposes of the minimum partici-

pation rule, former employees generally are to be tested separately
inder rules similar to those applicable for purposes of the coverage
ules.

!. Vesting standards (sec. lll(i) of the bill and sec. 1113 of the
Reform Act)

Present Law

Under present law, a plan (other than a multiemployer plan) is

lot qualified unless a participant's employer-provided benefit vests
it least as rapidly £is under 1 of 2 alternative schedules. A plan sat-
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isfies the first schedule if a participant has a nonforfeitable righ

100 percent of the participant's accrued benefit derived from
ployer contributions upon completion of 5 years of service. A p
satisfies the second schedule if a participant has a nonforfeits

right to at least 20 percent of the participant's accrued benefit

rived from employer contributions after 3 years of service, 40 i

cent at the end of 4 years of service, 60 percent at the end a
years of service, 80 percent at the end of 6 years of service, and i

percent at the end of 7 years of service.

In the case of a multiemployer plan, a participant's accrued b
efit derived from employer contributions is required to be lOO-p

cent vested no later than upon the participant's completion of

years of service. This exception applies only to employees cove:

by the plan pursuant to a collective bargaining agreement.
Prior to the Act, special vesting rules applied to class-year pla

A class-year plan was a profit-sharing, money purchase, or st<

bonus plan that provided for the separate vesting of emplo;
rights to employer contributions on a year-by-year basis. The mi
mum vesting requirements were satisfied under prior law if 1

plan provided that a participant's rights to amounts derived fr

employer contributions with respect to any plan year were noni
feitable not later than the close of the fifth plan year following i

plan year for which the contribution was made.
The imposition of the new vesting rules described above, incl

ing the repeal of class-year vesting, generally apply to plan yei

beginning after December 31, 1988, with respect to participa

who have at least 1 hour of service after the effective date.

Explanation of Provision

The repeal of class-year vesting was not intended to advers
affect the vesting status of any participant. To fulfill this inte

the bill provides a special rule applicable to plans that after Oc
ber 22, 1986, used class-year vesting. Whether a plan falls wit!

this category is to be determined without regard to any amej
ment adopted after October 22, 1986, eliminating class-year vesti:

Plans that fall within the above category are to apply a spec

rule to any employee that has an hour of service (1) before 1

adoption of any amendment eliminating class-year vesting, and
on or after the first day of the first plan year for which the repi

of class-year vesting is applicable to such employee with respect

the plan. Under this special rule, for the year described in (2) ab(

and any subsequent year, the employee's nonforfeitable right to 1

employee's accrued benefit derived from employer contributions

to be determined under the class-year vesting schedule that v

eliminated if such schedule would yield a larger nonforfeital

right than the new vesting schedule.
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, Application of nondiscrimination rules to integrated plans (sec.

111(g) of the bill, sec. 1111 of the Reform Act, and sees.

401(a)(5) and (1) of the Code)

Present Law

Under present law, a plan is not considered discriminatory

lerely because contributions or benefits of, or on behalf of, the em-
loyees under the plan favor highly compensated employees
irough permissible integration of the plan. In general, in the case

f a defined contribution plan, whether integration is permissible is

stermined by comparing contributions with respect to compensa-
on above the integration level with contributions with respect to

)mpensation up to the integration level. In the case of a defined

3nefit excess plan, the rules apply to benefits, rather than contri-

iitions, with respect to compensation above and below the integra-

on level.

In the case of a defined benefit excess plan, certain special tests

pply if the integration level is above covered compensation. For
lis purpose, the term "covered compensation" means, with respect

> an employee, the average of the taxable wage bases in effect for

ich year during the 35-year period ending with the year the em-
ioyee attains age 65, assuming no increase in such wage base for

sars after the current year and before the employee actually at-

dns age 65.

An integrated defined benefit plan is required to base benefits on
i^erage annual compensation.

Explanation of Provision

The bill clarifies that generally it is only employer-provided con-

ibutions and benefits that are taken into account in determining
hether the contributions or benefits with respect to compensation
t)ove and below the integration level satisfy the integration rules.

To fulfill Congressional intent to conform certain qualified plan
lies to the social security system, the bill modifies the definition

f "covered compensation," so that the references to age 65 are re-

laced by references to social security retirement age (sec.

15(b)(8)), which can be age 65, 66, or 67, depending on the date of

irth of the employee.
The bill also clarifies that "average annual compensation"
leans the participant's highest average annual compensation for

ny period of at least 3 consecutive years (or, if shorter, the partici-

ant's full period of service). Thus, defined benefit plans providing

enefits based on career average compensation are not prevented
•om integrating.
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5. Deflnitions of highly compensated employee and of line of busiij

ness (sec. lll(j) and (k) of the bill, sees. 1114 and 1115 of th(|

Reform Act, and sec. 414(q) and (r) of the Code) il

Present Law

Highly compensated employee

In general

In general, under present law, an employee, including a self-em-

ployed individual, is treated as highly compensated with respect to

a year if, at any time during the year or the preceding year, the
employee (1) was a 5-percent owner of the employer (as defined in^

sec. 416(i)); (2) received more than $75,000 in annual compensation-
from the employer; (3) received more than $50,000 in annual com-
pensation from the employer and was a member of the top-paid

group (generally, the top 20 percent by compensation) during the
j

same year, or (4) was an officer of the employer (generally, as de-
j

fined in sec. 416(i)). For purposes of this definition, the term "com-

1

pensation" means compensation as defined under section 415(c)(3) 1

plus certain elective contributions. 1

Treatment offamily members

Present law provides a special rule for the treatment of family
^

members of certain highly compensated employees. Under the spe-

cial rule, if an employee is a family member of either a 5-percent
^

owner or 1 of the top 10 highly compensated employees by compen-
\

sation, then any compensation paid to such family member and
any contributions or benefits under the plan on behalf of such
family member are aggregated with the compensation paid and
contributions or benefits on behalf of the 5-percent owner or the
highly compensated employee in the top 10 employees by compen-
sation. Therefore, such family member and employee are treated as
a single highly compensated employee.
An individual is considered a family member if, with respect to

an employee, the individual is a spouse, lineal ascendant or de-

scendant, or spouse of a lineal ascendant or descendant of the em-
ployee.

Even if a family member is excluded for purposes of determining
the number of employees in the top-paid group (as discussed below),

such family member is subject to the aggregation rule.

Top-paid group

The top-paid group of employees includes all employees who are
in the top 20 percent of the employer's workforce on the basis of
compensation paid during the year. For purposes of determining
the size of the top-paid group (but not for identifying the particular
employees in the top-paid group), the following employees are to be
excluded: (1) employees who have not completed 6 months of serv-
ice; (2) employees who normally work less than 17-1/2 hours per
week; (3) employees who normally work not more than 6 months
during any year; (4) except to the extent provided in regulations,
employees who are included in a unit of employees covered by a
collective bargaining agreement; (5) employees who have not at-
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ained age 21; and (6) employees who are nonresident aliens and
/ho receive no United States-source earned income. An example of

n instance in which it is appropriate to consider employees cov-

red by a collective bargaining agreement is the case in which the
ilan being tested is maintained pursuant to a collective bargaining
greement.
For purposes of this special rule, an employer may elect to apply
lumbers (1), (2), (3), and (5) above by substituting any shorter
eriod of service or lower age than is specified in (1), (2), (3), or (5),

s long as the employer applies the test uniformly for purposes of
etermining its top-paid group with respect to all its qualified

lans and employee benefit plans and for purposes of the line of

usiness or operating unit rules described below.

Officers

For purposes of the definition of highly compensated employee,
more than 50 employees (or, if lesser, the greater of 3 employees

r 10 percent of the employees) are to be treated as officers. This
ame limitation applies for purposes of determining key employees
nder section 416(i).

ine of business or operating unit rules

Generally, if an employer is treated as operating separate lines

f business or operating units for a year, the employer may apply
tie new coverage rules applicable to qualified plans and the new
ondiscrimination rules applicable to statutory employee benefit

lans separately to each separate line of business or operating unit
)r that year.

Under a special rule, a line of business or operating unit will not
e treated as separate unless it satisfies certain requirements, one
f which is that the line of business or operating unit have at least

employees.
In addition, an affiliated service group (within the meaning of

5C. 414(m)) may not be treated £is consisting of separate lines of

usiness or operating units. Because generally section 414(b) and (c)

pplies before section 414(m), a group that is treated as aggregated
nder section 414(b) and (c) is not treated as an affiliated service

roup even if such group also could have been aggregated under
action 414(m).

Explanation of Provision

Ughly compensated employees

Indexing

The bill provides that the $50,000 and $75,000 amounts are to be
djusted at the same time and in the same manner as the dollar

mit applicable to defined benefit plans (sec. 415(d)). Such adjust-

lents will prevent the definition of "highly compensated employ-
s'' from becoming inappropriate by virtue of inflation.

Nonresident aliens

In addition, under the bill, nonresident aliens who receive no
rnited States-source earned income from the employer are to be
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disregarded for all purposes in determining the identity of th(

highly compensated employees of the employer. This modificatior
will simplify the application of the rules and will prevent employ
ees who are disregarded for purposes of the nondiscriminatior
rules from affecting the identity of the highly compensated employ
ees.

Treatment offamily members

The bill clarifies the applicability of the special rule for familyjj

members of certain highly compensated employees. The rule gener-j

ally is to be used in appljdng any provision that refers to the defi-|

nition of highly compensated employee (e.g., sees. 89, 401(aX4),]

401(a)(5), 401(k), 401(1) (through sec. 401(a)(5)), 401(m), 403(b)(12) (by'

reference to 401(a)(4), etc.), 408(k), 410(b)). Thus, the special rule
does not apply for purposes of, for example, the limits on contribu-i

tions or benefits (sec. 415) or the $7,000 (indexed) limit on elective

deferrals (sec. 402(g)).

In addition, the bill provides the Secretary with regulatory au-|

thority to prevent the application of the special family member
|

rule to inappropriate, clearly unintended situations. This regula-
tory authority is only to be used, however, in a manner consistent
with the general policy underlying the family member rule, i.e.,

that, for purposes of all rules relating to nondiscrimination (or de-

ductibility), the members of the family constitute one economic
unit and thus are to be treated as one employee.
For example, assume employees A and B are married and both

work for the same employer. A's compensation is $150,000 for the
1990 plan year; she is one of the top 10 highly compensated em-
ployees (by compensation). B's compensation is $25,000. Assume
further that the employer maintains a money purchase pension
plan providing contributions of 10 percent of compensation. The
Secretary's regulatory authority could be exercised to prevent the
plan from allocating any more than $15,000 to A's account for the
1990 plan year. Thus, the Secretary could preclude the use of com-
pensation paid to one person to be used to provide allocations or
accruals to another person.
The bill also clarifies that the special family member rule applies

for purposes of the $200,000 limit on the amount of compensation
that may be taken into account under a qualified plan (for qualifi-

cation or deduction purposes) or under an employee benefit plan
(sees. 89, 401(a)(17), and 404(1)). (The special family member rule
does not apply, however, for purposes of the $200,000 limit that ap-
plies under section 416(d), but which was repealed generally for

years beginning after December 31, 1988.) However, for this pur-
pose, the definition of a family member is modified to refer only to

the employee's spouse and lineal descendants of the employee who
do not attain age 19 by the close of the year.
For example, assume that in 1988 employee A of employer X re-

ceives compensation (as defined under sec. 414(s)) of $275,000 and is

the highly compensated employee with the highest compensation
from X. A's spouse (B), adult child (C), and 17-year old child (D)

also are employees of X. B, C, and D receive $100,000, $225,000, and
$10,000 of compensation (as defined under sec. 414(s)), respectively.
X maintains a qualified cash or deferred arrangement (sec. 401(k))
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nder which A, B, C, and D are eligible. A, B, and C each defers
7,000 under the arrangement; D makes no deferral.

For purposes of applying the special nondiscrimination test appli-

able to the arrangement (sec. 401(k)(3)), A, B, C, and D are treated
s 1 employee. The compensation of this "1 aggregated employee"
1 determined as follows: A, B, and D are combined and limited to

200,000 (rather than the $385,000 they actually receive). The
200,000 limit applies separately to C because, under the special
efinition of a family member for purposes of the $200,000 limit, C
; not a family member of A, B, or D. Thus, the compensation
iken into account for the aggregated employee is $200,000 (for A,
, and D) plus $200,000 (for C) for a total of $400,000. The total de-
srrals for this aggregated employee are $21,000. Thus, for purposes
' applying the special nondiscrimination test to the cash or de-

!rred arrangement, A, B, C, and D are treated as a single employ-
i with a deferral percentage of $21,000/$400,000 or 5.25 percent,
ince the family aggregation rule does not apply for purposes of
le $7,313 limit ($7,000 indexed for 1988) on elective deferrals (sec.

)2(g)), none of the family members is considered to have exceeded
ich limit.

The bill further clarifies the application of the special family
lember rule to the integration rules under section 401(1). Al-
lough the special family member rule generally applies for pur-
)ses of section 401(1), it does not apply in determining the amount
' compensation below the plan's integration level except that the
ital of the compensation below the integration level is subject to

le $200,000 limit (sec. 401(a)(17)). Thus, for example, assume the
ime facts described in the above example, except that instead of
aintaining a qualified cash or deferred arrangement, X maintains
1 integrated, nonelective profit-sharing plan with an integration
vel of $45,000. Again, the compensation of the aggregated employ-
i is $400,000. Of that $400,000, a total of $145,000 is considered to
i below the integration level (i.e., $45,000 each attributable to A,
, and C, and $10,000 attributable to D).

Compensation

Although the definition of compensation used for purposes of de-
rmining highly compensated employees under section 414(q) gen-
•ally is based on the definition used under section 415(c)(3), it is

itended that the definitions vary in certain ways. First, it is not
tended that, for purposes of section 414(q), compensation be re-

lired to be determined on the basis of the plan's limitation year
ider section 415. Second, it is not intended that employers be per-
itted to use an employee's accrued compensation for purposes of
iction 414(q).

Officers

The employees who are excluded for purposes of determining the
ze of the top-paid group are to be excluded for purposes of deter-
ining the 10-percent limit on the number of officers. (As with re-

ject to the top-paid group, the excluded employees may be offi-

srs; they are only excluded for purposes of determining the limit
1 the number of officers.) This limit is to apply for purposes of de-
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termining highly compensated employees and key employees (sec,

416).

Line of business or operating unit rules '

Under the bill, the Secretary is to prescribe rules providing cer-

tain minimum standards regarding the age and service require-

ments that are to apply for purposes of determining which employ^
ees are taken into account in determining if a line of business or

J

operating unit may be treated as separate. (The standards are to'

apply, for example, for purposes of determining if a line of business,

or operating unit has 50 employees.) Under this authority, the Sec-!

retary could provide that, for such purpose, section 414(q)(8) is to be
applied without regard to the last sentence thereof, i.e., the em-,
ployer may not elect to reduce the age or service requirements
specified in the statute.

The primary purpose for this provision of the bill is to prevent;

the use of nominal age or service requirements to avoid the effect

of the requirement that, to be treated as separate, a line of busi-

ness or operating unit is required to have 50 employees.

6. Definition of compensation (sec. lll(k) of the bill, sec. 1115 of
the Reform Act, and sec. 414(s) of the Code)

Present Law

Under present law, except as otherwise provided, "compensa-
tion" is defined as compensation for services for an employer that
is includible in gross income (sec. 414(s)). The Secretary is to pre-

scribe regulations defining compensation for a self-employed indi-

vidual based on this definition applicable to common-law employ-
ees.

The employer may elect whether to include elective deferrals

(under sees. 125, 402(a)(8), 402(h), or 403(b)) as part of compensation.
In addition, the Secretary is directed to provide certain alternative
definitions of compensation that do not favor highly compensated
employees.
An employee who at any time during the plan year or any of the

4 preceding plan years is a 1-percent owner of the employer and
has annual compensation from the employer of more than $150,000
is a key employee.

Explanation of Provision

The bill modifies the general definition of compensation so that
generally it is the same one used (for employees or self-employed
individuals, whichever is applicable) for purposes of the limit on
contributions under a defined contribution plan (sec. 415(c)(3)). (The
bill does not affect the employer's right to elect to include elective

deferrals or the Secretary's authorization to provide alternative
definitions of compensation.) This provides greater uniformity, and
excludes certain items (such as deductible reimbursements of
moving expenses) that were not intended to be taken into account.
It is not the intent of the bill, however, to restrict future regulatory
modifications of the definition of compensation under section

415(c)(3).
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Although the general definition of compensation under section

414(s) is to be the same one used under section 415(c)(3), it is in-

tended that the definitions vary in certain ways. First, it is not in-

tended that, for purposes of section 414(s), the general definition of
compensation be required to be determined on the basis of the
plan's limitation year under section 415. Second, it is not intended
that the general definition of compensation under section 414(s) be
an employee's accrued compensation. Third, with respect to defined
contribution plans, the general definition of compensation for pur-
poses of section 414(s) is not to include amounts received while an
employee is not a participant.

The bill also clarifies that the definition of compensation provid-

ed in section 414(s) only applies to provisions that specifically refer

to it. Thus, for example, the definition does not apply for purposes
of the limits on deductions (sec. 404) or on contributions and bene-
fits (sec. 415).

Under the bill, for purposes of determining whether an employee
is a key employee by virtue of having annual compensation over
$150,000, compensation means compensation as defined in section

415(c)(3) plus elective deferrals under sections 125, 402(a)(8), 402(h),

and 403(b). This is the same definition used for purposes of deter-

mining whether an employee is highly compensated (sec. 414(q)(7)),

a determination that is similar to the determination of who is a
key employee. This provision of the bill applies to years beginning
after December 31, 1988.



C. Treatment of Distributions

1. Uniform minimum distribution rules (sec. lllA(a) of the bill,

sec. 1121 of the Reform Act, and sees. 402(a)(5), 402(e)(1)(B),

and 408(d)(3)(A) of the Code)

Present Law

Under present law, a uniform benefit commencement date and
required distribution rules are provided for benefits under all

qualified plans (sees. 401(a) and 403(a)), IRAs (sec. 408), tax-shel-

tered annuities (sec. 403(b)), and eligible deferred compensation
plans of State and local governments and tax-exempt employers
(sec. 457 plans).

The Act provided that if an employee is a 5-percent owner at the
time a qualified plan distribution is made, such distribution may
not be rolled over to a qualified plan or to a section 403(a) annuity
plan (sec. 402(a)(5)(F)(ii)). Such prohibition applied to distributions

made after October 22, 1986. A different part of the Act repealed
this rule for distributions made in years beginning after December
31, 1986. However, the Act did not repeal the provision that prohib-
ited a 5-percent owner from rolling over a qualified plan distribu-

tion into a conduit IRA and subsequently rolling the distribution

over into another qualified plan.

Explanation of Provision

The bill clarifies that a distribution from a qualified plan and
corresponding contribution to an IRA that results in any portion of
a distribution being excluded from gross income under the rollover
provisions is treated as a rollover distribution for purposes of the
IRA rollover provisions.

Also, under the bill, section 402(a)(5)(F)(ii), during the period in

which it applied, is not to apply to amounts attributable to benefits
accrued before January 1, 1985. Thus, to the extent that a qualified
plan distribution to a 5-percent owner is attributable to benefits ac-

crued before January 1, 1985, section 402(a)(5)(F)(ii) during its

period of application does not prohibit such distribution from being
rolled over to a qualified plan or to an annuity plan.

In addition, the bill deletes the IRA rollover restriction under
which certain distributions from IRAs with respect to 5-percent
owners are not treated as rollover distributions for purposes of the
IRA rules. This provision is effective for rollover distributions
made in taxable years beginning after December 31, 1986. Thus,
the bill clarifies that, as is the case with other taxpayers, 5-percent
owners may roll over a qualified plan distribution into an IRA and
subsequently roll the amount distributed from the IRA into an-
other qualified plan. Different rules for 5-percent owners and other
taxpayers are no longer necessary under the Act because all distri-

(162)
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butions from qualified plans are generally subject to the early

withdrawal tax formerly applicable only to distributions to 5-per-

cent owners.
Further, the bill provides that, notwithstanding any other provi-

sion of law, a plan or contract is permitted (except as provided in

regulations prescribed by the Secretary) to incorporate by reference

the uniform benefit commencement date and the required distribu-

tion rules for qualified plans (sec. 401(a)(9)).

It is further intended that an employee who has not retired from
an employer prior to 1989, but has attained age 70-1/2 prior to

1989, is considered to have attained age 70-1/2 in 1989 for purposes
of determining the new uniform benefit commencement date with
respect to a plan maintained by the employer.

2. Tax treatment of distributions (sec. lllA(b) of the bill, sec. 1122
of the Reform Act, and sees. 72, 402, and 414 of the Code)

The Act generally (1) phased out long-term capital gains treat-

ment over 6 years (except for certain grandfathered individuals); (2)

eliminated 10-year forward averaging (except for certain grandfa-
thered individuals) and allowed 5-year forward averaging under
more limited circumstances; (3) modified the prior-law basis recov-

ery rules for amounts distributed prior to a participant's annuity
starting date; (4) repealed the special 3-year basis recovery rule; (5)

modified the general basis recovery rules for distributions from an
annuity; (6) provided basis recovery rules for distributions from an
IRA when an individual has made nondeductible IRA distributions;

(7) repealed the constructive receipt rule for tax-sheltered annu-
ities; and (8) modified the rules relating to rollovers of partial dis-

tributions.

a. Basis recovery rules

Present Law

The Act modified the basis recovery rules applicable to distribu-

tions from plans to which after-tax employee distributions have
been made by (1) eliminating the 3-year basis recovery rule for dis-

tributions on or after the annuity starting date, and (2) requiring,

with respect to distributions prior to the annuity starting date,

that basis be recovered on a pro rata basis.

Further, present law limits the total amount that an employee
may exclude from income as a recovery of basis to the total

amount of the employee's basis. If benefits cease prior to the date
the basis has been fully recovered, the amount of unrecovered basis

is allowed as a deduction to the annuitant for his or her last t£ix-

able year. These modifications of the basis recovery rules are effec-

tive with respect to an individual whose annuity starting date is

after July 1, 1986.

Under the Act, employee contributions to a defined contribution
plan (and the income attributable thereto) may be treated as a sep-

arate contract for purposes of the basis recovery rules.

Under present law, a special basis recovery rule applies with re-

spect to a plan substantially all the contributions to which are em-
ployee contributions (sec. 72(e)(7)). Under this special rule, distribu-
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tions from such a plan are treated first as a return of taxable
amounts under the plan.

Explanation of Provision

The bill provides that if employee contributions (and the income
attributable thereto) under a defined benefit plan are credited to a
separate account that generally is treated as a defined contribution
plan (sec. 414(k)), then such separate account is also treated as a
defined contribution plan for purposes of the basis recovery rules.

The bill clarifies that this separate contract treatment applies
without regard to whether the distribution is received as an annu-
ity.

The bill repeals the special basis recovery rules that apply in the
case of a plan substantially all of the contributions to which are
employee contributions.

The bill clarifies that transfers from one contract (as defined
under sec. 72) to another contract are to be treated as consisting of
a pro rata amount of income and basis in the same manner as if

the transfer had been a distribution prior to the annuity starting
date. This rule applies to transfers in any form, such as plan divi-

sions, mergers, etc.

The bill provides that the effective date of the provision allowing
a deduction in the last taxable year of the annuitant for unrecov-
ered basis is effective for individuals whose annuity starting date is

after July 1, 1986. Thus, in the case of an individual whose annuity
starting date is after July 1, 1986, and before January 1, 1987, the
rule limiting the amount of basis recovered does not apply, but the
rule providing a deduction at death for unrecovered basis does
apply. This rule is provided because it would be unfair to deny indi-

viduals who lost the benefit of the 3-year basis recovery rule the
benefit of the deduction for unrecovered basis at death.
The bill provides a special rule with respect to plans maintained

by a State that, on May 5, 1986, provided for withdrawals by the
employee of employee contributions (other than as an annuity). In
the case of such plans, the modifications in the basis recovery rules
for distributions prior to the annuity starting date apply only to
the extent that the amount distributed exceeds the employee's
basis as of December 31, 1986. In addition, amounts received (other
than as an annuity) before or with the first annuity payment are
treated as having been recovered before the annuity starting date.

b. Rollovers

Present Law

The Act modified the rules relating to rollovers of partial distri-

butions. Under the Act, partial distributions may be rolled over
only if the distribution would satisfy the requirements for a lump-
sum distribution and if the distribution is made on account of the
death of the employee, the employee's separation from service, or is

made after the employee has become disabled. The rule aggregat-
ing plans of the same kind applies for purposes of determining
whether the amount distributed constitutes 50 percent of the bal-

ance to the credit of an employee (sec. 402(e)(4)(C)).
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The Act contained a special rule permitting certain amounts de-
posited in certain financially distressed financial institutions to be
rolled over notwithstanding that the rollover does not occur within
60 days of the date of the original distribution. Under this rule, the
60-day period does not include periods while the deposit is frozen.

In addition, the individual has a minimum of 10 days after the re-

lease of the frozen deposit to complete the rollover.

The Act also provided that distributions from an ESOP made
pursuant to the diversification requirements applicable to ESOPs
(added by the Act) are treated as partial distributions eligible for

rollover treatment.

Explanation of Provision

The bill repeals the provisions of the 1986 Act relating to roll-

overs of partial distributions, other than the rule permitting distri-

butions made to satisfy the diversification requirements to be
rolled over. Thus, under the bill, as under the law prior to the 1986
Act, a partial distribution may be rolled over only if (1) the distri-

bution equals at least 50 percent of the balance to the credit of the
employee in the plan (determined immediately before such distri-

bution and without aggregating plans of the same type), (2) with re-

spect to distributions after March 31, 1988, the distribution is not
one of a series of periodic payments, and (3) the employee elects
rollover treatment (in accordance with regulations). The bill rein-
states the pre-1986 Act requirements because the provisions in the
Act, particularly the rule aggregating plans of the same type,
unduly restricted the situations in which partial distributions could
be rolled over. In addition, the bill provides that a partial distribu-
tion may be rolled over only if the distribution is made (1) on ac-
count of the employee's death, (2) on account of the employee's sep-
aration from service, or (3) after the employee has become disabled
(within the meaning of sec. 72(m)(7)).

It is intended that, for purposes of the rule denying rollover
treatment in the case of a distribution that is part of a series of
periodic payments, the mere fact that payments to an employee are
made in more than one taxable year does not automatically mean
that they constitute a series of periodic payments. For example, it

is not uncommon for an employer to make a lump-sum distribution
to an employee in one taxable year and discover a calculation error
in the following taxable year that requires another distribution to
the employee. It is further intended, under these circumstances,
that the first distribution is to be treated as a lump-sum distribu-
tion (as under present law) and the second distribution is to be
treated as a partial distribution eligible for rollover treatment. The
partial distribution rollover rules were originally enacted because
of employer errors in calculating the lump-sum distributions to
which employees are entitled and it is expected that the Secre-
tary's interpretation of the rules will be consistent with this intent.
The bill retains the rule permitting rollover of a distribution

made to satisfy the diversification requirements (sec. 401(a)(28)) if

an employee elects such treatment and provides that if amounts
are rolled over pursuant to these rules an employee is not prohibit-
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ed from electing income averaging for a subsequent lump-sum dis-

tribution.

The bill clarifies that the special rule for frozen deposits applies
only to amounts that are frozen within 60 days of the date that the
amounts are distributed from the plan.

c. Net unrealized appreciation

Present Law

Under present law, to the extent provided by the Secretary, a
taxpayer may elect to waive the special treatment of net unreal-
ized appreciation in employer securities with respect to a lump-sum
distribution prior to the time the distribution is received.

Explanation of Provision

Under the bill, the election to waive net unrealized appreciation
treatment with respect to a lump-sum distribution is to be made on
the tax return on which the distribution is required to be included
in gross income if the special treatment is waived. This change is

designed to give tsixpayers more time to determine whether or not
they should make the election. An election to waive the special

treatment of net unrealized appreciation does not preclude an elec-

tion for income averaging.

d. Income averaging and long-term capital gains treatment

Present Law

The Act generally repealed 10-year forward averaging, phased
out pre-1974 capital gains treatment over a 6-year period, and
made 5-year forward averaging (calculated in the same manner as
10-year averaging under prior law) available for 1 lump-sum distri-

bution with respect to an employee on or after the taxpayer attains
age 59-1/2.

In addition, the Act provided a special transition rule under
which an individual who had attained age 50 by January 1, 1986, is

entitled to make 1 election to use 5-year averaging (under the new
tax rates) or 10-year averaging (under the prior-law tax rates) with
respect to a single lump-sum distribution. Similarly, such a grand-
fathered individual could elect capital gains treatment with respect
to a lump-sum distribution without regard to the 6-year phaseout
of capital gains treatment. Under this special capital gains elec-

tion, the portion of a lump-sum distribution entitled to capital

gains treatment is taxed at a rate of 20 percent, regardless of the
maximum effective capital gains rate under prior law.
Under prior law, the amount subject to tax under the income

averaging rule was calculated by adding in the zero bracket
amount. This addition was eliminated by the Act because the zero
bracket amount is eliminated generally.

Explanation of Provision

The bill clarifies that a 5-year averaging election may be made
by an individual, trust, or estate for a lump-sum distribution re-

ceived with respect to an employee who had attained age 59-1/2. In
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addition, the bill provides that an income averaging election or
election of long-term capital gains treatment under the special
transition rules may be made by any individual, trust, or estate
with respect to an employee who had attained age 50 by January 1,

1986.

The bill also clarifies that, for purposes of 5-year income averag-
ing, the phaseout of the 15-percent bracket applies.

Further, under the bill, the election under the special transition
rule of 10-year averaging (under the prior-law tax rates) is to take
into account the prior-law zero bracket amount. This change is

needed to preserve the prior-law treatment for persons who elect

the grandfather rule.

The bill clarifies that a capital gains election made under either
of the special transition rules is treated as an income averaging
election (within the meaning of sec. 402(e)(4)(B)) for all purposes
under the Code (including, for example, sec. 4980A relating to the
15-percent tax on excess distributions).

The bill also provides that a distribution made to satisfy the di-

versification requirements (sec. 401(a)(28)) will not affect whether a
subsequent distribution qualifies as a lump sum distribution eligi-

ble for averaging.

3. Additional income tax on early withdrawals (sec. lllA(c) of the
bill, sec. 1123 of the Reform Act, and sec. 72 of the Code)

The Act (1) modified the withdrawal restrictions applicable to

qualified cash or deferred arrangements, tax-sheltered annuities,
and tax-sheltered custodial accounts, and (2) imposed a 10-percent
additional income tax on certain early withdrawals from qualified
retirement plans.

A qualified retirement plan is defined to include (Da qualified
plan (sec. 401(a)), (2) a qualified annuity plan (sec. 403(a)), (3) a tax-
sheltered annuity or custodial account (sec. 403(b)), or (4) an indi-

vidual retirement arrangement (IRA) (sec. 408).

a. Early retirement exception

Present Law

Under the Act, the additional income tax on early withdrawals
does not apply to distributions that are made to an employee after
separation from service on account of early retirement under the
plan after attainment of age 55. This exception does not apply to
distributions from an IRA.

In all cases, the exception applies only if the participant has at-

tained age 55 on or before separation from service. Thus, for exam-
ple, the exception does not apply to a participant who separates
from service at age 52 and begins receiving benefits at or after age
55,

Explanation of Provision

The bill modifies the early retirement exception to apply in any
case in which an employee receives a distribution on account of
separation from service after attainment of age 55, rather than re-

quiring an early retirement under the plan. The intent of this pro-
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vision is to eliminate what is considered a requirement that has
little substantive effect, but could require plan amendment.
The modified early retirement exception continues to apply if the

employee returns to work for the same employer (or for a different
employer) as long as the employee did, in fact, separate from serv-
ice before the plan distribution. Of course, any short-term separa-
tion is to be closely scrutinized to determine if it is a bona fide, in-

definite separation from service that would qualify for this excep-
tion to the early withdrawal tax.

As under present law, this exception does not apply to IRA dis-

tributions.

b. Exception for distributions from ESOPs

Present Law

Under present law, certain distributions from an employee stock
ownership plan (ESOP) are exempt from the additional income tax
on early withdrawals. Under the Act, this exception applies to the
extent that, on average, a majority of assets in the plan have been
invested in employer securities for the 5-plan year period preceding
the plan year in which the distribution is made and the exception
does not apply to any distribution attributable to assets that have
not been invested in employer securities at all times during such 5-

plan year period.

Explanation of Provision

The bill modifies the ESOP exception to the additional income
tax on early withdrawals to provide that the exception is available
to the extent that a distribution from an ESOP is attributable to

assets that have been invested, at all times, in employer securities
(as defined in sec. 409(1)) that satisfy the requirements of sections
409 and 401(a)(28) for the 5-plan year period immediately preceding
the plan year in which the distribution occurs. Employer securities
that are transferred to an ESOP from another plan are also eligi-

ble for the exception to the early withdrawal tax as long as the
holding period requirement is satisfied with respect to such em-
ployer securities taking into account the time such employer secu-
rities were held in the other plan.
For example, assume that employer securities that were trans-

ferred from a profit-sharing plan are held in an ESOP for the 1-

plan year period immediately preceding the plan year in which the
distribution is made. If the profit-sharing plan met the require-
ments of sections 401(a)(28) and 409 with respect to the employer
securities for the 4-plan year period immediately prior to the trans-
fer to the ESOP, then the holding period requirement is satisfied.

On the other hand, if the profit-sharing plan did not satisfy sec-

tions 401(a)(28) and 409 with respect to the transferred securities,

the holding period requirement would not be satisfied and the ex-
ception to the early withdrawal tax does not apply to the trans-
ferred amounts. The bill clarifies that the employer securities are
not required to be subject to the requirements of sections 401(a)(28)
and 409 prior to the time those requirements are effective (i.e.,
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stock acquired after December 31, 1986, in the case of sec.

401(a)(28)).

These changes are designed to ensure that the ESOP exception

only applies with respect to employer securities that are subject to

the section 401(a)(28) and section 409 rules applicable to ESOPs.
Under the bill, an ESOP includes both an ESOP described in sec-

tion 4975(e)(7) and a tax-credit ESOP (within the meaning of sec.

409).

c. Exceptions not applicable to IRAs

Present Law

Under present law, certain exceptions to the additional income
tax on early withdrawals are not applicable to distributions from
IRAs. These exceptions include the early retirement, medical ex-

pense, and ESOP exceptions. The exception for distributions pursu-

ant to a qualified domestic relations order applies to an IRA only
to the extent the IRA is subject to the rules relating to qualified

domestic relations orders.

Explanation of Provision

Because the rules relating to qualified domestic relations orders

do not apply to IRAs, the bill clarifies that the exception to the
early withdrawal tax in the case of distributions pursuant to a
qualified domestic relations order does not apply to IRA distribu-

tions. This is consistent with the pre-Act law applicable to IRAs.

d. Deferred annuity contracts

Present Law

Under present law, early withdrawals from a deferred annuity
contract generally are subject to a 10-percent additional income tax
in the same manner as early withdrawals from a qualified plan.

Certain exceptions to the 10-percent early withdrawal tax are
provided. An exception is provided for a distribution that is part of

a series of substantially equal periodic payments (not less frequent-
ly than annually) made over the life or life expectancy of the tax-

payer or the lives or life expectancies of the taxpayer and the tax-

payer's beneficiary.
If distributions to an individual are not subject to the tax be-

cause of application of the substantially equal payment exception,
the tax will nevertheless be imposed if the employee changes the
distribution method prior to age 59-1/2 to a method that does not
qualify for the exception. The additional tax will be imposed in the
first taxable year in which the modification is made and will be
equal to the tax (as determined under regulations) that would have
been imposed had the exception not applied.

In addition, the recapture tax will apply if an employee does not
receive payments under a method that qualifies for the exception
for at least 5 years, even if the method of distribution is modified
after the employee attains age 59-1/2. Thus, for example, if an em-
ployee begins receiving pajnnents in substantially equal install-

ments at age 56, and alters the distribution method to a form that
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does not qualify for the exception prior to attainment of age 61, the
additional tax will be imposed on amounts distributed prior to age
59-1/2 as if the exception had not applied. The additional tax will

not be imposed on amounts distributed after attainment of age 59-

1/2.

The modifications to the additional income tax on early with-
drawals under a deferred annuity apply to all distributions made
under the annuity in taxable years beginning after December 31,

1986.

Explanation of Provision

The bill clarifies that the substantially equal payment exception
and the recapture tax for distributions in violation of the substan-
tially equal payment exception are not limited to distributions to

employees under an employer-maintained pension plan. Rather,
the exception and recapture tax apply to all distributions under a
deferred annuity whether or not received by an individual with re-

spect to the individual's status as an employee.
Further, the bill clarifies that the additional income tax applica-

ble to early withdrawal from a deferred annuity (sec. 72(q)) does
not apply if a distribution is otherwise subject to the early with-
drawal rules for qualified plans (sec. 72(t)), whether or not an ex-

ception to the additional income tax on early withdrawals from a
qualified plan applies under section 72(t)(2).

The bill modifies the effective date of the provision relating to

the additional income tax on early withdrawals under a deferred
annuity so that the changes in the early withdrawal tax do not
apply to any distribution under an annuity contract if (1) as of
March 1, 1986, payments were being made under such contract
pursuant to a written election providing a specific schedule for the
distribution of the taxpayer's interest in such contract, and (2) such
distribution is made pursuant to such written election.

e. Substantially equal payment exception

Present Law

Under present law, an exception to the 10-percent additional
income tax on early withdrawals from a qualified plan or deferred
annuity is provided for a distribution that is part of a series of sub-
stantially equal periodic payments made (not less frequently than
annually) over the life or life expectancy of the taxpayer or the
lives or life expectancies of the taxpayer and the taxpayer's benefi-

ciary.

Explanation of Provision

The bill provides that the substantially equal payment exception
is available only if the beneficiary whose life or life expectancy is

taken into account in determining whether the exception is satis-

fied is a designated beneficiary of the individual. For this purpose,
rules similar to those applicable under section 401(a)(9) are to

apply.
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f. Qualifled voluntary employee contributions

Present Law

Under prior law, an employee who was a participant in a quali-

fied plan, tax-sheltered annuity program, or government plan was
allowed a deduction for qualified voluntary employee contributions
(QVECs) made by or on behalf of the employee to the plan. The Act
repealed the deduction allowed for QVECs, but permitted contribu-
tions that had been made prior to repeal to continue to be held
under the plan.

Under present law, in addition to the additional income tax on
early withdrawals under qualified plans (sec. 72(t)), a 10-percent ad-
ditional income tax is also imposed on early withdrawals of QVECs
(sec. 72(0)).

Explanation of Provision

In order to prevent the imposition of two 10-percent early with-
drawal taxes on distributions attributable to QVECs, the bill re-

peals the 10-percent early withdrawal tax applicable only to
QVECs. Thus, distributions from QVECs are treated as distribu-
tions from a qualified plan for purposes of the 10-percent additional
income tax on early withdrawals and are eligible for any of the ap-
plicable exceptions otherwise available for distributions from quali-
fied plans.

g. Tax-sheltered annuities

Present Law

The Act provided that the withdrawal restrictions applicable to
tax-sheltered custodial accounts generally were extended to elective
deferrals and earnings on elective deferrals under other tax-shel-
tered annuities. Under these rules, distributions from elective de-
ferrals and earnings on elective deferrals under a tax-sheltered an-
nuity are prohibited unless the withdrawal is made on account of
death, disability, separation from service, or attainment of age 59-

1/2. In addition, withdrawals on account of hardship from a tax-
sheltered annuity or custodial account are permitted only to the
extent of the contributions made pursuant to a salary reduction
agreement (but not earnings on those contributions).
Under the Act, the provisions restricting distributions attributa-

ble to elective deferrals (and earnings thereon) under a tax-shel-
tered annuity are effective for taxable years beginning after De-
cember 31, 1988.

Explanation of Provision

The bill provides that the distribution restrictions added by the
Act with respect to tax-sheltered annuities are effective for years
beginning after December 31, 1988, but only with respect to distri-

butions from such tax-sheltered annuities that are attributable to
assets that were not held as of the close of the last year beginning
before January 1, 1989. Thus, the new rules apply to contributions
made in years beginning after December 31, 1988, and to earnings
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ginning before January 1, 1989.

h. Involuntary caHhoutH under a qualified plan

Prenenl Law

Under prcHent law, a pension plan may immediately distribute

the present value of an employee's benefit under the plan if the
employee separat<is from service with the employer and the present
value of the; benefit does not exceed $.'{,f>00. It was unclear under
the Act whether the 10-percent additional income tax on early

withdrawals under a qualified plan applies in the case of such in-

voluntary cashouts of benefits.

Kxplanalion of ProviHion

The bill clarifies that the additional income tax on early with-

drawals under a qualified plan is to apply in the case of an invol-

untary cfishout under section 41HaXllJ or 417(e). Of course, the
early withdrawal tax does not apply if the amount of the benefit

paid to an employee is rolled over to another qualified plan or an
IRA.

1. Transition rule (hcc. lllA(d) of the bill and sec. 1121 of the
lU'form Act)

Prenenl Law

Under the Act, a special transition rule was provided in the case

of employees who separattid from service during 1980. In the case
of such an employee, if th(; employee received a lump-sum distribu-

tion before March Hi, 1987, on account of the separation from serv-

ice, then thr; employee could treat the lump-sum distribution as re-

ceived in 198(1 for all purposes. Thus, the lumf>-sum distribution is

includible in income; in 198(1 and, assuming the employee is other-

wise eligible, the employee can elect lO-year income averaging with
resfHict to the lumf>-sum distribution.

I'Jxplanalion of Provinion

Under the bill, the; special transition rule is amended to apply in

the case of an (smployee who dies, separates from service, or be-

comes disabled at any time before 1987, including years prior to

198(). In the case of such an employee, if an individual, trust, or
estate.' receives a lump-sum distribution with respect te> the employ-
ee afteir I)e;cember 'M, 198(), and before March KJ, 1987, on account
of the emplejye;e's de;ath, separation from service, or disability, then
the individual, trust, or e^state may treat the distribution as if it

was received in 1!)8() for all purposes under the Cejde. This restruc-

turing of the rule is intended to make it clear that (1) an individ-

ual, trust, or e'state; may elect the transition rule with respect to a
lump-sum distribution received for an emple>ye;e who ejtherwise

would qualify for the transition rule and (2) a separation fre)m serv-

ice on account of death or disability is also a separation from serv-

ice for purposes of the transition rule.
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The bill also clarifies that, for purposes of the transition rule, the
5-yearH-of-participation retiuirenient (sec. '1()li(eH4)(H)) and the elec-

tion requirement (sec. 4()2(e)(4)(B)) applicable to lump-suni distribu-

tions do not apply.

5. Loans from qualified phinn (hoc. inA(h) of the bill, nee. 1134 of
the Reform Act, and hoc. 72(p) of the ('ode)

Pri'Hvnt Law

Under present law, an individual is j)ertnitied to borrow from a

qualified plan in which the individual participates (i\iu\ to use his

or her accrued benefit as security for the loan) if certain require-

ments are satisfied.

Subject to certain exceptions, a loan to a plan participant is

treated as a taxable distribution ol plan benefits under prescMit

law.

Present law provides for the disallowance of the deduct ion for in-

terest paid on a loan from a (|ualili(>d plan by (1) all employees on
loans secured by elective def(«rrals (or the income attributable

thereto) under a qualified cash or deterred arranj^ement or inx-

sheltered annuity or custodial account, and (2) key i'mployees with
respect to loans from any (|ualifie(l plan or tax-sheltered nruniity or

custodial account.

Explanation of Provinion

Present law does not expressly pn^scribe the period during which
the interest dtHluction disallowance rule applies. Therefore, the bill

clarifies th<» pt^riod during which the interest deduction disallow-

ance rule appli<\s to include the period (I) on or alter the first day
on which the individual to whom a loan is made is a key employ<*e
or (2) the loan is secured by clcdivr deferrals under a (lualilicd

cash or dt^ferred arranf^enu'nt or (ax sheltered anmiily or custodial

account.



D. Limits on Tax Deferral Under QualiHed Plans

1. Overall limits on contributions and benefits under qualiHed
plans (sec. 111(d) of the bill, sec. 1106 of the Reform Act, and
sees. 404 and 415 of the Code)

The Act revised the overall limits on contributions and benefits

under qualified plans, tax-sheltered annuity programs, and SEPs.
In addition, the Act (1) provides special rules with respect to plans
of governmental employers and tax-exempt employers, (2) permit-
ted a defined benefit pension plan to maintain a qualified cost-of-

living arrangement under which employer and employee contribu-

tions may be applied to provide cost-of-living increases to the pri-

mary retirement benefit under the plan, (3) imposed a limit on the
amount of compensation that may be taken into account for deduc-
tion purposes, and (4) modified the rules relating to the phasein of

the limits on annual benefits under a defined benefit pension plan.

a. Includible compensation

Present Law

Under present law, not more than $200,000 of compensation of
an employee may be taken into account under a qualified plan.

This $200,000 limit on includible compensation applies for most
purposes under the Code, including the provisions relating to non-
discrimination requirements and to deductibility. Consequently, no
more than $200,000 of an employee's compensation for a year may
be taken into account in computing deductions for plan contribu-

tions.

This $200,000 limit is to be adjusted, beginning in 1990, for post-

1988 cost-of-living increases at the time and in the manner provid-

ed for the adjustment of the limits on annual benefits under a
qualified defined benefit pension plan (sec. 415(d)).

Explanation of Provision

Under the bill, increases in the $200,000 limit on includible com-
pensation may not be taken into account before they occur in de-

termining the deduction limit for contributions to a qualified plan.

Similarly, such increases may not be taken into account before
they occur in calculating the full funding limitation (as determined
under sec. 412).

Further, the bill makes it clear that the $200,000 cap on includ-

ible compensation does not apply, under present law, in the case of
an employer's deduction for benefits provided under a nonqualified
deferred compensation plan.

(174)
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b. Eligibility to receive maximum beneflts

Present Law

Under the Act, a reduced dollar limit applies to participants who
have completed fewer than 10 years of participation in a defined

benefit pension plan (sec. 415(b)(5)). With respect to such partici-

pants, the dollar limit is determined by multiplying the otherwise
applicable dollar limit by a fraction. The numerator of the fraction

is the number of years (including a fractional year) of participation

in the plan completed by the employee. The denominator of the

fraction is 10.

The Act provides that, to the extent provided in regulations, the
reduction based on years of participation is to be applied separately

with respect to each change in the benefit structure of a plan by a
plan amendment or otherwise as if such change is a new plan.

Such regulations are to take into account whether the change is a
benefit improvement or reduction. The phasein for each change in

benefit structure begins on the date a plan amendment creating

the change is effective.

A separate phase-in rule applies to the 100-percent of compensa-
tion limit (sec. 415(b)(1)(B)) and to the $10,000 limit on de minimis
benefits (sec. 415(b)(4)). Under this rule, those limits are phased in

on the basis of years of service rather than years of participation.

Explanation of Provision

The bill clarifies that the rule requiring separate phaseins for

each change in benefit structure under a plan does not apply in the

case of the phasein of the 100 percent of compensation limit or the
$10,000 limit on de minimis benefits.

The bill further provides that, for purposes of the combined limit

on contributions and benefits (sec. 415(e)), the dollar limit on bene-
fits under a defined benefit pension plan is to be phased in over 10

years of service, rather than 10 years of participation. Correspond-
ingly, the rule requiring a separate phasein for each change in ben-
efit structure does not apply for purposes of the combined limit.

c. QualiHed cost-of-living arrangements

Present Law

In general

The Act permitted a defined benefit pension plan to maintain a
qualified cost-of-living arrangement under which employer and em-
ployee contributions may be applied to provide cost-of-living in-

creases to the primary benefit under the plan. If the arrangement
is qualified, then an employee contribution under the arrangement
is not to be treated as an annual addition in appljdng the separate
limit on annual additions under defined contribution plans (sec.

415(c)), but is to be treated as an annual addition for purposes of

applying the combined plan limit (sec. 415(e)). Further, under a
qualified arrangement, the benefit attributable to an employee's
contribution is to be treated as a benefit derived from employer
contributions for purposes of applying the limit on annual benefits
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(sec. 415(b)). Under the Act, a qualified cost-of-living arrangement
is required to comply with the dollar limits, election procedures,
and nondiscrimination requirements of the Act.

Limit requirement

A qualified cost-of-living arrangement satisfies the limit require-

ment provided by the Act if it (1) limits cost-of-living adjustments
to those cost-of-living increases occurring after the annuity starting
date, and (2) bases the cost-of-living adjustment on average cost-of-

living increases determined by reference to 1 or more indices pre-

scribed by the Secretary, except that the plan can provide a mini-
mum increase for each year of 3 percent of the original retirement
benefit. It was unclear, under the Act, whether a plan could pro-

vide for a minimum increase for each year of 3 percent of the re-

tirement benefit as adjusted under the cost-of-living arrangement
in prior years.

Election requirement

A qualified cost-of-living arrangement meets the election require-

ments if it provides that participation in the qualified cost-of-living

arrangement is elective and permits participants to make an elec-

tion in (1) the year in which the participant attains the age at

which retirement benefits are first available under the defined ben-
efit pension plan; (2) the year in which the participant separates
from service; or (3) both such years.

Explanation of Provision

Limit requirement

The bill clarifies that a plan will not fail to satisfy the limit re-

quirement if it provides for a minimum increase for each year of 3

percent of the retirement benefit (determined without regard to the
current year's increase). Thus, the minimum increase may be 3

percent of the retirement benefit as adjusted under the cost-of-

living arrangement in prior years.

Election requirement

Under the bill, a plan may permit participants to make an elec-

tion under the qualified cost-of-living arrangement during any
year, as long as the plan permits elections to be made at least in

the year in which the participant (1) attains the earliest retirement
age under the defined benefit pension plan (determined without
regard to any requirement of separation from service), or (2) sepa-
rates from service.

d. Computation of combined limit

Present Law

Under a transition rule of the Act, in the case of a plan that sat-

isfied the requirements of the overall limits on contributions and
benefits (sec. 415) for its last year beginning before January 1, 1987,
TreEisury regulations are to provide for the determination of an
amount that is to be subtracted from the numerator of the defined
contribution fraction so that the sum of the defined benefit plan
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fraction and the defined contribution plan fraction (sec. 415(e)(1))

does not exceed 1.0 for such year. This amount to be subtracted is

not to exceed the numerator of the fraction.

Explanation of Provision

The bill clarifies that the adjustment to the sum of the defined

benefit plan fraction and the defined contribution fraction so that

such sum does not exceed 1.0 for purposes of this transition rule is

determined as if the new rules were in effect for the last year be-

ginning before January 1, 1987.

2. Deduction limits for qualified plans (sec. lllA(e) of the bill,

sec. 1131 of the Reform Act, and sec. 4972 of the Code)

Present Law

In general

Under present law, a 10-percent nondeductible excise tax is im-

posed on nondeductible contributions to a qualified plan (sees.

401(a) and 403(a)) or simplified employee pension (SEP) (sec. 408(k)).

Amount of nondeductible contributions

The contributions to a plan that are subject to the excise tax on
nondeductible contributions are (1) the amounts contributed to a
qualified employer plan by the employer for the taxable year in

excess of the amount allowable as a deduction for the taxable year,

plus (2) the unapplied amounts in the preceding taxable year. The
unapplied amounts in the preceding taxable year are the amounts
subject to the excise tax in the preceding year reduced by the sum
of (1) the portion of the amounts that are returned to the employer
during the taxable year, and (2) the portion of such unapplied
amounts that are deductible during the current taxable year.

Time for determination of nondeductible contributions

Nondeductible contributions for a year are determined as of the
close of the employer's taxable year. A contribution made on ac-

count of a year that is made after the close of the year is to be
taken into account in determining the level of excess contributions

for the year with respect to which the contribution is made.

Nondeductible contributions to underfunded plans

Under the Act, the excise tax on nondeductible contributions ap-

plies to nondeductible contributions to underfunded plans.

Definition of employer

The excise tax on nondeductible contributions is imposed on the
employer. Under present law, in the case of a plan that provides
contributions or benefits for employees some or all of whom are
self-employed individuals (sec. 401(c)(1)), an individual who owns
the entire interest in an unincorporated trade or business is treat-

ed as the employer. Also, under present law, a partnership is to be
treated as the employer of each partner who is considered to be an
employee (sec. 401(c)(1)).

P.'i-LLL n
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Under the Act, an employer tj whom the excise tax on nonde
ductible contributions appUes includes an employer that is a tax

exempt organization.

Combinations ofpension and other plans

Under present law, if an employer contributes to 1 or more quali

fied defined contribution plans (i.e., 1 or more qualified money pur
chase pension plans, profit-sharing plans, or stock bonus plans) anc

1 or more qualified defined benefit pension plans for a taxable

year, then the amount deductible in that taxable year (under sec

404(a)(7)) is not to exceed the greater of (1) 25 percent of the com
pensation otherwise paid or accrued during the taxable year to the

employees who benefit under the plans, or (2) the amount of contri

butions made to or under the defined benefit pension plan or plans

to the extent necessary to meet the minimum funding standard foi

that plan (sec. 412).

Present law coordinates the deduction limits for employer contri

butions to a simplified employee pension (SEP) with the deductior

limit applicable to profit-sharing or stock bonus plans.

Explanation of Provision

Amount of nondeductible contributions

Under the bill, the definition of nondeductible contributions in

eludes, for purposes of the excise tax, contributions allocable to th(

purchase of life, accident, health, or other insurance on behalf of i

self-employed individual, but only to the extent that the contribu

tions would be nondeductible without regard to the special rule

limiting deductions for such contributions (sec. 404(e)).

The bill clarifies that the amount allowable as a deduction (with

out regard to sec. 404(e)) for any taxable year is treated as coming
first from carryforwards to the taxable year from preceding taxable

years (in order of time) and then from employer contributions

made during the taxable year.

Further, under the bill, the unapplied amounts in the preceding

taxable year do not include nondeductible contributions made foi

years prior to the effective date of the excise tax on nondeductible
contributions. However, carryforwards from pre-effective date

years are applied first against the deduction limit (without regarc

to sec. 404(e)) in determining whether contributions after the effec

tive date are subject to the excise tax.

Time for determination of nondeductible contributions

Because the determination of nondeductible contributions as ol

the end of a taxable year includes contributions made after the

close of the taxable year with respect to the year, the bill provides

that contributions that are returned (together with the income alio

cable thereto) to an employer (to the extent permitted under sec

401(a)(2)) by the due date of plan contributions for the year (sec

404(a)(6)) are not treated as nondeductible contributions subject tc

the excise tax.
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Nondeductible contributions to underfunded plans

Under the bill, the excise tax on nondeductible contributions

does not apply in the case of a plan that is underfunded and to

which Title IV of ERISA applies. A plan is underfunded if, as of

the close of the plan year with or within which the taxable year
begins, (1) the liabilities of the plan (determined as if the plan were
terminated on that date) exceed (2) the assets of the plan. In the

case of such an underfunded plan, contributions for a plan year up
to the excess calculated under the preceding sentence are not sub-

ject to the excise tax even if such contributions are not deductible

by the employer. This provision does not apply to years beginning
after December 31, 1987. In such years, section 404(a)(1)(D), added
by the Omnibus Budget Reconciliation Act of 1987, generally per-

mits certain employers to deduct contributions to defined benefit

pension plans that raise the level of plan assets up to current li-

ability.

Definition of employer

The bill provides that the excise tax on nondeductible contribu-

tions does not apply in the case of an employer that has been
exempt from income tax at all times. Under rules to be prescribed

by the Secretary, this exception does not apply to the extent that

the employer has been subject to unrelated business income tax or

has otherwise derived a tax benefit from the qualified plan.

The original rationale for the excise tax was that, by making
nondeductible contributions to qualified plans, often the benefit of

tax-free growth on the amounts contributed outweighed the delay
in the employer's deduction for plan contributions. Such an incen-

tive to make nondeductible contributions increased the likelihood

that employers would use qualified plans as a tax-favored savings
vehicle, particularly in the case of small plans that primarily bene-
fit the owners of the employer. The excise tax on reversions may
not offset the value of the deferral of tax on earnings on nonde-
ductible contributions to qualified plans.

Such a rationale does not apply in the case of contributions to

plans maintained by governments or tax-exempt organizations. In

the case of such plans, the employer generally has no incentive to

make plan contributions solely to receive the benefit of tax-free

growth because the employer could hold the funds directly without
incurring current income tax. Thus, an incentive to use a qualified

plan as a tax-favored savings vehicle generally does not exist in the
case of a qualified plan maintained by a government or tax-exempt
employer.

Combinations ofpension and other plans

The bill clarifies that the limit on an employer's deduction for

contributions to a combination of qualified plans (sec. 404(a)(7)) also

applies in the case of (1) a combination of a profit-sharing or stock
bonus plan and a money purchase pension plan or an annuity plan
(sec. 404(a)(2)), and (2) a money purchase pension plan and an annu-
ity plan. In addition, for purposes of section 404(a)(7), the bill treats

a simplified employee pension (SEP) as a separate profit-sharing or
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stock bonus plan. Thus, a combination of a SEP and certain quali-

fied plans is subject to section 404(a)(7).

Effective date

The bill provides a delayed effective date for the changes in the
deduction rules for plans maintained pursuant to a collective bar-

gaining agreement (see the discussion in Part E, below).

3. Excise tax on reversion of qualified plan assets to employer
(sec. lllA(f) of the bill, sec. 1132 of the Reform Act, and sec.

4980 of the Code)

Present Law

In general

Under present law, a 10-percent excise teix is imposed on a rever-

sion from a qualified plan. The excise tax is imposed on the em-
ployer maintaining the plan.

Present law defines a reversion as the amount of cash and the
fair market value of other property received (directly or indirectly)

by an employer from a qualified plan. No inference is to be drawn
from the definition of a reversion as to the income tax conse-

quences and the effect on a plan's qualified status of a transfer of

assets from a qualified plan that has not been terminated to an-

other qualified plan.

Special rule for assets transferred to ESOPs

Present law provides an exception to the excise tax on reversions
in the case of asset reversions that are transferred from a qualified

plan to an employee stock ownership plan (ESOP). The amount
transferred is not includible in the income of the employer, nor is

the amount transferred deductible by the employer as a plan con-

tribution. No inference is to be drawn from this exception as to the
circumstances in which asset transfers will or will not satisfy the
exclusive benefit rule and any other applicable qualification re-

quirements (e.g., sec. 401(a)(2) and 414(1)).

Under present law, the amount transferred to the ESOP is re-

quired to be used, within 90 days after the transfer, to acquire em-
ployer securities (as defined in sec. 409(1)) or to repay a loan the
proceeds of which are or were used to acquire employer securities.

Employer securities acquired with the amounts transferred are
to be allocated immediately under the plan to ESOP participants,

subject to the limits under section 415. As provided under the plan,

the amount transferred but not allocated in the year of transfer (by

reason of the limitation of sec. 415) may be held in a suspense ac-

count pending allocation (provided allocations of the amounts in

the suspense account are made no more slowly than ratably over a
7-year period).

The employer securities acquired with the transferred assets are
to be held under the plan until distributed to plan participants.
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The special exception for transfers to an ESOP does not apply to

transfers occurring on or after January 1, 1989, unless the transfer

occurs on account of a plan termination before January 1, 1989.

Explanation of Provision

The bill clarifies that the exception to the excise tax on rever-

sions in the case of transfers of assets to an ESOP applies to trans-

fers to tax-credit ESOPs (sec. 409) as well as ESOPs described in

section 4975(e)(7). Absent this clarification, a tax-credit ESOP
would be required, in order to qualify for the ESOP exception, to

add plan language applicable to leveraged ESOPs even if the ESOP
did not have any outstanding loans.

The bill provides an exception to the rule that the employer se-

curities acquired with transferred assets are to be held under the
plan until distributed to plan participants. Under this exception,

the transferred amounts are not required to be held in employer
securities if a plan participant elects to diversify a portion of the
participant's account balance (under the rules of sec. 401(a)(28))

that includes such employer securities and diversification cannot
be accomplished through the use of nontransferred assets.

The bill also clarifies that amounts attributable to the employer
securities acquired with the transferred assets are also subject to

the requirements that (1) such amounts, within 90 days, be invest-

ed in employer securities (as defined in sec. 409(1)) or used to repay
loans used to acquire such securities, and (2) subject to the excep-
tion discussed above, such employer securities remain in the plan
until distribution to participants in accordance with the provisions
of the plan.

In addition, the bill provides that, with respect to the allocation

of employer securities acquired with transferred amounts (and
amounts attributable thereto), the minimum amount required to be
allocated to participants' accounts in the ESOP in the year in

which the transfer occurs is not to be less than the lesser of (1) the
maximum amount that could be allocated without violating the re-

quirements of section 415, or (2) 1/8 of the shares acquired with the
amounts transferred (and amounts attributable to such amounts).
Thus, the requirement in the Act that stock acquired with amounts
transferred to an ESOP is required to be allocated in the year of

transfer up to the maximum amount permitted to be allocated
under the limits on contributions (sec. 415) is repealed.

If employer securities are held in a suspense account pending al-

location under the foregoing rule, the bill clarifies that dividends
on such securities are to be (1) allocated to the accounts of partici-

pants and beneficiaries in proportion to their account balances, (2)

paid to participants and beneficiaries in proportion to their account
balances, or (3) used to repay any loans the proceeds of which were
used to purchase employer securities.

The bill clarifies the exception for transfers to ESOPs to the gen-
eral rule that the employer is required to include the amount of
any reversion in income. Under the bill, the exception to the
income inclusion requirement applies to any reversion occurring
after March 31, 1985, if the reversion is transferred to an ESOP,
subject to the January 1, 1989, termination of the ESOP exception.



182

Finally, the bill clarifies, by statute, that an employer is not enti-

tled to any deduction or credit for any amount transferred to an -

ESOP to the extent that the special exception to the reversion tax c

applies to the transfer. This rule is added to prevent an employer ;

from gaining a double tax benefit (i.e., granting a deduction or !

credit for previously deductible contributions) by transferring
|

assets to an ESOP. i

4. Excise tax on excess distributions from qualified retirement ^

plans (sec. lllA(g) of the bill, sec. 1133 of the Reform Act,

and sec. 4980A of the Code)

Under the Act, an excise tax is imposed on excess distributions

from qualified retirement plans, tax-sheltered annuities, and IRAs.
To the extent that aggregate annual distributions paid to a partici-

pant from such tax-favored retirement arrangements are excess

distributions, the Act generally imposes an excise tax equal to 15

percent of the excess. The excise tax will be reduced by the amount
of tax on the distribution under the provision applying a 10-percent

additional income tax on early withdrawals (sec. 72(t)).

a. Deflnition of excess distributions

Present Law

Under the Act, excess distributions are defined as the aggregate
amount of retirement distributions made with respect to any indi-

vidual during any calendar year, to the extent such amounts
exceed $112,500, indexed at the same time and in the same manner
as the dollar limitation on annual benefits under a defined benefit

pension plan. For 1988, the indexed amount is $117,529.

The Act provided a special elective grandfather rule with respect
to benefits accrued as of August 1, 1986. If this grandfather rule is

not elected, then the definition of excess distributions is the greater
of (1) $112,500 (indexed) or (2) $150,000.

Explanation of Provision

The operation of the grandfather provision of the Act in effect

overrode the general definition of excess distributions in the Act.

Thus, the general definition of excess distributions is the aggregate
amount of retirement distributions made with respect to any indi-

vidual during any calendar year, to the extent such amounts
exceed the greater of (1) $112,500 (indexed) or (2) $150,000. The bill

restructures the provision to make the general rule clear.

b. Distributions subject to the tax

Present Law

In determining the amount of retirement distributions that are
subject to the excise tax, aggregate annual distributions made with
respect to an individual from all pension, profit-sharing, stock
bonus, and annuity plans, IRAs, and tax-sheltered annuities gener-
ally are taken into account, regardless of the form of the distribu-

tion or the number of recipients.
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Under the Act, however, certain amounts are excluded in deter-
mining such aggregate annual distributions. Excludable distribu-

tions include (1) amounts representing a return of an employee's
after-tax contributions (but not earnings thereon) or other amounts
that are treated as part of the employee's investment in the con-
tract, (2) amounts excluded from the recipient's income because
they are rolled over into another plan or an IRA, and (3) amounts
excluded from the participant's income because they are payable to

a former spouse pursuant to a qualified domestic relations order
(sec. 414(p)) and includible in the spouse's income.

Explanation of Provision

The bill clarifies that the exception to the amounts taken into ac-

count in determining aggregate annual distributions under a plan
for investment in the contract is not limited to an employee's in-

vestment in the contract under a qualified plan, but also includes
an individual's investment in the contract under an IRA. The Act
was not intended to limit the exception for investment in the con-
tract to amounts received by employees in their capacity as such.

In addition, the bill provides that, in the case of an annuity con-
tract that is distributed to an individual and not included in the
individual's income when the contract is distributed, the distribu-

tion of the contract is disregarded in applying this excise tax.

Rather, pa5mients made under or received for such an annuity con-
tract are treated as retirement distributions subject to the excise
tax to the extent they are excess distributions.

In order to identify only those qualified plan distributions that
represent a payment of a benefit under the plan, the bill provides
that certain amounts returned to an employee under a qualified

cash or deferred arrangement or a plan subject to the special non-
discrimination requirements for employee contributions and em-
ployer matching contributions are not treated as part of the aggre-
gate annual distributions under a plan. Thus, under the bill, aggre-
gate annual distributions do not include a distribution, with re-

spect to an individual, of excess deferrals (as defined in sec. 402(g))

(and income allocable thereto), excess contributions (as defined in

sec. 401(k)(8)) (and income allocable thereto), excess aggregate con-
tributions (as defined in sec. 401(m)(6)) (and income allocable there-
to), or certain amounts withdrawn from an IRA before the due date
of the return (sec. 408(d)(4)).

Under the bill, the operation of community property laws is dis-

regarded in determining the amount of aggregate annual distribu-

tions subject to the excise tax. Thus, just as a nonemployee spouse's
interest in an employee spouse's pension benefit is not taken into

account in determining the taxable income of an employee upon
distribution from or under a qualified plan, a nonemployee spouse's
interest in such distributions is also disregarded in determining ag-

gregate annual retirement distributions subject to the excise tax.
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c. Grandfather rule

Present Law

Under the Act, certain individuals may elect to be covered by a
special grandfather rule that exempts from the excise tax benefits

accrued as of August 1, 1986 (including benefits accrued under any
arrangements distributions from which are subject to the tax).

Under the grandfather, in the case of a defined contribution plan
or IRA, the accrued benefit of a participant as of August 1, 1986, is

the participant's accrued benefit on that date. In the case of a de-

fined benefit pension plan, the accrued benefit as of August 1, 1986,

is the present value of the participant's benefit under the plan, de-

termined as if the participant separated from service on that date.

Benefits accrued as of August 1, 1986, to which the participant does
not have a nonforfeitable right are included in the definition of ac-

crued benefits for purposes of the grandfather rule.

If the grandfather rule is elected, then, for all purposes, the
threshold for retirement distributions that are excess distributions

is $112,500 (indexed), rather than the greater of $112,500 (indexed)
or $150,000.

The election to use the grandfather rule is to be made on a
return for a year beginning no later than January 1, 1988, and is

to be made in such form and contain such information as the Sec-

retary may prescribe. The election, once made, applies generally to

all retirement distributions made with respect to an individual, in-

cluding amounts subject to the special estate-level tax after the in-

dividual's death. In addition, if an individual dies before the end of
the election period, the executor of the individual's estate may
make the grandfather election.

The grandfather rule may only be elected with respect to an indi-

vidual if, as of August 1, 1986, the present value of the individual's
interests subject to the excess distribution tax (if such tax were in

effect on that date) exceeds $562,500.

Explanation of Provision

Under the bill, for purposes of the grandfather rule, benefits ac-

crued as of August 1, 1986, do not include amounts that, as of
August 1, 1986, would not be distributions subject to the excise tax
(if the tax were in effect on August 1, 1986) if distributed on that
date. Thus, under the bill, an individual's accrued benefit, for pur-
poses of the grandfather, does not include any portion of the ac-

crued benefit that, as of August 1, 1986, (1) is payable to an alter-

nate payee pursuant to a qualified domestic relations order (sec.

414(p)) if includible in the income of the alternate payee, or (2) is

attributable to the individual's investment in the contract.
The bill clarifies that the grandfather rule is available if

amounts are received with respect to an individual under (1) the
general rule applicable to lifetime distributions, (2) the special rule
for lump-sum distributions, or (3) the special estate tax rule dis-

cussed below. Further, the bill provides that an election may be
made with respect to the grandfather treatment either on an
income or estate tax return of the individual.
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d. Post-death distributions

Present Law

The Act provided special rules to calculate the extent to which
retirement distributions made with respect to an individual after
the individual's death are excess distributions subject to the excise
tax. In lieu of subjecting the post-death distributions (including dis-

tributions of death benefits) to the annual tax on excess distribu-
tions, the Act added an additional estate tax equal to 15 percent of
the individual's excess retirement accumulation. After the estate
tax is imposed, post-death distributions are disregarded entirely in
applying the excise tax on excess distributions. Thus, beneficiaries
who are receiving distributions (other than certain former spouses
receiving benefits pursuant to a qualified domestic relations order)
are not required to aggregate those amounts with any other retire-

ment distributions received on their behalf.

The excess retirement accumulation is defined as the excess (if

any) of the value of the decedent's interests in all qualified retire-

ment plans, annuity plans, tax-sheltered annuities, and IRAs, over
the present value of annual pajnnents equal to the annual excess
distribution ceiling for a period equal to the life expectancy of the
individual immediately before death.

In calculating the amount of the excess retirement accumulation,
the value of the decedent's interest in all qualified plans, tax-shel-
tered annuities, and IRAs will be taken into account regardless of
the number of beneficiaries.

Explanation of Provision

The bill clarifies that, as under the general rule, the amount of
the excess retirement accumulation with respect to an individual
for purposes of the special estate tax is determined without regard
to community property laws. This rule is provided so that the
treatment of post-death distributions is consistent with the treat-
ment of distributions made with respect to an individual prior to
death.

In addition, under the bill, benefits that represent the decedent's
investment in the contract or amounts payable to an alternate
payee and includible in the alternate payee's income are disregard-
ed in determining the excess retirement accumulation.
The bill redefines the excess retirement accumulation to be the

excess (if any) of the present value of the decedent's interests in all

qualified retirement plans, annuity plans, tax-sheltered annuities,
and IRAs, over the present value (as determined under rules pre-
scribed by the Secretary as of the applicable valuation date) of a
single life annuity with annual payments equal to the annual
excess distribution limit (as in effect for the year in which death
occurs and as if the individual had not died). The bill provides that
a decedent's interest in a plan or arrangement subject to the excess
distribution tax generally does not include the decedent's interest
as a beneficiary in a plan or arrangement for purposes of determin-
ing the excess retirement accumulation (other than a spousal bene-
ficiary who makes the special election described below).
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Under the bill, the excess retirement accumulation with respect
to an individual does not include amounts that are death benefits
payable with respect to such individual. Therefore, the bill provides

:

that the excess retirement accumulation does not include the value
of any death benefits payable by the plan immediately after death

^

with respect to a decedent to the extent that the sum of such death
benefits plus other benefits payable with respect to the decedent
exceeds the total value of benefits payable with respect to the dece-
dent immediately prior to death.

,

The bill clarifies that, with respect to this special estate-level tax,

the tax may not be offset by any credits against the estate tax
(such as the unified credit).

Further, the bill provides an exception to the general rule that
the special estate-level tax applies to all excess retirement accumu-
lations with respect to an individual and that, after the estate-level

tax is imposed, a beneficiary receiving distributions with respect to

the individual is not required to aggregate the amounts received
with any other retirement distributions received by the beneficiary
on the beneficiary's own behalf. Under this exception, if the spouse
of an individual is the beneficiary of all retirement accumulations
with respect to the individual, the spouse may elect, on a form at-

tached to the estate tax return, (1) not to have the special estate-

level tax apply and (2) for purposes of the general rule, to have the
distributions received with respect to the individual aggregated
with any distributions that the spouse receives on the spouse's own
behalf. Thus, the amounts received with respect to the individual
would be subject to the general excise tax on excess distributions to

the extent that the amounts, when aggregated with the spouse's
own benefits from or under qualified plans, tax-sheltered annuities,
and IRAs, exceed the threshold for the excise tax. Because the
spouse is treated as a participant, rather than as a beneficiary, if

the election is made, the special rule that disregards a decedent's
interests as a beneficiary in a plan or arrangement does not apply
in determining the spouse's excess retirement accumulation.
For purposes of this exception to the estate-level tax, if 1 or more

persons other than the spouse are beneficiaries of a de minimis
portion of the interests with respect to the individual that other-
wise would be subject to the estate-level tax, then the spouse is not
treated as failing to receive all excess retirement accumulations
with respect to the individual. Further, such de minimis amounts
are not subject to the excise tax on excess distributions with re-

spect to the decedent nor to the special estate-level tax if the
spouse makes the election described above. For purposes of this

rule, an amount will not be considered de minimis if it exceeds 1

percent of the decedent's retirement accumulation.
The bill clarifies that the special estate tax on a decedent's

excess retirement accumulation is not deductible against income in

respect of the decedent (sec. 691). Rather, the bill provides that a
deduction is allowed from the gross estate of the decedent for the
special estate tax.

Under the bill, an executor of a decedent's estate is required to

file an estate tax return if the special tax on excess retirement ac-

cumulations applies and without regard to whether a return would
otherwise be required to be filed.
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e. Effective date

Present Law

Under the Act, the provisions generally apply to distributions

made after December 31, 1986. The special estate-level tax applies

with respect to the estate of a decedent dying after December 31,

1986.

Explanation of Provision

The bill clarifies that the provisions do not apply to distributions

with respect to a decedent who dies before January 1, 1987.



E. Miscellaneous Pension and Deferred Compensation Provisions

1. Discretionary contribution plans (sec. lllA(j) of the bill, sec.

1136 of the Reform Act, and sec. 401(a)(27) of the Code)

Present Law

Under present law, employer contributions to a profit-sharing

plan are not limited to the employer's current or accumulated prof-

its. Contributions to a money purchase pension plan are required
to be fixed without reference to profits.

Explanation of Provision

Under the bill, in the case of a plan that is intended to be a
money purchase pension plan or a profit-sharing plan, a trust

forming part of such plan will not be qualified unless the plan des-

ignates such intent at such time and in such manner as the Secre-
tary may prescribe. Of course, a plan amendment is not required to

comply with this rule until such time as plan amendments general-
ly are required under the Act (Act sec. 1140). Prior to such time,
the Secretary may require designation in a different manner.

2. Time required for plan amendments (sec. lllA(l) of the bill and
sec. 1140 of the Reform Act)

Present Law

The Act generally allowed plans that operated in compliance
with the new requirements of Title XI of the Act to delay the cor-

responding plan amendments to a specified time.

Explanation of Provision

The bill provides the same delayed amendment rules (other than
those relating to a model amendment to be prescribed by the Inter-

nal Revenue Service) with respect to the plan amendments re-

quired by Title XVIII of the Act (the technical corrections title) or
by the bill itself. This furthers the intent of Congress to ease the
administrative burdens on plans by delaying the date required for

certain amendments so that, in general, all required amendments
can be made in a single year.

In addition, the bill provides that a collective bargaining agree-
ment is not to be treated as terminated merely because a plan is

amended pursuant to the agreement to meet the requirements of
Title XI or Title XVIII of the Act. The bill does not intend to create
an inference that such an amendment otherwise would be consid-

ered a termination, or that an amendment made solely to conform
a plan to a requirement added by another Act is considered a ter-

mination.

(188)
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3. Federal Thrift Savings Plan (sec. lllA(n) of the bill, sec. 1147
of the Reform Act, and sees. 3121(v) and 7701(j) of the Code)

Present Law

Beginning in 1987, an employee generally is permitted to contrib-

ute up to 10 percent of the employee's rate of basic pay to the
Thrift Savings Plan maintained by the Federal Government. If the
limitation on elective deferrals is not exceeded, contributions to the
plan are not treated as made available merely because the employ-
ee had an election to receive the amounts in cash. Therefore, the
amounts deferred are not includible in an employee's income until

distributed.

Explanation of Provision

The bill clarifies that the Thrift Savings Plan is required to meet
the rules of section 401(k)(4)(B) under which the Plan may not be
maintained by any State or local government or any tax-exempt or-

ganization.

4. Effective dates for collectively bargained plans (sees. Ill (c),

(g), (h), and (n), and lllA(e) of the bill, and sees. 1105, 1111,

1112, 1120, and 1131 of the Reform Act)

Present Law

Under the Act, the effective dates of certain provisions are de-

layed with respect to plans maintained pursuant to 1 or more col-

lective bargaining agreements between employee representatives
and 1 or more employers ratified before March 1, 1986 ("collective-

ly bargained plans"). In some cases, the delayed effective date ap-
plies to the entire plan and, in other cases, the delay only applies
to, for example, individuals covered by 1 or more of the collective

bargaining agreements.
The provisions subject to the delayed effective date generally do

not apply to years beginning before the earlier of

—

(1) the later of (a) January 1, 1989 (or, in certain cases, January
1, 1987) or (b) the date on which the last of the collective bargain-
ing agreements terminates (determined without regard to any ex-

tension thereof after February 28, 1986), or
(2) January 1, 1991 (or, in certain cases, January 1, 1989).

Explanation of Provision

The bill generally provides that the delayed effective date with
respect to collectively bargained plans applies to the entire plan in

the case of the amendments made by sections 1111 (relating to the
application of nondiscrimination rules to integrated plans) and
1112 (relating to the minimum coverage and participation require-
ments for qualified plans) of the Act. As under present law, this

delayed effective date does not apply to any noncoUectively bar-
gained plans even if such plans have terms identical to those of a
collectively bargained plan.

Also, the bill modifies the delayed effective date with respect to

the amendments made by section 1105, relating to the $7,000 (in-
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dexed) limit on elective deferrals. Under present law, the $7,000
(indexed) limit does not apply to contributions under a collectively

bargained plan made pursuant to 1 or more of the collective bar-

gaining agreements relating to the plan for taxable years begin-

ning before the earlier of

—

(1) the date on which the last of such collective bargaining agree-

ments terminates (determined without regard to any extension
thereof after February 28, 1986), or

(2) January 1, 1991.

Under the bill, clause "(1)" above is modified to refer to the date
on which the collective bargaining agreement pursuant to which
the contribution is being made terminates. This change is appropri-

ate because the $7,000 (indexed) limit is applied at the individual

taxpayer level. Thus, the later termination of a collective bargain-
ing agreement to which an individual is not subject should not
affect that individual's tax treatment.
The bill also provides a delayed effective date for collectively bar-

gained plans with respect to 2 additional sections of the Act. First,

the amendments made by section 1120, applying nondiscrimination
rules to tax-sheltered annuity programs (sec. 403(b)), are not to

apply to collectively bargained plans in plan years beginning before

the earlier of

—

(1) the later of (a) January 1, 1989, or (b) the date on which the
last of the collective bargaining agreements terminates (without
regard to any extension thereof after February 28, 1986), or

(2) January 1, 1991.

This delayed effective date applies to the entire program.
In addition, the amendments made by section 1131, relating to

the limits on deductions for contributions under a qualified plan
and to the excise tax on nondeductible contributions under a quali-

fied plan, are not to apply to contributions under a collectively bar-

gained plan made pursuant to any of the collective bargaining
agreements relating to the plan for taxable years beginning before
the earlier of

—

(1) January 1, 1989, or

(2) the date on which the last of the collective bargaining agree-
ments terminates (determined without regard to any extension
thereof after February 28, 1986).



F. Employee BeneHt Provisions

1. Nondiscrimination rules for statutory employee benefit plans
(sec. lllB(a) of the bill, sec. 1151 of the Reform Act, sec. 209
of the Social Security Act, and sees. 89, 125, 129, 414, 3121,

3231, 3306, 3401, and 6652 of the Code)

In general

Under present law, new nondiscrimination rules apply to statuto-

ry employee benefit plans (sec. 89). The term "statutory employee
benefit plans" includes accident or health plans and group-term
life insurance plans. At the election of the employer, the term also

includes qualified group legal services plans, educational assistance
programs, and dependent care assistance programs.
Under the new nondiscrimination rules, a plan generally is re-

quired to satisfy 3 eligibility tests—a 50-percent test, a 90-percent/
50-percent test, and a nondiscriminatory provision test—and a ben-
efits test. Alternatively, a plan may satisfy an 80-percent coverage
test, provided it also satisfies the nondiscriminatory provision test.

Nondiscrimination tests

50-percent test

Under the 50-percent test, nonhighly compensated employees
must constitute at least 50 percent of the group of employees eligi-

ble to participate in the plan. This requirement will be deemed sat-

isfied if the percentage of highly compensated employees who are
eligible to participate is not greater than the percentage of non-
highly compensated employees who are eligible.

90-percent/50-percent test

A plan does not satisfy the 90-percent/50-percent test unless at
least 90 percent of the employer's nonhighly compensated employ-
ees are eligible for a benefit that is at least 50 percent as valuable
as the benefit available to the highly compensated employee to

whom the most valuable benefit is available. For purposes of this

test, all plans of the same type (i.e., all benefits excludable under
the same Code section) are aggregated.
For purposes of this 90-percent/50-percent test, available salary

reduction is not taken into account.

Nondiscriminatory provision test

The third eligibility test provides that a plan may not contain
any provision relating to eligibility to participate that by its terms
or otherwise discriminates in favor of highly compensated employ-
ees. This third test is intended to disqualify arrangements only on
the basis of discrimination that is not quantifiable.

(191)
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Benefits test

A plan does not satisfy the benefits test unless the average em-
ployer-provided benefit received by nonhighly compensated employ-
ees under all plans of the employer of the same type (i.e., plans
providing benefits excludable under the same Code section) is at

least 75 percent of the average employer-provided benefit received
by highly compensated employees under all plans of the employer
of the same type.

Alternative test

Present law also provides an alternative test that may be applied
in lieu of the eligibility and benefits tests described above. If a plan
benefits at least 80 percent of an employer's nonhighly compensat-
ed employees, such plan is considered to satisfy the new nondis-
crimination rules. This alternative test will not apply unless the
plan satisfies the nondiscriminatory provision test described above.
This alternative test applies only to accident or health plans and

group-term life insurance plans. For purposes of this alternative
test, an individual will only be considered to benefit under a plan if

such individual receives coverage under the plan; eligibility to re-

ceive coverage is not considered benefiting under the plan.

Valuation

The Secretary is to prescribe rules regarding valuation of differ-

ent benefits. With respect to health coverage, the Secretary is to

establish tables prescribing the relative values of different types of
health coverage.

Definitions

For purposes of applying the new nondiscrimination rules,

present law provides generally applicable definitions of the follow-
ing: (1) highly compensated employee (sec. 414(q)); (2) employer (in-

cluding the employee leasing rules (sec. 414 (b), (c), (m), (n), (o), and
(t))); (3) line of business or operating unit (as present law permits
the new nondiscrimination rules to be applied separately to sepa-
rate lines of business or operating units (sec. 414(r))); and (4) em-
ployees who are excluded from consideration. These definitions,
other than the line of business or operating unit rule, apply gener-
ally to all employee benefit plans, not only to statutory employee
benefit plans.

Qualification and reporting requirements

Employee benefit plans generally are subject to new qualification
and reporting requirements (sec. 89(k) and (1)).

Effective date

In general, the amendments made by section 1151 of the Act,
which provide the new rules regarding nondiscrimination, depend-
ent care assistance programs, cafeteria plans, qualification, and re-

porting generally are effective for years beginning after the later
of—

(1) December 31, 1987, or
(2) the earlier of—
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(a) the date that is 3 months after the date on which the Secre-
tary issues regulations under section 89, or

(b) December 31, 1988.

a. Valuation

Present Law

Under the nondiscrimination rules, the valuation of the employ-
er-provided benefit under an accident or health plan is relevant for

two purposes. First, valuation is necessary to determine whether
an accident or health plan is discriminatory. Second, if a plan is

discriminatory, valuation is necessary to determine the amount of
the discriminatory excess that is includible in the incomes of the
highly compensated employees.
For both of these purposes, the value of an employee's employer-

provided benefit under an accident or health plan is the value of
the coverage provided to or on behalf of the employee to the extent
attributable to contributions made by the employer. For example,
the value of a health plan, whether insured or self-insured, is the
value of the insurance coverage, not the value of the services or the
amount of claims proceeds received by a particular employee.
With respect to the valuation of any particular accident or

health coverage, the Secretary is to promulgate tables that estab-

lish the relative values of accident or health coverage with any set

of characteristics. Such tables may use an identifiable standard
plan as a reference point. These tables are to provide the exclusive
means of valuing accident or health coverage.
Such tables are to be adjusted in certain instances to take into

account the specific coverage and group involved. For example, in

determining the value of discriminatory coverage, the actual costs

expended by the employer may be taken into account and allocated
among all coverages, including the discriminatory coverage on the
basis of the relative values of such coverages, as determined under
the tables.

Explanation of Provision

The bill provides that any rules issued by the Secretary with re-

spect to the valuation of accident or health coverage are to be effec-

tive as of the later of (1) the first plan year beginning at least 6

months after the issuance of such rules, or (2) the effective date
specified by the Secretary for such rules. This provision is only to

apply until after the effective date of the first comprehensive valu-
ation rules as are necessary to carry out the provisions of section
89 with respect to accident or health coverage.
The bill further provides a temporary special valuation rule for

accident or health coverage. This special rule applies prior to the
effective date of valuation rules that are issued by the Secretary to

replace such special rule. If the Secretary issues valuation rules
that are intended to replace only part of such special rule, then the
remaining portion of such special rule is not to be affected by such
issuance.
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These provisions are intended to ensure that taxpayers have
timely guidance with respect to valuation issues so that they may
plan for compliance with the nondiscrimination rules.

Pursuant to the special valuation rule under the bill, the value
of the employer-provided benefit under an accident or health plan
may, for purposes of determining if a plan is discriminatory, be cal-

culated under any actuarially reasonable valuation method adopt-
ed by the employer. In addition, unlike under present law, an em-
ployer may, under a reasonable valuation method, use its cost in

providing accident or health coverage as the value of such cover-

age. In such cases, the employer's cost is to be determined in the
same manner that the employer determines the applicable premi-
um for purposes of the health care continuation rules (sec. 162(k)).

This special valuation rule also permits an employer to use, as
the value of accident or health coverage, the cost of such coverage
modified in certain ways specified below.

First, to facilitate planning, an employer may use, as the employ-
er cost of accident or health coverage for a plan year, the average
annual cost (determined in the manner described above) of substan-
tially similar coverage provided during the immediately preceding
one or two years.

The employer may also make reasonable adjustments to its cost
to eliminate cost differences between coverages attributable to (1)

differences in the cost of accident or health coverage in different
geographic areas, and (2) the demographic characteristics of the
covered employees. For example, assume that the employer pro-
vides individual coverage to employees in State X that costs $1,000
per employee, but that would cost $1,200 per employee in State Y,
Assume further that the employer also operates in State Y and
tests its State X employees with its State Y employees under sec-

tion 89. In such case, the employer may, for example, treat the in-

dividual coverage provided in State X as costing $1,200 for purposes
of testing such coverage with the coverage provided in State Y.
Another example of a permissible adjustment under the above

rule would be an age-related adjustment. For example, assume that
the employer provides individual coverage to a group of young em-
ployees that costs $800 per employee, but if provided to a group of
the employer's older employees would cost $1,100. In such a case,

the employer may, for example, treat the individual coverage pro-
vided to the young employees as costing $1,100 for purposes of test-

ing such coverage with the coverage of the older employees.
The employer may also adjust its cost to eliminate differences in

costs between coverages that are attributable to differences in utili-

zation of certain health care features that are common to the dif-

ferent coverages. For example, if all of an employer's cancer cases
arise under a specific health plan and the cancer-relevant health
features of such plan are common to other health plans, the costs

of such plans may be adjusted to eliminate this utilization distor-

tion. This adjustment is to be made after the adjustments described
above and is to be made by estimating the cost of each plan with
the common features as if the utilization had been evenly distribut-

ed among the plans.
All of an employer's accident or health plans that are tested to-

gether under section 89 are to be valued under the same actuarial-
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ly reasonable valuation method. Thus, if an employer uses cost as

its valuation method and adjusts its cost under one or more of the
rules described above, the employer must use cost and make the
same adjustments to all plans tested together under section 89. In

addition, as is the case with all other aspects of the nondiscrimina-
tion rules, the employer must maintain records of its valuation

method and the basis for this method (including the basis for the
adjustments described above).

This rule, requiring an employer to use the same valuation

method for all of its plans, means that, for example, 2 health plans
with identical costs (if cost is used) or coverages (if a non-cost valu-

ation method is used) may not be assigned different values merely
because one is a health maintenance organization and one is an in-

demnity plan. Similarly, the same valuation method should be used
for valuing, for example, dental plans, hearing care plans, vision

plans, physical examination plans, substance abuse programs, etc.

The valuation method described above is, as noted, applicable in

determining if an accident or health plan is discriminatory. Once
this determination is made, the determination of the discriminato-

ry excess, if any, that is includible in the incomes of the highly
compensated employees is similar to the determination under
present law. The first step is to determine the percentage of any
coverage that is discriminatory. This percentage is then multiplied

by the employer's actual cost in providing the entire coverage to

determine the discriminatory excess. The bill clarifies that such
actual cost is to be determined in the same manner that the em-
ployer determines the applicable premium for purposes of the
health care continuation rules. The bill modifies present law by al-

lowing cost to be adjusted for this purpose for differences in utiliza-

tion in the manner described above. None of the other adjustments
described above is permitted for this purpose.
For example, assume that, for testing purposes, an employer de-

termines that coverage provided to all its highly compensated em-
ployees has a value of $2,000. After applying the section 89 nondis-

crimination rules, the employer determines that $200 of this $2,000
— 10 percent — constitutes discriminatory excess. The employer
then multiplies 10 percent by its actual cost (with or without the
utilization adjustment noted above). If the employer's actual cost in

providing the coverage is $1,600, then $160 (10 percent of $1,600) is

includible in the incomes of the highly compensated employees.

b. Employers with no nonhighly compensated employees

Present Law

Under present law, the nondiscrimination rules applicable to

statutory employee benefit plans are applied by reference to the
eligibility of nonhighly compensated employees to participate in a
plan or to the amount of benefits provided to nonhighly compensat-
ed employees under a plan. It is unclear under present law how
these nondiscrimination rules apply in the case of an employer
who has no nonhighly compensated employees.
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Explanation of Provision

The bill clarifies that the nondiscrimination rules do not apply to

an employer in a year in which such employer has no nonhighly
compensated employees. As is so with respect to the nondiscrimina-
tion rules generally, this rule is to apply separately with respect to

former employees under rules prescribed by the Secretary.

c. Plan aggregation—accident or health plans

Present Law

Under present law, each different option generally is a separate
plan for testing purposes. However, for purposes of the 50-percent
eligibility test and the alternative 80-percent test, comparable acci-

dent or health plans may be aggregated (sec. 89(g)(1)).

Explanation of Provision

The bill provides that, under rules prescribed by the Secretary, if

an employee is eligible for (in the case of the 50-percent test) or re-

ceives coverage under more than 1 accident or health plan, then,
for purposes of the 50-percent test and the alternative 80-percent
test, such plans are required to be considered 1 plan with respect to

such employee.
For example, assume that an employer maintains 2 plans: 1 ben-

efiting all employees with a value of $950 and a second benefiting
only highly compensated employees with a value of $1,000. The
highly compensated employees receiving benefits from both plans
are to be treated for purposes of the 50-percent test and the alter-

native 80-percent test as receiving $1,950 of benefits from 1 plan
while the nonhighly compensated employees are to be treated as
receiving $950 of benefits from a separate plan. Under the compa-
rability rules (sec. 89(g)(1)), these plans would not be comparable so
that the plan covering the highly compensated employees would
satisfy neither the 50-percent test nor the alternative 80-percent
test.

This rule, requiring certain plans to be treated as 1 plan with re-

spect to certain employees, supersedes the rule of present law al-

lowing employers to structure options in different ways as long as
all coverage within a plan is identical.

d. Plan deHnition—group-term life insurance

Present Law

Under present law, each different option generally is a separate
plan for testing purposes. This means, for example, that if 2 types
of insurance coverage vary in any way (including the amount of re-

quired employee contributions), they will be considered separate
plans.

Explanation of Provision

It is intended that there be an additional exception to the gener-
al rule that if 2 types of insurance coverage vary in any way, they
will be considered separate plans. Pursuant to this exception.
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under rules prescribed by the Secretary, if with respect to group-
term hfe insurance coverage, the required employee contributions
vary according to the age of the employee, this variation will not
preclude treatment of the coverage as a single plan. Thus, for ex-

ample, if an employer offers every employee group-term life insur-

ance coverage equal to one times compensation, provided that the
employee contribute one quarter of the cost of such coverage, this

will constitute a single plan even if the cost of each employee's cov-
erage is determined on the basis of such employee's age. (Present
law allows group-term life insurance that varies in proportion to

compensation to be considered a single plan.)

If an employer uses the special rule described above, and employ-
ee-purchased coverage is not treated as employer-provided, then
the amount of employer-provided group-term life insurance cover-
age with respect to any employee is the amount that bears the
same relationship to the total coverage for such employee as the
employer's contribution (determined on an age-rated basis) bears to

the age-rated cost of such employee's total coverage. For example,
if an employee contributes one quarter of the age-rated cost of
$100,000 of coverage, and employee-purchased coverage is not treat-

ed as employer-provided, the employer-provided group-term life in-

surance coverage with respect to such employee is $75,000.
If the employer does not use the special rule described above,

and employee-purchased coverage is not treated as employer-pro-
vided, the amount of employer-provided group-term life insurance
coverage with respect to any employee is determined in the same
manner except that the total cost of any employee's coverage and
the employer's contributions with respect to such coverage are to

be determined without regard to the employee's age.
If an employer uses the special rule described above with respect

to any group-term life insurance, then the employer is required to

use the special rule with respect to all group-term life insurance
coverage of the employer. Thus, with respect to such an employer,
coverage available for a required employee contribution that does
not vary according to age would not be considered a single plan. Of
course, this rule applies separately to any line of business or oper-
ating unit if the employer applies the rules of section 89 separately
to such line of business or operating unit pursuant to section

89(g)(5).

e. Family coverage

Present Law

Under present law, a special rule applies in the case of family
coverage under an accident or health plan. Pursuant to this special
rule, for purposes of the 90-percent/50-percent test, the coverage
for employees and the coverage for spouses and dependents may be
tested separately, as if they constituted 2 different types of plans.
Further, for purposes of the same test, with respect to coverage of
spouses and dependents, the employer may disregard employees
who do not have a spouse or dependent. An employer who elects
this latter optional rule is required to obtain and maintain, in such
manner as the Secretary prescribes, adequate sworn statements to
demonstrate whether employees have a spouse or dependent.
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Explanation of Provision

The bill deletes the rule allowing employers to apply the 90-per-

cent/50-percent test separately with respect to family coverage and
to take into account for such purpose only employees who have a
family. This rule implies that family coverage cannot be considered
available to an employee who does not have a family.

Under the bill, family coverage (i.e., coverage of an employee's
family, which is considered separate from coverage of the employ-
ee) may be considered to be available (if otherwise available) or
provided (if otherwise provided) to an employee despite the fact

that the employee does not have a family. The purpose of this rule
is to relieve employers from the burden of determining which em-
ployees have families.

This rule alone, however, could produce inappropriate results in

certain very limited circumstances and it is intended that the non-
discriminatory provision test be applied to prevent such results.

Thus, if, under the facts and circumstances, it is clear that the em-
ployer is, by using the above rule that allows family coverage to be
considered to be available or provided to an employee who does not
have a family, evading the other nondiscrimination tests, the non-
discriminatory provision test is not to be considered satisfied with
respect to the relevant plan or plans.

For example, assume that an employer had 2 highly compensat-
ed employees and 8 nonhighly compensated employees, none of

whom had families. The employer provided $3,000 of employee cov-

erage to each of the 2 highly compensated employees. For the same
year, the employer provided family coverage to each of the 8 non-
highly compensated employees the value of which was $3,000 per
employee under the applicable valuation method. Because compa-
rable plans may be aggregated for purposes of the alternative 80-

percent test, the employer would satisfy such test. This is not the
result intended by Congress, since the facts of this example clearly
indicate that by using the rule allowing family coverage to be con-
sidered to be provided to employees without families, the employer
is avoiding providing the nonhighly compensated employees truly
nondiscriminatory benefits. Thus, the nondiscriminatory provision
test would not be considered satisfied with respect to the plan cov-

ering the highly compensated employees.
This application of the nondiscriminatory provision test applies

not only with respect to evasion of the alternative 80-percent test,

but to evasion of any of the tests. For example, the nondiscrimina-
tory provision test would not be considered satisfied with respect to

a plan maintained by the employer in the above example for its

highly compensated employees if such plan satisfied the 90-per-
cent/50-percent test by virtue of a second plan making family cov-

erage available to the nonhighly compensated employees.

f. Sworn statements—benefits test

Present Law

For purposes of applying the benefits test to accident or health
plans, an employer generally (see sec. 89(g)(2)(D)) may elect to disre-

gard any employee or family member of an employee if such indi-
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vidual is covered by a health plan that provides core benefits and
that is maintained by another employer of the employee or of a
member of the employee's family. An employer who elects this op-

tional rule is required to obtain and maintain, in such manner as
the Secretary prescribes, adequate sworn statements to demon-
strate whether individuals have core health coverage from another
employer.

Explanation of Provision

The bill provides that, with respect to an employer ("first em-
ployer"), an individual may be considered to have core health bene-
fits from another employer of such individual or of a member of
such individual's family, despite the fact that no sworn statement
is obtained and maintained to that effect, if (1) the first employer
makes available to an employee, at no cost, core health benefits
with respect to such individual, and (2) no health benefits under
any plan of the first employer are provided with respect to such
individual. For purposes of this rule, any financial detriment with
respect to core health benefits, regardless of whether it is direct or
indirect, current or future, fixed or contingent, is considered a cost
rendering this special rule inapplicable. A benefit that is available
to an employee on the condition that such employee reduce his

salary or forego another benefit is considered available at a cost.

Under present law, with respect to an employer that elects to

disregard individuals covered (or deemed covered under the rule
described above) by another employer's core health benefits, in the
absence of a sworn statement, a highly compensated employee is

treated as (1) covered by a plan of another employer providing core
health benefits, and (2) not having a spouse or dependent. Thus,
the special rule under the bill described above only affects non-
highly compensated employees.

g. Sworn statements—80-percent test

Present Law

For purposes of applying the benefits test and the alternative 80-

percent test to accident or health plans, the coverage for employees
and the coverage for spouses and dependents may be tested sepa-
rately, as if they constituted 2 different types of plans. For pur-
poses of the same tests, with respect to separate testing of the cov-
erage of spouses and dependents, the employer may disregard em-
ployees who do not have a spouse or dependent. An employer who
elects this latter optional rule is required to obtain and maintain,
in such manner as the Secretary prescribes, adequate sworn state-

ments to demonstrate whether employees have a spouse or depend-
ent.

With respect to an employer electing the latter special rule de-
scribed above, in the absence of a sworn statement, a highly com-
pensated employee is treated as, inter alia, not having a spouse or
dependent. If an employee is treated as not having a spouse or de-
pendent, any coverage provided to any spouse or dependent of that
employee generally is disregarded. For purposes of applying the
benefits test, however, the family of a highly compensated employ-
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ee may not be disregarded nor may coverage provided to such
family be disregarded if the coverage provided with respect to such
family has a value in excess of 133-1/3 percent of the average em-
ployer-provided benefit provided with respect to families of non-
highly compensated employees.

Explanation of Provision

Under the bill, a rule similar to the special "133-1/3-percent
rule" applies for purposes of the alternative 80-percent test.

For purposes of the 80-percent test, the general rule is that a
group of plans are comparable and may be aggregated if the value
of the employer-provided coverage provided to each covered em-
ployee in the plan with the lowest such value is at least 95 percent
of the value of the employer-provided coverage provided to each
covered employee in the plan with the highest such value. Howev-
er, if a plan with a greater value than permitted under the previ-

ous sentence satisfies section 89(d)(2) based on actual coverage pro-

vided rather than on eligibility, such plan may be aggregated with
the group of less valuable plans for purposes of the 80-percent test.

Under the analogue to the 133-1/3-percent rule, for purposes of

the 80-percent test, the family of a highly compensated employee
may not be disregarded nor may coverage provided to such family
be disregarded if the coverage provided to any spouse and depend-
ents of such employee is provided under a plan that would need to

rely on the section 89(d)(2) test to be aggregated with a group of

plans satisfying the 80-percent test. Of course, under the 80-percent
test, if no group of plans satisfies the 80-percent test, no coverage
provided to family members of highly compensated employees may
be disregarded.

h. Excluded employees

Present Law

Under present law, certain classes of employees are disregarded
in applying the nondiscrimination rules if neither the plan, nor
any other plan of the same type, is available to any employee in

the same class. Two of the disregarded classes are (1) in the case of

an accident or health plan (other than with respect to noncore ben-
efits), employees who have not completed 6 months of service (or

such shorter period of service as may be specified in the plan); and
(2) in the case of any other statutory employee benefit plan (includ-

ing an accident or health plan with respect to noncore benefits),

employees who have not completed 1 year of service (or such short-

er period of service as may be specified in the plan).

An employer is to exclude an employee, on the grounds that such
employee has not satisfied the required period of initial service,

during the period prior to the first day of the calendar month im-
mediately following the actual satisfaction of the initial service re-

quirement. In general, this exclusion does not apply if any employ-
ee is eligible under any plan of the same type prior to the first day
of the calendar month immediately following the actual satisfac-

tion of the initial service requirement.
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In addition, the legislative history of the Act provided certain

rules of convenience, relating to the time at which the nondiscrim-
ination rules are to be applied, that were intended to reduce the
administrative burden of appljdng the nondiscrimination rules.

Explanation of Provision

Under the bill, the rule regarding the exclusion of employees be-

tween the date of actual satisfaction of the initial service require-

ment and the first day of the calendar month immediately follow-

ing such satisfaction is modified so that an employer may use, in-

stead of the first day of the next calendar month, the first day of a
period of less than 31 days specified by the plan. For example,
assume that an employer required 60 days of service for participa-

tion in a health plan, but did not allow participation to commence
other than on the first day of 4-week periods. Such employer is to

exclude employees during the period prior to the first day of the 4-

week period following satisfaction of the 60-days-of-service require-

ment.
The Secretary is to provide corresponding changes to the rules of

convenience relating to the time for testing described in the legisla-

tive history of the Act.

This amendment, allowing use of a period of less than 31 days,
provides employers with flexibility without adversely affecting the
policy of the nondiscrimination rules.

i. Self-employed individuals

Present Law

Under the Act, it is unclear whether self-employed individuals
are treated as employees for purposes of the nondiscrimination
rules applicable to statutory employee benefit plans.

Explanation of Provision

The bill clarifies that, for purposes of applying the nondiscrim-
ination rules to statutory employee benefit plans, the term "em-
ployee" includes any self-employed individual (as defined in sec.

401(c)(1)), and the term "compensation" includes such individual's
earned income (as defined in sec. 401(c)(2)).

In addition, an individual who owns the entire interest in an un-
incorporated trade or business is to be treated as his or her own
employer. A partnership is to be treated as the employer of each
partner who is treated as an employee under the rule described
above.
These rules do not affect whether a self-employed individual may

exclude a benefit provided under a statutory employee benefit plan.
For example, group-term life insurance provided to a self-employed
individual may not be excluded by the self-employed individual be-
cause section 79 does not apply to self-employed individuals. The
effect of this provision of the bill is to count a self-employed indi-

vidual as an employee even though such individual is not eligible

for the exclusion. Generally, this will facilitate compliance with the
nondiscrimination rules, since self-employed individuals, who gen-
erally are highly compensated employees under the applicable defi-
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nition (sec. 414(q)), are taken into account but treated only as eligi-

ble for and receiving benefits that are excludable or deductible.

Thus, for example, with respect to health benefits, a self-employed
individual is treated as receiving (or eligible for) a benefit equal to

25 percent of the amount paid (or payable) for health insurance,
since that is the only amount that is tax-favored with respect to a
self-employed individual (sees. 106 and 162(m)).

j. Qualincation rule

Present Law

Under present law, certain employee benefit plans, including ac-

cident or health plans, are subject to certain qualification rules

(sec. 89(k)). For example, the plan is required to be in writing.

Explanation of Provision

Standard short-term sick pay plans were not intended to be sub-
ject to the qualification rules of section 89(k). Thus, under rules

prescribed by the Secretary, such plans are to be exempted from
the qualification rules. It is anticipated that the rules prescribed by
the Secretary will identify standard short-term sick pay plans by
reference to the length of time the employer will provide benefits
while an individual is absent from work.

k. Sanctions

Present Law

Year of inclusion

Under present law, if a plan is discriminatory in a plan year,
highly compensated employees are taxable on the value of the dis-

criminatory excess in their taxable year in which or with which
the plan year ends.

Discriminatory excess

The discriminatory excess is defined as the amount of the other-
wise nontaxable employer-provided benefit (including benefits pur-
chased with elective contributions) that would have to have been
purchased with after-tax employee contributions by the highly
compensated employees in order for all of the nondiscrimination
tests to be satisfied. In the case of group-term life insurance, the
value of discriminatory coverage is the greater of the cost of cover-

age under section 79(c) or the actual cost of coverage.
Of course, as is generally the case, the taxpayer has the burden

of proof with respect to establishing the discriminatory excess.

Thus, the discriminatory excess includes all employer-provided ben-
efits for highly compensated employees except to the extent that
the taxpayer maintains sufficient records to demonstrate to the In-

ternal Revenue Service that such benefits do not constitute dis-

criminatory excess.

Qualification rule sanction

If a plan fails to satisfy the new qualification requirements (sec.

89(k)), employees covered under the plan generally are to include
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in gross income the employer-provided benefit under the plan. For
this purpose, even in the case of an insurance-tj^je plan, an em-
ployee's employer-provided benefit is the value of the benefits, not
the coverage, attributable to employer contributions.

Employer sanction

If the employer does not report the discriminatory excess (or

other amounts includible under sec. 89) in a timely manner, the
employer may be subject to an employer-level sanction (sec.

6652(1)). This sanction applies without regard to whether the rele-

vant benefit was automatically subject to section 89 or whether it

was only subject to section 89 due to an election by the employer
under section 89(iX2).

Welfare benefit funds

In general, if a voluntary employees' beneficiary association
(VEBA) (sec. 501(cX9)) or group legal services organization (GLSO)
(sec. 501(cX20)) is part of a discriminatory plan, the VEBA or GLSO
is not to be exempt from tax under section 501(a) (sec. 505). With
respect to employee benefits subject to the new nondiscrimination
rules of section 89, a discriminatory plan for this purpose is a dis-

criminatory employee benefit plan within the meaning of section

89(c).

In addition, if an employer maintains a welfare benefit fund and
there is a disqualified benefit provided during any taxable year, a
tax is imposed on the employer equal to 100 percent of the disquali-

fied benefit. The term "disqualified benefit" includes any post-re-

tirement medical benefit or life insurance benefit provided with re-

spect to a highly compensated employee under a discriminatory
plan (within the meaning of sec. 505).

Explanation of Provision

Year of inclusion

Under present law, if a plan is discriminatory and the plan year
is, for example, the calendar year, the employer has only 1 month
to determine the discriminatory excess with respect to the highly
compensated employees in order to file accurate Forms W-2 in a
timely manner. In many cases, this is not a sufficient period of
time. Thus, the bill provides a special rule with respect to plans
with a plan year ending after September 30 and on or before De-
cember 31 of a calendar year.
Under this special rule, an employer may elect to have the dis-

criminatory excess included in the incomes of highly compensated
employees in their taxable year following the taxable year with or
within which the plan year ends. If an employer makes such an
election, however, the employer's deduction relating to such dis-

criminatory excess is to be allowable only in the employer's taxable
year with or within which ends the plan year following the plan
year in which the discriminatory excess occurred. It is not intend-
ed, however, that an employer be permitted to avoid the deferral of
the deduction through the use of a short plan year following the
plan year in which the discriminatory excess occurred.
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Discriminatory excess

For purposes of determining and allocating the discriminatory
excess with respect to a group-term life insurance plan, employer-
provided coverage over $50,000 will be treated as nontaxable under
the bill. Thus, to the extent that the discriminatory coverage does
not exceed the total coverage over $50,000, the effect of a finding of

discrimination is simply the inclusion in income of the excess, if

any, of the actual cost of the discriminatory coverage over the cost

of such coverage under section 79(c).

For example, assume an employee receives $150,000 of employer-
provided coverage and the $100,000 excess over $50,000 is included
in income, at the cost determined under section 79(c), pursuant to

section 79(a). Assume further that $25,000 of such employee's cover-

age is determined to be discriminatory. The effect of this finding of
discrimination is that the excess, if any, of the actual cost of such
$25,000 of coverage over the section 79(c) cost of such coverage is

included in the employee's income (in addition to the section 79(c)

cost of the $100,000 of coverage (i.e., the amount over $50,000)).

Qualification rule sanction

If a plan to which section 505 applies—generally, a plan part of
which is a VEBA or a GLSO—violates the new qualification re-

quirements (sec. 89(k)), the VEBA or GLSO is not to be exempt
from tax under section 501(a). A plan failing to satisfy the new
qualification requirements is not the t)T)e of plan for which the
VEBA or GLSO tax exemption was established.

In addition, the bill provides that in the case of a group-term life

insurance plan that fails the qualification rule, the benefits provid-

ed under the plan are to be included in the beneficiary's income
rather than the employee's.
The bill further provides for the coordination of the sanction for

failure to satisfy the qualification rules with the sanction for dis-

crimination. Generally, any amount included in the income of a
highly compensated employee attributable to discriminatory cover-

age is to offset the amount includible under section 89(k) with re-

spect to the same highly compensated employee for the same cover-

age. Thus, for example, assume a highly compensated employee in-

cludes $1()0 in income under section 89(a) for discriminatory health
coverage provided during a plan year, and such health coverage
does not satisfy section 89(k). The only health benefits that are in-

cludible under section 89(k) attributable to the coverage provided
during that plan year are amounts in excess of $100.

If, however, any discriminatory excess would be included in the
income of a highly compensated employee for a year subsequent to

the year of inclusion under section 89(k) with respect to the same
coverage, the coordination described above is to work in reverse,
i.e., the section 89(k) inclusion is to offset the inclusion of the dis-

criminatory excess.

Employer sanction

If an employer does not report a discriminatory excess (or other
amount includible under sec. 89) in a timely manner, the employer
may be subject to an employer-level sanction. Under the bill, it is
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clarified that the employer-provided benefit subject to the employer
sanction is determined under the general rules applicable under
section 89 except that the special rule relating to group-term life

insurance plans, under which employees are assumed to be age 40,

does not apply. Of course, the adjustment of the employer-provided
benefit under a group-term life insurance plan based on the em-
ployee's compensation also does not apply.

Welfare benefit funds

The sanctions of present law with respect to discriminatory
VEBA's, GLSO's, and other welfare benefit funds are inconsistent
with the general approach under section 89 to apply the sanction
solely with respect to the discriminatory amount. The bill modifies
the sanctions accordingly.

Under the bill, if section 89 applies to a plan, a VEBA or GLSO
that is part of the plan does not lose its tax-exempt status under
section 501(a) merely because the plan is a discriminatory employ-
ee benefit plan (within the meaning of sec. 89(c)). In lieu of this

sanction, the bill imposes an excise tax on an employer maintain-
ing a welfare benefit fund if a discriminatory employee benefit
plan is part of the fund for the plan year. The tax applies to the
taxable year of the employer with or within which the plan year
ends.

The amount of this excise tax is determined as follows. The first

step is to determine the lesser of (1) the aggregate excess benefits
(within the meaning of sec. 89(b)) provided under the plan for the
plan year, or (2) the taxable income of the fund for the plan year.
For this purpose, the taxable income of the fund is determined
without regard to an exemption from tax pursuant to section

501(c)(9) or (c)(20). The lesser of those 2 amounts is then multiplied
by the highest rate applicable to taxable income under section 11.

This product then is offset by the amount of income tax imposed on
the fund for the plan year determined under rules prescribed by
the Secretary. This result is the amount of the excise tax.

The bill also modifies the 100-percent excise tax applicable to dis-

qualified benefits in the case of a post-retirement medical benefit
or life insurance benefit that is subject to section 89. The bill pro-
vides that the amount of the disqualified benefit subject to the tax
is not to exceed the aggregate excess benefits (within the meaning
of sec. 89(b)) provided under the plan.

1. Inclusion in wages

Present Law

Under present law, amounts that are includible in an employee's
income because the section 89 requirements relating to employee
benefit plans are not satisfied are not in all cases treated as wages
(or compensation) for employment tax purposes.

Explanation of Provision

Under the bill, amounts that are includible in gross income by
reason of section 89 (either directly or indirectly (as in the case of
section 129(dXl)(B))) are included in wages (or compensation), as of
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the time includible in gross income, for purposes of the Federal In-

surance Contributions Act (sec. 3121), the Railroad Retirement Tax
Act (sec. 3231(e)), the Federal Unemployment Tax Act (sec. 3306),

income tax withholding (sec. 3401), and the Social Security Act (sec.

209). Of course, such inclusion is subject to the applicable limits on
wages (or compensation).

m. Dependent care assistance programs

Present Law

Present law provides a benefits test applicable to dependent care
assistance programs that are not treated as statutory employee
benefit plans under section 89 (sec. 129(d)(8)). For purposes of apply-
ing this benefits test to salary reduction amounts, employees with
compensation (as defined in sec. 414(q)(7)) below $25,000 are to be
disregarded. This special rule does not apply if the dependent care
assistance program is treated as a statutory employee benefit plan
under section 89.

Explanation of Provision

For purposes of applying the special benefits test (sec. 129(d)(7),

as redesignated by the bill) to salary reduction amounts under a
dependent care assistance program that is not treated as a statuto-

ry employee benefit plan under section 89, an employer may elect

to take into account employees with compensation (as defined in

sec. 414(q)(7)) below $25,000. Thus, the employer may elect to take
into account all employees with compensation below $25,000 or
may disregard employees with compensation below any specified

amount lower than $25,000.

n. Cafeteria plans

Present Law

Definition of a cafeteria plan

Under present law, the definition of a cafeteria plan includes a
plan only offering a choice between nontaxable benefits (sec. 125).

Qualified benefits

To qualify as a cafeteria plan, a plan may not offer benefits other
than cash and qualified benefits. The term "qualified benefits" gen-
erally means any benefit that, with the application of section

125(a), is excludable from an employee's income by reason of a pro-

vision of Chapter 1 of the Code (other than sees. 117, 124, 127, or
132). In addition, the term includes (1) any group-term life insur-

ance coverage that is includible in income only because it is in

excess of $50,000, and (2) any other benefit permitted under regula-
tions.

Explanation of Provision

Definition of a cafeteria plan

The bill amends the definition of a cafeteria plan so that a choice
only between nontaxable benefits is not a cafeteria plan. The inclu-
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sion of a choice between nontaxable benefits as a cafeteria plan
would require, to make the provision effective as a practical

matter, additional amendments not intended by Congress. For ex-

ample, under present law, a choice between nontaxable benefits,

one of which constituted deferred compensation, would generally

not be a cafeteria plan in light of the prohibition on deferred com-
pensation in a cafeteria plan. Thus, an employer could simply add
to any choice between nontaxable current benefits the choice of a
nominal nontaxable deferred benefit; this would at least arguably
remove the arrangement from the definition of a cafeteria plan. Al-

though this and other problems with the new definition could have
been individually addressed with additional rules, such rules would
have added complexity not contemplated by Congress.

Sanctions

The bill also clarifies that, in the case of a cafeteria plan that

fails the cafeteria plan nondiscrimination test (sec. 125(b)(1)), only

highly compensated employees are taxable on the available taxable

benefits. In the case of a cafeteria plan that fails the key employee
concentration test (sec. 125(b)(2)), the bill clarifies that only key em-
ployees are taxable on the available taxable benefits.

Qualified benefits

In addition, the bill modifies the definition of qualified benefits.

Under the bill, the term "qualified benefits" includes benefits that

would be qualified benefits but for the fact that they are includible

in an employee's income under section 89(a). Thus, if, for example,
there is a discriminatory excess with respect to a health plan of-

fered under a cafeteria plan, such discriminatory excess will not

cause the cafeteria plan to cease to be a cafeteria plan.

The bill also modifies the special definition of qualified benefits

used for purposes of determining whether under the key employee
concentration test (sec. 125(b)(2)), the qualified benefits provided to

key employees under a cafeteria plan exceed 25 percent of the ag-

gregate of such benefits provided to all employees under the plan.

For this purpose, benefits that are includible in income (without

regard to the key employee concentration test of sec. 125(b)(2)) are

disregarded.

o. Continuation of health care

Present Law

Under present law, for purposes of most employee benefit provi-

sions, certain aggregation rules are applied (sec. 414(b), (c), (m), (o),

and (t)). Thus, related employers generally are treated as a single

employer for purposes of these provisions. Further, under certain

circumstances, leased employees are treated as employees of the
lessee (sec. 414(n)).

Explanation of Provision

The bill extends the rules aggregating related employers (sec.

414(b), (c), (m), (o), and (t)) and the employee leasing rules (sec.

414(n)) to the continuation-of-health-care rules under section
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162(i)(2) and 162(k) and under section 2201(b) of the Public Health
Service Act. (The Act applied such aggregation and leasing rules
for purposes of the continuation-of-health-care rules under sec. 106
and the Emplo5mient Retirement Income Security Act of 1974
(ERISA).) Such extension presents evasion of the continuation-of-
health-care rules by the use of multiple employers, employee leas-

ing, or other arrangements.
Under the bill, this extension and the application under the Act

of the same aggregation and leasing rules to section 106 (relating to

the exclusion from income of employer-provided accident or health
coverage) and to the continuation-of-health-care rules of ERISA are
effective for years beginning after 1986.

p. Effective date

Present Law

In general, the amendments made by section 1151 of the Act,
which provide the new rules regarding nondiscrimination, depend-
ent care assistance programs, cafeteria plans, qualification, and re-

porting generally are effective for years beginning after the later

of—
(1) December 31, 1987, or

(2) the earlier of

—

(a) the date that is 3 months after the date on which the Secre-
tary issues regulations under section 89, or

(b) December 31, 1988.

Explanation of Provision

Under the bill, an employer may elect to apply the new rules of

section 1151 of the Act (including the nondiscrimination rules,

qualification rules, reporting rules, and cafeteria plan rules) to cer-

tain group-term life insurance plans in plan years beginning after

October 22, 1986. The plans for which this election is available are
described in section 125(c)(2)(C).

2. Deductibility of health insurance costs of self-employed individ-

uals (sec. lllB(b) of the bill, sec. 1161 of the Reform Act, and
sec. 162(m) of the Code)

Present Law

Under certain circumstances, a self-employed individual may
deduct 25 percent of the amounts paid for health insurance for a
taxable year on behalf of the individual and the individual's spouse
and dependents (sec. 162(m)). The deduction is allowable in calcu-

lating adjusted gross income.
The deduction is limited to the taxpayer's earned income (within

the meaning of sec. 401(c)).

Explanation of Provision

The bill clarifies that, consistent with the Congressional intent

reflected in the Statement of Managers, the amount deductible
under section 162(m) is not taken into account in computing net
earnings from self-employment (sec. 1402(a)) or for purposes of the
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Social Security Act. Therefore, the amounts deductible under sec-

tion 162(m) do not reduce the income base for purposes of the self-

employed individual's social security tax or for purposes of benefit

credit under the Social Security Act.

Under the bill, the deduction under section 162(m) is limited to

the earned income derived by the taxpayer from the trade or busi-

ness with respect to which the plan providing the health insurance

is established.

3. $5,000 limit on dependent care assistance exclusion (sec.

lllB(c) of the bill, sec. 1163 of the Reform Act, and sec. 129

of the Code)

Present Law

Under present law, if certain requirements are satisfied, gross

income of an employee does not include amounts paid or incurred

by the employer for dependent care assistance provided to the em-
ployee. With respect to any taxpayer, this exclusion from gross

income does not apply to amounts in excess of $5,000 in a taxable

year ($2,500 in the case of a separate return by a married individ-

ual).

Explanation of Provision

Under the bill, the $5,000 (or $2,500) limit applies to the amount
of dependent care services that is covered by a dependent care as-

sistance program and that is received by a taxpayer during a tax-

able year, without regard to whether the taxpayer has received

payment from the employer for any expenses paid or incurred by
the taxpayer in connection with such services. If, however, the

limit is exceeded in any year, the excess is includible in the taxpay-

er's income in the year in which the dependent care assistance is

received from the employer. In the case of a payment by the em-
ployer to the employee for dependent care services received by the

employee, the dependent care assistance is considered received

when the payment is received.

For example, assume that in 1988, unmarried employee A, whose
taxable year is the calendar year, incurred $6,000 of dependent
care expenses (which he paid); in 1989, the figure was $5,000.

During this period, A's employer B maintained a dependent care

assistance program that satisfied the requirements of section 129.

Pursuant to the program, B is to reimburse A for all his dependent
care expenses. However, during 1988, B only made $3,000 of pay-

ments. During 1989, an additional $7,000 of payments were made.
Thus, at the end of 1989, B owes A $1,000 under the program.
Under the bill, the $5,000 limit on dependent care services cov-

ered by a program is exceeded in 1988 by $1,000. However, A did

not receive the last $1,000 attributable to 1988 in 1988. Thus, no
amount is includible in A's income for 1988 with respect to the de-

pendent care assistance program. Under the bill, however, the first

$3,000 paid by B to A under the program after 1988 is considered to

relate to 1988. Thus, the third thousand dollars paid to A in 1988 is

includible in A's income.
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In 1989, A only receives $5,000 worth of dependent care services

covered by a dependent care assistance program. This equals the
limit with respect to A. Thus, other than the $1,000 attributable to

1988, none of the $7,000 of payments is includible in A's income
and the $1,000 left unpaid at the end of 1989 will not be includible

when paid.

These provisions for applying the $5,000 (or $2,500) limit are in-

tended to conform to the manner in which employers maintain
their records and thus are intended to facilitate administration of

the limit. In addition, in comparison to applying the limit strictly

on a cash basis, these provisions prevent avoidance of the limit by,

for example, delaying the date of payment. The provisions can also

prevent inappropriate application of the limit, such as in instances
in which payment for one year is unavoidably delayed into a
second year for which a full $5,000 will be paid for current ex-

penses.
These provisions with respect to the $5,000 limit generally apply

to taxable years beginning after December 31, 1987, with 2 modifi-

cations. First, a taxpayer may elect to have the provisions apply to

taxable years beginning after December 31, 1986. The election may
be made by a taxpayer by filing an income tax return in a manner
consistent with these provisions for any taxable year beginning
before January 1, 1988.

The second modification applies to any taxpayer who does not
make the election described above. Such taxpayers are subject to

the following transition rule. Any dependent care services covered
by a dependent care assistance program that are received by the
taxpayer in a taxable year beginning in 1987 are to be treated as
provided in the taxpayer's first taxable year beginning after De-
cember 31, 1987, if the employer payment for such services is not
received in the year in which the services are received.
For example, assume that in 1987, unmarried employee C, whose

taxable year is the calendar year, incurred $6,000 of dependent
care expenses (which she paid); in 1988, the figure was $5,000.

During this period, C's employer D maintained a dependent care
assistance program that satisfied the requirements of section 129.

Pursuant to the program, D is to reimburse C for all her dependent
care expenses. However, during 1987, D only made $5,000 of pay-
ments. During 1988, an additional $5,500 of payments were made.
Thus, at the end of 1988, D owes C $500 under the program.
Assume that C does not make the election described above. In

1987, C only received $5,000 in employer payments and thus under
the rules in effect prior to the bill provision has no inclusion in

1987 attributable to those payments. In 1988, when the bill provi-

sions first apply to C, C only receives $5,000 worth of dependent
care services covered by a dependent care assistance program.
Thus, without regard to the special transition rule, C would have
no inclusion attributable to services received in 1988.

Because C did not make the election, however, the special transi-

tion rule applies to her. Under this rule, the first step is to deter-

mine the amount of covered services received by C in 1987 for

which no payment is made by D during 1987. In this example, such
amount is $1,000. This amount of services is then considered to

have been received by C in 1988. Thus, the total covered services C
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is considered to receive in 1988 is increased from $5,000 to $6,000, a
total that is $1,000 over the limit. Because C receives $5,500 in pay-
ments from D in 1988, she has an inclusion of $500 in 1988. In addi-

tion, the next $500 that C receives from D after 1988 is considered
to relate to 1988 and thus is includible in her income.

4. Treatment of certain full-time life insurance salespersons (sec.

lllB(e) of the bilU sec. 1166 of the Reform Act, and sec.

7701(a)(20) of the Code)

Present Law

Under present law, a full-time life insurance salesperson is treat-

ed as an employee for purposes of the cafeteria plan provision with
respect to accident and health plans.

Explanation of Provision

The bill clarifies Congressional intent, reflected in the Statement
of Managers, to treat full-time life insurance salespersons as em-
ployees for purposes of the cafeteria plan provision with respect to

benefits that the salesperson is otherwise permitted to exclude
from income.

5. Exclusion of cafeteria plan elective contributions from wages
for purposes of employment taxes (sec. lllB(a) of the bill,

sec. 1151(d) of the Reform Act, sec. 209(e) of the Social Secu-
rity Act, and sees. 3121(a)(5) and 3306(b)(5) of the Code)

Present Law

Under present law, no amount is included in the gross income of

a participant in a cafeteria plan meeting certain requirements
solely because, under the plan, the participant may choose among
the benefits of the plan. Under the Act, this exception from the
principles of constructive receipt generally also applies for pur-
poses of FICA and FUTA taxes. The exception does not apply, how-
ever, for FICA and FUTA tax purposes with respect to elective de-

ferrals under a qualified cash or deferred arrangement that is part
of a cafeteria plan.

Explanation of Provision

The bill clarifies that the exclusion from wages provided under
the Act with respect to FICA and FUTA taxes applies to payments
and benefits under a cafeteria plan if (1) it is reasonable to believe
that (if sec. 125 applied for purposes of FICA and FUTA taxes) sec-

tion 125 would not treat any wages as constructively received, and
(2) the payments would not be treated as wages if provided outside
of the cafeteria plan. As is the case for income tax purposes, the
failure of a cafeteria plan to satisfy the discrimination test does not
cause inclusion with respect to nonhighly compensated employees
and the failure of a cafeteria plan to satisfy the key employee con-
centration test does not cause inclusion with respect to non-key em-
ployees.

For example, no amount is included in any employee's wages for
FICA and FUTA tax purposes attributable to the employee's elec-
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tion under a cafeteria plan that satisfies the applicable discrimina-
tion test and key employee concentration test of a health benefit
that is otherwise excludable from wages. Of course, a collectively

bargained plan that is deemed to be nondiscriminatory for income
tax purposes (sec. 125(f)) is deemed to meet the cafeteria-plan dis-

crimination test (sec. 125(b)(1)) for purposes of this rule.

An example of a benefit that would not be excludable from
wages would be employer-provided group-term life insurance that
would, pursuant to the amendment made by section 9003 of the
Omnibus Budget Reconciliation Act of 1987, be includible in wages
if provided outside of a cafeteria plan.

6. Tax treatment of quallHed campus lodging (sec. lllB(d) of the
bill, sec. 1164 of the Reform Act, and sec. 119(d) of the Code)

Present Law

Under present law, the fair market value of use (on an annua-
lized basis) of qualified campus lodging furnished by, or on behalf
of, an educational institution (within the meaning of sec.

170(b)(l)(A)(ii)) is treated as not greater than 5 percent of the ap-
praised value for the lodging, but only if an independent appraisal
of the fair market value of the lodging is obtained by a qualified
appraiser under rules prescribed by the Secretary. For purposes of
this rule, the appraised value is to be determined as of the close of
the calendar year in which the taxable year begins.
The purpose of this provision is to avoid disputes between educa-

tional institutions and the Internal Revenue Service regarding
whether an individual has income attributable to the use, for a
specified rent, of employer-furnished lodging located on a campus
of, or in the proximity of, the educational institution.

Explanation of Provision

If the appraised value of qualified campus lodging is determined
as of the close of the calendar year in which the taxable year
begins, the 5-percent ceiling on the value of use of such lodging
may not be known until after the beginning of the rental period
and thus after the rent for the lodging has been established. The
result may be that the rent chosen is below the 5-percent ceiling,

which may give rise to income for the individual using the lodging.
The bill modifies the date on which the appraised value is deter-

mined in the case of a rental period not greater than 1 year. In
such case, the appraised value may be determined at any time
during the calendar year in which the rental period begins.

7. Military fringe benefits (sec. lllB(f) of the bill, sec. 1168 of the
Reform Act, and sec. 134 of the Code)

Present Law

Under present law, qualified military benefits are excludable
from gross income. The term "qualified military benefit" generally
means any allowance or in-kind benefit that

—

(1) is received by any member or former member of the uni-

formed services of the United States or any dependent of such
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member by reason of such member's status or service as a member
of such uniformed services, and

(2) was excludable from gross income on September 9, 1986,

under any provision of law or regulation thereunder that was in

effect on such date (other than a provision of Title 26).

For purposes of the exclusion of qualified military benefits that

are payable in cash, certain adjustments to such benefits after Sep-

tember 9, 1986, are to be disregarded and thus are not to be cov-

ered by the section 134 exclusion.

Of course, benefits provided in connection with an individual's

status or service as a member of the uniformed services may be ex-

cluded from income under other sections of the Code if the require-

ments for exclusion under such other sections are satisfied, even if

such benefit does not qualify as a qualified military benefit.

Explanation of Provision

The bill clarifies that, with respect to the definition of qualified

military benefit, the exclusion on September 9, 1986, may have
been by administrative practice, in addition to by law or regula-

tion.

The bill also provides that the term "qualified military benefit"

does not include personal use of a vehicle. This amendment applies

to taxable years beginning after December 31, 1986.

Under the bill, it is further intended that qualified military bene-

fits that are provided in kind may be modified or adjusted after

September 9, 1986, without affecting the excludability of such bene-

fit under section 134,

In addition, the bill modifies the general effective date of section

134 to apply to taxable years beginning after December 31, 1984

(rather than beginning after December 31, 1986).



G. Employee Stock Ownership Plans (ESOPs)

An employee stock ownership plan (ESOP) is a qualified stock
bonus plan or a combination of a stock bonus and a money pur-
chase pension plan under which employer stock is held for the ben-
efit of employees. The stock, which is held by 1 or more tax-exempt
trusts under the plan, may be acquired through direct employer
contributions or with the proceeds of a loan to the trust (or trusts)

that is exempt under section 4975. An ESOP is required to be de-

signed to be invested primarily in employer securities.

1. Changes in qualiflcation requirements relating to ESOPs (sec.

lllB(i), (j), and (k) of the bill, sees. 1174-1176 and 1854 of the
Reform Act, and sees. 401, 415, and 409 of the Code)

a. Diversification of investments

Present Law

The Act requires an ESOP to offer a partial diversification elec-

tion to participants who meet certain age and participation re-

quirements (qualified participants). Under the Act, a qualified par-

ticipant is entitled annually during any diversification election

period following each plan year in the participant's qualified elec-

tion period to direct diversification of up to 25 percent of the par-

ticipant's account balance (50 percent in the last election period).

Under the Act, an ESOP is required to provide an annual diver-

sification election period for the 90-day period following the close of
the ESOP plan year. Thus, for 90 days after the end of a plan year,
an ESOP is to permit an election by those qualified participants
who become or remain eligible to make a diversification election

during the plan year. Under the Act, any participant who has at-

tained at least age 55 and completed at least 10 years of participa-

tion in the plan is a qualified participant. For purposes of the 10-

year rule, participation in a predecessor plan is taken into account.
A qualified participant may modify, revoke, or make a new elec-

tion at any time during the 90-day election period. Any qualified

participant is permitted to make a diversification election during
each diversification election period following each plan year in the
participant's qualified election period.
No later than 90 days after the close of the election period, the

plan is to complete diversification pursuant to participant elec-

tions. The diversification requirement can be satisfied by (1) offer-

ing to distribute to the participant an amount equal to the amount
for which the participant elected diversification, (2) substituting for

the amount of the employer securities for which the participant
elected diversification an equivalent amount of other assets, in ac-

cordance with the participant's investment direction, or (3) provid-
ing the participant the option to transfer (in accordance with appli-

(214)
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cable qualification rules) the portion of the account balance for

which diversification is elected into a qualified plan that provides

for employee-directed investment and in which the required diver-

sification options are available. The ESOP, or the transferee plan

in the case of a transfer described in (3), is to offer at least 3 invest-

ment options (not inconsistent with regulations prescribed by the

Secretary).

Explanation of Provision

In order to conform to Congressional intent, the bill clarifies that

a qualified participant's qualified election period generally begins

with the plan year during which the participant attains age 55 and
ends with the fifth succeeding plan year. If, however, the partici-

pant has not completed 10 years of plan participation by the end of

the plan year in which the participant attains age 55, the qualified

election period begins with the plan year in which the participant

completes 10 years of plan participation and ends with the fifth

succeeding plan year.

For example, in the case of an ESOP using the calendar year as

the plan year, a participant who completes 10 years of plan partici-

pation before attaining age 55 and who attains age 55 in 1990, be-

comes a qualified participant in the plan year beginning January 1,

1990. That participant is eligible to direct diversification during the

90-day election period beginning January 1, 1991, and remains eli-

gible to direct diversification during the annual election periods in

1992, 1993, 1994, 1995, and 1996.

Similarly, if the participant completes 10 years of participation

in 1990 when the participant is 58, the participant becomes a quali-

fied participant in the plan year beginning January 1, 1990. The
participant is eligible to direct diversification during the election

periods in 1991, 1992, 1993, 1994, 1995, and 1996.

Under the bill, the qualified election period of any participant

does not begin before the first plan year beginning after December
31, 1986. Thus, for example, under the bill, if a participant in a cal-

endar year ESOP attained age 55 and had 10 years of plan partici-

pation in 1986, the participant is eligible to make a diversification

election during the election periods in 1988, 1989, 1990, 1991, 1992,

and 1993.

It is understood that some plans already may have provided for

diversification elections in 1988, whereas some plans may not have
done so pending the enactment of this bill or the issuance of guid-

ance by the Secretary. Accordingly, the Secretary may provide

flexibility with respect to diversification elections in 1988 by, for

example, permitting plans to comply with the diversification rules

within a certain period following the issuance of guidance by the

Secretary.

The bill also clarifies that diversification is to be completed no
later than 90 days after the close of the election period, regardless

of the method used to implement diversification elections. Thus, di-

versification is to be completed within the 90-day period regardless

of whether diversification is implemented by means of distribution,

transfer to another qualified plan which offers the requisite invest-
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ment options, or reinvestment of employer securities in other
assets.

b. Distributions from tax-credit ESOPs

Present Law

An ESOP under which an employer contributes employer securi-

ties (or cash with which to acquire employer securities) in order to

qualify for a credit against income tax liability is referred to as a
tax-credit ESOP. This credit was initially investment-based (and
the plans were called TRASOPs due to their origin in the Tax Re-
duction Act of 1975), but was payroll-based after 1982 (and the
plans were called PAYSOPs). The Act repealed the credit with re-

spect to compensation paid or accrued after December 31, 1986.

Tax-credit ESOPs are subject to the requirements generally ap-

plicable to qualified plans and ESOPs. In addition, tax-credit

ESOPs are subject to special qualification requirements. In general,

under present law, employer securities allocated to an employee's
account under a tax-credit ESOP may not be distributed before the
end of the 84th month after the month in which the securities were
allocated. This limitation does not apply to distributions of securi-

ties in the case of the employee's separation from service, death, or

disability, or in the case of certain corporate acquisitions. In addi-

tion, under the Act, the 84-month rule does not apply to distribu-

tions upon termination of the tax-credit ESOP, effective with re-

spect to plan terminations after December 31, 1984.

Explanation of Provision

The bill clarifies that the exception to the 84-month rule for dis-

tributions on termination of a tax-credit ESOP is effective with re-

spect to distributions (rather than plan terminations) occurring
after December 31, 1984. This exception is available without regard
to whether the employer establishes a successor plan, including an
ESOP. The meaning of "termination" and "distribution" for pur-
poses of this rule are to be construed liberally to implement the
purposes of the exception, and are not intended to affect the mean-
ing of termination and distribution for other purposes. Thus, for

example, a transfer from a tax-credit ESOP to another qualified

plan is to be treated as a distribution for purposes of the exception.
Of course, any distribution or transfer must comply with any appli-

cable qualification rules. For example, this exception to the 84-

month rule does not override the rule requiring consent to distribu-

tions if the participant's vested benefits exceed $3,500 (sec.

411(a)(ll)).

In order to coordinate the 84-month rule with the new diversifi-

cation rules, the bill provides that the 84-month rule does not
apply to the extent that a distribution is made to satisfy the diver-

sification requirement. This exception to the 84-month rule applies
only to the extent that the diversification requirement cannot be
satisfied by distributing employer securities that have already met
the 84-month rule.
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c. Timing of distributions

Present Law

The Act modified the rules relating to the timing and form of re-

quired distributions. Under the Act, an ESOP is to permit earlier

distributions to employees who separate from service before normal
retirement age. Unless an employee otherwise elects in writing, the
payment of benefits under an ESOP is to begin no later than 1

year after the close of the plan year (1) in which the participant

separates from service by reason of attainment of normal retire-

ment age under the plan, or (2) that is the fifth plan year following

the participant's separation from service for any other reason,

unless the participant is reemployed by the employer before such
year. The Act provided a special rule with respect to the portion of

the participant's account (if any) that consists of securities acquired
with an exempt loan.

Unless the participant elects otherwise, distribution is to be
made in substantially equal payments (not less frequently than an-

nually) over a period not longer than 5 years. Additional time to

distribute the account balance is provided if the balance is greater
than $500,000, indexed to take into account increases in the cost-of-

living. For 1988, the indexed figure is $522,350. This rule does not
preclude more rapid payment.
The rules added by the Act accelerate the otherwise applicable

benefit commencement date. Accordingly, if the general rules (sees.

401(a)(9) and 401(a)(14)) require the commencement of distributions

at an earlier date, those general rules override the special ESOP
rules.

Of course, the special ESOP rules do not permit the employee to

elect a form or time of distribution not provided or required to be
provided under the plan.

Explanation of Provision

Under the special distribution rule applicable to ESOPs, the bill

provides that, in the case of a separation from service for reasons
other than separation on or after normal retirement age, death, or
disability, distributions are not required to begin if the participant
returns to service with the employer prior to the time distribution

is otherwise to begin under the rule.

The special ESOP distribution rules create a conflict with the
rules added by the Retirement Equity Act of 1984, which provide
that benefits in excess of certain amounts cannot be distributed
without the consent of the participant (sec. 411(a)(ll)), and that, in

certain cases, benefits must be paid in the form of a joint and sur-

vivor annuity (sees. 401(a)(ll) and 417). The bill provides that the
provisions of sections 411(a)(ll), 401(a)(ll) and 417 are controlling.

Thus, for example, distribution to a participant cannot commence
under the special ESOP rules unless the applicable consent re-

quirements of sections 411(a)(ll), 401(a)(ll), and 417 are satisfied.
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d. Right to demand employer securities

Present Law

A participant in an ESOP who is entitled to a distribution under
the plan has the right to demand that the participant's benefits be
distributed in the form of employer securities.

Explanation of Provision

To coordinate with the new diversification rules, the bill provides
that a participant does not have the right to demand that benefits

be paid in the form of employer securities with respect to the por-

tion of the participant's account that the participant elected to di-

versify.

e. Voting

Present Law

A defined contribution plan (other than a profit-sharing plan)
that is established by an employer whose stock is not publicly

traded is required to pass through certain voting rights to plan par-

ticipants if after acquiring securities of the employer more than 10

percent of the total assets of the plan are securities of the employer
(sec. 401(a)(22)). Under the Act, the pass-through voting require-

ment is eliminated with respect to employer securities issued by an
employer whose stock is not publicly traded if a substantial portion
of the employer's business consists of publishing a newspaper for

general circulation on a regular basis.

In addition, all ESOPs are required to pass through certain
voting rights to plan participants. The circumstances under which
participants are entitled to exercise voting rights depend on wheth-
er the employer has a registration-type class of securities. The Act
provides that these voting requirements may be satisfied if the
plan permits each participant 1 vote with respect to the issue in

question and the plan trustee votes the shares held by the plan in

the proportion determined by the votes of participants.

Explanation of Provision

The bill incorporates in the statute the provision in the State-
ment of Managers that the exception to the voting rules applies to

an employer (determined without regard to the controlled group
rules) whose business consists of publishing a newspaper for gener-
al circulation on a regular basis. Thus, the exception does not
apply to members of the controlled group that do not meet this re-

quirement.
The bill replaces the term "not publicly traded" in section

401(a)(22) with the term "not readily tradable on an established
market" to conform to the term used in section 409. This change is

not intended as a substantive change in the rules of section
401(a)(22).

The bill conforms the 1-vote-per-participant rule to the legislative

history by providing that it applies only where the employer does
not have a registration-type class of securities.
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2. Estate tax deduction for sales to an ESOP (sec. lllB(g) of the

bill, sec. 1172 of the Reform Act, and sees. 409 and 2057 of the

Code)

Present Law

The Act permits a deduction from the gross estate of 50 percent
of the qualified proceeds from a qualified sale of employer securi-

ties. Under the Act, a qualified sale means any sale of employer
securities (within the meaning of sec. 409(1)) by an executor to (1)

an ESOP described in section 4975(e)(7), or (2) an eligible worker-
owned cooperative (as defined in sec. 1042(c)(2)).

Under the Act, certain penalties apply if any portion of the
assets attributable to employer securities acquired in a qualified

sale (or assets in lieu thereof) accrue or are allocated during the
nonallocation period for the benefit of (1) a decedent whose estate

makes such a sale, (2) any person who is related to the decedent in

one of the ways described in section 267(b), or (3) any other person
who owns (after application of the attribution rules of sec. 318(a) as

modified for this purpose) more than (a) 25 percent (by number) of

any class of outstanding stock of the corporation (or certain related

corporations) that issued such qualified securities, or (b) more than
25 percent of the total value of any class of outstanding stock of

the corporation (or certain related corporations).

There are 2 sanctions for failure to comply with the allocation

restriction. First, the Act requires that an ESOP that acquires se-

curities in a qualified sale is required to provide that the restric-

tion on the allocation of securities (or assets in lieu thereof) to the
sellers, family members, and 25-percent shareholders will be satis-

fied. Failure to comply with this requirement results in disqualifi-

cation of the plan with respect to those participants who received
prohibited allocations. Thus, failure to comply results in income in-

clusion for those participants of the value of their prohibited allo-

cations on the date of such allocations. Second, if there is a prohib-
ited allocation or accrual, then a 50-percent excise tax is imposed
on the amount involved in the prohibited allocation (sec. 4979A).

Explanation of Provision

The bill conforms the nonallocation rules applicable to sales

under section 2057 to the nonallocation rules applicable to sales

under section 1042 (relating to nonrecognition treatment for cer-

tain sales of stock to an ESOP). With respect to the rule prohibit-

ing allocation or accrual of benefits under a plan attributable to se-

curities acquired in a qualified sale (or assets in lieu of such securi-

ties), the bill clarifies that the nonallocation period is the period be-

ginning on the date of the sale and ending on the later of (1) the
date that is 10 years after the date of sale or (2) the date of the
plan allocation attributable to the final payment of acquisition in-

debtedness incurred in connection with such sale.

The bill also provides that individuals who are ineligible to re-

ceive an allocation of securities (or other assets) solely because they
are lineal descendants of the decedent can receive an allocation of

the securities acquired in a qualified sale provided that the total

amount of such securities (or assets in lieu thereof) allocated to all
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such lineal descendants is not more than 5 percent of all employer
securities acquired in the decedent's qualified sale.

Finally, the bill clarifies that, in the case of a plan that fails to

comply with the nonallocation rules, the statutory period for the
assessment of the excise tax imposed with respect to such failure

(sec. 4979A) is extended.

3. Partial exclusion of interest earned on ESOP loans (sec.

lllB(h) of the bill, sec. 1173 of the Reform Act, and sec. 133
of the Code)

Present Law

In general

Under present law, a bank, an insurance company, regulated in-

vestment company, or a corporation actively engaged in the busi-

ness of lending money may exclude from gross income 50 percent
of the interest received with respect to a securities acquisition loan.

A "securities acquisition loan" is generally defined as a loan to a
corporation or to an ESOP to the extent that the proceeds are used
to acquire employer securities (within the meaning of section

409(1)) for the ESOP. There has been some uncertainty as to the
availability of the partial interest exclusion with respect to refin-

ancings of the various types of securities acquisition loans.

Back-to-back loans

The Act clarified the definition of a securities acquisition loan in

the case of a loan to a corporation with a corresponding loan to an
ESOP that is exempt under section 4975 (a back-to-back loan). The
Act provides that a loan to a sponsoring corporation will qualify as
a securities acquisition loan if the terms of such loan are substan-
tially similar to the terms of the corresponding exempt loan from
the corporation to the ESOP. In addition, the Act provides that, if

the terms of the 2 loans are not substantially similar, the loan to

the sponsoring corporation will still qualify as a securities acquisi-

tion loan if (1) the corresponding loan to the ESOP provides for

more rapid payment of principal or interest than the loan to the
sponsoring corporation; (2) the allocations of stock within the ESOP
attributable to the difference in payment schedules do not result in

discrimination in favor of highly compensated employees; and (3)

the total commitment period of the loan to the sponsoring corpora-
tion is not more than 7 years.
The 7-year limitation applies to the total commitment period.

Thus, provided the final maturity of the credit arrangement is not
greater than 7 years, the funds may be provided by 1 or more lend-
ers in a series of shorter maturity loans, each of which (other than
the first) is used to repay the preceding loan.
The 7-year limitation on the term of the loan does not apply to

loans directly from a commercial lender to an ESOP or to back-to-
back loans if the terms of the loans are substantially similar. For
example, assume a bank makes a loan to employer X with a term
of 10 years and employer X in turn makes a loan to its ESOP. If

the terms of the 2 loans are substantially similar, then the partial
interest exclusion is available for the entire 10-year commitment
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period of the loan. Similarly, the partial interest exclusion applies

for the entire commitment period of the loan if the loan is made
directly from the bank to the ESOP.

Immediate allocation loans

The Act extended the definition of "securities acquisition loan"
to include certain loans to a corporation that are used by the corpo-

ration to purchase employer securities that are immediately allo-

cated to employees' accounts. Thus, the partial exclusion is avail-

able with respect to interest paid on a loan to a corporation to the
extent that (1) within 30 days of the date of the loan, employer se-

curities are transferred to the ESOP in an amount equal to the
proceeds of the loan, (2) such contributions are allocable to ac-

counts of plan participants within 1 year of the date of the loan,

and (3) the total commitment period of the loan does not exceed 7

years.

As in the case of other loans to which the 7-year limitation ap-
plies, the limitation applies to the total commitment period. Thus,
provided the final maturity of the credit arrangement is not great-

er than 7 years, the funds may be provided by 1 or more lenders in

a series of shorter maturity loans, each of which (other than the
first) is used to repay the preceding loan.

Refinancings

The Act provided that, in certain cases, the refinancing of a secu-
rities acquisition loan (other than an immediate allocation loan or
a back-to-back loan that has terms that are not substantially simi-

lar, which are discussed above) may also qualify as a securities ac-

quisition loan.

All refinancings, including refinancings of back-to-back loans
that are not substantially similar, are required to comply with sec-

tion 4975.

Explanation of Provision

In general

The bill clarifies the availability of the partial interest exclusion
in the case of refinancings of the various t5^es of securities acquisi-

tion loans.

Back-to-back loans

The bill provides that, with respect to back-to-back loans the
terms of which are not substantially similar, if the total commit-
ment period of the loan is extended beyond 7 years, the partial ex-

clusion will be available, but for the first 7 years of the loan only.

This 7-year period begins as of the date of the original loan. The
provision is effective with respect to a loan used to acquire employ-
er securities after July 18, 1984, and a loan made after July 18,

1984, that is used (or is part of a series of loans used) to refinance a
loan that (1) was used to acquire employer securities after July 18,

1984, and (2) met the requirements of section 133 as in effect at the
time the loan was made.
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Immediate allocation loans

The bill provides that, with respect to immediate allocation

loans, if the total commitment period is extended beyond 7 years,

the partial interest exclusion will be available, but for the first 7

years of the loan only. This 7-year period begins as of the date of
the original loan. This provision is effective as if included in the
Act.

Refinancings

The bill provides that a loan to an ESOP (other than an immedi-
ate allocation loan or a back-to-back loan that has terms that are
not substantially similar) after July 18, 1984, that is used (or is

part of a series of loans used) to refinance a loan will qualify as a
securities acquisition loan provided that (1) the original loan met
the requirements of section 133 as in effect on the date of the loan,

or, if later, July 19, 1984; and (2) the original loan was used to ac-

quire employer securities after May 23, 1984. Immediate allocation

loans and back-to-back loans that have terms that are not substan-
tially similar are described above.
Under the bill, if a securities acquisition loan (other than an im-

mediate allocation loan or a back-to-back loan that has terms that
are not substantially similar) is refinanced and as a result the total

commitment period exceeds the greater of the original commitment
period or 7 years, then the partial exclusion would continue to

apply, but only during the first 7 years of the commitment period
(measured from the date of the original loan) or the original com-
mitment period, whichever is greater. For example, if an otherwise
qualified securities acquisition loan to an ESOP with an original
commitment period of 5 years is refinanced and the commitment
period is extended for 2 years (for a total commitment period of 7

years), the partial exclusion would apply during the entire 7 years
of the loan.

Under the bill, as under the Act, if the terms of the back-to-back
loans are no longer substantially similar as a result of the refinanc-
ing, the partial exclusion would be available only during the first 7
years of the loan.

4. Sales of stock to an ESOP (sec. 118(s)(4) of the bill, sec. 1854 of
the Reform Act, and sees. 404, 409, and 1042 of the Code)

Present Law

A taxpayer may elect to defer recognition of gain on the sale of
certain qualified securities to an ESOP or to an eligible worker-
owned cooperative to the extent that the taxpayer reinvests the
proceeds in qualified replacement property within a replacement
period (sec. 1042).

Prior to the Act, nonrecognition treatment was not available if

any portion of the assets attributable to employer securities ac-

quired in a qualified sale (or assets in lieu thereof) accrued or were
allocated during the nonallocation period for the benefit of (1) the
taxpayer involved in the nonrecognition transaction, (2) any
member of the taxpayer's family (within the meaning of sec.

267(b)), or (3) any other person who owned (after application of the
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sec. 318 attribution rules) more than 25 percent in value of any
class of outstanding securities. Temporary Treasury regulations

provided that, for purposes of determining whether an individual is

a 25-percent shareholder, stock that is owned directly or indirectly

by or for a qualified plan is not treated as outstanding (Temp.
Treas. reg. sec. 1042-lT Q&A 2(a)(3)).

The Act made several changes with respect to the nonallocation

requirement. In particular, for purposes of determining whether an
individual is a 25-percent shareholder, the Act provides that the al-

location rules of section 318(a) are applied without regard to the

employee trust exception in paragraph (2)(B)(i). Thus, all allocated

securities held by an ESOP are treated as securities owned by the

ESOP participant and are also treated as outstanding securities.

This provision is effective with respect to sales of securities after

October 22, 1986.

An excise tax is imposed with respect to certain dispositions of

employer securities within 3 years of the date of a sale to which
section 1042 applies (sec. 4978).

Explanation of Provision

In order to conform the statute to Congressional intent, the bill

clarifies that the nonallocation period is the period beginning on
the date of the sale and ending on the later of (1) the date that is

10 years after the date of sale or (2) the date of the plan allocation

attributable to the final pa3rment of acquisition indebtedness in-

curred in connection with such sale.

In some situations, the rules for determining whether an individ-

ual is a 25 percent shareholder may be more favorable under the
Act than under prior law. The provision of the Act, however, is ef-

fective prospectively only. The bill provides that, for purposes of de-

termining whether an individual is a 25-percent shareholder with
respect to sales occurring before October 22, 1986, in taxable years
beginning after July 18, 1984, all allocated securities held by quali-

fied plans may be treated as outstanding with respect to the indi-

vidual if securities allocated to the individual under the qualified

plans are treated as securities owned by the individual. This rule

applies consistently to all individuals with respect to any sales to

which section 1042 applies.

The bill provides that the excise tax on certain distributions (sec.

4978) does not apply to employer securities which are required to

be disposed of pursuant to the new diversification rules.

5. Dividends paid deduction (sec. lllB(h) of the bill, sec. 1173 of
the Reform Act, and sec. 404(k) of the Code)

Present Law

Subject to certain requirements, an employer may deduct divi-

dends paid in cash on employer stock held by an ESOP if, in ac-

cordance with the plan provisions, (1) the dividend is paid in cash
to the plan participants or their beneficiaries, (2) the dividend is

paid to the plan and distributed to participants or beneficiaries not
later than 90 days after the close of the plan year in which paid, or
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(3) the dividend with respect to employer securities is used to make
payments on a loan described in section 404(a)(9) (sec. 404(k)).

Explanation of Provision

The bill provides that, with respect to dividends used to make
payments on a loan described in section 404(a)(9), the dividend de-

duction is available with respect to dividends on both unallocated

and allocated ESOP securities. However, dividends on allocated

ESOP securities may be used to make payments on such a loan

only if the account to which the dividend would have been allocat-

ed is allocated employer securities with a fair market value not

less than the amount of the dividend that would have been allocat-

ed. In addition, such allocation is required to be made in the year
the dividend would otherwise have been allocated.

The bill also provides that use of dividends to repay an acquisi-

tion loan in accordance with section 404(k) does not violate the pro-

hibited transaction rules of section 4975(d)(3).



H. Technical Corrections to the Retirement Equity Act of 1984
(sec. 118(s)(8) of the bill, sec. 1898 of the Reform Act,

secs.414(p), 417, 2039 and 2517 of the Code, and sec. 205 of
ERISA)

Present Law

Under present law, a plan is required to notify participants of

their rights to decline a qualified preretirement survivor annuity
before the applicable election period. Under the Act, the period
during which notice is required to be provided to an individual is

the latest of the following periods: (1) the period beginning with the
first day of the plan year in which the participant attains age 32
and ending with the close of the plan year in which the participant

attains age 35; (2) a reasonable period of time after the individual

becomes a plan participant; (3) a reasonable period of time after

the survivor benefit applicable to a participant is no longer subsi-

dized (as defined in sec. 417(a)(4)); (4) a reasonable period of time
after the survivor benefit provisions (sec. 401(a)(ll)) become applica-

ble with respect to a participant; or (5) a reasonable period after

separation from service in the case of a participant who separates
from service before attaining age 35.

The Code provides rules with respect to procedures applicable to

and taxation of benefits under qualified domestic relations orders

(QDROs). The QDRO rules do not apply to plans that are not sub-

ject to the assignment or alienation restrictions of the Code and,
therefore, do not apply to governmental plans or to tax-sheltered

annuities (sec. 403(b)).

Explanation of Provision

The bill clarifies that the notice period in the case of a partici-

pant who separates from service before age 35 overrides any other
period during which notice might be required. In such a case, the
bill provides that the notification period is a reasonable period
after separation from service and such notice period is not included
in the list of notice periods the last of which applies.

This provision is effective for distributions after the date of en-

actment of the bill.

The bill provides that the QDRO rules, including the rules relat-

ing to taxation of distributions pursuant to a QDRO, apply to tax-

sheltered annuities except as provided in regulations. This exten-
sion of application of the QDRO rules will provide more certainty
with respect to treatment of domestic relations orders and will pro-

vide for uniform tax treatment of such orders with respect to quali-

fied plans and tax-sheltered annuities. Because the nonalienation
provision of the Code do not apply to tax-sheltered annuities, it

may be appropriate for the Secretary to exempt such annuities
from some of the procedural requirements applicable to QDRO's.

(225)



I. other Technical Corrections

1. Health care continuation (sec. 118(s)(7) of the bill, sec. 1895 of
the Reform Act, sec. 162(k) of the Code, sees. 602 and 607 of
ERISA, and sees. 2202 and 2208 of the Public Health Service
Act)

a. Covered employees

Present Law

The health care continuation rules generally require that em-
ployers provide qualified beneficiaries with the opportunity to con-

tinue to participate for a specified period in the employer's health
plan despite the occurrence of a qualifying event that otherwise
would have terminated such participation. In general, qualified

beneficiaries are defined to include certain "covered employees"
and certain family members of covered employees.

Explanation of Provision

Under the bill, the definition of covered employee includes any
individual who is (or was) provided coverage under a group health
plan by virtue of the performance of services by the individual for

1 or more persons maintaining the plan. Thus, the term "covered
employee" can include an individual by virtue of the individual's

performance of services as, for example, an independent contractor
for a third party or as a partner for his or her partnership.
Pursuant to this provision, for purposes of the health care con-

tinuation rules, references to employer or employee in the statute

are considered to include persons receiving or performing services

other than in an employer-employee relationship. In addition, per-

sons receiving services are subject to the employer aggregation
rules of section 414(t) and the employee leasing rules of section

414(n) to the same extent as if such persons were employers with
respect to the service performer.
This provision applies to plan years beginning after December

31, 1988. Of course, this provision does not apply to a plan prior to

the date that the health care continuation rules generally apply to

the plan.

b. New coverage

Present Law

Under the health care continuation rules, continuation coverage
provided may be terminated upon the occurrence of certain events.

One such event is the coverage of the qualified beneficiary under
the group health plan of an employer other than the employer pro-

viding the continuation coverage.
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Explanation of Provision

The bill deletes the provision allowing continuation coverage to

be terminated upon the coverage of the qualified beneficiary under
the group health plan of an employer other than the employer pro-

viding the continuation coverage.

This provision is intended to carry out the purpose of the health
care continuation rules, which was to reduce the extent to which
certain events, such as the loss of one's job, could create a signifi-

cant gap in health coverage. If a qualified beneficiary receiving
group health coverage from another employer is willing to pay up
to 102 percent of the applicable premium for continuation coverage
(which he or she may be required to pay by the employer providing
the continuation coverge), this is a strong indication that the new
employer group health coverage has left a significant gap in the
qualified beneficiary's health coverage. This is especially true when
the new employer group health coverage excludes coverage for a
preexisting condition that is covered by the continuation coverage.
This provision applies to plan years beginning after December

31, 1988. Of course, this provision does not apply to a plan prior to

the date that the health care continuation rules generally apply to

the plan.

c. Payment

Present Law

Under the health care continuation rules, if a qualified benefici-
ary elects continuation coverage under a plan, the plan is to permit
payment for continuation coverage during the period preceding the
election to be made within 45 days of the date of the election.

Explanation of Provision

The bill clarifies that the plan may not require any payment of
any premium for any period of continuation coverage before the
day that is 45 days after the day on which the qualified beneficiary
made the initial election of continuation coverage.

2. Miscellaneous pension technical corrections (sec. 203(e) of the
bill, sec. 9202 of the Omnibus Budget Reconciliation Act of
1986, and sec. 411(a)(8) of the Code)

Present Law

Under present law, for purposes of the qualified plan rules, the
term "normal retirement age" means the earlier of (1) normal re-

tirement age under the plan, or (2) the latest of (a) age 65, (b) in

the case of a participant who commences participation in the plan
within 5 years before attaining normal retirement age under the
plan, the 5th anniversary of the commencement of participation, or
(c) in the case of a participant not described in (b), the 10th anni-
versary of the commencement of participation.
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Explanation of Provision

Under the bill, normal retirement age is defined to mean the
later of (1) age 65, or (2) the 5th anniversary of the time a plan par-

ticipant commenced participation in the plan.



XII. FOREIGN TAX PROVISIONS (SEC. 112 OF THE BILL)

A. Foreign Tax Credit (sec. 112(a)-(c) of the bill, sees. 1201, 1202,
and 1203 of the Reform Act, and sees. 404A, 864, 902, and 904 of
the Code)

Under the foreign tax credit system, the United States reserves
the right to collect full U.S. income tax on U.S. persons' foreign
income, less a limited amount of foreign income tax imposed on
that income. The mechanics of the foreign tax credit are such that
the United States may collect little or no residual U.S. tax—after
aggregate foreign taxes are credited—on income that is taxed
abroad at below the U.S. rate. This results where the law permits a
cross-crediting of taxes, sometimes referred to as "averaging": that
is, where taxpayers are permitted to credit high foreign taxes paid
on one stream of income against the residual U.S. tax otherwise
due on other, lightly taxed foreign income.
While the Code does not eliminate all cross-crediting among

types of differently teixed income, it has in the past separated types
of income for credit purposes, most recently based on the character,
rather than the country of origin, of income. The Act further sepa-
rated certain income into the following newly defined "baskets":
passive income, high withholding tax interest, financial services
income, shipping income, and dividends from each noncontrolled
section 902 corporation.

1. Separate application of foreign tax credit provisions to flnan-
cial services income

Present Law

The "predominantly engaged" test and the priority of the financial
services income basket

The financial services income basket applies not only to income
earned by an entity predominantly engaged in the active conduct
of a banking, insurance, financing, or similar business, but also to
income earned by a person in the active conduct of a banking, fi-

nancing, or similar business, or earned in connection with certain
insurance activities, even if that person is not predominantly so en-
gaged. The types of income that the Act places in the financial
services income basket of a "predominantly engaged" entity are
not limited to the types of income included in the financial services
basket of a person not predominantly engaged. For example,
income that would otherwise be passive is treated as financial serv-
ices income in the hands of a predominantly engaged entity, but
remains passive in the hands of an entity that is not predominant-
ly engaged.
On the other hand. Congress intended that dividends from each

noncontrolled section 902 corporation would be subject to their own
(229)
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separate limitation regardless of whether those dividends also met
the definition of financial services income (or of passive income or
shipping income or of any other separate limitation type of

income).
Generally, the Act places certain export financing interest in the

overall limitation basket, that is, outside the separately defined
limitation baskets, regardless of whether the entity deriving the in-

terest is engaged in financial services. In addition, the financial

services income basket excludes high withholding tax interest.

Where a predominantly engaged entity earns interest qualifying as
export financing interest that is subject to a 5-percent or greater
gross basis tax, however. Congress intended that such interest be
treated as financial services income.

Modification of the look-through rule to prevent avoidance of the

purpose of the separate limitations

Under the Act's look-through provisions for characterizing cer-

tain types of income that a U.S. shareholder derives from a con-

trolled foreign corporation, interest income of the shareholder is

generally to be treated as financial services income (without regard
to high withholding taxes or other circumstances that would ordi-

narily shift such interest out of the shareholder's financial services

income basket) to the extent that the interest payment is properly
allocable to financial services income of the controlled foreign cor-

poration. At the same time, the Act requires the IRS to prescribe

such regulations as may be necessary or appropriate to prevent
manipulation of the character of income the effect of which is to

avoid the purposes of the separate limitations. In granting this reg-

ulatory authority Congress intended that the IRS invoke it to

modify, in some cases, the application of the look-through rule.

For example, if a U.S. person lends funds directly to an unrelat-

ed foreign person whose country of residence imposes a withhold-
ing tax of at least 5 percent on the interest paid on the loan, then
the interest is high withholding tax interest subject to the separate
limitation for such interest. United States banks might take the po-

sition, however, relying upon the look-through rule for interest,

that they can avoid the separate limitation for high withholding
tax interest by lending funds to such a borrower through a subsidi-

ary that is a controlled foreign corporation incorporated in the bor-

rower's country, rather than lending those funds directly. Taxpay-
ers might argue that, under the look-through rule for interest, in-

terest received in turn by the U.S. bank from the foreign subsidi-

ary will not be high withholding tax interest, even though it at-

tracts the foreign country's high withholding tax.

Because such a result would undermine the separate limitation

for high withholding interest. Congress intended that it be preclud-

ed under the anti-avoidance regulations. It was expected that such
regulations might treat the interest received by the U.S. bank from
the foreign subsidiary in this example as high withholding tax in-

terest.
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Overall basket treatment of highly taxed financial services income
of a controlled foreign corporation

Where the taxpayer establishes to the satisfaction of the Secre-

tary, pursuant to Code section 954(b)(4), that income of a controlled

foreign corporation was taxed at over 90 percent of the maximum
federal rate, the Act provides that dividends paid by the controlled

foreign corporation out of its financial services income (as well as
dividends paid out of the controlled foreign corporation's passive

income and shipping income) are to be treated as overall basket
income to the taxpayer.

Explanation of Provision

The predominantly engaged test and the priority of the financial

services income basket

Under the bill only income of persons predominantly engaged in

the active conduct of a banking, insurance, financing, or similar

business is treated as financial services income. The bill therefore
simplifies the foreign tax credit somewhat, relieving taxpayers
from the necessity of computing a separate limitation with respect

to a very limited type of income (i.e., non-passive, financial services

income of an entity not predominantly engaged in providing such
services).

The bill clarifies that dividends from a noncontrolled section 902
corporation which would otherwise meet the definition of financial

services income are placed in the separate basket for that corpora-
tion's dividends. Thus the bill prevents banks and other financial

businesses from receiving unintended relief from the 902 basket
provisions not available to non-financial businesses.

Where a predominantly engaged U.S. person earns export financ-

ing interest (as defined by the Act) that is subject to a 5-percent or
greater gross basis tax, the bill clarifies that this interest is finan-

cial services income, rather than overall limitation income. In gen-
eral, this treatment makes it clear that the Code allows cross-cred-

iting of high taxes on such income against U.S. tax on lower-taxed
financial services income, supplementing the favored treatment
provided in the Act that allows cross-crediting of high taxes on
overall basket income against U.S. t£ix on lower-taxed export fi-

nancing interest.

Modification of the look-through rule to prevent avoidance of the
purpose of the separate limitations

The bill partially eliminates the look-through treatment of inter-

est subject to 5-percent or greater gross basis tax that is paid to a
U.S. shareholder by a controlled foreign corporation out of income
that would otherwise be treated under the look-through rules as fi-

nancial services income. In these circumstances look-through treat-

ment would apply only to that portion of the interest payments
that exceed the payor's interest income (or its equivalent) that
would be treated as financial services income under the look-

through rule. This provision makes it clear that lenders are pre-

vented from shifting high withholding tax interest into the finan-
cial services basket by the mere interposition of a controlled local
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entity between themselves and foreign borrowers. At the same
time, however, if a controlled foreign corporation's interest pay-
ments to its U.S. shareholder are subject to a 5-percent or more
gross-basis tax, and they exceed by, for example, $100 the foreign

corporation's interest income (or its equivalent) that would, under
a look-through approach, be treated at the U.S. shareholder level

as financial services income, then the U.S. shareholder would be af-

forded look-through treatment on that $100 of interest received

from the subsidiary.

Overall basket treatment of highly taxed financial services income
of a controlled foreign corporation

The bill provides for separate basket treatment of dividends paid
by controlled foreign corporations where paid out of the latter's fi-

nancial services income (or shipping income), even where it has
been established pursuant to section 954(b)(4) that the controlled

foreign corporation's income was taxed by a foreign government at

more than 90 percent of the maximum U.S. rate. Thus, for exam-
ple, a dividend from a highly taxed banking subsidiary will be
available for cross-crediting against U.S. tax on other lower-taxed
financial services income of the parent.

2. Shipping income

Present Law

The Act establishes a separate foreign tax credit limitation for

shipping income. This limitation applies to income received or ac-

crued by any person which is of a kind that would be foreign base
company shipping income under Code sec. 954(f). The Act did not
provide express ordering rules to determine the correct basket for

income that could be placed in the shipping basket or a basket for

dividends from a noncontrolled section 902 corporation. However,
as indicated above, Congress intended the baskets for section 902
corporations to take priority over the shipping basket.
As in the case of financial services income described above,

where the taxpayer establishes to the satisfaction of the Secretary
that income of a controlled foreign corporation was taxed at over
90 percent of the maximum federal rate, the Act provides that divi-

dends paid by the controlled foreign corporation out of its shipping
income are to be treated as overall basket income to the taxpayer.

Explanation of Provision

The bill provides that dividends from a noncontrolled section 902
corporation that might otherwise constitute shipping income are to

be placed in that corporation's dividend basket rather than the
shipping basket, consistent with Congress' intent generally to give

first priority to the section 902 dividend baskets.
As in the case of financial services income, the bill provides for

separate basket treatment of dividends paid by a controlled foreign

corporation out of its shipping income when the taxpayer estab-

lished to the satisfaction of the Secretary that the income was
taxed by a foreign government at more than 90 percent of the max-
imum U.S. rate. Thus, taxpayers may cross-credit taxes on any
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highly taxed shipping income against the U.S. tax on other ship-

ping income they may earn.

3. High withholding tax interest

Present Law

Definition of high withholding tax interest

The Act defines high withholding tax interest generally as any
interest (other than export financing interest) subject to a foreign

withholding tax (or other tax determined on a gross basis) of 5 per-

cent or more. The Act further states that the Secretary may by
regulations provide that amounts (not otherwise high withholding
tax interest) will be treated as high withholding tax interest where
necessary to prevent avoidance of the purposes of the separate lim-

itations. Congress intended these rules to encompass foreign gross-

basis taxes and other taxes that are substantially similar in the
sense that their imposition results in heavier taxation by the levy-

ing country of foreign lenders than of residents.

Transition rule for high withholding tax interest on qualified loans

Generally for taxable years beginning after December 31, 1986,

interest income subject to a foreign withholding tax or other gross
basis tax of 5 percent or more (other than export financing inter-

est) is "high withholding tax interest" subject to its own separate
foreign tax credit treatment. A special transition rule applies, how-
ever, to certain interest on certain loans to any of 33 foreign coun-
tries or to any resident of one of those countries for use in that
country. The applicability of the transition rule turns on the
amount of loans held by the taxpayer on November 16, 1985 and
during subsequent taxable years.

Explanation of Provision

Definition of high withholding tax interest

The bill gives the Secretary authority to exclude from the defini-

tion of withholding taxes, for these purposes, those taxes that are
in the nature of a prepayment of a tax imposed on a net basis,

where the tax in question is otherwise free of those characteristics
of a gross-basis tax that would warrant treatment as high with-
holding taxes. Thus, the bill makes clear that where a foreign
taxing authority uses withholding simply as a collection mecha-
nism (as does the United States in the cases of ordinary wage with-
holding and backup withholding on certain interest, dividend, and
other reportable payments under Code section 3406), it will not nec-
essarily follow that the mechanism results in interest being treated
as high withholding tax interest.

Transition rule for high withholding tax interest on qualified loans

The bill provides that for purposes of this transition rule, all

members of an affiliated group of corporations filing a consolidated
return shall be treated as one corporation. (Under this rule, inter-

company loans are eliminated.) Thus, for members of a consolidat-
ed group, the transition relief will be available regardless of, and
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will be limited without regard to, the particular group member
holding qualified loans on November 16, 1985, or during the rele-

vant subsequent taxable year.

4. Passive income

Present Law

Related party factoring income

Under the related party factoring rules of the Tax Reform Act of

1984, any income of a controlled foreign corporation from a loan to

a person for the purpose of financing the purchase of inventory
property of a related person was interest for separate foreign tax
credit limitation purposes without regard to the exceptions to prior

law's separate limitation for interest. Under the 1986 Act, such
income of a controlled foreign corporation is also ineligible for the
export financing exception to the new separate limitations (sec.

864(d)(5)(A)(i)). In the case of passive income, this result follows be-

cause the Act defines passive income generally as income "of a
kind which would be foreign personal holding company income"
(Code sec. 904(d)(2)(A)(i)); if export financing interest fits that de-

scription, the related party factoring rules make unavailable the
export financing exception from passive basket treatment which
would otherwise be available.

Congress did not intend that the availability of the export financ-

ing exception for interest received directly by U.S. persons (rather

than by controlled foreign corporations) be restricted by the 1984
factoring rule governing loans made to finance inventory property
purchases, or by the analogous 1986 rule. However, the phrase "of

a kind which would be foreign personal holding company income"
arguably leads to an inference that interest income earned directly

by U.S. persons (i.e., interest that would be foreign personal hold-

ing company income if the recipient was a controlled foreign corpo-

ration) is ineligible for overall basket treatment under the export
financing exceptions.

Income inclusions under sections 551 and 1293

Foreign personal holding company inclusions (under Code sec.

551) and passive foreign investment company inclusions (under new
Code sec. 1293) are passive income. In the case of a passive foreign

investment company inclusion, Congress intended that the high-tax
kick-out shift the inclusion to the overall limitation basket, howev-
er, if the creditable foreign tax with respect to the inclusion ex-

ceeds the U.S. tax on the inclusion.

Explanation of Provision

Related party factoring income

The bill clarifies that in determining whether income is "of a
kind which would be foreign personal holding company income"
the related person factoring rules applicable to controlled foreign

corporations shall apply only in the case of an actual controlled
foreign corporation. Thus, income earned directly by a U.S. person
may be eligible for the applicable export financing exceptions.
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Income inclusions under sections 551 and 1293

The bill clarifies that income inclusions under section 1293 are

subject to recharacterization (e.g., by virtue of the high-tax kick-

out), as are other kinds of income generally categorized as passive.

5. Dividends from noncontroUed section 902 corporations

Present Law

The Act defines "dividends from each noncontroUed section 902
corporation" and subjects them to separate foreign tax credit limi-

tations. Congress intended that these separate limitations would
govern only those taxpayers that might, by virtue of the dividends,

be entitled to deemed paid foreign tax credits. Generally under
present and prior law, only a corporate taxpayer whose stock hold-

ings in the dividend payor meet a 10 percent threshold can be enti-

tled to a deemed paid credit on the dividend.

Dividends from a controlled foreign corporation are not subject

to the separate limitation when the former come from income the
corporation earned as a controlled foreign corporation. Generally,

Congress intended the look-through rules for distributions by con-

trolled foreign corporations to apply to those dividends.

Explanation of Provisions

The bill clarifies that any taxpayer that is not a corporation, and
thus is not eligible to receive deemed paid credits on dividends

from a foreign corporation, is not subject to the separate limita-

tions for dividends from noncontroUed section 902 corporations.

The bill also provides that dividends from a controlled foreign

corporation, out of earnings for periods during which the dividend
recipient was not a U.S. shareholder with respect to the corpora-
tion, will be treated as dividends from a noncontroUed section 902
corporation. Thus, the bill implements the Act's policy of prevent-
ing cross-crediting of taxes between income earned by a taxpayer
and income derived by an entity within which the taxpayer does
not hold a majority interest, either alone or in combination with
other U.S. shareholders. For example, a U.S. person that becomes a
U.S. shareholder of a controlled foreign corporation cannot use the
look-through rule to cross-credit foreign taxes paid (or deemed paid)

by the corporation prior to the taxpayer's stock ownership against
U.S. tax on the taxpayer's other income. Nor can the taxpayer
cross-credit foreign withholding taxes paid on dividends out of

earnings from the pre-ownership period against U.S. taxes on
income other than dividends from that corporation. By the same
token, the taxpayer cannot credit its other foreign taxes against
U.S. tax on those dividends.
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6. Separate application of foreign tax credit limitation to income
of controlled foreign corporations under the look-through
rules in general

Present Law

Payments by controlled foreign corporations to U.S. shareholders

A payment of interest, rent, or a royalty is ordinarily character-
ized as separate or overall limitation income under the general
rules defining the new separate limitation categories (sec. 904(d)(2)).

Under the look-through rules of new Code section 904(d)(3), howev-
er, any interest, rent, or royalty which is received or accrued from
a controlled foreign corporation by a U.S. shareholder will be treat-

ed as separate category income to the extent it is properly allocable

to separate category income of the controlled foreign corporation.
Without a mechanism to determine which set of rules takes prec-

edence, the application of the look-through rules, on the one hand,
and the general definitions of 904(d)(2), on the other, could produce
conflicting results. For example, interest paid to a U.S. shareholder
by a controlled foreign corporation earning only overall limitation
income may be subject to a high withholding tax. Also, interest

may be paid by a controlled foreign corporation to its U.S. share-
holder to finance sales by the U.S. shareholder. On the one hand,
this interest may qualify as export finance interest; on the other
hand, the interest may be properly allocable to the controlled for-

eign corporation's income unrelated to export financing.
Congress intended that the question whether interest received

from a controlled foreign corporation by a U.S. shareholder of the
corporation is overall limitation income or a separate limitation
type of income generally depend upon the look-through rules, not
upon whether the payment was made to finance an export or upon
whether the payment bore a high withholding tax. In the case of
high withholding tax interest. Congress expected the IRS to pro-

mulgate regulations specifying circumstances where it might be
necessary to reverse the priority of the look-through rule in order
to forestall abuse of the separate basket rules, as described above.
Under the high-tax kick-out of section 904, the passive income

basket generally excludes high-taxed income, that is, income sub-
ject to foreign taxes paid or deemed paid by the taxpayer at rates
higher than the maximum federal rates. As with financial services
income and shipping income discussed above, the Act provides that
for purposes of applying the dividend look-through rule, income
that would otherwise be passive basket income will instead go into
the overall limitation basket if shown to be subject to an effective
foreign tax rate greater than 90 percent of the maximum federal
tax rate.

In the case of payments of interest, rents, and royalties to the
U.S. shareholder out of income of a controlled foreign corporation
that would otherwise be passive, the combined effect of the look-
through and high-tax kick-out rules may have been unclear.

De minimis exception

If a controlled foreign corporation has no foreign base company
income or subpart F insurance income in a taxable year because
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the subpart F de minimis rule (Code sec. 954(b)(3)(A), as amended
by the Act) is satisfied for that year, then interest, rents, or royal-

ties paid by the corporation during that year and dividends, to the
extent treated as paid from that year's earnings and profits, are
not treated as income in a separate limitation category.

Explanation of Provision

Payments by controlled foreiyn corporations to U.S. shareholders

The bill clarifies the Act's general rule that income of a U.S.
shareholder allocable to separate category income of a controlled
foreign corporation will retain that character in the hands of the
U.S. shareholder, subject to the high-tax kick-out (and to another
exception, described above, relating to interest paid by a controlled
foreign corporation bearing a high withholding tax but attributable
to financial services income). For example, the bill makes it explicit

that interest that technically may qualify as export financing inter-

est paid by a controlled foreign corporation to a U.S. shareholder
out of the corporation's passive income will be in the shareholder's
passive basket rather than its overall basket.
The bill makes it clear that the high-tax kick-out applies only at

the U.S. shareholder level, not at the controlled foreign corporation
level. Income of the U.S. shareholder out of the controlled foreign
corporation's passive income will be subject to the kick-out based
on the entire amount of foreign tax imposed on the U.S. sharehold-
er's income. Thus, where a withholding tax is imposed on royalties

paid by a controlled foreign corporation to a U.S. shareholder out
of the corporation's passive income, the shareholder's income will

be in the overall basket if the withholding tax is high enough to

trigger the high-tax kick-out after allocation of U.S.-borne ex-

penses.

De minimis exception

The bill limits the effect of the provision that treats income satis-

fying the de minimis rule as non-separate limitation income. Under
the bill, this treatment applies only to the controlled foreign corpo-
ration's foreign base company income (determined without regard
to deductions otherwise taken into account for subpart F purposes
under sec. 954(b)(5)) and gross insurance income for the taxable
year, as that term is generally used for subpart F purposes.

7. Deemed-paid credit

Present Law

Separate deemed paid foreign tax credit limitations

The Act clarifies that the rules for credits deemed paid on the
receipt of dividends (Code sec. 902) and the subpart F deemed-paid
credit rules (sec. 960), as well as the general foreign tax credit limi-

tation rules (sec. 904(a)-(c)) and the separate foreign oil and gas lim-
itation rules (sec. 907), apply separately to categories of income sub-
ject to the separate limitations. The Act also gives the Secretary
authority to provide such regulations as may be necessary or ap-
propriate to carry out both sets of deemed-paid credit rules, but in
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so doing, refers to specific authority to regulate the separate com-
putation of taxes deemed paid on separate limitation categories of

income only in the case of taxes deemed paid on account of divi-

dends.

Fresh start for computing discounted unpaid losses

The Act provides that for purposes of computing the deemed-paid
foreign tax credit, dividends or subpart F inclusions are considered
made first from the post-1986 pool of all the distributing corpora-
tion's accumulated earnings and profits. Act amendments to sub-
chapter L of the Code that limit the unpaid loss deductions of prop-
erty and casualty insurance companies to the amount of their dis-

counted unpaid losses (new sec. 846 of the Code) may result in a
one-time increase in earnings for such a company.

In general, the new discounting provisions apply to taxable years
beginning after December 31, 1986. A fresh start is provided with
respect to undiscounted loss reserves applicable to the last taxable
year beginning before January 1, 1987. Under this fresh start rule,

the difference between the amount of undiscounted loss reserves
and the discounted balances is not taken into income. For purposes
of calculating any adjustment to earnings and profits, by contrast,

the fresh start adjustment is to be taken into account in full in the
first taxable year to which the discounting provisions apply.

Blocked income

In the case of taxes deemed paid under section 902 on dividends,
the Act defines the term "post-1986 undistributed earnings" by ref-

erence to the definitions of earnings and profits in sections 964
(prescribing rules for the computation of earnings and profits of a
foreign corporation) and 986 (prescribing rules for the translation
of a foreign corporation's foreign currency denominated earnings
into dollars).

Section 964 has three parts. The first part provides generally for

the computation of earnings of foreign corporations in a way sub-
stantially similar to the earnings of a domestic corporation, with
some exceptions. The second part excludes blocked income, for pur-
poses of sections 952, 955, and 956, from earnings and profits of a
controlled foreign corporation. Blocked income is income that is

shown, to the satisfaction of the Secretary of the Treasury, to be
unavailable for distribution by a controlled foreign corporation to

United States shareholders due to currency or other restrictions or
limitations imposed under the laws of any foreign country. The
third part provides record-keeping and record disclosure rules for

purposes of enforcing subpart F and subpart G (relating to export
trade corporations).

Earnings and profits of corporations with qualified foreign plans

Special rules govern the timing of deductions for contributions
to, and additions to reserves for, deferred compensation programs
that are "qualified foreign plans" (sec. 404A). A qualified foreign
plan is one in which, among other things, 90 percent or more of the
amounts annually taken into account are attributable to services
performed by individuals who are not citizens or residents of the
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United States, the compensation for which is not subject to U.S.
Federal income tax (sec. 404A(e)(2)).

Contributions and additions to a quahfied foreign plan will typi-

cally relate to income subject to foreign taxes on a net basis, and
may implicate foreign laws on the timing and amount of deduc-
tions with respect to deferred compensation plans, as well as U.S.
rules for computing the amounts of foreign tax payments by sub-
sidiaries that are creditable at the shareholder level. Section 404A
contains internal limits on annual contributions and additions
analogous to the limits governing domestic plans (e.g., sees.

404AOb), (c), (g)(1) and (g)(3)). The deductions allowed by section

404A, however, take into account the interactions between these
limits, applicable deduction rules of foreign law, and the Code rules

for computing indirect foreign tax credits.

There are two ways in which these interactions determine the
deduction under section 404A. The first involves a multiyear com-
parison between foreign deductions and U.S. limits. The employer
computes "the aggregate amount determined with respect to the
plan under" section 404A without regard to section 404A(d)(l): gen-
erally, the sum of the amounts for each taxable year to which sec-

tion 404A applies that would not exceed the internal limits of
404A. This is called "the cumulative United States amount." The
employer also computes the aggregate amount allowed as a deduc-
tion under foreign law for the same period. This is called "the cu-

mulative foreign amount." Then the employer subtracts any prior-

year deductions taken under 404A from both the cumulative
United States amount and the cumulative foreign amount. The sec-

tion 404A deduction for the current year generally equals the
lesser of the two differences (sec. 404A(d)(l)).

Indirect credits determined by current foreign earnings and
taxes

A further limitation can reduce the deduction below the lesser of
the above two amounts. This limitation represents the second way
in which section 404A takes into account the interaction between
the domestic and foreign plan contribution limits and the indirect
credit rules. The limitation provides that the deduction allowed in

computing the earnings and profits or the accumulated profits of
any foreign corporation with respect to a qualified foreign plan is

not in any event to exceed the amount allowed as a deduction
under the appropriate foreign tax laws for such taxable year (sec.

404A(d)(3)). This limitation was imposed in 1980, simultaneously
with the enactment of section 404A, in response to possibilities for

distortion of a taxpayer's indirect foreign tax credit which were
presented by the annual system, then in effect, for determining the
amount of the foreign taxes paid by a subsidiary which were
brought up with dividends paid to its U.S. shareholders.
Example 1: Assume that a U.S. corporation has a wholly-owned

foreign manufacturing subsidiary that began operations in January
1980 and has no U.S. source or U.S. effectively connected income.
Both are on a calendar year taxable year. Suppose 404A first ap-
plied to them in taxable year 1980. In that year the foreign corpo-
ration had a qualified funded plan and a qualified trust within the
meaning of 404A(b). Before pension deductions, the foreign corpora-
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tion had 100 units of taxable income under the tax laws of its home
country in each of the years 1980 and 1981. Not counting income
taxes and pension contributions, the foreign corporation's earnings
and profits for U.S. tax purposes were the same. The foreign corpo-

ration's home country tax rate was 25 percent.

For 1980, assume that the foreign corporation made a 30 unit
contribution to the plan, and that the corporation's home country
gave it a current deduction for the full contribution. Foreign taxes
were thus 17.50. Assume that section 404A(b) (which sets contribu-

tion limits analogous to those governing domestic plans) would
have allowed only a 20 unit deduction from the foreign corpora-
tion's earnings and profits. For U.S. tax purposes, then, the contri-

bution reduced the foreign corporation's earnings and profits by 20
units. Net earnings and profits for 1980 were thus 62.50 (100 minus
20 minus 17.50).

In 1981 assume that the foreign corporation made a 20 unit plan
contribution that was again fully deductible currently for foreign

law purposes. Assume that 404A(b) would have allowed a 30 unit
deduction: 20 for the 1981 contribution plus 10 carried over from
1980 {see sec. 404A(b)(4)). Both the cumulative United States
amount and the cumulative foreign amount are therefore 50 units.

Because the 1980 deduction was 20 units, the difference between
either cumulative amount and the prior year deduction is 30 units.

Disregarding 404A(d)(3), then, the deduction from earnings and
profits under section 404A would be 30 units. In effect, this would
represent a carryover of the excess of the 1980 foreign deduction
over the 1980 U.S. amount computed under 404A(b). However, if

earnings and profits were reduced by a 30 unit pension plan contri-

bution, then under section 902 as in effect for 1981, the foreign cor-

poration could have paid a 50 unit dividend that brought up a 20
unit tax,^ for an effective creditable foreign tax rate of 28.6 per-

cent. This would have been true even if the 1981 dividend were the
first dividend paid by the foreign corporation in the 1980-81 period.

Section 404A(d)(3) was enacted to prevent this result. Under
404A(d)(3), the section 404A deduction for 1981 is limited to 20
units, and a 50 unit dividend out of 1981 earnings would bring up
an indirect credit equal to 20 times 50/60, or 16.67 units, for an ef-

fective creditable foreign tax rate of 25 percent.

In the 1980-81 period, foreign law allowed a deduction of 50
units, and the limits in 404A(b) would not have been exceeded by a
deduction of 50 units. However, for that same period, 404A(d) actu-

ally allows a deduction from earnings and profits of only 40 units.

There is no mechanism for making up this difference in future
years.

Pooling foreign earnings and taxes for indirect credits

In the legislative history of section 404A, Congress noted that the
potential for distortion of the indirect credit, to which section

404A(d)(3) was targeted, "might be eliminated if the indirect credit

were computed with reference to the subsidiary's accumulated for-

' Foreign taxes equal 20, or 25 percent of the difference 100 minus 20. Earnings and profits

would equal 50, or 100 minus 30 minus foreign taxes. Therefore, a 50 unit dividend would bring
up all of the foreign tax.
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eign taxes and undistributed accumulated profits for all years."
Sen. Rep. No. 1039, 96th Cong., 2d Sess. 15 (1980). In the 1986 Act
Congress amended the indirect credit to achieve the type of mul-
tiyear pooling referred to in the legislative history of 404A. The in-

direct credit on distributions by foreign corporations out of earn-
ings and profits for taxable years beginning after 1986 are comput-
ed with reference to the post-1986 pool of all the subsidiary's accu-
mulated earnings and profits, and the accumulated foreign taxes
paid by the subsidiary on or with respect to the accumulated earn-
ings in the pool. Any dividends paid in the first taxable year begin-
ning after December 31, 1986 (or, if later, the first taxable year be-
ginning after 1986 in which there is a 10-percent U.S. shareholder
who would qualify for the deemed-paid credit) and subsequent
years are generally treated as made out of the pool of post-1986 un-
distributed earnings, to the extent thereof.

Example 2: The introduction of pooling changes the deemed-paid
credits available from a foreign corporation that maintains a quali-
fied foreign plan and does not distribute all of its earnings current-
ly. For example, assume the same facts as in example 1 above,
except that the years 1980-81 are changed to 1990-91. Also assume
that there are no distributions in 1990. Before any 1991 distribu-
tions, post-1986 undistributed earnings are 122.50 (62.50 units from
1990 and 60 units from 1991). The effective rate of taxes brought up
with a 1991 distribution, then, would be about 23.4 percent (i.e.,

1990-91 taxes (37.50) divided by 1990-91 earnings grossed up by the
taxes (122.50 plus 37.50)). In this case only 112.50 units of earnings
are available for distribution assuming that no plan assets revert
to the foreign corporation (earnings available for distribution equal
200 minus 37.50 units of tax minus 50 units contributed to the
plan). Therefore of the 37.50 units of accumulated 1990-91 taxes, it

is only possible for the parent to receive approximately 34 units of
foreign tax credits in a distribution of earnings.

Explanation of Provision

Separate deemed paid foreign tax credit limitations

The bill clarifies that the Secretary's authority to provide regula-
tions to carry out the provisions of the subpart F deemed-paid
credit rules is to include authority to provide for, inter alia, sepa-
rate computations of taxes deemed paid upon inclusions under sub-
part F (as well as separate computations of taxes deemed paid in
connection with dividends) to reflect the separate limitations appli-
cable to separate types of income and loss.

Fresh start for computing discounted unpaid losses

The bill provides that any increase in earnings and profits under
the discounting fresh start provision of the Act would be phased in
ratably over 10 years for purposes of computing the post-1986 un-
distributed earnings of a foreign corporation paying dividends, or
earning income, that bring up to its shareholders deemed-paid for-

eign tax credits. Thus, the one-time increase in current earnings
and profits of a controlled foreign corporation under the discount-
ing fresh start provision will not result in a sudden dilution of
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creditable foreign taxes as a percentage of dividends and subpart F
inclusions.

Blocked income

The bill provides that for purposes of the deemed-paid credit on
dividends, "post-1986 undistributed earnings" of a foreign corpora-
tion are computed without reference to the blocked income rules.

Thus, the bill clarifies that the percentage of foreign taxes brought
up by a dividend is unaffected by the portion of earnings, if any,
that represent blocked income.

Earnings and profits of corporations with qualified foreign plans

The bill gives the Secretary authority to provide exceptions to

section 404A(d)(3) by regulation. It is intended that in the case of

earnings to which pooling applies, the deduction from earnings and
profits for contributions or additions to reserves under section

404A(d)(l) not be limited by the current foreign law deduction.
With respect to pre-1987 earnings and taxes, however, it is intend-

ed that existing law continue to apply.
Thus in example 2 above, 1991 earnings and profits of the foreign

corporation would would be 50 and post-1986 undistributed earn-
ings would be 112.50. Because post-1986 foreign income taxes are
37.50, any distribution will bring up one-third the net distribution

amount in credits, for an effective rate of 25 percent.
Assume, on the other hand, an example involving a U.S. parent

and a foreign subsidiary with income and taxes in both 1980-81 and
1990-91, as described in examples 1 and 2, respectively. Assume
that the foreign corporation makes no distributions until 1991,

when it distributes 162.50. In that case, regulations may provide
that the distribution brings up all of the 1990-91 taxes, but it is in-

tended that regulations not allow the shareholder a foreign tax
credit for more than 16.67 of the 1980-81 taxes. Thus the distribu-

tion out of pre-1987 earnings would bring up the same amount of

foreign tax credits as a distribution subject to section 404A as origi-

nally enacted, resulting in this case in a 25 percent effective rate
for the indirect credits attributable to 1981.

8. Recapture of foreign separate limitation losses

Present Law

The 1986 Act provided express rules to clarify that losses in the
new and existing separate limitation baskets do not reduce U.S.
taxable income before foreign taxable income (new Code sec.

904(fK5)). The new rules provide that losses for any taxable year in

a separate foreign tax credit limitation basket and in the overall

limitation basket offset U.S. source income only to the extent that
the aggregate amount of such losses exceeds the aggregate amount
of foreign income earned in other baskets. These losses (to the
extent that they do not exceed foreign income for the year) are to

be allocated on a proportionate basis among (and operate to reduce)
the foreign income baskets in which the entity earns income in the
loss year.
By analogy to the overall foreign extraction loss recapture rules

of section 907(cX4), the Act further provides a loss recharacteriza-
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tion rule that applies to subsequent income. Where a basket previ-

ously showed a separate limitation loss which was allocated against
income in other baskets, subsequent income in the loss basket will

be recharacterized as income of the type that it previously offset, in

proportion to the prior loss allocation not previously taken into ac-

count under this recharacterization provision.

In addition to the Act's new separate basket loss recapture provi-

sion and the overall foreign extraction loss recapture rules upon
which the former is based, the Code provides a third rule, in effect

since 1976, for recapture of overall foreign losses. This rule is de-

signed to prevent taxpayers from benefiting from a combination of

forgiveness of U.S. tax on a portion of current U.S. income (result-

ing from the use of an overall foreign loss to reduce worldwide tax-

able income below U.S. taxable income) and an allowance of a for-

eign tax credit with respect to the full amount of subsequent years'

foreign income. Under the rule, a portion of foreign taxable income
earned after an overall foreign loss year is treated as U.S. taxable
income for foreign tax credit purposes (sec. 904(f)(l)-(4)).

Section 904(f)(3) contains gain recognition and characterization
rules to ensure the recapture of an overall foreign loss where prop-

erty which was used in a trade or business, and which was used
predominantly outside of the United State, is disposed of prior to

the time the loss has been recaptured by recharacterizing foreign

income as U.S. taxable income. Under section 904(f)(3), gain on
such a disposition is viewed as foreign source income to be rechar-

acterized as U.S. source income until the loss is fully recaptured.
Recapture occurs regardless of whether gain would otherwise have
been recognized on the disposition. There is no provision analogous
to section 904(f)(3) in the recapture rules for foreign oil and gas ex-

traction losses, or in the Act's new separate limitation loss recap-
ture provision.

Explanation of Provision

The bill adds a provision to the Act's separate loss recharacteri-

zation rules stating that recognition rules similar to those of sec-

tion 904(f)(3), applicable to an overall foreign loss, shall apply to

any disposition of property, the gain from which would be in an
income category whose separate limitation loss was allocated
against any separate limitation income. Thus, the bill achieves a
result consistent with the general loss recharacterization rules of

the Act in the case where losses in a category have been allocated
against income in the other categories, and property generating
income in the loss category is disposed of at a gain (whether or not
the gain would be recognized for other Code purposes) before
income in the other categories has been restored to the full extent
of losses allocated against them.

9. Transitional rule for excess credit carryforwards

Present Law

Under the Act, foreign tax credit carryforwards allowed for for-

eign taxes paid in pre-effective date tax years (that is, years begin-
ning before 1987, to which the Act amendments to the foreign tax
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credit rules generally do not apply) generally reduce the U.S. tax
in post-effective date years (that is, years beginning after 1986) on
income of the same limitation type as the income on which the car-

ried forward taxes were imposed. For example, the Act provides
that foreign tax credit carryforwards of foreign taxes paid in pre-

effective date taxable years on income then subject to the overall

limitation generally are to reduce the U.S. tax in post-effective

date taxable years on overall limitation income as newly defined by
the Act. Similarly, carryforwards from the prior law basket for in-

terest are to reduce U.S. tax on post-effective date passive income.
However, the Act provides that pre-effective date excess credits

for taxes on overall limitation income can be carried to post-effec-

tive date years to reduce the U.S. tax on shipping income to the
extent that the taxpayer establishes to the satisfaction of the Secre-

tary that the overall limitation income on which the taxes were
paid would have been classified as shipping income had it been
earned after the Act's effective date. Similarly, in the case of an
entity predominantly engaged (in both the carry-from and carry-to

years) in the active conduct of a banking, insurance, financing, or
similar business the Act provides that pre-effective date excess

credits for taxes on overall limitation income can be carried to

post-effective date years to reduce the U.S. tax on financial services

income to the extent that the taxpayer establishes to the satisfac-

tion of the Secretary that the overall limitation income on which
the taxes were paid would have been classified as financial services

income had it been earned after the Act's effective date.

Explanation of Provisions

The bill provides that pre-effective date excess credits for taxes
on overall limitation income can be carried to post-effective date
years to reduce the U.S. tax on high withholding tax interest

income to the extent that the taxpayer chooses to and does estab-

lish to the satisfaction of the Secretary that the overall limitation

income on which the taxes were paid would have been classified as
high withholding tax income under the Act's substantive rules

(that is, under the Act without regard to the transitional rule for

qualified loans, discussed above). For example, a gross basis tax of 5

percent or more, paid by a bank in a pre-effective date year on in-

terest earned in the conduct of its banking business, could be car-

ried forward to reduce residual U.S. taxes (if any) on its post-effec-

tive date high withholding tax interest, rather than taxes on
income in the overall basket. As another example, the bill would
enable a manufacturer with excess post-effective date credits on its

foreign manufacturing income, but excess limitation on its high
withholding tax interest, to use credit carryforwards for 5 percent
or more gross-basis taxes paid on pre-effective date overall basket
interest to offset the residual U.S. tax on post-effective date high
withholding tax interest.



B. Source Rules

1. Determination of source in case of sales of personal property
(sec. 112(d) of the bill, sec. 1211 of the Reform Act, and sees.

864 and 865 of the Code)

Present Law

Overview

Prior to the Act, the source of income derived from the sale of

personal property generally was determined by the place of sale

(commonly referred to as the "title passage" rule). While the Act
did not change the place-of-sale rule for most inventory sales, the

Act generally did replace the place-of-sale rule for sales of other
personal property with a residence-of-the-seller rule.

Under the residence-of-the-seller rule (new sec. 865), income de-

rived by U.S. residents from the sale of personal property, tangible

or intangible, generally is sourced in the United States. Similarly,

income derived by a nonresident of the United States from the sale

of personal property, tangible or intangible, generally is treated as

foreign source. For purposes of determining source, the term sale

does not include a sale of intangible property to the extent pay-
ments received in consideration for the sale are contingent on the
productivity, use, or other disposition of the property. Payments
that are so contingent are treated like royalties in determining
their source.

Definition of resident

The Act provided new definitions of a U.S. resident and nonresi-
dent for source rule purposes (sec. 865) that differ somewhat from
the existing resident alien definitions (see, e.g., sec. 7701(b)).

An individual is a resident of the United States for purposes of

section 865 if the individual has a tax home (as defined in sec.

911(d)(3)) in the United States. Any corporation, partnership, trust,

or estate which is a United States person (as defined in sec.

7701(a)(30)) is a U.S. resident for this purpose. Other individuals

and entities generally are nonresidents for purposes of these source
rules. A U.S. citizen or resident alien can be treated as a nonresi-

dent for purposes of these source rules if he or she has a tax home
outside the United States. The same individual can also be treated
as a nonresident if he or she has no tax home (a condition that
might be possible, for example, in the case of a traveling salesper-

son). This latter result may occur even if the individual pays only a
minimal foreign tax on income covered by these source rules.

Under the Act, regulations are to be prescribed by the Secretary
carrying out the purposes of the Act's source rule provisions. One
area where it was contemplated that regulations may be required
is to prevent persons from establishing partnerships or corpora-

(245)
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tions, for example, to change their residence to take advantage of

the new rules. It was anticipated that the establishment of an anti-

abuse rule to treat, for example, a foreign partnership as a U.S.
resident to the extent its partners are U.S. persons would be appro-
priate.

United States citizens and resident aliens who have tax homes
outside the United States are nevertheless considered U.S. resi-

dents in one case. This case occurs when income from a sale is not
subject to an effective foreign income tax of 10 percent or more.
This level-of-tax rule prevents U.S. citizens and resident aliens

from generating zero- or low-taxed foreign source income that
might otherwise escape all tax. As a consequence of retaining prior

law's place-of-sale rule for income derived from the sale of invento-

ry and gain in excess of recapture derived from the sale of depre-

ciable personal property, the level-of-tax rule does not apply to

sales of these types of personal property but does apply to sales of

all other types of personal property.

Exceptions to residence rule

Income derived from the sale of depreciable personal property

The residence-of-the-seller rule does not apply to income derived
from the sale of depreciable personal property, to the extent of

prior depreciation deductions. This income is sourced under a re-

capture principle. Specifically, gain to the extent of prior deprecia-

tion deductions from the sale of depreciable personal property is

sourced in the United States if the depreciation deductions giving

rise to the gain were previously allocated against U.S. source
income. If the deductions giving rise to the gain were previously al-

located against foreign source income, gain from the sale (to the
extent of prior deductions) is sourced foreign. If personal property
is used predominantly in the United States for any taxable year,

the taxpayer is to treat the allowable deductions for the year as

being allocable entirely against U.S. source income. If personal
property is used predominantly outside the United States for any
taxable year, the taxpayer is to treat the allowable deductions for

such year as being allocable entirely against foreign source income.
(This special predominant-use rule does not apply for certain per-

sonal property generally used outside the United States, namely,
personal property described in sec. 48(a)(2)(B).) These rules apply
without regard to the residence of the taxpayer.

Depreciable personal property is any personal property if the ad-

justed basis of the property includes depreciation adjustments.
Thus, intangible property for which an amortization deduction is

allowable is considered depreciable personal property. With respect

to sales of intangible property, however, it is unclear under the Act
whether the recapture rule applies to gain to the extent of amorti-
zation recapture, and whether the general intangible rules or the
place-of-sale rule as retained under the Act applies to gain in

excess of amortization recapture.
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Income attributable to an office or other fixed place of busi-

ness

The residence-of-the-seller rule does not apply to income derived

from the sale of personal property when the sale is attributable to

an office or other fixed place of business outside the seller's resi-

dence.

For U.S. residents, this office rule applies to certain income de-

rived from the sale of personal property when the sale is attributa-

ble to an office or other fixed place of business maintained by the

taxpayer outside the United States but only if an effective foreign

income tax of 10 percent or more is paid to a foreign country on
the income from the sale. It is unclear under the Act if the office

rule applies to income (in the form of noncontingent payments) de-

rived from the sale of intangible property by a U.S. resident when
the sale is attributable to a fixed place of business in a foreign

country and the U.S. resident pays an income tax at an effective

rate of 10 percent or more.

Income derived from the sale of stock in foreign affiliates

The residence-of-the-seller rule does not apply to income derived
by U.S. corporations from the sale of stock in certain foreign affili-

ates. If a U.S. corporation sells stock of a foreign affiliate in the
foreign country in which the affiliate derived from the active con-

duct of a trade or business more than 50 percent of its gross income
for the 3-year period ending with the close of the affiliate's taxable
year immediately preceding the year during which the sale occurs,

any gain from the sale is foreign source. An affiliate, for this pur-
pose, is any foreign corporation whose stock is at least 80 percent
owned (by both voting power and value). It is unclear under the
Act if this rule applies only to gain from the sale of stock in corpo-

rations directly engaged in an active trade or business or also ap-

plies to gain from the sale of stock in corporations indirectly en-

gaged in an active trade or business (for example, through a locally

incorporated subsidiary).

Other rules

Prior to the Act, foreign source income derived from the sale of
inventory property by a foreign person generally was treated as ef-

fectively connected with the conduct of a U.S. trade or business if

the sale was attributable to a U.S. office (or other fixed place of

business) and sold through the U.S. office. The Act repealed this

rule but generally made income derived from the sale of any per-

sonal property (including inventory property) by a nonresident (as

defined in section 865 for personal property source rule purposes)
U.S. source when the sale is attributable to a U.S. office (or other
fixed place of business). Because the Act also generally retains the
place-of-sale rule for sales of inventory property by residents (as de-

fined in section 865), the repeal of the effectively connected rule
would allow these residents who are treated for general purposes
(outside section 865) as nonresident aliens to avoid U.S. tax on
income attributable to a U.S. office by placing sales of inventory
property outside the United States.
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The Act's legislative history indicated that Congress intende
that the Act's source rule changes prevail over treaty source rule

for foreign tax credit limitation purposes to the extent necessary t

insure that income not taxed by a foreign country not escape Ui
tax as well. This policy was to apply to all the source rule change
in the Act, not just those applicable to personal property. Althoug]
the Act and its legislative history did not specifically address case
where some foreign tax may be paid on income treated as U.S
source under the Act, application of the later-in-time principL
would result in the Act's rules prevailing over any conflicting pre
existing treaty provisions.

Explanation of Provision

Definition of resident

The bill modifies the definition of resident for source rule pur
poses in the case of individuals and partnerships. First, the bil

treats any U.S. citizen or resident alien as a U.S. resident if he o
she does not have a tax home in a foreign country and, as unde
present law, it treats any nonresident alien as a U.S. resident if h(

or she has a tax home in the United States. A U.S. citizen or resi

dent alien who has a tax home in a foreign country is treated as {

nonresident for source rule purposes as is a nonresident alien wh<
does not have a tax home in the United States.

Second, whereas the Act generally determined the source o
income derived from sales of personal property by treating a part
nership as a U.S. resident or nonresident based on its situs, the bil

makes these determinations at the partner level, except as provid
ed in regulations. In determining source, it is intended that, con
sistent with the attribution of a U.S. trade or business under sec
tion 875, a U.S. office or other fixed place of business of the part
nership will be attributed to its partners.
The bill provides regulatory authority to determine source at th(

partnership level, for example, in cases where it is not administra
lively possible to apply the rules at the partner level. For example
it may be appropriate to determine source at the partnership leve
in the case of a publicly traded partnership which has hundreds o
partners.
The bill modifies the 10-percent tax pa5mient requirement (appli

cable to U.S. citizens and resident aliens maintaining tax homes ii

a foreign country) for bona fide residents of Puerto Rico. The 10
percent tax payment requirement is waived for an individual wh(
is a bona fide resident of Puerto Rico for the entire taxable year or

the sale of stock of a corporation which (directly or indirectly) (1) is

engaged in an active trade or business in Puerto Rico, and (2) de
rives from the active conduct of a trade or business in Puerto Ric(

more than 50 percent of its gross income for the 3 years preceding
the year of sale. Under this rule, bona fide residents of Puerto Rice
who sell stock in certain corporations doing business in Puerto Rice
generate Puerto Rican source income and, thus, retain the benefits
of section 933.

The bill provides the Internal Revenue Service with authority t<

waive the 10-percent tax payment requirement by regulation foi

purposes of determining the source of income from any other sales
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of personal property by bona fide residents of Puerto Rico and for

purposes of determining the source of income from sales of person-
al property by bona fide residents of Guam, American Samoa, and
the Northern Mariana Islands, thus preserving benefits otherwise
available under sections 931 and 933. Under this authority, for ex-

ample, the Service may provide that in appropriate circumstances,
gross income of a U.S. citizen who is a bona fide resident of Puerto
Rico, Guam, American Samoa, or the Northern Mariana Islands
does not include the individual's otherwise untaxed (or low-taxed)
income from sales of personal property in the possession. However,
it is intended that regulations promulgated under this authority
provide the exception only in the case where the possession has
"delinked" from the mirror Code. Moreover, it is intended that reg-

ulations limit the exception to bona fide residents of one of these
possessions and not to U.S. citizens or residents who may be only
temporarily resident in the possession. For this purpose, it is antici-

pated that rules analogous to the special tax rules for nonresident
aliens who are U.S. tax-avoidance expatriates (sec. 877), to the
extent those provisions do not already apply because of section
1277(e) of the 1986 Act (which extends sec. 877 to certain U.S. citi-

zens who move to certain territories), be applied.

Exceptions to residence rule

Income derived from the sale of intangibles

The bill clarifies that income to the extent of previously allowed
amortization deductions derived from the sale of amortizable intan-
gible property is sourced under the Act's recapture rule. The recap-
ture rule applies whether or not the payments in consideration for

the sale are contingent on the productivity, use, or disposition of
the property. For sales where the payments are so contingent, it is

intended that the source of all payments will be determined under
the recapture rule until the entire recapture amount has been re-

captured, and that any remaining payments will be sourced under
the general intangible rules.

The bill also clarifies that gain derived from the sale of intangi-
ble property in excess of amortization recapture is sourced under
the residence-of-the-seller rule when the payments in consideration
For the sale are not contingent on the productivity, use, or disposi-
tion of the property. When payments are so contingent, the source
rule for royalties applies to the gain.

Income attributable to an office or other fixed place of busi-

ness

The bill clarifies that the office rule as it applies to U.S. persons
also applies to a sale of intangible property when the payments in
consideration for the sale are not contingent on the productivity,
iise, or disposition of the property. Thus, a U.S. resident who sells

intangible property for noncontingent payments generates foreign
source income as long as the sale is attributable to a foreign office

and an effective rate of foreign income tax of at least 10 percent is

paid on the income derived from the sale.

The bill provides the Internal Revenue Service regulatory au-
thority to waive the office rule's 10-percent tax payment require-



250

ment for purposes of determining whether a domestic corporatio;

has sufficient possession-source income to be eligible for the possejl

sions tax credit (sec. 936).

The bill also modifies the office rule to conform with the Act'

source rules governing space and ocean activities. This modificatioi,

provides that the office rule applies to U.S. persons only if the;

maintain an office in a foreign country, rather than outside th(.

United States. The bill makes similar conforming amendments ti

the Act's other source rule provisions.

Income derived from the sale of stock in foreign affiliates

The bill clarifies that income derived from the sale of stock of i

foreign affiliate which wholly owns another foreign corporation ij

treated as foreign source income in certain cases. Upon an electior

by the U.S. resident, as long as either the parent or the subsidiarj

is engaged in an active trade or business in the country in whict
the sale occurs and 50 percent of the gross income of the holding

company and the subsidiary combined for a three-year period is de
rived from the active conduct of a trade or business in that foreigr

country, then gain on the sale of stock in the holding company wiL
be treated as foreign source.

Other rules

The bill reinstates the provision repealed by the Act that treats

foreign source income derived from certain sales of inventory prop
erty by a foreign person as effectively connected with the conduct
of a U.S. trade or business. This provision is necessary to ensure
that foreign persons who have a substantial presence in the Unitec
States, who may be treated as U.S. residents for source rule pur
poses but as nonresidents for general purposes, are taxed or

income derived from sales of inventory property.
The bill codifies and expands upon the Act's legislative historj

by providing (in connection with the changes to sec. 7852(d)) thai

the Act's source rule changes generally prevail over any conflicting

treaty source rules under the general later-in-time rule. The bil]

does provide, however, an exception to the general later-in-time

rule. Under this exception, a taxpayer may elect to apply treatj

source rules to treat as foreign source any gain derived from the

sale of stock in a treaty country corporation or of an intangible
which would otherwise be treated as U.S. source under the Act. Ir

this case, foreign taxes on that gain cannot offset U.S. tax on anj
other item of income, and foreign taxes on any other item ol

income cannot offset U.S. tax on that gain. For example, under the

Act, gain from the sale of stock in a less-than-80-percent owned for-

eign corporation by a U.S. resident is U.S. source. A treaty maj
treat that income as foreign source. Under the bill, that income is

subject to U.S. tax as foreign source income, but the U.S. resident

may credit only foreign tax imposed on that income against the

U.S. tax imposed on that income.
The bill also makes clerical and conforming amendments.
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2. Special rules for exemption from U.S. tax on U.S. source trans-

portation income (sec. 112(e) of the bill, sec. 1212 of the
Reform Act, and sees. 862, 872, 883, and 887 of the Code)

Present Law

The Code's reciprocal exemption provisions sometimes exempt
foreign persons from U.S. tax on U.S. source transportation

income. Prior to the Act, the reciprocal exemption provisions ex-

empted foreign persons from U.S. tax on earnings derived from the
operation of ships (or aircraft) documented under the laws of a for-

eign country if that country exempted U.S. citizens and domestic
corporations from its tax. The Act modified these provisions to pro-

vide the exemption from U.S. tax only to alien individuals who are
residents of, and foreign corporations organized in, a foreign coun-
try which grants U.S. citizens and domestic corporations an equiva-

lent exemption.
A foreign corporation, in addition to having to be organized in a

country that grants U.S. persons an equivalent exemption, must
also satisfy a residence-based requirement to obtain U.S. tax ex-

emption. Under the residence-based requirement, the ultimate indi-

vidual owners of more than 50 percent of the value of the stock of

the foreign corporation must be residents of a foreign country that
grants U.S. citizens and domestic corporations an equivalent ex-

emption. Thus, it is not enough for the foreign corporation to be
organized in a foreign country which grants U.S. citizens and do-

mestic corporations an equivalent exemption: individuals ultimate-

ly owning most of its stock must reside in such a country as well.

Ultimate individual ownership is determined by treating stock

owned directly or indirectly by or for any entity (for example, a
corporation, partnership, or trust) as being actually owned by the
stockholder (or partner, grantor, or beneficiary, as the case may be)

of that entity and by further attributing that ownership to its

owners if necessary to reach individual owners.
The residence-based requirement does not apply to any foreign

corporation organized in a foreign country that exempts U.S. per-

sons from its tax if the stock of the corporation is primarily and
regularly traded on an established securities market in that foreign

country. This publicly traded exception also covers a foreign corpo-

ration that is wholly owned by a second corporation organized in

the same country as the first foreign corporation if the stock of the
second foreign corporation is primarily and regularly traded on an
established securities market in that country.
The Act also enacted a gross basis tax on certain transportation

income derived by foreign persons. The tax was intended to apply
to income the source of which was modified by the Act. That is, the
tax was intended to apply to transportation income derived by for-

eign persons that is treated as 50 percent U.S. source under the
Act. Moreover, it was intended that the income on which the gross

basis tax would be imposed would be the same income that would
be eligible for the reciprocal exemption.
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Explanation of Provision

The bill modifies the reciprocal exemption provisions so that
they operate independently with respect to nonresident alien indi-

viduals and foreign corporations. Thus, for a foreign corporation to

be exempt from U.S. tax, its country of organization need exempt
only U.S. corporations from that country's tax. In addition, the bill

refines the reciprocal nature of the exemptions for individuals, so
that an exemption applies if the residence country of the individual
grants an equivalent exemption to individual residents of the
United States. The foreign country need not, for example, exempt
transportation income of U.S. citizens who are not residents of the
United States. A foreign country that exempts transportation
income of U.S. citizens shall be treated as exempting U.S. residents
for this purpose, however, so that individual residents of that for-

eign country will qualify for U.S. tax exemption.
The bill also modifies the publicly traded exception to the resi-

dence-based requirement. Under the bill, a foreign corporation
qualifies for the reciprocal exemption if it is organized in a country
which exempts U.S. corporations from that country's tax and the
foreign corporation's stock is primarily and regularly traded on an
established securities market in that country, another foreign
country that grants U.S. corporations the appropriate exemption,
or the United States. In addition, if stock of one foreign corpora-
tion, organized in a country which exempts U.S. corporations from
that country's tax, is owned by a second, publicly traded corpora-
tion organized in either the same foreign country, a second foreign
country that exempts U.S. corporations from that country's tax, or
the United States, and the second corporation's stock is primarily
and regularly traded on an established securities market in its

country of organization, another foreign country that grants U.S.
corporations the appropriate exemption, or the United States, then
the bill treats the stock of the first corporation as owned by indi-

viduals who are resident in the country in which the second corpo-
ration (i.e., the shareholder) is organized.
As an example, assume four foreign corporations own all the

stock of another foreign corporation, all five corporations are orga-
nized in countries which exempt U.S. corporations from their tax,
and the stock of the first four corporations is primarily and regu-
larly traded on established securities markets in their respective
countries. In this case, the stock of each of the four corporations
shall be treated as owned by individuals resident in the four corpo-
rations' respective countries of organization. (The same conclusion
would follow if the stock of one or more of the first four corpora-
tions vvere primarily and regularly traded on an established U.S.
securities market, or on an established securities market in any
foreign country that exempts U.S. corporations from their tax.)

Since more than 50 percent of the value of the stock of the fifth

corporation is considered owned by residents of countries which
exempt U.S. persons from their tax, the fifth corporation is eligible
under the bill for the reciprocal exemption.
The bill also clarifies that the U.S. tax exemption applies to

gross income derived from international operations only, and not to
gross income derived from U.S. operations. That is, transportation
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income that would be sourced entirely in the United States under
section 863(c)(1) is not eligible for the exemption. For example, if a
cargo company that is organized in a foreign country that grants
U.S. corporations exemption from its tax transports cargo to one
U.S. port, and picks up additional cargo in that port for transport
to a second U.S. port, then the income attributable to the transpor-
tation of the cargo picked up at the first U.S. port and delivered to

the second U.S. port is not eligible for U.S. tax exemption. The
income attributable to the transportation of the cargo from the for-

eign country to the second U.S. port is eligible for U.S. tax exemp-
tion. (As indicated in Part XII.H.l below, if a U.S. income tax
treaty provides different jurisdictional provisions that conflict with
the statutory provisions described above, the treaty will generally
prevail.)

The bill further clarifies that the transportation income on
which the gross basis tax is imposed is that income that is treated
as 50 percent U.S. source by the Act. In addition, the bill provides
that under regulations transportation income on which the tax is

imposed may be reduced to correspond to income that is eligible for

the reciprocal exemption.

3. Source rule for space and certain ocean activities (sec. 112(f) of
the bill, sec. 1213 of the Reform Act, and sec. 863 of the Code)

Present Law

The Act enacted source rules for activities conducted in space, on
or beneath the ocean, and on Antarctica. In defining the term
"space or ocean activity", the Act excluded an activity giving rise
to international communications income. The Act defined interna-
tional communications income to include all income derived from
the transmission of communications or data from the United States
to any foreign country or from any foreign country to the United
States. The Act did not define foreign country for this purpose.

Explanation of Provision

The bill modifies the definition of international communications
income to include all income derived from the transmission of com-
munications or data from the United States to any possession of
the United States (and vice-versa) as well as to any foreign country.

4. Limitations on special treatment of 80/20 corporations (sec.

112(g) of the bill, sec. 1214 of the Reform Act, and sees. 861,
864, 907, 1442, and 2105 of the Code)

Present Law

Prior to the Act, a U.S. corporation's dividend and interest pay-
ments were foreign source and not subject to U.S. withholding tax
when at least 80 percent of the U.S. corporation's income over the
prior three years was from foreign sources (this type of corporation
was commonly referred to as an 80/20 company). The Act repealed
prior law as it applied to dividends paid by an 80/20 company
(other than dividends paid by a possessions corporation) and treats
dividends paid by U.S. corporations as U.S. source. Dividends re-
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ceived by foreign persons from U.S. corporations, though treated as
U.S. source, receive look-through treatment for U.S. withholding
tax purposes when the corporation satisfies an active foreign busi-

ness requirement. In such a case, the amount of the withholding
tax exemption is based on the source of the income earned by the
U.S. corporation. With respect to interest payments by a U.S. cor-

poration, the Act generally treats the interest as U.S. source unless
the corporation satisfies the active foreign business requirement. If

the active foreign business requirement is met, the Act treats inter-

est paid by a U.S. corporation as foreign source if the interest is

paid to an unrelated party and as having a prorated source based
on the source of the payor's income if the interest is paid to a relat-

ed party.

The active foreign business requirement is satisfied if at least 80
percent of the U.S. corporation's gross income for the 3-year period
preceding the year of the payment is derived from foreign sources
and is attributable to the active conduct of a trade or business in

one or more foreign jurisdictions (or U.S. possessions).

The 80-percent active foreign business requirement may be met
by the U.S. corporation alone or, instead, may be met by a group
including domestic or foreign subsidiaries in which the U.S. corpo-
ration owns a controlling interest. It is intended that at least a 50-

percent ownership interest be required for a subsidiary's business
to be attributed to a U.S. shareholder. In allowing attribution of a
subsidiary's active foreign business to a controlling corporate
shareholder, the character (i.e., active foreign business income) of
the subsidiary's gross income is intended to be attributed to the
corporate shareholder only on the actual inclusion of income from
the subsidiary, for example, dividends, interest, rents, or royalties,

and for the purpose of determining the percentage of dividends
paid by the shareholder that are subject to U.S. withholding tax.

Thus, for example, dividends received by a corporate shareholder
from controlled U.S. subsidiaries, though treated as U.S. source in

the hands of the corporate shareholder, are to be characterized as
active foreign business income for the purpose of this look-through
rule in the same proportion that the controlled subsidiaries' active
foreign business income bears to their total income. With respect to

other items of income received from controlled subsidiaries, those
amounts are to be characterized as active foreign business income
to the extent they are allocated against active foreign business
income of the payor.

Prior to the Act, certain income paid by U.S. persons to foreign
persons was effectively exempted from U.S. withholding tax be-
cause the income was treated as foreign source income. Under the
Act, the income is treated as U.S. source, but the exemption from
U.S. withholding tax is made explicit. The interest affected in-

cludes interest on deposits with persons carrying on the banking
business, interest on deposits or withdrawable accounts with a Fed-
eral or State chartered savings institution as long as such interest
is a deductible expense to the savings institution under section 591,
and interest on amounts held by an insurance company under an
agreement to pay interest thereon, but, in each case, only if such
interest is not effectively connected with the conduct of a trade or
business within the United States by the recipient of the interest.
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The Act also made an explicit exemption from U.S. withholding
tax for income derived by a foreign central bank of issue from
bankers' acceptances. By treating the interest on deposits as U.S.
source, it is not intended that the principal amounts which gener-
ate the income be includible in a foreign person's estate.

Explanation of Provision

The bill clarifies that, for purposes of attributing a lower-tier cor-

poration's active foreign business income to an upper-tier U.S. cor-

poration, the upper-tier corporation must own directly or indirectly

at least 50 percent of both the voting power and value of the stock
of the lower-tier corporation.

The bill also clarifies that, for purposes of attributing a lower-
tier corporation's active foreign business income to an upper-tier
U.S. corporation, the source of the lower-tier corporation's income,
as well as its character, is attributed to the upper-tier corporation.
Thus, for example, if an upper-tier U.S. corporation receives a divi-

dend from a qualifying lower-tier U.S. corporation, the dividend
shall, for purposes of determining whether any withholding tax
will be imposed on the upper-tier corporation's dividend distribu-

tions, be considered as having both the character and the source of
the lower-tier corporation's income. For foreign tax credit purposes,
the dividend from the lower-tier corporation is U.S. source, howev-
er.

The bill clarifies that the change in source for certain interest on
deposits does not change its treatment for estate tax purposes,
rhus, for example, bank deposits the interest on which is not effec-

:ively connected with a U.S. trade or business, though such interest
LS treated as U.S. source income, are not treated as property within
:he United States.

Further, the bill clarifies that the Act's provisions are generally
effective for payments made in taxable years of the payor begin-
ling after December 31, 1986.

The bill also makes clerical and conforming amendments.

>. Rules for allocation of interest, etc., to foreign source income
(sec. 112(h) of the bill, sec. 1215 of the Reform Act, and sec.

864(e) of the Code)

Present Law

Basis of stock of nonaffiliated 10-percent owned corporations

When the tax book value method of expense apportionment is

ised, the Act provides a new rule to allocate and apportion ex-
aenses on the basis of assets when the asset is stock in one of cer-
;ain corporations. If a 10-percent or more owned corporation is not
ncluded in the group treated as one taxpayer, then, in general, the
idjusted basis of the stock owned in such corporation in the hands
)f a U.S. shareholder is increased by the amount of the earnings
md profits of the corporation attributable to that stock and accu-
nulated during the period the taxpayer held it. Earnings and prof-
ts are not limited to those accumulated in post-enactment years.
In general, two kinds of 10-percent owned corporations are not in-

cluded in the one-taxpayer group: foreign corporations, and U.S.
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corporations that are more than 10- but less than 80-percent
owned.) In the case of a deficit in earnings and profits of the corpo-

ration that arose during the period when the U.S. shareholder held
the stock, that deficit reduces the adjusted basis of the asset in the
hands of the shareholder. In that case, however, the deficit cannot
reduce the adjusted basis of the asset below zero.

Under prior law and under the Act, subpart F inclusions in-

crease stock basis in but do not decrease earnings and profits of a
controlled foreign corporation (sees. 961 and 959). Congress did not
intend that the addition of such amounts to stock basis by virtue of

a subpart F inclusion (or another inclusion with an equivalent
effect on basis) result in double counting.

Allocation of expenses to deductible dividends

The Act provides that for purposes of allocating or apportioning
any deductible expense, any tax-exempt asset (and any income
from such an asset) shall not be taken into account. A similar rule
applies in the case of any dividend from a U.S. corporation that is

eligible under section 243 for the 80-percent dividends received de-

duction (but not in the case of a dividend from a U.S. corporation
that is eligible for the 100-percent dividends received deduction)
and in the case of any dividend from a foreign corporation a frac-

tion of which (that reflects its U.S. earnings) is eligible under sec-

tion 245(a) for an 80-percent dividends received deduction.

Treatment of bank holding companies and banks

While the Act generally requires an affiliated group to be treated
as if all members of the group were one taxpayer for purposes of

allocating and apportioning interest expense, that general rule
does not apply to any financial institution (described in section 581
or 591) if the business of the financial institution is predominantly
with persons other than related persons or their customers, and if

the financial institution is required by State or Federal law to be
operated separately from any other entity which is not a financial
institution. A bank to which this exception applies is not treated as
a member of the group for applying the Act's general one-taxpayer
rule for interest expense allocation and apportionment to other
members of the group; instead, that bank and all other banks in

the group are to be treated as one taxpayer (rather than each bank
being treated as a separate taxpayer for this purpose).
Although treated separately from other group members for inter-

est expense allocation, banks were intended to be treated as part of
the overall group that the Act treats as one taxpayer for expenses
other than interest.

Direct allocation of interest expense when deduction is denied

The Act provides that the Secretary is to prescribe such regula-
tions as may be necessary or appropriate to carry out the purposes
of this section, including regulations providing for direct allocation
of interest expense incurred to carry out an integrated financial
transaction to any interest (or interest-type income) derived from
such transaction.

In certain cases, the dividends received deduction is reduced in

cases where portfolio stock is debt financed (sec. 246A). In addition,



257

a life insurance company is allowed a dividends received deduction
for its share of dividends received, but this deduction is not allowed
for the policyholders' share of dividends received. Further, the re-

serve deduction and other deductible payments to policyholders of
a life insurance company are reduced by the policyholders' share of
tax exempt interest. Moreover, in the case of a property and casu-
alty insurance company, 15 percent of the sum of tax exempt inter-

est and the deductible portion of dividends received reduces the de-
duction for losses incurred (sec. 8320t>)(4)).

Scope of expense allocation rules

For purposes of subchapter N of chapter 1 of the Code (sees. 861-

999), except as provided in regulations, the Act provides a series of
rules governing expense allocation and apportionment. The intent
of the grant of regulatory authority was to allow regulations to

identify provisions of this subchapter to which the new rules would
not apply. The Act's rules literally apply for the determination of
taxable income from sources outside the United States. With one
exception, however, these rules were intended to apply for all de-
terminations under subchapter N of chapter 1, whatever the source
(U.S. or foreign) of the income against which expenses are allocat-

ed. The exception relates to the possessions tax credit: Congress did
not intend that new section 864(e)(1) apply for purposes of computa-
tions under section 936(h).

Transition rules

The Act provides a number of transition rules designed to phase
in the application of the new expense allocation rules insofar as
they relate to interest expenses.

Explanation of Provisions

Basis of stock of nonaffiliated 10-percent owned corporations

The bill clarifies the Act's rule governing the allocation and ap-
portionment of expenses when the tax book value method is used
and the asset at issue is stock in one of certain corporations. The
adjusted basis of any stock in a nonaffiliated 10-percent owned cor-

poration is increased by the amount of earnings and profits of that
corporation attributable to that stock and accumulated during the
period the taxpayer held the stock, or reduced, but not below zero,

by any deficits in earnings and profits in that corporation attribut-
able to that stock for that period. For this purpose, a "nonaffiliated
10-percent owned corporation" is one that is not included in the
taxpayer's affiliated group, and in which members of the affiliated
group own 10 percent or more of the voting power. The bill makes
it clear that the adjustment to asset value on a look-through basis
is also applied to stock of foreign corporations that is not directly
held by U.S. taxpayers but that is indirectly 10-percent owned by
U.S. taxpayers. Stock owned directly or indirectly by a corporation,
partnership, or trust is treated as being owned proportionately by
its shareholders, partners or beneficiaries. When a taxpayer is

treated under this look-through rule as owning stock in a lower-tier
corporation, the adjustment to the basis of the upper-tier corpora-
tion in which the taxpayer actually owns stock is to include an ad-
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justment for the amount of the earnings and profits (or deficit in

earnings and profits) of the lower-tier corporation which were at-

tributable to the stock the taxpayer is treated as owning and to the
period during which the taxpayer is treated as owning that stock.

The bill provides that, for purposes of section 864(e), proper ad-

justment is to be made to the earnings and profits of any corpora-
tion to take into account any earnings and profits included in gross
income under the subpart F current inclusion rules (or under any
other provision) that are reflected in the adjusted basis of the
stock. Thus, a subpart F inclusion, which increases stock basis but
does not decrease earnings and profits of a controlled foreign corpo-

ration, is not to result in double counting.

Allocation of expenses to deductible dividends

The bill makes it clear that to the extent any dividend benefits

from the dividends received deduction under section 243 (allowing
an 80-percent dividends received deduction for certain dividends
from U.S. corporations) or section 245(a) (allowing an 80-percent
dividends received deduction for the U.S. source portion of certain
dividends from foreign corporations), that portion of the dividend is

treated as tax exempt income for the purpose of the Act's expense
allocation rules and that portion of the related asset is treated as a
tax exempt asset.

Treatment of bank holding companies and banks

The bill provides that, to the extent provided in regulations, a
bank holding company (within the meaning of section 2(a) of the
Bank Holding Company Act of 1956), and any subsidiary of a bank
holding company (or of a financial institution described in section

581 or 591) that is predominantly engaged (directly or indirectly) in

the active conduct of a banking, financing, or similar business,
shall be treated as a financial institution for purposes of the excep-
tion that applies in certain cases to financial institutions described
in section 581 or 591. The bill also makes it clear that any financial

institution that is excluded from the general one-taxpayer group
and is included in a one-taxpayer group covering financial institu-

tions is not so treated for purposes of expenses other than interest.

That is, financial institutions and all other affiliated entities are
treated as one taxpayer under the Act for expenses other than in-

terest.

Direct allocation of interest expense when deduction is denied

The bill provides that the Secretary is to prescribe regulations
for direct allocation of interest expense in the case of indebtedness
resulting in a disallowance under section 246A, which reduces the
dividends received deduction in cases where portfolio stock is debt
financed. Thus, to the extent that an interest deduction reduces the
amount of the dividends received deduction, the interest expense
generating the loss of the dividends received deduction is to be
treated £is directly allocable to the income resulting from the loss

of the dividends received deduction.
The bill also provides that the Secretary is to prescribe regula-

tions that make appropriate adjustments in the application of the
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rule that disregards tax-exempt assets and income derived there-

from in the case of an insurance company.

Scope of expense allocation rules

The bill provides that new section 864(e) (relating to expense allo-

cation) shall not apply for purposes of any provision of subchapter
N of chapter 1 of the Code (sees. 861-999) to the extent the Secre-

tary determines under regulations that the application of this sub-

section for such purposes would not be appropriate. In a conform-
ing amendment, the bill deletes the provision for exceptions to new
section 864(e) in the introductory language to that subsection.

With one exception, the bill makes it clear that these rules apply
for all determinations under subchapter N of chapter 1, whatever
the source of the income against which expenses are allocated. The
exception relates to the possessions tax credit: section 936(h) is to

apply as if new section 864(e)(1) had not been enacted.

Transition rules

The bill clarifies the operation of the Act's transition rules.

One set of the bill's provisions clarifies the Act's phase-in of the
new rules governing interest expense allocation generally. (This set

of the bill's provisions does not affect the Act's phase-in of the one-
taxpayer rule of new Code sec. 864(e)(1), which is described below.)

These clarifications, the bill's "general" phase-in provisions, apply
to the aggregate amount of indebtedness of the taxpayer outstand-
ing on November 16, 1985. In the case of the first three taxable
years of the taxpayer beginning after December 31, 1986, the Act's

amendments relating to interest expense allocation (other than the
one-taxpayer rule of new sec. 864(e)(1)) do not apply to interest ex-

penses paid or accrued by the taxpayer during the taxable year
with respect to an aggregate amount of indebtedness which does
not exceed the general phase-in amount. Except for certain reduc-

tions in indebtedness, the consequences of which are described
below, the general phase-in amount is the applicable percentage of

the taxpayer's debt outstanding on November 16, 1985. In the case
of the first taxable year, the applicable percentage is 75; in the case
of the second taxable year, the applicable percentage is 50; in the
case of the third taxable year, the applicable percentage is 25.

The general phase-in amount eligible for relief for any period,

however, is not to exceed the lowest amount of indebtedness of the
taxpayer outstanding as of the close of any preceding month begin-
ning after November 16, 1985. This limitation is designed to imple-
ment the Act's intent to target transitional relief to corporate
groups that had borrowed in reliance on prior law and to deny
transitional relief to the extent that the level of debt increases. To
the extent provided in regulations, the average amount of indebted-
ness outstanding during any month is to be used in lieu of the
amount outstanding as of the close of such month for this purpose.
This grant of regulatory authority is designed to allow the Internal
Revenue Service to disallow transition relief to taxpayers whose
month-end debt levels are not representative of their monthly debt
levels generally. Reductions in debt as of a month's end are not to

reduce phase-in relief for prior months, however. For example, if a
calendar year taxpayer's outstanding debt is $100 on November 16,
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1985 and at all times thereafter until December 1, 1987, at which
time it pays off all its debt, the taxpayer is entitled to general
phase-in treatment for interest on $75 during the first 11 months of

1987.

In addition, the bill's "special" phase-in rules clarify the Act's
provisions that phase in the one-taxpayer rule (new sec. 864(e)(1)).

In the case of the taxpayer's first 5 taxable years beginning after
December 31, 1986, the Code's new one-taxpayer rule (sec. 864(eXl))
is not to apply to interest expenses paid or accrued by the taxpayer
during the taxable year with respect to an aggregate amount of in-

debtedness that does not exceed the special phase-in amount. The
special phase-in amount is generally the sum of three separate
amounts: the general phase-in amount, described above, the 5-year
phase-in amount, and the 4-year phase-in amount. The special

phase-in amount, however, like the general phase-in amount,
cannot exceed the lowest amount of indebtedness of the taxpayer
outstanding as of the close of any preceding month beginning after

November 16, 1985.

The 5-year phase-in amount is the lesser of two amounts. The
first amount is an applicable percentage of the "5-year base." The
5-year base is the excess (if any) of the amount of a taxpayer's out-

standing indebtedness on May 29, 1985, over the amount of the tax-

payer's outstanding indebtedness as of the close of December 31,

1983. For this purpose, however, the 5-year base cannot exceed the
aggregate amount of indebtedness of the taxpayer outstanding on
November 16, 1985. The applicable percentage, in each year, is the
excess of the percentage granted relief under the Act's 5-year
phase-in over the percentage granted relief under the Act's general
(3-year) phase-in. In the case of the first taxable year beginning
after December 31, 1986, the applicable percentage is 8-1/3 (83-1/3 -

75); in the case of the second taxable year, the applicable percent-
age is 16-2/3 (66-2/3 - 50); in the case of the third taxable year, the
applicable percentage is 25 (50 - 25); in the case of the fourth tax-

able year, the applicable percentage is 33-1/3; and in the case of

the fifth taxable year, the applicable percentage is 16-2/3.

The 5-year phase-in amount cannot exceed a second amount.
That second amount, which is in the nature of a limitation, caps
the 5-year phase-in amount in cases where reductions of indebted-
ness C'paydowns") reduce the taxpayer's debt below the amount
that would have been eligible for 5-year relief had no paydown oc-

curred. More specifically, the second amount is the 5-year base, re-

duced (but not below zero) by paydowns of debt, and then multi-

plied by a percentage. The paydowns that reduce the 5-vear base
for this purpose are defined as the excess of the taxpayer s Novem-
ber 16, 1985, debt over the lowest amount of indebtedness of the
taxpayer outstanding as of the close of any preceding month begin-

ning after November 16, 1985 (or to the extent provided in regula-

tions, as under the general phase-in, the average amount of indebt-

edness outstanding during any such month).
To compute this second amount, the (possibly reduced) 5-year

base is multiplied by a fraction the numerator of which is the ap-

plicable 5-year percentage (the excess of the 5-year percentage
under present law over the 3-year percentage), and the denomina-
tor of which is the sum of the applicable percentage under the gen-
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eral (3-year) rule and the applicable percentage under the 5-year
rule. This second amount limits the 5-year base only in cases where
paydowns reduce the amount of the 5-year base below the amount
of relief that would be granted if no paydown had occurred. In the
case of the first taxable year beginning after December 31, 1986,

this percentage is 10, i.e., 8-1/3 divided by the sum of 8-1/3 and 75;

in the case of the second taxable year, this percentage is 25, i.e., 16-

2/3 divided by the sum of 50 and 16-2/3; in the case of the third
taxable year, this percentage is 50, i.e., 25 divided by 50; in the case
of the fourth taxable year, this percentage is 100, i.e., 33-1/3 divid-

ed by 33-1/3; and in the case of the fifth taxable year, this percent-
age is 100, i.e., 16-2/3 divided by 16-2/3.

This second amount preserves the full 5-year benefit in cases
where the taxpayer's lowest debt is equal to or greater than the
product of the 5-year base (unreduced by paydowns) and Act's 5-

year percentage. (The Act's 5-year percentage is restructured under
the bill as the sum of two applicable percentages: the applicable
percentage for the purpose of the general (3-year) rule and the add-
on applicable percentage for the purpose of the 5-year rule.) If pay-
downs have reduced outstanding debt below the amounts that
would have obtained full benefit under the 5-year rule had no pay-
downs occurred, this second amount reduces the 5-year benefit on a
linear basis.

The 4-year phase-in amount is the lesser of two amounts. These
amounts parallel the principles set forth above in connection with
the 5-year amounts. The first amount is the applicable percentage
of the "4-year base." The 4-year base is the excess (if any) of the
amount taxpayer's outstanding indebtedness on December 31, 1983,
over the amount of the taxpayer's outstanding indebtedness as of
the close of December 31, 1982. For this purpose, however, the 4-

year base cannot exceed the excess of the aggregate amount of in-

debtedness of the taxpayer outstanding on November 16, 1985 over
the 5-year base. The applicable percentage, in each year, is the
excess of the percentage granted relief under the Act's 4-year
phase-in over the percentage granted relief under the Act's general
(3-year) phase-in. In the case of the first taxable year beginning
after December 31, 1986, the applicable percentage is 5 (80 - 75); in

the case of the second taxable year, the applicable percentage is 10
(60 - 50); in the case of the third taxable year, the applicable per-

centage is 15 (40 - 25); and in the case of the fourth taxable year,
the applicable percentage is 20.

The 4-year phase-in amount cannot exceed a second amount.
That second amount is intended to reduce the 4-year phase-in
amount to the extent that paydowns reduce the taxpayer's debt
below the amount that would be eligible for 4-year relief had no
paydown occurred. More specifically, the second amount is the 4-

year base, reduced (but not below zero) by certain paydowns of
debt, multiplied by a percentage. The paydowns that reduce the 4-

year base for this purpose are generally defined as the excess of
the taxpayer's November 16, 1985, debt, over the lowest amount of
indebtedness of the taxpayer outstanding as of the close of any pre-
ceding month beginning after November 16, 1985 (or to the extent
provided in regulations, as under the general phase-in, the average
amount of indebtedness outstanding during any such month). This



262

paydown amount for 4-year purposes is reduced, but not below
zero, by the amount of the 5-year base.

For purposes of this second amount, the (possibly reduced) 4-year
base is multiplied by a fraction the numerator of which is the per-

centage added to general relief under the 4-year rule and the de-

nominator of which is the percentage granted relief after the appli-

cation of both the 4-year rule and the general (3-year) relief. In the
case of the first taxable year beginning after December 31, 1986,

this percentage is 6.25, i.e., 5 divided by (5 + 75); in the case of the
second taxable year, this percentage is 16-2/3, i.e., 10 divided by 60;

in the case of the third taxable year, this percentage is 37.50, i.e.,

15 divided by 40; and in the case of the fourth taxable year, this

percentage is 100, i.e., 20 divided by 20.

The bill provides that, to the extent possible, the general and
special phase-in rules are to apply to the same amount of indebted-
ness.

The bill clarifies that amounts eligible for relief under the Act's

phase-in rules are determined on the basis of indebtedness rather
than interest expense. The bill is not intended to require that spe-

cific interest expense be traced to specific indebtedness.
The following examples involve the application of the special

phase-in rule for one-taxpayer treatment and the general phase-in
rule for the Act's other interest expense allocation rules.

Example 1

A U.S. parent company, a calendar year taxpayer, had outstand-
ing third party interest-bearing debt of $50 from 1980 until Decem-
ber 31, 1982. On July 1, 1983, the taxpayer's third party interest-

bearing debt increased to $70. On July 1, 1984, the taxpayer's third
party interest-bearing debt increased to $100. All this debt bore
and bears annual interest at the same interest rate.

The U.S. parent corporation's third party debt is $100 on Novem-
ber 16, 1985, and at all relevant times thereafter.

The general transition rule prevents application of any of the
Act's interest expense allocation rules (other than the one-taxpayer
rule of sec. 864(e)(1)) to interest on 75 percent of $100, the Novem-
ber 16, 1985 amount. That is, the new rules (other than the one-
taxpayer rule of sec. 864(e)(1), discussed below) cannot apply to in-

terest on $75 of debt. The bill's limitation on the general phase-in
amount does not affect this result because the taxpayer's debt level

has not dipped below the amount otherwise eligible for general
phase-in treatment, i.e., $75.

The special phase-in rule, which governs the application of the
one-taxpayer rule of section 864(e)(1), operates as follows. The spe-

cial phase-in amount, that is, the amount eligible for special phase-
in treatment is the sum of the general phase-in amount (deter-

mined above to be $75) and the 5- and 4-year amounts.
The 5-year phase-in amount is the lesser of two amounts. The

first amount is the applicable percentage of the "5-year base." The
5-year base is $30, the excess of $100, the amount of the taxpayer's
outstanding indebtedness on May 29, 1985, over $70, the amount of
the taxpayer's outstanding indebtedness as of the close of Decem-
ber 31, 1983. The applicable percentage, in the first taxable year
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beginning after December 31, 1986, is 8-1/3. Thus, the first amount
is $2.50, that is, 8-1/3 percent of $30.

The 5-year phase-in amount cannot exceed a second amount. In

the case of the first taxable year beginning after December 31,

1986, that second amount is the 5-year base, $30, unaffected here
by paydowns of debt since none have occurred, and then multiplied

by 10 percent, i.e., 8-1/3 divided by the sum of 8-1/3 and 75. Thus,
the second amount is $3 ($30 multiplied by 10 percent).

In this case, the 5-year amount is thus $2.50, the lesser of $2.50

and $3.

The 4-year phase-in amount is the lesser of two amounts. The
first amount is the applicable percentage of the "4-year base." The
4-year base is $20, the excess of $70, the amount of the taxpayer's
outstanding indebtedness on December 31, 1983, over $50, the
amount of the taxpayer's outstanding indebtedness as of the close

of December 31, 1982. The applicable percentage, in the first tax-

able year beginning after December 31, 1986, is 5. Thus, the first

amount is $1, that is, 5 percent of $20.

The 4-year phase-in amount cannot exceed a second amount. In

the case of the first taxable year beginning after December 31,

1986, that second amount is the 4-year base, $20, unaffected here
by paydowns of debt since none have occurred, and then multiplied
by 6.25 percent, i.e., 5 divided by the sum of 5 and 75. Thus, the
second amount is $1.25 ($20 multiplied by 6.25 percent).

In this case, the 4-year amount is thus $1, the lesser of $1 and
$1.25.

Thus, in this example, the amount of debt qualifying for relief

from one-taxpayer treatment is $78.50, which is the sum of $75, the
general phase-in amount; $2.50, the 5-year phase-in amount; and
$1, the 4-year phase-in amount. In this example, then, since the in-

debtedness to which the general phase-in applies is to be, to the
extent possible, the same indebtedness to which the special phase-
in applies, interest expense on $75 of debt is to be allocated under
old law, interest expense on $3.50 of debt is to be allocated without
use of the one-taxpayer rule but with use of the Act's other rules

governing interest allocation, and interest on $21.50 is to be appor-
tioned under the Act's new rules.

Example 2

Assume the same facts as in the example above, except that the
U.S. parent corporation's third party debt is $100 on November 16,

1985, and until January 1, 1987, at which time it pays its debt
down to $85. Its debt remains $85 at all relevant times thereafter.

Again, the general transition rule prevents application of any of

the Act's interest expense allocation rules (other than the one-tax-
payer rule of sec. 864(e)(1)) to interest on $75. That is, the new rules

(other than the one-taxpayer rule of sec. 864(e)(1), discussed below)
cannot apply to interest on $75 of debt. The bill's limitation on the
general phase-in amount does not affect this result because the tax-

payer's lowest debt level, $85, has not dipped below the amount
otherwise eligible for general phase-in treatment, i.e., $75.

The special phase-in rule, which governs the application of the
one-taxpayer rule of section 864(e)(1), operates as follows. The
amount eligible for special phase-in treatment is the sum of the
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general phase-in amount (again determined above to be $75) and
the 5- and 4-year amounts.
The 5-year phase-in amount is the lesser of two amounts. The

first amount is again $2.50, that is, 8-1/3 percent of $30.

The 5-year phase-in amount cannot exceed a second amount. In
the case of the first taxable year beginning after December 31,

1986, that second amount is the 5-year base, $30, reduced by the
$15 paydown of debt (representing the difference between the No-
vember 16, 1985, amount and the $85 lowest monthly amount) to

$15 and then multiplied by 10 percent. Thus, the second amount is

$1.50 ($15 multiplied by 10 percent).

In this case, the 5-year amount is thus $1.50, the lesser of $2.50
and $1.50.

The 4-year phase-in amount is again the lesser of two amounts.
The first amount again is $1, that is, 5 percent of $20.

The 4-year phase-in amount cannot exceed a second amount. In
the case of the first taxable year beginning after December 31,

1986, that second amount is the 4-year base, $20, subject to reduc-
tion on account of the paydown of debt, multiplied by 6.25 percent.
There is no reduction on account of paydowns in this example, be-

cause the $15 paydown for 4-year purposes is reduced, but not
below zero, by the $30 amount of the 5-year base. Thus, the second
amount is again $1.25 ($20 multiplied by 6.25 percent).

In this case, the 4-year amount is thus $1, the lesser of $1 and
$1.25.

Thus, in this example, the amount of debt qualifying for relief

from one-taxpayer treatment is $77.50, which is the sum of $75, the
general phase-in amount; $1.50, the 5-year phase-in amount; and
$1, the 4-year phase-in amount. In this example, then, since the in-

debtedness to which the general phase-in applies is to be, to the
extent possible, the same indebtedness to which the special phase-
in applies, interest expense on $75 of debt is to be allocated under
old law, interest expense on $2.50 of debt is to be allocated without
use of the one-taxpayer rule but with use of the Act's other rules
governing interest allocation, and interest on $22.50 is to be appor-
tioned under the Act's new rules.

Example 3

A third example examines the third taxable year beginning after

1986, the calendar year 1989. In this example, the facts are the
same as in the first two examples, except that the taxpayer paid its

debt down to $80 on January 1, 1989. Its debt remains at $80
throughout 1989.

The general transition rule prevents application of any of the
Act's interest expense allocation rules (other than the one-taxpayer
rule of sec. 864(e)(1)) to 25 percent of $100, the November 16, 1985
amount. That is, the new rules (other than the one-taxpayer rule of

sec. 864(e)(1), discussed below) cannot apply to interest on $25 of

debt. The bill's limitation on the general phase-in amount does not
affect this result because the taxpayer's debt level has not dipped
below $25.

The special phase-in rule, which governs the application of the
one-taxpayer rule of section 864(e)(1), operates as follows. The
amount eligible for special phase-in treatment is the sum of the
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general phase-in amount (determined above to be $25) and the 5-

and 4-year amounts.
The 5-year phase-in amount is the lesser of two amounts. The

first amount is the applicable percentage (25) of the 5-year base
($30). Thus, the first amount is $7.50, that is, 25 percent of $30.

The 5-year phase-in amount cannot exceed a second amount. In
the case of the third taxable year beginning after December 31,

1986, that second amount is $5 (the 5-year base, $30, reduced by the
$20 paydown) multiplied by 50 percent. Thus, the second amount is

$5 ($10 multiplied by 50 percent).

In this case, the 5-year amount is thus $5, the lesser of $7.50 and
$5.

The 4-year phase-in amount is the lesser of two amounts. The
first amount is the applicable percentage for the third taxable year
beginning after 1986 of the 4-year base ($20). The applicable per-
centage, in the third taxable year beginning after December 31,

1986, is 15. Thus, the first amount is $3, that is, 15 percent of $20.

The 4-year phase-in amount cannot exceed a second amount. In
the case of the third taxable year beginning after December 31,

1986, that second amount is the 4-year base, $20, subject to reduc-
tion on account of the paydown of debt, multiplied by 37.5 percent.
There is no reduction on account of paydowns in this example, be-
cause the $20 paydown for 4-year purposes is reduced, but not
below zero, by the $30 amount of the 5-year base. Thus, the second
amount is $7.50 ($20 multiplied by 37.5 percent).

In this case, the 4-year amount is thus $3, the lesser of $3 and
$7.50.

Thus, in this example, the amount of debt qualifying for relief

from one-taxpayer treatment is $33, which is the sum of $25, the
general phase-in amount; $5, the 5-year phase-in amount; and $3,
the 4-year phase-in amount. In this example, then, since the indebt-
edness to which the general phase-in applies is to be, to the extent
possible, the same indebtedness to which the special phase-in ap-
plies, interest expense on $25 of debt is to be allocated under old
law, interest expense on $8 of debt is to be allocated without use of
the one-taxpayer rule but with use of the Act's other rules govern-
ing interest allocation, and interest on $67 is to be apportioned
under the Act's new rules.

Example 4

A U.S. parent company, a calendar year taxpayer, had no out-
standing third party interest-bearing debt until July 1, 1984, on
which date the taxpayer's third party interest-bearing debt became
$100. All this debt bore and bears annual interest at the same in-

terest rate.

The U.S. parent corporation's third party debt is $100 on Novem-
ber 16, 1985, and at all relevant times thereafter until January 1,

1986, when it drops to $80. On January 1, 1987, the U.S. parent cor-

poration's third party debt increases to $85.
The general transition rule prevents application of any of the

Act's interest expense allocation rules (other than the one-taxpayer
rule of sec. 864(e)(1)) to interest on 75 percent of $100, the Novem-
ber 16, 1985 amount. That is, the new rules (other than the one-
taxpayer rule of sec. 864(e)(1), discussed below) cannot apply to in-
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terest on $75 of debt. The bill's limitation on the general phase-in
amount does not affect this result because the taxpayer's debt level

has not dipped below the amount otherwise eligible for general
phase-in treatment, i.e., $75.

The special phase-in rule, which governs the application of the
one-taxpayer rule of section 864(e)(1), operates as follows. The
amount eligible for special phase-in treatment is the sum of the
general phase-in amount (determined above to be $75) and the 5-

year amount, but subject on these facts to a cap. (The 4-year
amount is zero.)

The 5-year phase-in amount is the lesser of two amounts. The
first amount is the applicable percentage of the "5-year base." The
5-year base is $100, the excess of $100, the amount of the taxpay-
er's outstanding indebtedness on May 29, 1985, over $0, the amount
of the taxpayer's outstanding indebtedness as of the close of De-
cember 31, 1983. The applicable percentage, in the first taxable
year beginning after December 31, 1986, is 8-1/3. Thus, the first

amount is $8.33, that is, 8-1/3 percent of $100.

The 5-year phase-in amount cannot exceed a second amount. In
the case of the first taxable year beginning after December 31,

1986, that second amount is the 5-year base, $100, reduced by the
$20 paydown to $80, and then multiplied by 10 percent. Thus, the
second amount is $8 ($80 multiplied by 10 percent).

In this case, the 5-year amount is thus $8, the lesser of $8.33 and
$8.

Before application of the cap to the special phase-in amount, the
special phase-in amount is $83, that is, the sum of $75 and $8. The
special phase-in amount, however, cannot exceed $80, the lowest
amount of debt outstanding as of the close of any preceding month
beginning after November 16, 1985. Therefore, the amount of debt
qualifying for relief from one-taxpayer treatment is $80. In this ex-

ample, then, since the indebtedness to which the general phase-in
applies is to be, to the extent possible, the same indebtedness to

which the special phase-in applies, interest expense on $75 of debt
is to be allocated under old law, interest expense on $5 of debt is to

be allocated without use of the one-taxpayer rule but with use of
the Act's other rules governing interest allocation, and interest on
$5 is to be apportioned under the Act's new rules.

The bill clarifies that for transition rule purposes, all members of
an affiliated group of corporations are to be treated as one corpora-
tion. Thus, the bill makes it clear that debt of all members is to be
aggregated in determining if a paydown that reduces phase-in ben-
efits has occurred. Similarly, the bill makes it clear that interest

on interaffiliate debt is not eligible for transition relief.

Finally, in view of the relative complexity of these transition
rules, the bill allows taxpayers to elect out of their application in

prescribed circumstances.



C. U.S. Taxation of Income Earned Through Foreign Corpora-
tions (sec. 112(i)-(l) of the bill, sees. 1023, 1221, and 1224-1226 of
the Reform Act, and sees. 245, 246A, 552, 861, 881, 901, and 951-

955 of the Code)

1. Captive insurance companies

Present Law

Election to treat related person insurance income as effectively con-
nected with a U.S. business

Under subpart F of the Code, certain types of income of U.S.-con-

trolled foreign corporations are included currently in shareholder
income and taxed by the United States regardless of whether the
income is actually distributed currently to shareholders. A taxpay-
er is generally subject to income inclusion under subpart F only if

the taxpayer is a "U.S. shareholder" in a "controlled foreign corpo-
ration." Since the enactment of the subpart F rules in 1962, the
term "U.S. shareholder" has generally been limited to those U.S.
persons owning (directly, indirectly, or by attribution) 10 percent or
more of a foreign corporation's combined voting power. The term
"controlled foreign corporation" has generally been limited to

those foreign corporations more than half of the stock of which is

owned by U.S. shareholders (under the Act, more than half by vote
or by value).

The Act introduced new subpart F rules for taxing the income of
so-called captive foreign insurance companies. Under the new
rules, related person insurance income of these companies is cur-
rently taxable to an expanded category of U.S. persons. The statute
achieves this result first by treating as a "U.S. shareholder" any
U.S. person who owns directly or indirectly any stock in a foreign
corporation, whether or not the amount of stock owned meets the
10 percent threshold; and second by lowering the U.S. shareholder
ownership threshold for controlled foreign corporation status to 25
percent or more. These modifications apply only for purposes of
taking into account related person insurance income under subpart
F.

The Act provides three exceptions to the new subpart F rules for

captive insurers. Under one of these exceptions, a foreign corpora-
tion may avoid the application of the new subpart F rules for cap-
tives by electing to treat related person insurance income that
would not otherwise be taxed on a net basis (i.e., as effectively con-
nected with the conduct of a U.S. trade or business) as income that
is effectively connected with the conduct of a U.S. trade or busi-

ness. The income deemed to be effectively connected under this

election will be excluded from subpart F income.
Congress intended the election to be available only in two cases:

(a) where the corporation is a controlled foreign corporation solely

(267)
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by virtue of the new rules for captive insurers and (b) where the
;

corporation is a controlled foreign corporation regardless of the
*

new captive rules but does not have a 10-percent U.S. shareholder !

that owns directly or indirectly (other than by attribution under
section 958(b)) stock in the controlled foreign corporation. The Act
provides that the election is to be made at such time and in such
manner as the Secretary may prescribe. The election is effective in

the year made and in all future years. The election is not effective

if the electing corporation fails to meet such requirements as the
Secretary shall prescribe to ensure that the tax imposed on its re-

lated person insurance income is paid.

To make the election, the foreign corporation must waive all U.S.
income tax treaty benefits with respect to its related person insur-

ance income. Treaty benefits with respect to the branch profits tax
newly created by the Act are irrelevant to income with respect to

which the election is properly made, however, because the Act ex-

cludes from the imposition of branch profits tax the earnings and
profits attributable to income treated as effectively connected
solely because of the election.

Amount of subpart F inclusion

When a controlled foreign corporation earns subpart F income,
the United States generally taxes the corporation's U.S. sharehold-
ers currently on their pro rata share of the subpart F income. Re-
lated person insurance income (as defined by the Act) is a type of
subpart F income.

In the case of a corporation that is a controlled foreign corpora-
tion for its entire taxable year, and a U.S. shareholder that owns
the same proportion of stock in the corporation throughout the cor-

poration's taxable year, the U.S. shareholder's pro rata share of

subpart F income is the amount that would have been distributed
with respect to the shareholder's stock if on the last day of the tax-

able year the controlled foreign corporation had distributed all of
its subpart F income pro rata to all of its shareholders.
The pro rata share definition provides for adjustments where the

corporation is a controlled foreign corporation for less than the
entire year or where actual distributions are made with respect to

stock the shareholder owns for less than the entire year. The latter

adjustment, contained in section 951(a)(2)(B), reduces a U.S. share-
holder's pro rata share by a fraction of the dividends distributed to

any other person during the controlled foreign corporation's tax-

able year on stock owned by the U.S. shareholder at year-end. The
fraction equals the proportion of the taxable year during which the
U.S. shareholder did not own the stock.

Primary insureds

The Act defines related person insurance income as any insur-
ance income attributable to a policy of insurance or reinsurance
with respect to which the primary insured is either a U.S. share-
holder (as defined above) in the foreign corporation receiving the
income or a person related to such a shareholder.

It was Congress's intent that related person insurance income in-

clude income attributable to policies of reinsurance issued by a for-

eign corporation to its U.S. shareholders that previously insured
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the risks covered by such policies or to persons related to such
shareholders that previously insured the risks covered by such poli-

cies. In addition, Congress gave the Secretary authority under the
Act to prevent the avoidance of the captive insurance rules

through cross insurance arrangements or otherwise.
The new subpart F rules for captive insurers do not apply if less

than 20 percent of the stock of the corporation (by vote or by value
of both stock and policies) is owned (directly or indirectly) by per-

sons who are the primary insureds under any policies of insurance
or reinsurance issued by the corporation, or by persons related to

such primary insureds.

Gross insurance income

Under a de minimis exception to the new subpart F rules for

captive insurers, these rules do not apply to income of a foreign
corporation whose related person insurance income for the taxable
year is less than 20 percent of its insurance income for the year.

Congress intended that this computation be performed on a gross
basis. Insurance income is defined for this purpose as it is general-
ly for subpart F purposes under the Act, except that the exclusion
of income attributable to same-country risks does not apply.

Definition of related person

The application of the new captive insurance rules turns on the
distinction between persons who are and are not related to U.S.
shareholders (within the meaning of section 954(d)(3) as amended
by the Act). A person is related to a controlled foreign corporation
if the person controls, is controlled by, or is under common control
with the controlled foreign corporation.
Congress intended that related person insurance income include

income attributable to officers' or directors' insurance where the
U.S. shareholders of the foreign corporation receiving such income
(or persons related to such shareholders) directly or indirectly pay
the premiums and the insureds are officers or directors of the U.S.
shareholders (or persons related to such shareholders).

Definition of related person insurance income

As stated above, the Act defines related person insurance income
as a type of "insurance income." The Code provides special rules
for computing tax haven insurance income that is subject to cur-

rent taxation under subpart F. Section 953(b) states that for these
purposes all items of income, expenses, losses, and deductions shall

be properly allocated or apportioned under regulations prescribed
by the Secretary. Section 953(b) also eliminates or limits the appli-

cability of certain provisions of subchapter L of the Code ("Insur-
ance Companies") for these purposes. Congress intended that these
special rules for computing tax haven insurance income apply in

computing related person insurance income.

Information returns

Under the Code, U.S. persons who own or acquire 5 percent or
more of the value of the stock of a foreign corporation, others who
become U.S. persons while owning that percentage of the stock of a
foreign corporation, and U.S. citizens and residents who are officers
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or directors of foreign corporations with such U.S. ownership are
required to file information returns concerning the corporation and
its shareholders (sec. 6046; see Schedule O (Form 5471) (previously
Form 959)). Regulations excuse any shareholder from furnishing re-

quired information if it is furnished by another person having an
equal or greater stock interest in the corporation (Reg. sec. 1.6046-

1(e)(5)). Due to its 5 percent stock ownership threshold, this report-
ing requirement generally applied to all U.S. shareholders in con-
trolled foreign corporations prior to the Act. Under the new captive
rules, however, a person owning less than 5 percent of the stock of
a controlled foreign corporation may also be a U.S. shareholder.
Generally Congress did not intend to treat such less-than-5-percent
U.S. shareholders any differently from other U.S. shareholders in

controlled foreign corporations for reporting purposes.

Sales of captive company stock

Generally, a U.S. shareholder in a controlled foreign corporation
receives an income inclusion under subpart F when the sharehold-
er owns stock in the corporation on the last day of the taxable year
on which the corporation is a controlled foreign corporation (sec.

951(a)(1)). Prior to the Act, any U.S. shareholder that sold or ex-

changed stock in a controlled foreign corporation (or received a dis-

tribution which was treated as an exchange of stock in the corpora-
tion) before the last day of the year generally would have been re-

quired to treat the gain on the sale as a dividend, to the extent of
the earnings and profits of the corporation attributable to such
stock and accumulated since 1962 during periods in which the cor-

poration was a controlled foreign corporation and in which the U.S.
person held the stock sold or exchanged (sec. 1248). Thus a mid-
year stock sale would result in shareholder dividend income simi-
lar to an income inclusion under subpart F.

Under present and prior law, this rule for treating gains as divi-

dends applies only to the class of U.S. shareholders defined under
the usual 10 percent ownership threshold of subpart F—that is, the
class of U.S. shareholders as that term was defined prior to the
Act. The Act's captive insurance rules, however, created a new
class of U.S. shareholders that need not satisfy this 10 percent
threshold. Congress did not intend to treat this new class of U.S.
shareholders differently from 10-percent U.S. shareholders for pur-
poses of the existing rule for treating gains as dividends.

Uninsured, unrelated shareholders

Under the new captive insurance rules, the term U.S. sharehold-
er includes a U.S. person that owns any stock in a foreign corpora-
tion that owns (directly or indirectly) any stock in a foreign corpo-
ration that earns related person insurance income.

Explanation of Provisions

Election to treat related person insurance income as effectively con-
nected with a U.S. business

The bill supplements the Code provisions describing the election
to treat related person insurance income as effectively connected
with the conduct of a U.S. trade or business in order to clarify that
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the election is not available to a corporation that, without applying
the special subpart F rules for captive insurance companies, is a
controlled foreign corporation for an uninterrupted period of 30
days or more during the taxable year with a U.S. shareholder that
owns directly or indirectly (other than by the attribution rules of

958(b)) stock in the foreign corporation, or that was such a con-

trolled foreign corporation for such a period for any pre-election

taxable year beginning after 1986. The bill further provides that if

a corporation is entitled to make the election in one year, but in a
later year becomes a controlled foreign corporation with such a
U.S. shareholder as defined by the general subpart F rules, an elec-

tion made for the earlier year shall not apply to any taxable year
after the later year. Thus, the bill clarifies that the election is

available only in situations where a foreign corporation and its

shareholders are subject to subpart F treatment by virtue of the
Act's special captive insurance rules, and not where subpart F
treatment results from application of the rules that are generally
applicable outside the captive insurance context.

The bill also provides that in making the election the foreign cor-

poration must waive all benefits granted by the United States

(other than benefits with respect to the branch profits and branch
interest taxes newly imposed by the Act) under any treaties be-

tween the United States and any foreign country. Thus, for exam-
ple, U.S. tax benefits claimed under a friendship, commerce, and
navigation treaty would have to be waived by a foreign corporation
making the election. However, the bill clarifies that treaty benefits

with respect to the branch taxes need not be waived with respect to

related person insurance income when that income is effectively

connected without regard to the election.

Amount of subpart F inclusion

The bill provides a special definition of "pro rata share" for pur-
poses only of taking into account related person insurance income.
For these purposes, the special pro rata share definition is the
lesser of (i) the amount which would be determined under the gen-
eral subpart F definition of pro rata share if only related person
insurance income were taken into account, if stock owned by U.S.
shareholders on the last day of the taxable year were the only
stock in the foreign corporation, and if only distributions received
by U.S. shareholders were taken into account under section

951(a)(2)(B); or (ii) the amount which would be determined under
the general subpart F definition of pro rata share if the entire
earnings and profits of the corporation for the taxable year were
subpart F income.
For example, assume that throughout the first taxable year of a

foreign corporation, 50 percent of its stock is owned by U.S. persons
and the rest by foreign persons unrelated to U.S. persons. The cor-

poration's only activity is insuring risks of its U.S. shareholders
and its foreign shareholders. During the taxable year exactly 50
percent of its income is related person insurance income and its

earnings and profits for the year are twice its related person insur-
ance income for the year. Assume that the corporation has no U.S.
tax liability, that it has no other subpart F income for the taxable
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year, and that it does not distribute any of its earnings or invest in

U.S. property during the year.

Under the Act's new rules for captives, all U.S. persons that own
stock in the corporation are U.S. shareholders. Under the general
subpart F rules for computing their income inclusions, they would
be treated as if the corporation distributed to them half of its relat-

ed person insurance income. This portion of the corporation's relat-

ed person insurance income would be taxed to the U.S. sharehold-
ers; the rest of the corporation's related person insurance income
would not be taxed currently by the United States. Under the bill,

by contrast, the U.S. shareholders are taxed currently on all of the
corporation's related person insurance income.
The effect of the bill's pro rata share definition is to ensure that

if related person insurance income of a controlled foreign corpora-
tion is at all currently taxable to U.S. shareholders under subpart
F, then the full amount of the controlled foreign corporation's re-

lated person insurance income will be currently taxable, up to the
U.S. shareholders' proportionate share of the controlled foreign cor-

poration's earnings and profits. Where the corporation earns a suf-

ficient level of income that is not related person insurance income,
partial ownership of the corporation by foreign persons will not
reduce the portion of the corporation's related person insurance
income that is currently taxable in the United States. As used in

the bill's pro rata share definition, the term "U.S. shareholder" has
the meaning that it has when taking into account related person
insurance income: i.e., as modified by section 953(c)(1)(a) (which dis-

penses with the 10 percent threshold).
The bill further provides the Secretary with authority to modify

the other rules of subpart F where necessary to permit an appro-
priate computation of pro rata share under the bill's special rule.

For example, it may be necessary or appropriate for the Secretary
to coordinate this rule with the general pro rata share definition
where the controlled foreign corporation has other types of subpart
F income; or regulations may be appropriate for determining how
the various types of subpart F income are to be reduced to account
for the earnings and profits limitation on subpart F income.

Primary insureds

The bill eliminates the word "primary" from the references to

"primary insureds" in the definition of related person insurance
income and in the exception from the special captive insurance
rules for corporations less than 20 percent of whose owners are in-

sureds or related to insureds. Thus the bill clarifies that these ref-

erences are intended to cover policies of reinsurance issued to U.S.
shareholders and related persons, regardless of whether the con-
tracts being reinsured were issued to unrelated persons. The bill

also clarifies that insurance income from contracts insuring indi-

rectly (as well as directly) shareholders or persons related to share-
holders of the foreign corporation is included in the definition of
related person insurance income and that such persons indirectly
(as well as directly) insured are included in the group of insured
shareholders and shareholders related to insureds for purposes of
determining whether the foreign corporation is less than 20 per-

cent owned by insureds or persons related to insureds.
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For example, if a foreign corporation reinsures the risk of a U.S.
insurance company that insures a U.S. individual and stock of the
foreign corporation is owned by the U.S. individual, then the for-

eign corporation's income on the reinsurance of the U.S. individual

is related person insurance income under the bill because one of its

U.S. shareholders is indirectly an insured of the foreign corpora-

tion. In addition, if a foreign corporation reinsures the risk of a
U.S. insurance company that insures a U.S. individual and stock of

the foreign corporation is owned by the U.S. insurance company,
then the foreign corporation's income on the reinsurance contract

is related person insurance income under the bill because one of its

U.S. shareholders is directly an insured of the foreign corporation.

The foregoing amendments affecting the types of insureds whose
insurance and reinsurance policies give rise to related person in-

surance income subject to the new captive rules generally apply to

taxable years of foreign corporations beginning after 1987. Howev-
er, to the extent those amendments simply eliminate the word
"primary" from the references to "primary insureds," the amend-
ments are effective as if included in the 1986 Act. That is, effective

in taxable years of foreign corporations beginning after December
31, 1986, the word "primary" is dropped from sections 953(c)(2) and
953(c)(3)(A). The Secretary retains regulatory authority to identify

instances where a stockholder of a foreign corporation (or a related

person) is the indirect insured under a policy of insurance or rein-

surance issued by the corporation, and to extend related person in-

surance income treatment to income from reinsurance issued to

unrelated parties, in those cases where doing so is necessary to pre-

vent the avoidance of the captive insurer rules.

Gross insurance income

The bill clarifies that for purposes of applying the de minimis ex-

ception to the captive insurance rules, comparison of a foreign cor-

poration's related person insurance income to its insurance income
is made on a gross basis. Thus, the de minimis rule is applied with-
out regard to the relative profitability of the foreign corporation's
related person insurance income, on the one hand, and its total in-

surance income, on the other.

Definition of related person

The bill modifies the definition of related person for purposes of
the captive insurance rules, making it clear that in the case of any
insurance policy covering liability arising from services performed
as a director, officer, or employee of a corporation or as a partner
or employee of a partnership, the person performing the services

and the entity for which the services are performed will be treated
as related persons. (As discussed below, the bill also raises the con-
trol threshold for related person status generally from 50 percent
to more than 50 percent.)

Definition of related person insurance income

The bill refines the definition of related person insurance income
so that it specifically refers to insurance income as that term is de-

fined in section 953(a), thus incorporating the special rules set forth
in section 953(b) for computing tsix haven insurance income.
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Information returns

The bill extends the information reporting requirements for U.S.
persons who are 5 percent-or-more shareholders of foreign corpora-
tions and U.S. citizens or residents who are officers or directors of
such corporations so that they apply to all persons who are U.S.
shareholders in controlled foreign corporations by virtue of the
new captive insurance company rules and all U.S. officers and di-

rectors of companies that are controlled foreign corporations by
virtue of those rules.

Sales of captive company stock

The bill modifies the treatment of gains on sales of stock in for-

eign corporations that are controlled foreign corporations under
the captive insurance rules to conform to the dividend treatment
accorded to gains on sales of controlled foreign corporation stock in

general. Thus, when a person that is a U.S. shareholder solely by
virtue of the captive rules sells captive company stock to another
U.S. person, for example, before the end of the taxable year, buyer
and seller will each be treated as having received dividend income
only with respect to that part of the year that it owned the stock.

Uninsured, unrelated shareholders

The bill gives the Secretary authority to provide regulations
under which U.S. persons who are neither insured or reinsured by
a foreign corporation (directly or indirectly), nor related to a
person insured or reinsured (directly or indirectly) by the corpora-
tion will not be treated as U.S. shareholders of the foreign corpora-
tion.

It is anticipated that the Secretary will exercise this authority to

provide exemptions from the captive rules for instances where it is

administratively impracticable to identify noninsureds with insig-

nificant, indirect shareholdings in foreign corporations as U.S.
shareholders. Moreover, it is anticipated that the Secretary may
excuse such a U.S. person from treatment as a U.S. shareholder of
the captive company even if a U.S. person can be identified as the
indirect owner of stock of a captive insurance company, if the cap-
tive stock represents an insignificant enough portion of the assets
of its direct owner. For example, where a publicly traded, widely
held, foreign corporation incidentally owns stock (directly or indi-

rectly) in a foreign corporation with related person insurance
income, U.S. investors who own small proportions of the stock of
the first corporation and who have no relationship to the second
may technically be U.S. shareholders under the statute. In these
circumstances, however, it might be appropriate for regulations to

exclude such investors from the definition of U.S. shareholder.

2. Insurance companies in general

Present Law

Fresh start for computing discounted unpaid losses

To take partial account of the time value of money, the Act
amends subchapter L of the Code to provide for the discounting of
the deduction for loss reserves of property and casualty insurance
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companies. Thus, the Act limits the deduction for unpaid losses to
the amount of discounted unpaid losses (new sec. 846 of the Code).

In general, the new discounting provisions apply to taxable years
beginning after December 31, 1986. A fresh start is provided with
respect to undiscounted loss reserves applicable to the last taxable
year beginning before January 1, 1987. Under this fresh start rule,

the difference between the amount of undiscounted loss reserves
and the discounted balances is not taken into income.
The Act provides that the fresh start adjustment is to be taken

into account in full in the first taxable year to which the discount-
ing provisions apply (generally, taxable years beginning in 1987) for

purposes of calculating any adjustment to earnings and profits. The
current earnings and profits of a controlled foreign corporation
serve as a limitation on the amount of the corporation's subpart F
income for the current taxable year.

Definition of United States risk

Section 861(a)(7) (unchanged by the Act) treats as U.S. source
income amounts received as underwriting income derived from the
insurance of U.S. risks as defined in section 953(a). Prior to the
Act, section 953(a) defined the term "income derived from the in-

surance of U.S. risks" as income that would (subject to certain
modifications described in section 953(b)) be taxed under subchap-
ter L if the income were that of a domestic insurance company,
and that is attributable to the reinsuring or the issuing of any in-

surance or annuity contract (1) in connection with property, activi-

ties, or the lives or health of individuals resident in the United
States, or (2) under any arrangement where another corporation
receives a substantially equal amount for covering such risks.

In connection with the Act's expansion of the subpart F tax
haven insurance definition, extending current taxation to any
income attributable to the issuing (or reinsuring) of any insurance
or annuity contract in connection with risks in a country other
than that in which the insurer is created or organized, the defini-

tion of U.S. risk was no longer relevant for section 953(a) purposes.
Congress did not intend to alter the substance of the related source
rule in section 861(a)(7).

Allocation of insurance company expenses

In connection with prior law's shareholder-level taxation of con-
trolled foreign corporation income from insurance of U.S. risks, the
Code provided for tax on all of the underwriting income and net
investment income from insuring such risks. Certain deductions
generally allowed domestic insurance companies were not allowed
in the case of these foreign operations, and other allowed deduc-
tions were to be taken into account only to the extent they were in
respect of contracts insuring U.S. risks. All other deductions, as
well as all items of income, were to be properly allocated or appor-
tioned under regulations between income from insuring U.S. risks
and income from insuring foreign risks. Under this regime, for ex-
ample, the regulations generally allocated reserve deductions to
underwriting income (see Reg. sec. 1.953-4(h)).

The Act not only imposed on U.S. shareholders current taxation
on all of the controlled foreign corporation's net underwriting
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income from insuring foreign risks outside its home country ("non-
same-country risks"), but also subjected income derived from the
corporation's investments of funds generally to current U.S. tax-

ation under subpart F, regardless of the extent to which the corpo-
ration receiving such income is engaged in the business of insuring
same-country risks. Congress intended that, under the existing stat-

ute calling for regulations to allocate and apportion deductions
with respect to insurance income, reserve and other deductions
would be allocated and apportioned, where appropriate, to invest-

ment income so as to result in current taxation of net investment
income and deferral of tax on same-country underwriting income
without, in the latter case, reduction for expenses, losses, or re-

serves properly allocable to investment income.

Carryover of insurance company deficits

Under the Act, a U.S. shareholder's inclusion of subpart F insur-

ance income of a controlled foreign corporation may be reduced by
post-1986 accumulated deficits in that corporation's earnings and
profits attributable to activities that give rise to subpart F insur-

ance income, provided that the controlled foreign corporation re-

ceiving such income was a qualified insurance company. A quali-

fied insurance company is a controlled foreign corporation pre-

dominantly engaged in the active conduct of an insurance business
in both the year in which the corporation earned the income and
the year in which the corporation incurred the deficit. Thus, sub-
part F inclusions of a qualified insurance company's investment
income attributable to non-same country insurance (which is a type
of subpart F insurance income) may be eligible for reduction by ac-

cumulated deficits.

A qualified insurance company's investment income attributable
to same country insurance is generally foreign personal holding
company income. Inclusions of foreign personal holding company
income may sometimes be reduced by accumulated deficits under a
rule similar to that for subpart F insurance income, but generally
not if the income is earned by an insurance company eligible for

the benefits of the insurance income deficit rule. Rather, the oppor-
tunity to reduce inclusions of foreign personal holding company
income by accumulated deficits is available only if the controlled
foreign corporation receiving such income was predominantly en-
gaged in the active conduct of a banking, financing, or similar busi-
ness in both the year in which the corporation earned the income
and the year in which the corporation incurred the deficit.

Explanation of Provisions

Fresh start for computing discounted unpaid losses

The bill provides that for purposes of computing the earnings
and profits limitation on subpart F income, current earnings and
profits are determined without regard to the increase in current
earnings and profits under the discounting fresh start provision of
the Act. Thus, the one-time increase in current earnings and prof-

its of a controlled foreign corporation under the discounting fresh
start provision will not result in any increase in subpart F income
of that corporation.
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Definition of United States risk

The bill reinstates for purposes of section 861(a)(7) the pre-Act
definition of income from U.S. risks. The bill treats as U.S. source
income amounts received as underwriting income derived from the
issuing (or reinsuring) of any insurance or annuity contract (1) in
connection with property, activities, or the lives or health of indi-

viduals resident in the United States, or (2) under any arrange-
ment where another corporation receives a substantially equal
amount for covering such risks.

Allocation of insurance company expenses

The bill clarifies that regulations are to provide for the proper
allocation and apportionment of all insurance company expenses,
losses, and deductions between income that is subject to current
U.S. shareholder taxation under subpart F (such as investment
income) and income that is not (namely, same-country underwrit-
ing income). Generally, it is anticipated that amounts not specifi-

cally allocable are to be apportioned on the basis of premiums and
investment income.

Carryover of insurance company deficits

The bill conforms the treatment of foreign personal holding com-
pany income of qualified insurance companies, for accumulated def-

icit purposes, to that of subpart F insurance income of such compa-
nies. Thus, U.S. shareholder inclusions of same country and non-
same country investment income of a controlled foreign corpora-
tion predominantly engaged in the insurance business are both eli-

gible for reduction by post-1986 accumulated deficits under the
same terms. However, deficits in same country underwriting
income continue to be ineligible to reduce subpart F inclusions of
same country investment income and non-same country underwrit-
ing and investment income earned in later years for subpart F pur-
poses.

3. Withdrawals of qualifled shipping reinvestments that pre-Act
law excluded from subpart F income

Present Law

The Act repealed the rule that, under prior law, excluded from
subpart F income foreign base company shipping income that was
reinvested in foreign base company shipping operations. This
change was not intended to modify the taxation of withdrawals
(whether by disposition of assets, adjustments to basis, or other-
wise) of previously excluded subpart F income from qualified ship-
ping reinvestments. Under the Act, the withdrawal from qualified
investment for a particular taxable year is measured by reference
to the excess of qualified investments as of the close of the last tax-
able year beginning before 1987 over the qualified investments at
the close of the subsequent taxable year.

Explanation of Provision

The bill makes it clear that withdrawals of previously excluded
subpart F income from qualified shipping reinvestments are to be
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taxed only once. For any teixable year beginning after 1986, the
amount of withdrawal from qualified shipping investments for that
year is limited by the bill to the excess (if any) of (1) the amount of

pre-1987 qualified investments then remaining after the decreases
in qualified investments determined for prior taxable years begin-
ning after 1986, over (2) qualified shipping investments at year-end.
Under this rule, post-1986 investments that meet the definition of
qualified investments in foreign base company shipping operations
will delay the taxation of withdrawals until all such post-1986 in-

vestments are withdrawn.

4. Definition of related person

Present Law

Whether a controlled foreign corporation's income is subject to

subpart F will depend in certain cases on whether the income is

received from a related person. Generally, for example, dividends,
interest, royalties, and rents are subpart F income. However, rents
and royalties, for example, may be excluded from subpart F income
if derived in the active conduct of a trade or business and received
from a person other than a related person (sec. 954(c)(2)(A)). As an-
other example, dividends and interest may be excluded if received
from certain related persons organized under the laws of the same
country £is the controlled foreign corporation (sec. 954(c)(3)(A)(i)).

A related person is one which controls, is controlled by, or is

under common control with the controlled foreign corporation. The
Act amended the definition of control for this purpose. In the case
of a corporation, control means the direct or indirect ownership of
50 percent or more of the total combined voting power of all classes

of stock entitled to vote or of the total value of such corporation. In
the case of a partnership, trust, or estate, control is defined as
direct or indirect ownership of 50 percent or more of the total

value of the beneficial interests in the entity.

Whether income is subject to the separate foreign tax credit limi-

tation for passive income may also turn on whether it is received
from a related person. The definition of the passive income basket
is generally based on the definition of foreign personal holding
income under subpart F, which in turn uses the concept of "related
person" to provide certain exceptions from foreign personal holding
company income, such as rents and royalties derived in an active
business, and certain same-country dividends and interest. In addi-
tion, if a corporation is a controlled foreign corporation, payments
that it makes to its U.S. shareholders may be characterized for pur-
poses of the foreign tax credit baskets by reference to the character
of the income of the controlled foreign corporation.

In contrast to the definition of control for purposes of defining a
related person, the Code treats a foreign corporation as a con-
trolled foreign corporation only if more than 50 percent of its stock
(by vote or value) is owned (directly, indirectly, or by attribution)
by U.S. shareholders. Prior to the Act, the ownership threshold for

related party status was, similarly, more than 50 percent of the
total combined voting power of a corporation's voting stock.

Different thresholds for defining "control" in the definitions of
controlled foreign corporation, on the one hand, and related person,
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on the other, may produce unintended anomahes in the operation
of the foreign tax credit limitation baskets, especially where look-

through treatment may be involved. For example, assume that a
foreign corporation owned 50-50 by two unrelated persons, one for-

eign and one U.S., derives all of its income from manufacturing,
and that it pays royalties to its U.S. shareholder, which derives the
royalties in the active conduct of its trade or business. This income
of the shareholder is ineligible for the active royalty exception
from foreign personal holding company income because the payor
is a "related person." However, the foreign corporation is not a
controlled foreign corporation, and therefore the royalty income of
the shareholder cannot be recharacterized under the look-through
rules to reflect the overall limitation character of the foreign corpo-
ration's income. Thus, the royalty is passive basket income of the
shareholder, even though it would not have been if the U.S. share-
holder owned either more or less than 50 percent of the foreign
corporation's stock.

Explanation of Provision

The bill provides that control, for purposes of the related person
definition of section 954(d)(3), means direct or indirect ownership of
more than 50 percent (by vote or value) of the stock of a corpora-
tion or more than 50 percent (by value) of the beneficial interests
in a partnership, trust or estate. Therefore, as was true prior to the
Act, the definitions of both controlled foreign corporation and relat-

ed person under subpart F are keyed to the same definition of cor-

porate control.

In the case of royalties derived in the active conduct of a trade or
business, for example, the bill prevents treatment of a 50-percent
U.S.-owned foreign corporation in a manner which is different than
the treatment of both foreign corporations owned more than 50
percent by U.S. persons and foreign corporations owned less than
50 percent by U.S. persons. The bill eliminates, by contrast, the op-
portunity for a controlled foreign corporation to exclude from for-

eign personal holding company income, under section 954(c)(3)(A)(i),

same-country dividends from a 50-percent owned foreign corpora-
tion.

5. Treatment of gains as foreign personal holding company
income

Present Law

Under the Act, the section 954(c) definition of foreign personal
holding company income for subpart F purposes includes the excess
of gains over losses from sales and exchanges of non-income pro-
ducing property and property that gives rise to the following types
of income: first, dividends and interest; second, rents and royalties
other than active business, unrelated party rents and royalties; and
third, annuities.
The Act retained certain exceptions to foreign personal holding

company treatment from prior law, and added new exceptions to
such treatment, in connection with gains of regular dealers; gains
on inventory property (sec. 1221(1)); active business gains or losses
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in connection with certain commodity transactions by any con-
trolled foreign corporation substantially all of the business of

which is as an active producer, processor, merchant, or handler of

commodities; and foreign currency gains and losses related to the
business needs of the controlled foreign corporation. For example,
the Act retained prior law's subpart F exception for gains and
losses of a producer, processor, merchant, or handler of a commodi-
ty which arise from bona fide hedging transactions reasonably nec-

essary to the conduct of its business in the manner in which such
business is customarily and usually conducted by others. Congress
also did not intend that net losses from the class of transactions

the gains on which are covered by the regular dealer and inventory
exceptions would be available to reduce foreign personal holding
company income.

Explanation of Provisions

The bill adds to the category foreign personal holding company
income the excess of gains over losses from sales and exchanges of

interests in trusts, partnerships, and REMICs. As a corollary, these
gains will generally constitute passive income for purposes of the
foreign tax credit limitation.

The bill provides that the use of losses to reduce gains on sales or

exchanges of property subject to foreign personal holding company
treatment does not apply to loss from sales or exchanges of inven-
tory property or from any other property by a regular dealer in

that property. Thus the bill clarifies that any losses on such sales

or exchanges do not reduce foreign personal holding company
income.
The bill also provides a new hedging exception for regular deal-

ers in property, under which gains and losses arising out of bona
fide hedging transactions reasonably necessary to the conduct of
the business of being a dealer in such property are excluded from
the computation of foreign personal holding company income.
Thus, where a regular dealer in bonds, for example, uses forwards,
futures, options, or similar instruments in which it is not a regular
dealer to hedge its exposure to losses on its bonds, the bill permits
netting of gains and losses from both bonds and hedging instru-

ments in arriving at the dealer's non-subpart F income.

6. Losses from foreign base company sales and services income

Present Law

As described in Item 2., above, the Act provided for reductions in

the amount of certain types of subpart F income of a controlled for-

eign corporation that is included in the income of the foreign cor-

poration's U.S. shareholders, in cases where prior year activities

after 1986 (of the same type resulting in the current income) result-

ed in accumulated deficits in earnings and profits. The categories
of income within which such reductions are available under the
Act are foreign base company shipping income, foreign base compa-
ny oil related income, subpart F insurance income of a qualified in-

surance company, and foreign personal holding company income of

qualified financial institutions. For the most part, these are catego-
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ries from which taxpayers were able to avoid U.S. tax on subpart F
income inclusions under the pre-Act rules. For example, much of

subpart F insurance income and foreign personal holding company
income of qualified financial institutions was not subpart F income
at all prior to the 1986 Act. Moreover, pre-Act rules on reinvest-

ment of foreign base company shipping income made it possible to

avoid income inclusions on the current income from foreign base
company shipping operations.

Foreign base company sales income and foreign base company
services income cannot be reduced by accumulated deficits. Since
1963, U.S. shareholders of controlled foreign corporations earning
current income in these subpart F categories have been likely to be
taxed currently on that income.

Explanation of Provision

The bill adds foreign base company sales income and foreign base
company services income to the list of income categories the share-
holder income inclusions from which are reducible by post-1986 ac-

cumulated deficits. In addition, unlike the other categories of

income eligible for this treatment, the bill makes foreign base com-
pany sales income and foreign base company services income re-

ducible by post-1962, pre-1987 accumulated deficits, to the extent
those deficits were not previously taken into account. Thus, inclu-

sions of foreign base company sales income of a controlled foreign
corporation may be reduced by accumulated prior-year deficits in

that corporation's earnings and profits attributable to activities

that give rise to foreign base company sales income. Similarly, for-

eign base company services income of a controlled foreign corpora-
tion may be reduced by accumulated prior-year deficits in that cor-

poration's earnings and profits attributable to activities that give
rise to foreign base company services income.
As is true for the other categories of income entitled to similar

treatment, accumulated deficits from foreign base company sales

and services may be used only once, but those that cannot be uti-

lized in one year may be carried over indefinitely for possible use
in later years. To be eligible for use under the rule, an accumulat-
ed deficit must be attributable to a year for which the foreign cor-

poration incurring such deficit was a controlled foreign corpora-
tion. Moreover, the deficit can reduce the subpart F inclusion of
only those U.S. persons that were U.S. shareholders in the con-
trolled foreign corporation when the deficit was incurred.

7. Chain deHcit rule

Present Law

Prior to the 1986 Act, if a foreign corporation had a current defi-

cit in earnings and profits, then under regulations (sec. 1.952-l(d))

a controlled foreign corporation in the same chain of ownership
could have its current earnings and profits reduced for subpart F
purposes to take into account that deficit. Congress repealed this

so-called "chain deficit rule" in the 1986 Act.
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Explanation of Provision
\

Under the bill, a controlled foreign corporation may reduce sub-

part F income from a "qualified activity" by the amount of an
overall current deficit in earnings and profits attributable to losses i

from that activity as carried on by another corporation created or,

organized under the laws of the same country, if all of the stock of

one of the foreign corporations (other than directors' qualifying
shares, if any) is owned at all times during the taxable year in

which the deficit arose, either directly or indirectly in a single

chain of corporations, by the other foreign corporation. This rule is

to be applied after application of the basic earnings and profits lim-

itation on subpart F income and after taking the controlled foreign
corporation's prior year qualified deficits into account. Once used
in this manner, the deficit is extinguished, and cannot be used, for

example, to reduce the U.S. shareholder's pro rata share of future
subpart F income of the subsidiary.

Thus, where a U.S. multinational engages in one qualified activi-

ty in a foreign country, using two or more foreign corporations in a
chain of ownership to do so, the current year qualified deficits of

one foreign corporation may reduce the subpart F income of the
other from the same qualified activity. For example, assume that a
U.S. corporation owns all the stock of a banking corporation orga-

nized in a foreign country, and that the latter owns all the stock of
a second banking corporation organized in the same country. The
parent foreign bank has foreign personal holding company income
of $100 and earnings and profits of $50. After application of the
earnings and profits limitation of section 952(c)(1)(A), the parent
bank has subpart F income of $50. The subsidiary foreign bank has
a loss of $100 attributable to activities that, when profitable, gener-
ate foreign personal holding company income, and has a deficit in

earnings and profits of $60. Under the bill, the parent foreign cor-

poration may elect to reduce its subpart F income to zero reflecting

the subsidiary's deficit.

It is believed that this provision affords taxpayers a reasonable
measurement for their taxable income from foreign operations
without the degree of potential for mismatching that prompted the
1986 Act's repeal of the chain deficit rule. For example, use in this

provision of the "qualified activity" definition of the accumulated
deficit rules (as amended by the 1986 Act) avoids the problem per-

ceived by Congress that a loss could have eliminated U.S. tax on
income earned elsewhere in the chain even though the loss might
have been in a non-subpart F income category or borne little or no
relation to the income it offset.

8. Measurement of earnings and profits

Present Law

As noted above, the amount of earnings and profits of a con-
trolled foreign corporation for a taxable year serves as a limitation
on the amount of its subpart F income for the year. Except as pro-
vided in section 312(k)(4), for purposes of subpart F the earnings
and profits (or deficit in earnings and profits) of any foreign corpo-
ration for any taxable year generally is determined according to
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rules substantially similar to those applicable to domestic corpora-

tions, subject to regulations.

The Tax Reform Act of 1984 introduced several provisions to

make a corporation's earnings and profits more closely conform to

its economic income where economic income diverged from taxable
income. Under the 1984 Act, for example, a corporation using the
LIFO method of accounting for inventory adjusts earnings and
profits under rules designed to eliminate the impact of LIFO on
earnings and profits (current sec. 312(n)(4)). A corporation's earn-

ings and profits for a year in which the corporation sells property
on the installment basis generally are to be computed as if the cor-

poration did not use the installment method to account for the in-

stallment sale (current sec. 312(n)(5)).

A corporation that accounts for income and expenses attributa-

ble to a long-term contract on the completed contract method of ac-

counting generally recognizes income and expense in the year in

which the contract is completed. Under the 1984 Act, a corporation
that accounts for income and expense on this method is required to

compute earnings and profits as if it were accounting for income
and expense attributable to long-term contracts on a percentage of

completion basis (sec. 312(n)(6)).

The effect of these provisions is generally to accelerate the inclu-

sion of amounts in earnings and profits, reducing to some extent
amounts of earnings and profits that can be treated as current
earnings in future taxable years. In the case of a domestic corpora-
tion computing taxable dividends, this reduction in subsequent
years' current earnings and profits does not generally reduce the
tax on amounts distributed in the subsequent year, because the dis-

tribution of accumulated earnings is also taxed.
In the case of computing the subpart F limitation, on the other

hand, acceleration of earnings under these provisions generally has
the effect of raising the subpart F limitation in an earlier year
than the year in which those earnings would be included in taxable
income of U.S. shareholders.
The Act put new limits on the amounts by which prior year defi-

cits in earnings and profits, or deficits in non-subpart F income,
can be used to reduce subpart F inclusions (sec. 952(c)). Those provi-

sions generally do not, however, provide for increasing the earnings
and profits limitation by a prior year excess of earnings and profits

over subpart F income, even if those earnings and profits relate to

subpart F income categories.

Explanation of Provision

Under the bill, the earnings and profits limitation on subpart F
income is to be determined without regard to the rules that accel-

erate in some cases the recognition of earnings and profits from in-

ventory assets accounted for under the LIFO method, from install-

ment sales, and from contracts the income from which is accounted
for under the completed contract method. By conforming the com-
putation of earnings and profits for this purpose to the computa-
tion of taxable income, the bill ensures that subpart F income in-

clusions more closely match the controlled foreign corporation's
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taxable subpart F income. The bill thus reduces the possibility thatj

tax haven income will go untaxed.
The modification also provides, however, that under regulations,

if the earnings and profits arising from inventory assets, an install-

ment sale, or a completed contract are distributed prior to the year i

that they would otherwise be included in earnings and profits for

purposes of computing the earnings and profits limitation on sub- '

part F income (e.g., the year in which the installment receivable is 5

collected or the contract is completed), those earnings are not to be ^

included in earnings and profits in the later year. This treatment '

may be necessary to eliminate the potential for those earnings to

be taxed twice.

9. Effective date of accumulated earnings tax amendments

Present Law

The Act amended sections 535 and 545 to provide that the accu-

mulated earnings taix and personal holding company tax applicable

to a foreign corporation will be calculated by taking net capital

gains into account when computing the net capital gain deduction
only if they are effectively connected with the conduct of a U.S.
trade or business, and only if they are not exempt by treaty from
U.S. tax. Congress intended that the amendments apply to gains
and losses realized on or after January 1, 1986, rather than only
those gains and losses realized after March 1, 1986 as stated in the
Act.2

Explanation of Provision

The bill amends the effective date of the Act's amendments to

sections 535 and 545. Under the bill the Act's amendments apply to

gains and losses realized on or after January 1, 1986.

10. Dividends received deduction

Present Law

The Act rewrote section 245(a), which governs the deduction for

dividends received from foreign corporations, modifying it in sever-

al important respects. Under the Act, dividends eligible for the de-

duction are based on the ratio of (a) the foreign corporation's post-

1986 earnings and profits that have been subject to net-basis U.S.
corporate income tax and that have not been distributed to (b) the
corporation's total accumulated earnings and profits.

The Act disallowed indirect foreign tax credits (sec. 902) to the
extent the taxes are attributable to the portion of dividends from
foreign corporations that is eligible for the dividends received de-

duction. In addition, for foreign tax credit limitation purposes, the
portion of any dividend from a foreign corporation that is eligible

for the dividends received deduction is treated as U.S. source.
Under section 1248, where a U.S. person sells or exchanges stock

in a foreign corporation (or receives a distribution which is treated
as an exchange of stock in a foreign corporation) which was, during

2 See H. Rep. 99-841, Vol. II (September 18, 1986), p. 628 (Conference Report).
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the previous 5 years, a controlled foreign corporation in which the
U.S. person was a U.S. shareholder, the gain recognized on the sale

or exchange is treated as dividend income of the U.S. person to the
extent of the earnings and profits of the foreign corporation attrib-

utable to such stock and accumulated since 1962 during periods in

which the corporation was a controlled foreign corporation and in

which the U.S. person held the stock sold or exchanged. For these
purposes, certain income items, including generally amounts effec-

tively connected with a U.S. trade or business of the controlled for-

eign corporation and not exempt from tax (or subject to a reduced
tax rate) by treaty, are excluded from earnings and profits. Thus,
amounts treated as dividends under section 1248 are generally de-

rived from earnings not subject to U.S. corporate income tax, and
therefore generally are not eligible for the dividends received de-

duction under the Act.

Explanation of Provision

The bill modifies the Act's disallowance of foreign tax credits.

The bill extends the potential disallowance to any foreign taxes,

those eligible for the direct credit (sec. 901) as well as the indirect

credit (sec. 902).

In addition, to the extent that a treaty obligation of the United
States requires the United States to treat dividends from a foreign
corporation that are eligible for the dividends received deduction as
foreign source, the bill allows any recipient of such dividends to

elect the treaty source rule, but the bill subjects the portion of divi-

dends from that corporation that would be treated as U.S. source
income absent a treaty to their own separate foreign tax credit lim-

itation, and denies the benefits of the dividends received deduction.
An example illustrates the operation of this provision. A foreign

corporation, wholly owned by a U.S. corporation, accumulates $100
of earnings and profits in 1987, of which $60 is post-1986 undistrib-

uted U.S. earnings. Because of a U.S. corporate-level tax prefer-

ence, there is no U.S. corporate tax on the $60 of post-1986 undis-
tributed U.S. earnings. An income tax treaty prevents imposition
of the U.S. branch profits tax on this $60 of post-1986 undistributed
U.S. earnings. The foreign country imposes $30 of corporate-level
tax on this foreign corporation. Of this $30, $18 is attributable to

the $60 of post-1986 undistributed U.S. earnings. The foreign corpo-
ration distributes $70 to its U.S. corporate shareholder. That $70
incurs a $7 foreign withholding tax, of which $4.20 is attributable
to the $60 of pre-foreign corporate-level tax post-1986 undistributed
U.S. earnings.
The tax treaty with the foreign corporation's residence country

obligates the United States to treat dividends from the foreign cor-

poration as foreign source. The taxpayer elects the treaty source
rule. Of the total foreign tax of $37, 60 percent, or $22.20, is attrib-

utable to the $60 of post-1986 undistributed U.S. earnings. The U.S.
pre-credit tax on that amount, at a 34-percent rate, is $20.40. The
$22.20 in foreign taxes on that amount of income that are eligible

for credit exceed the $20.40 U.S. tax on that amount. The $1.80
excess may be carried forward for use against the U.S. tax on
future dividends out of post-1986 undistributed U.S. earnings from
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this foreign corporation, but not for other use. (No carryback is pos-

sible on these facts, but carrybacks could occur in other cases.)

Since the taxpayer elected to apply the treaty source rule, no divi-

dends received deduction is available with respect to that dividend.

The $40 of dividend income that is not attributable to post-1986

undistributed U.S. earnings is not affected by the bill. That $40 is

treated as foreign source income under Code rules, and the $14.80

of foreign tax that is attributable to that $40 is associated with
that income (and excess credits are eligible for cross-crediting

against income of the taxpayer other than that attributable to the
post-1986 undistributed U.S. earnings of that foreign corporation)

under Code rules.

The bill also provides that for purposes of section 245(a), the
term dividend does not include any amount treated as a dividend
under section 1248. Thus, the bill clarifies that a taxpayer which is

treated as having received dividend income due to the sale or ex-

change of stock in a controlled foreign corporation will not be eligi-

ble for a deduction of any portion of the amount treated as a divi-

dend.



D. Special Tax Provisions for U.S. Persons

1. Possession tax credit (sec. 112(n) of the bill, sec. 1231 of the
Reform act, and sec. 936 of the Code)

Present Law

Under present law, the possession tax credit is not allowed
unless a possessions corporation satisfies a trade or business
income test. This test is satisfied if 75 percent or more of the gross
income of the possessions corporation in the 3-year period including
the current and preceding two taxable years is derived from the
active conduct of a trade of business within a possession of the
United States. (For taxable years beginning after 1984 and before

1987, a 65-percent trade or business income test was imposed.)

Explanation of Provision

A possessions corporation would not be disqualified in taxable
years beginning in 1987 or 1988 if: (1) it meets the 65-percent trade
or business income requirement of prior law; (2) 75 percent or more
of the gross income of the corporation for taxable years beginning
after 1986 is trade or business income; and (3) it elects to reduce
qualified possession source investment income to the extent in

excess of that allowed under the 1986 Act. Income attributable to

disallowed investment income would not be treated as qualified

possession source investment income for any taxable year.

The bill also makes clerical amendments.

2. Effective date of provision governing transfers of intangibles to
related parties (sec. 112(n) of the bill, sec. 1231 of the Reform
Act, and sec. 482 of the Code)

Present Law

The Act requires that payments with respect to intangibles that
a U.S. person transfers to a related foreign corporation or posses-

sions corporation be commensurate with the income attributable to

the intangible. The new provisions carrying out this rule apply to

taxable years beginning after December 31, 1986, but only with re-

spect to transfers after November 16, 1985, or licenses granted
after that date (or before that date with respect to property not in

existence or owned by the taxpayer on that date). For purposes of
section 936, the new provisions apply to taxable years beginning
after December 31, 1986, without regard to when any transfer (or

license) was made.
In view of the fact that the objective of these provisions—that

the division of income between related parties reasonably reflect

the relative economic activity undertaken by each—applies equally
to inbound transfers. Congress concluded that it would be appropri-

(287)
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ate for these principles to apply to transfers between related par-

ties generally (via sec. 482) if income must otherwise be taken into

account. However, in the case of a transfer of the type that is cov-

ered by the Act but that would not have been affected by the
House version of H.R. 3838, Congress intended to apply the above
effective date provision substituting "August 16, 1986" for "Novem-
ber 16, 1985."

Explanation of Provision

In the case of transfers and licenses of intangibles which are not
to foreign persons (and not to possessions corporations), and there-

fore not of the type affected by the House version of H.R. 3838, the
bill modifies the relevant effective date provision of the Act. In the
case of a transfer or license which is not to a foreign person or a
possessions corporation, the bill provides that the Act applies to

taxable years beginning after December 31, 1986, but only with re-

spect to transfers after August 16, 1986, or licenses granted after

that date (or before that date with respect to property not in exist-

ence or owned by the taxpayer on that date). The bill clarifies that
for purposes of section 936, which governs income from certain in-

tangibles whether or not the intangibles are actually transferred,
the Act's provisions apply to taxable years beginning after Decem-
ber 31, 1986, regardless of whether a transfer (or license) was made.

3. Information returi^s on resident status (sec. 112(o) of the bill,

sec. 1234 of the Reform Act, and sec. 6039E of the Code)

Present Law

The Act provided that an IRS information return generally must
be filed in conjunction with a citizen's passport application and
with a resident alien's green card application. These returns must
provide the individual's taxpayer identification number (if any), in-

formation with respect to whether a green card applicant has been
required to file a tax return for the individual's most recent three
taxable years, and such other information as the Secretary may re-

quire. The Act further required U.S. agencies which collect (or are
required to collect) the new information returns to provide them,
and the names (and any other identifying information) of any indi-

viduals who refuse to provide them as required, to the Secretary.
The Immigration Reform and Control Act of 1986 became law

after the Tax Reform Act of 1986. This new immigration law estab-
lished a legalization program (section 245A of the Immigration and
Nationality Act; 8 U.S.C. sec. 1255a). Under the program the U.S.
Attorney General is to accord eligible applicants who were undocu-
mented aliens the status of aliens lawfully admitted to the United
States for permanent residence. Applicants are to provide the Jus-
tice Department with information establishing their eligibility for

legalization. The new immigration law contains confidentiality
rules, violation of which is punishable as a felony, that generally
preclude government employees involved in the legalization pro-

gram from sharing or disseminating outside the confines of the pro-

gram information furnished pursuant to an application for legaliza-

tion.



289

Explanation of Provision

The bill clarifies that the confidentiality provisions of the legal-

ization program enacted in the Immigration Reform and Control
Act of 1986 are not overridden by the previously enacted Tax
Reform Act provisions requiring federal agencies to share informa-
tion on green card applicants with the Secretary of the Treasury.

4. Treatment of certain passive foreign investment companies
(sec. 112(p) of the bill, sec. 1235 of the Reform Act, and sees.

864, 904, 1246, 1248, and 1291-1297 of the Code)

Present Law

Overview

The Act established rules for passive foreign investment compa-
nies (PFICs) and established separate rules for each of two types of
PFICs. One set of rules applies to PFICs that are "qualified elect-

ing funds," where each U.S. shareholder includes currently in gross
income his or her share of a PFICs total earnings, with an election

to defer payment of tax, subject to an interest charge, on income
not currently received. The second set of rules applies to PFICs
that are not qualified electing funds ("nonqualified funds"), whose
U.S. shareholders pay tax on income realized from a PFIC and an
interest charge which is attributable to the value of deferral.

Definition ofpassive foreign investment company

General definition

A passive foreign investment company (PFIC) is any foreign cor-

poration if (1) 75 percent or more of its gross income for the taxable
year consists of passive income, or (2) 50 percent or more of the av-

erage fair market value of its assets consists of assets that produce,
or are held for the production of, passive income. Passive income
for these purposes means generally income that is subject to the
passive income separate foreign tax credit limitation (sec.

904(d)(2)(A)), without regard to the exceptions contained therein
(i.e., without regard to the exceptions to passive income for income
included in other separate foreign tax credit limitations, export fi-

nancing interest, high-taxed income, and foreign oil and gas extrac-
tion income). Thus, for example, passive income does not include
any dividend received by a corporation from a related corporation
organized in the same foreign country as the shareholder if the div-

idend is excluded from passive income for foreign tax credit pur-
poses. Passive assets for this purpose are those assets that produce
or are held for the production of passive income. It is intended that
assets that are property which, in the hands of the foreign corpora-
tion, are inventory property (as defined in sec. 1221(1)), or are held
by a regular dealer in that property, be treated as nonpassive
assets, even where that property generates foreign personal hold-
ing company income (as defined in sec. 954(c)), such as in the case
of a securities broker-dealer that holds debt securities as inventory.
Although the Act incorporated the definition of passive income

that is applied for foreign tax credit limitation purposes, it is un-
clear whether the look-through rules contained therein (i.e., sees.
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904(d)(3) and (d)(5)), are, to the extent applicable, to be used in de-

termining whether income is passive for PFIC purposes as well.

Exceptions to PFIC classification

In determining whether foreign corporations that own subsidiar-

ies that are primarily engaged in active business operations are
PFICs, look-through treatment is provided in certain cases. Under
this look-through rule, a foreign corporation that owns at least 25
percent of the stock of another corporation is treated as owning a
proportionate part of the other corporation's assets and income.
Thus, amounts such as interest and dividends received from foreign

or domestic subsidiaries are eliminated from the shareholder's
income in applying the income test and the stock or debt invest-

ment is eliminated from the shareholder's assets in applying the
asset test. It is unclear under the Act whether the look-through
rule applies when the 25 percent ownership is indirectly held.

Except as provided in regulations, passive income does not in-

clude income derived by a bona fide insurance company that would
be subject to taxation under subchapter L if the company were a
U.S. corporation. It was intended that regulations provide that en-

tities engaged in the business of providing insurance derive passive

income and, thus, may be PFICs in certain cases where the entities

maintain financial reserves in excess of the reasonable needs of

their insurance business.

General rule—nonqualified funds

General rule

United States shareholders in PFICs that are not "qualified

electing funds" pay U.S. tax and an interest charge based on the
value of tax deferral at the time the shareholder disposes of stock
in the PFIC or on receipt of an "excess" distribution (Code sec.

1291). Under this rule, gain recognized on disposition of stock in a
nonqualified fund or on receipt of an "excess" distribution from a
nonqualified fund is treated as ordinary income and is treated as
earned pro rata over the shareholder's holding period of his or her
investment. It was intended that the interest charge imposed on
gains and excess distributions be treated as interest for tax pur-

poses. Distributions from nonqualified funds are not eligible for a
deemed paid foreign tax credit under section 902.

Definition of excess distribution

An "excess" distribution is any current year distribution in re-

spect of a share of stock that exceeds 125 percent of the average
amount of distributions in respect of the share of stock received
during the 3 preceding years (or, if shorter, the total number of

years of the taxpayer's holding period prior to the current taxable
year). It is unclear whether excess distributions are included in de-

termining any 3-year average distribution amount in respect of a
share of stock.

Anti-avoidance rules

The Act, in addition to incorporating certain anti-avoidance rules

in present law section 1246 (relating to foreign investment compa-
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nies), provided the Secretary the authority to disregard any nonrec-
ognition provision of present law on dispositions of PFIC stock. For
example, it is contemplated that regulations may treat a gift of

stock in a nonqualified fund to a non-taxpaying entity, such as a
charity or a foreign person, as a disposition for purposes of those

rules in order that the deferred tax and interest charge attributa-

ble to that stock not be eliminated.

Qualified electing funds

General rule

United States persons who own stock in a "qualified electing

fund" must include currently in gross income their pro rata share
of the PFIC's total earnings and profits. This inclusion rule re-

quires current payment of tax, absent a shareholder-level election

to defer tax. A qualified electing fund is any PFIC that properly
elects with the Secretary and complies with the requirements the
Secretary prescribes to determine the income of the PFIC, to ascer-

tain its stock ownership, and to ascertain any other information
necessary to carry out the purposes of those rules.

The amount currently included in income is divided between a
shareholder's pro rata share of the ordinary income of a PFIC and
net capital gain income of a PFIC. The characterization of income,
and the determination of earnings and profits, is made pursuant to

general Code rules. Pro rata share of income is determined by ag-

gregating a PFIC's income for the taxable year and attributing
that income ratably over every day in the PFIC's year. United
States persons then include in income for the period in which they
hold stock in the PFIC their daily ownership interest in the PFIC
multiplied by the amount of income attributed to each day.

For foreign tax credit purposes, the Act provided that amounts
included currently in income from a qualified electing fund are
subject to the separate foreign tax credit limitation for passive
income.
The Act provided that the election to be a qualified electing fund

for any taxable year must be made before the fifteenth day of the
third month of the following taxable year.

Election to defer current payment of tax

United States investors in qualified electing funds may generally,

subject to the pajnnent of interest, elect to defer payment of U.S.
tax on amounts included currently in income but for which no cur-

rent distribution has been received. An election to defer tax is

treated as an extension of time to pay tax for which a U.S. share-
holder is liable for interest.

Certain events cause an extension of time to pay tax on undis-
tributed earnings to terminate. One of those events is the disposi-

tion of stock in a PFIC, which terminates all previous extensions of
time to pay tax with respect to the earnings attributable to that
stock. It is intended that disposition for this purpose mean any
transfer of ownership, regardless of whether the transfer consti-

tutes a realization or recognition event under general Code rules.

For example, a transfer at death or by gift of stock in a qualified
electing fund is to be treated as a disposition for these purposes.
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Special rules applicable to both types of funds

Coordination of section 1291 with taxation of shareholders in

qualified electing funds

Gain recognized on disposition of stock in a PFIC by a U.S. inves-

tor is not taxed under the rules applicable to nonqualified funds
(that is, sec. 1291) if the PFIC is a qualified electing fund for each
of the fund's taxable years which begin after December 31, 1986
and which include any portion of the investor's holding period.

Distributions received from a PFIC in a year the PFIC is a quali-

fied electing fund are also intended not to be taxed under section

1291 if the PFIC is a qualified electing fund for each of the fund's

taxable years which begin after December 31, 1986, and which in-

clude any portion of an investor's holding period. The section 1291
coordinating provision as it relates to distributions is intended to

prevent a fund from retaining its annual income, electing to be a
qualified electing fund in a subsequent year, and then distributing

the accumulated income without the imposition of an interest

charge.
Any U.S. person who owns stock in a PFIC which previously was

not a qualified electing fund for a taxable year but which becomes
one for the subsequent taxable year may elect to be taxed on the
unrealized appreciation inherent in his or her PFIC stock up
through the first day of the subsequent taxable year, pay all prior

deferred tax and interest, and acquire a new basis and holding
period in his or her PFIC investment. Thereafter, the shareholder
is subject to the rules applicable to qualified electing funds.

Attribution of ownership

In determining stock ownership, a U.S. person is considered to

own his proportionate share of the stock of a PFIC owned by any
partnership, trust, or estate of which the person is a partner or
beneficiary (or in certain cases, a grantor), or owned by any foreign

corporation if the U.S. person owns 50 percent or more of the value
of the corporation's stock. However, if a U.S. person owns any
stock in a PFIC, the person is considered to own his proportionate
share of any lower-tier PFIC stock owned by the upper-tier PFIC,
regardless of the percentage of his ownership in the upper-tier
PFIC. In attributing stock ownership, holders of options for stock of
a corporation are not treated as owning the stock in the corpora-
tion.

Anti-avoidance rules

The Act provided authority to the Secretary to prescribe regula-
tions that are necessary to carry out the purposes of the Act's pro-

visions and to prevent circumvention of the interest charge.
One example where regulations may be necessary to carry out

the purposes of the Act's provisions is where the ownership attribu-

tion rules impute stock ownership in a PFIC to a U.S. person
through an intervening entity and the U.S. person disposes of his

interests in the intervening entity. In these cases, the intervening
entity may not be a PFIC, so that the U.S. person could technically
avoid the imposition of any interest charge. In this instance, regu-
lations are intended to treat the disposition of interests in the in-
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tervening entity as a disposition of the PFIC stock. Similarly, if

necessary to avoid circumvention of the Act's interest charge, it

may be necessary under regulations to treat distributions received

by an intervening entity as being received by the U.S. person.

Coordination with other current inclusion and disposition
rules

The Act adopted rules to coordinate the PFIC provisions with the
subpart F and foreign personal holding company (FPHC) current
inclusion rules in the case of qualified electing funds. Under these
coordination rules, amounts required to be included in income cur-

rently under either section 951 or 551 shall be included first under
those rules and then any additional amounts shall be included cur-
rently under section 1293. However, the Act did not provide for any
adjustment to the amount treated as a dividend (under sec. 1248)
when stock of a qualified electing fund that is also a controlled for-

eign corporation is disposed of and the seller has previously includ-

ed (under sec. 1293) unremitted earnings of the fund in his or her
income. The Act also did not provide rules that prevent in all cases
the double inclusion of income earned by a controlled foreign cor-

poration that is itself owned by another foreign corporation that is

both a controlled foreign corporation and a PFIC that is a qualified
electing fund. Further, the Act did not provide coordination of the
PFIC provisions and the subpart F and FPHC provisions in the
case of nonqualified funds.

Explanation of Provisions

Definition ofpassive foreign investment company

General definition

The bill conforms the PFIC definition of passive income to the
definition of passive income under subpart F (sec. 954(c)). This
change, in conjunction with the look-through rule for certain 25-

percent-owned corporations, makes it explicit that earnings of cer-
tain related foreign corporations organized in the same country as
its shareholder that, if paid as a dividend would be excluded from
foreign personal holding company income under the same-country
exception of subpart F (sec. 954(c)(3)), are subject to section 1296(c)
look-through treatment (i.e., they are treated as earned directly by
the 25-percent or greater parent corporation, and distributions of
those earnings are disregarded for purposes of testing the level of
the parent's passive income).
The bill also provides a set of look-through rules to characterize

amounts received from related persons as passive or nonpassive
income. (These new look-through rules are substantially similar to
the look-through rules under the foreign tax credit provisions,
which were intended to apply for PFIC purposes as well.) These
PFIC look-through rules are in addition to the Act's rule that
treats assets held by, and income received by, certain 25-percent-
owned corporations as being held by, and received by, those corpo-
rations' shareholders (sec. 1296(c)). Under the bill's new PFIC look-
through rules, interest, dividends, rents, and royalties received
from related persons that are not subject to section 1296(c) look-
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through treatment are treated as passive income to the extern^

that, under regulations prescribed by the Secretary, those amounfa',

are allocable to income of the payor that is passive income. As
corollary, the characterization of the assets that generate the'

income will follow the characterization of the income so that, for|

example, a loan to a related person will be treated as a nonpassive-I

asset if the interest on the loan is treated as nonpassive income. It^

is anticipated that the regulations will follow the approach of the

!

foreign tax credit allocation rules in making these allocations for|

PFIC purposes. Thus, it is anticipated that, in the case of interest,

or a payment of a rent or a royalty, the amount treated as passive'

will be that amount which is allocated against passive income of'

the payor. In the case of dividends, it is intended that the dividend
be prorated between passive and nonpassive income on the basis of'

the passive and nonpassive earnings and profits of the payor. The
bill defines a related person by reference to the related person defi-

nition in subpart F (that is, sec. 954(d)(3)).

The bill also provides an election to a foreign corporation in de-

termining whether it is a PFIC. Under the election, a foreign cor-

poration can apply the asset test using the adjusted bases of the
corporation's assets, rather than the fair market value of its assets,

in determining whether it is a PFIC. Under this election then, a
foreign corporation with less than 50 percent passive assets by ad-

justed basis will not be a PFIC (assuming the income test is not
met), even if its assets are 50 percent or more passive by fair

market value. It is anticipated that the Secretary will prescribe
regulations concerning the time and manner of making such an
election. The election, once made, is revocable only with the con-
sent of the Secretary.

Exceptions to PFIC classification

The bill clarifies that the look-through rule for 25-percent-owned
corporations (under sec. 1296(c)) applies to direct or indirect 25-per-

cent ownership that is held by an upper-tier foreign corporation.
The bill also clarifies the exception from passive income for

income received by bona fide insurance companies. This exception
from passive income extends only to income derived by insurance
companies that are predominantly engaged in the active conduct of
an insurance business and that would be taxed under the special

rules applicable to domestic insurance companies if they were do-

mestic corporations. Thus, income derived by entities engaged in

the business of providing insurance will be passive income to the
extent the entities maintain financial reserves in excess of the rea-

sonable needs of their insurance business.
The bill further treats stock of certain U.S. corporations owned

by another U.S. corporation which is at least 25-percent owned by
a foreign corporation as a non-passive asset. Under this rule, in de-
termining whether a foreign corporation is a PFIC, stock of a regu-
lar domestic C corporation owned by a 25-percent owned domestic
corporation is treated as an asset which does not produce passive
income (and is not held for the production of passive income), and
income derived from that stock is treated as income which is not
passive income. Thus, a foreign corporation, in applying the look-

through rule available to 25-percent owned corporations, will be
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treated as owning nonpassive assets in these cases. This rule does
not apply, however, if, under a treaty obligation of the United
States, the foreign corporation is not subject to the accumulated
earnings tax, unless the corporation agrees to waive the benefit

under the treaty. This rule is designed to mitigate the potential dis-

parate tax treatment between U.S. individual shareholders who
hold U.S. stock investments through a U.S. holding company and
those who hold those investments through a foreign holding compa-
ny. If a foreign investment company attempts to use this rule to

avoid the PFIC provisions, it will be subject to the accumulated
earnings tax and, thus, the shareholders of that company will be
subject to tax treatment essentially equivalent to that of the share-
holders of PFICs.

Nonqualified funds

The bill makes several modifications and clarifications to the
rules applicable to PFICs that are not qualified electing funds.

General rule

The bill clarifies that the interest charge imposed on excess dis-

tributions received from, and on gains derived from the sale of
stock in, a nonqualified fund is treated as interest for tax purposes.
The bill also repeals the Act's provision which denies U.S. corpo-

rate shareholders in PFICs that are not qualified electing funds
benefit of the indirect foreign tax credit under section 902. Thus, if

a U.S. corporation owns at least 10 percent of the voting stock in a
PFIC, the corporation is treated as paying its share of the PFICs
foreign income taxes imposed on the earnings the PFIC distributes

to the U.S. corporation. It is anticipated that appropriate adjust-

ments to the section 902 rules will be made in the case of excess
distributions.

Definition of excess distribution

The bill modifies the determination of an excess distribution to

exclude from the 3-year average distribution amount that part of
an excess distribution that is considered attributable to deferred
earnings (i.e., that part of the excess distribution that is not alloca-

ble to pre-PFIC years and to the current year). This modification is

necessary to prevent the avoidance of the interest charge that
would otherwise be due on accumulated earnings. For example, a
PFIC could accumulate earnings for a period of years, and then dis-

tribute those earnings ratably over a period greater than three
years. If the excess distributions received in the first three years
were to be included in the 3-year average distribution amount, dis-

tributions received after three years would not be excess distribu-

tions, and hence no interest would be imposed on the deferred
earnings inherent in those later distributions.

The bill clarifies the determination of a taxpayer's holding
period as it relates to receipt of an excess distribution. This clarifi-

cation provides that a taxpayer's holding period is considered to

end on the date of receipt of an excess distribution but only with
respect to that distribution. Thus, the taxpayer's holding period in

its stock to which the excess distribution is attributable does not
end on the date of receipt of the excess distribution.
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Anti-avoidance rules

The bill clarifies that the regulatory authority provided under:
the Act to deny the benefits of any nonrecognition treatment ex-

tends to any transfers of PFIC stock, including transfers at death
or by gift.

'

!

Qualified electing funds

The bill also modifies and clarifies the rules applicable to PFICs
that are qualified electing funds.

General rule

The bill provides that, to the extent provided in regulations, if a
qualified electing fund establishes to the Secretary's satisfaction

that it maintains records that determine investors' pro rata shares
of income more accurately than allocating a taxable year's income
ratably over a daily basis (for example, by allocating a month's
income ratably over a daily basis), the fund can determine the in-

vestors' pro rata shares of income on that basis. This provision is

designed to allow those funds that maintain appropriate records to

more accurately determine U.S. investors' pro rata shares of
income, which may be important in cases where the investors own
their stock for only parts of a year. For example, if a PFIC main-
tains records on a monthly basis and allows redemptions and acqui-
sitions of its stock only at a month's end, this provision would
allow U.S. investors to include in income amounts actually earned
by the PFIC for each month rather than including in income under
the general rule a ratable share of the year's total income.
The bill modifies the determination of a PFICs earnings and

profits in two respects. The first modification provides that earn-
ings and profits are computed using the installment method of ac-

counting (and the completed contract method of accounting and the
LIFO inventory method, if applicable) if a PFIC is permitted to and
in fact does use the method to compute its income. For example, if

a PFIC uses the installment method of accounting in computing its

income, U.S. investors' pro rata shares of income will take into ac-

count that method. This modification only affects earnings and
profits for income inclusion purposes. Thus, it does not change
earnings and profits for purposes of determining, for example, if a
distribution is a dividend. The modification also provides, however,
that, under regulations, if the earnings and profits arising from the
installment method and considered deferred for income inclusion
purposes are distributed prior to the year that they would other-
wise be included in income (e.g., the year in which the installment
receivable is collected), those earnings are not to be included in

income in the later year. This latter rule is necessary to eliminate
the potential for double taxation of those earnings.
The second modification applies only when the qualified electing

fund is also a controlled foreign corporation and the U.S. investor
in the fund is also a U.S. shareholder in the controlled foreign cor-

poration (as both terms are defined under subpart F). Under this

modification, if the U.S. investor establishes to the satisfaction of
the Secretary that an item of income derived by a fund was subject
to an effective rate of income tax imposed by a foreign country
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greater than 90 percent of the maximum rate of U.S. corporate tax,

then that item of income is excluded from the ordinary earnings
and net capital gain income of the fund for purposes of determin-
ing the U.S. investor's pro rata share of income. It is anticipated

that, as with the parallel rule in subpart F (sec. 954(b)(4)), regula-

tions will be prescribed to allow grouping of items of income in ap-

propriate cases. It is further anticipated that regulations will be
prescribed to segregate earnings between earnings that have been
included currently in income and earnings that have not been so

included (because they are highly taxed) and to prescribe ordering
rules for characterizing distributions of these earnings.

The bill also provides regulatory authority to insure that the
same item of income of a qualified electing fund will not be includ-

ed in the gross income of a U.S. person more than once. One case
where relief is anticipated is where a U.S. person owns stock in a
foreign corporation that is a PFIC and a controlled foreign corpora-

tion, and the foreign corporation in turn owns stock in a second
foreign corporation that is not a PFIC but is a controlled foreign

corporation. For example, assume in this case that the PFIC elects

to be a qualified electing fund, the U.S. person's stock ownership in

both foreign corporations is such that it is a U.S. shareholder in

the corporations, and the second-tier controlled foreign corporation
derives subpart F income that is included currently in the income
of the U.S. person. Under the Act, when the second-tier controlled

foreign corporation distributes its earnings, the PFIC's ordinary
earnings, which will be included in the U.S. person's income as
well as any other U.S. investors' incomes, will include the subpart
F income that the U.S. person has included previously in income
under subpart F, thus resulting in that income being included
twice. In this case, it is intended that regulations coordinate these
provisions to prevent the double inclusion. For example, regula-
tions may provide that the subpart F income distributed by the
second-tier controlled foreign corporation is, for income inclusion
purposes, to be excluded from the qualified electing fund's ordinary
earnings on a shareholder-by-shareholder basis.

The bill further modifies the Act's rules in characterizing income
inclusions from qualified electing funds for foreign tax credit pur-
poses. In the case of a qualified electing fund that is also a con-
trolled foreign corporation, where the U.S. person that has the
income inclusion is a U.S. shareholder in the corporation (as de-

fined under the subpart F rules), look-through treatment deter-

mines the foreign tax credit limitation characterization of the
income inclusion. In addition, where the qualified electing fund is a
noncontrolled section 902 corporation (as defined in sec.

904(d)(2)(E)) with respect to the taxpayer, the income inclusion is

treated for foreign tax credit purposes as a dividend, and thus, is

subject to the separate limitation applicable to those dividends.
Where neither of the above conditions is satisfied, the income in-

clusion is characterized as passive income for foreign tax credit

purposes.
The bill also provides regulatory authority to allow the election

to be a qualified electing fund to be made at a time later than the
general time period required by the Act. This authority is limited,

however, to cases where the foreign corporation failed to make a
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timely election because the corporation reasonably believed that it

was not a PFIC for the year for which the election should previous-

ly have been made. A corporation may reasonably believe that it is

not a PFIC for a taxable year, for example, where the corporation
makes a reasonable valuation of its assets, which shows that the
corporation does not meet the 50 percent passive asset threshold,

while in a later year the Internal Revenue Service on audit deter-

mines that the corporation did meet the passive asset threshold. In

this case, it may be appropriate for regulations to allow the corpo-
ration to make a retroactive qualified electing fund election.

The bill also delays the general time period by which an election

to be a qualified electing fund must be made. Under this provision,

the general time period by which to make the election shall in no
event expire before 60 days after the date of the enactment of the
technical corrections bill to the 1986 Act.

Election to defer current payment of tax

The bill clarifies that disposition, for purposes of determining
whether an extension of time to pay tax on undistributed PFIC
earnings terminates, means any transfer of stock, regardless of

whether it would give rise to a realization or recognition event
under general Code rules. For example, a transfer of stock by gift

causes a termination of all prior extensions of time to pay tax for

the earnings attributable to that stock.

The bill provides for another event that terminates an extension
of time to pay tax on undistributed PFIC earnings. This provision

is designed to reflect the Act's policy that tax on an income inclu-

sion should be payable when the shareholder receives the income
from the PFIC. Under this provision, if the PFIC lends money or
other property, directly or indirectly, to the U.S. investor, the loan
is treated as a distribution and the extension of time to pay tax on
the undistributed PFIC earnings to which the loan is attributable
is terminated. In addition, the deemed distribution will, to the
extent an actual distribution would not be taxed, reduce the share-
holder's PFIC stock basis and the subsequent actual distribution of

those earnings generally will be treated as a distribution that is

not a dividend to the extent the shareholder establishes that fact

with the Secretary. An indirect loan may occur under this provi-

sion where the PFIC lends property to a U.S. corporation in which
the U.S. person owns, for example, a 50-percent interest. An indi-

rect loan may also occur under this provision where the PFIC guar-
antees a loan by a third person to its U.S. investor or where the
PFIC pledges its assets as surety for a loan by a third person to its

U.S. investor.

Special rules applicable to both types of funds

Coordination of section 1291 with taxation of shareholders in

qualified electing funds

The bill clarifies that the deferred tax and interest charge rules

of section 1291 do not apply to any distribution received by a tax-

payer from a PFIC if the PFIC is a qualified electing fund for all of
its years beginning after 1986 for which it is a PFIC and which in-



299

elude any part of the taxpayer's holding period. This treatment
parallels the rule for dispositions provided under the Act.

The bill also modifies the Act's rule that allows a shareholder in

a nonqualified fund to elect to recognize the gain inherent in the
value of his or her stock owned in the PFIC where the PFIC be-

comes a qualified electing fund. Under this modification, instead of
recognizing the entire gain in the value of his or her stock, a U.S.
person that holds stock (directly or indirectly under the attribution
rules) in a controlled foreign corporation (as defined for subpart F
purposes) that is a PFIC and that becomes a qualified electing fund
can elect to include in gross income as a dividend his or her share
of the corporation's earnings and profits accumulated after 1986
and since the corporation was a PFIC. Upon this election, the U.S.
person's stock basis is increased by the amount included in income
and the shareholder is treated as having a new holding period in

his or her stock. Thereafter, the shareholder is subject to the rules
applicable to qualified electing funds. The bill also makes it explicit

that the total amount treated as a dividend under the above elec-

tion is an excess distribution and is to be assigned, for purposes of
computing the deferred tax and interest charge, to the sharehold-
er's stock interest on the basis of post-December 31, 1986 owner-
ship.

Attribution of ownership

The bill provides that under regulations any person who has an
option to acquire stock shall be treated as owning the stock. It is

anticipated that regulations will provide this treatment where nec-
essary to prevent avoidance of the imposition of interest.

Anti-avoidance rules

The bill also provides that under regulations if a U.S. person is

treated as owning stock in a PFIC by virtue of the attribution
rules, any distribution of money or other property to the actual
holder of the stock is treated as a distribution to the U.S. person. It

is anticipated that regulations will provide this treatment where
necessary to prevent avoidance of the imposition of interest. In
these cases, the bill also provides that the amounts deemed distrib-

uted to the U.S. person are not to be included in gross income (or,

in the case where the holder is a PFIC that is a qualified electing
fund, in the ordinary earnings) of the holder actually receiving
those amounts for purposes of causing the U.S. person to include
those amounts in income again.
The bill also provides regulatory authority for the Secretary not

to treat the pledge of stock in a PFIC as a disposition of that stock.
For example, it is anticipated that regulations may provide that a
pledge in effect prior to 1987 shall not be treated as a disposition.

Coordination with other current inclusion and disposition
rules

The bill provides additional rules to coordinate the rules applica-
ble to PFICs that are also controlled foreign corporations or foreign
personal holding companies. First, in the case of a PFIC that is a
qualified electing fund, the bill provides that the amount of income
treated as a dividend on a sale or exchange of stock in a controlled
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foreign corporation (under sec. 1248) does not include any amount
of income included previously under the qualified electing fund
rules to the extent that that amount of income has not been dis-

tributed from the PFIC prior to the sale or exchange of the stock.

Second, the bill provides that, in the case of a PFIC that is a
qualified electing fund and that owns stock in a second-tier PFIC
that is also a qualified electing fund, amounts distributed by the
second-tier fund to the first-tier fund that have been included pre-

viously in income by U.S. investors—because they are deemed to

own stock in the second-tier fund—are not to be included in the or-

dinary earnings of the first-tier fund. This rule prevents U.S. per-

sons from including amounts in income twice. This relief provision

also applies in the case of a second- (or lower-) tier PFIC that is a
qualified electing fund and that is also a controlled foreign corpora-

tion. In this case, amounts that are included in a U.S. person's

income under the subpart F provisions and that would have been
included under the qualified electing fund provisions (but for the
coordination provision of sec. 951(f)) are prevented from being in-

cluded in income again under this relief provision.

Third, in the case of a PFIC that is not a qualified electing fund,

the bill eliminates the potential for double taxation by providing
for proper adjustments to excess distributions for amounts that are
taxed currently under the Code's other current inclusion rules.

Thus, for example, excess distributions will not include any
amounts that are treated as previously taxed income under section

959(a) when distributed by a controlled foreign corporation that is

also a PFIC that is not a qualified electing fund.

The bill also makes clerical and conforming amendments to the
Act's PFIC provisions.



E. Treatment of Foreign Taxpayers

1. Branch proHts tax (sec. 112(q) of the bill, sec. 1241 of the
Reform Act, and sees. 26, 861, 884, 904, 906, and 2104 of the

Code)

Present Law

Overview

The Act imposed branch-level taxes on profits of foreign corpora-

tions operating businesses in the United States and on interest

paid or deducted by U.S. businesses operated by foreign corpora-

tions. The Act also reduced the U.S. business threshold that trig-

gers the withholding tax on dividends paid by foreign corporations
(applicable where the branch profits tax cannot be applied).

Branch profits tax

A tax of 30 percent is imposed on a foreign corporation's "divi-

dend equivalent amount." The "dividend equivalent amount" is the
earnings and profits of a U.S. branch of a foreign corporation at-

tributable to its income effectively connected (or treated as effec-

tively connected) with a U.S. trade or business, subject to two ad-

justments (detailed below). The determination of effectively con-

nected earnings and profits is made without reduction for dividend
distributions made by a foreign corporation during a year, so that
tax is imposed on a foreign corporation that has current earnings
(which are not reinvested in a branch's trade or business, as de-

tailed below).
In arriving at the dividend equivalent amount, a branch's effec-

tively connected earnings and profits are adjusted in two circum-
stances. These adjustments identify changes in a branch's U.S. net
equity (the difference between a branch's assets that are treated as
connected with its U.S. trade or business and its liabilities that are
so treated) that reflect profit remittances during a taxable year.

The first adjustment to the dividend equivalent amount reduces
the tax base to the extent the branch's earnings are reinvested in

trade or business assets in the United States (or reduce trade or
business liabilities). This reduction is measured by the increase in

the U.S. net equity of the branch: the difference between (1) the
excess of the money and adjusted basis of the branch's assets over
its liabilities at the end of the year and (2) the excess of the money
and adjusted basis of its assets over its liabilities at the end of the
preceding year. The second adjustment increases the tax base to

the extent prior reinvested earnings are considered remitted to the
home office of the foreign corporation. This adjustment is meas-
ured by the reduction in the U.S. net equity of the branch: the dif-

ference between (1) the excess of the money and adjusted basis of
the branch's assets over its liabilities at the end of the preceding

(301)
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year and (2) the excess of the money and adjusted basis of th(

branch's assets over its habihties at the end of the year. The in

crease in the tax base because of a decrease in U.S. net equity wat
intended to be limited to the amount of prior earnings that have
not previously been remitted to the home office.

Branch-level interest tax

Interest paid by a U.S. trade or business of a foreign corporation
is treated £is if paid by a U.S. corporation and, hence, is U.S. source
and subject to U.S. withholding tax of 30 percent, unless the tax is

reduced or eliminated by a specific Code or treaty provision. It is

intended that where this interest is paid to a U.S. person or a U.S.
trade or business of a foreign person, the interest is also to be
treated as U.S. source but not subject to withholding since it is sub-

ject to tax on a net income basis in the hands of the recipient. To
the extent a U.S. branch of a foreign corporation has allocated to it

under Treasury Regulation section 1.882-5 an interest deduction in

excess of the interest actually paid by the branch (this generally
occurs where the indebtedness of the U.S. branch is disproportion-
ately small compared to the total indebtedness of the foreign corpo-

ration), the excess is treated as if it were interest paid on a notion-
al loan to a U.S. subsidiary (the U.S. branch, in actuality) from its

foreign corporate parent (the home office). This excess is also sub-
ject to the 30-percent tax, absent a specific Code exemption or

treaty reduction.
For purposes of determining whether the tax on the excess inter-

est is to be reduced or eliminated by treaty, the applicable income
tax treaty is the one between the United States and the country of

the corporation's home office, subject, however, to the prohibition
against treaty shopping. In the case of U.S. withholding tax on in-

terest actually paid by a branch to a foreign recipient, the appro-
priate treaty will be that between the United States and the coun-
try of the recipient, subject again to the prohibition against treaty
shopping.

Relationship with tax treaties

The Act provided that the branch profits tax is to yield to trea-

ties only in two cases. The first case is where a foreign corporation
with a U.S. branch is a "qualified resident" of a country in which
the corporation is a resident (i.e., the corporation is not treaty-
shopping) and the treaty prohibits the branch profits tax. The
second case is where a foreign corporation resides in a country
whose treaty permits the United States to impose its withholding
tax on dividends paid by the corporation but otherwise prohibits
the branch profits tax, whether or not the foreign corporation is

treaty shopping. In this second case, however, the foreign corpora-
tion paying the dividends cannot claim any treaty benefits (i.e., re-

duced rates) with respect to the dividends it pays if it is treaty
shopping. The Act also prohibited any foreign corporation that re-

ceives a dividend from another foreign corporation from claiming
any treaty benefits with respect to the dividends received if it is

treaty shopping.
A foreign corporation generally is treaty shopping in two cases:

First, treaty shopping occurs if more than 50 percent (by value) of
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the stock of the foreign corporation is owned (determined by look-
ing through corporations, partnerships, estates, and trusts to ulti-

mate individual ownership) by individuals who are not residents of
the treaty country. U.S. citizens and resident aliens are treated as
residents of the treaty country for this purpose.
Second, where 50 percent or more of a foreign corporation's

income is used to meet liabilities to persons who are not residents
of the country in which the corporation is a resident or of the
United States, then the corporation is treaty shopping (a "base ero-
sion" rule).

If a foreign corporation's stock is primarily and regularly traded
on an established securities market in the country under whose
treaty it claims benefits as a resident, then the corporation is con-
sidered a qualified resident of that country. Similarly, if a foreign
corporation's parent is organized in the same country as its subsidi-
ary corporation, and the parent corporation's shares are primarily
and regularly traded on an established securities market in that
country, then the subsidiary corporation is considered a qualified
resident of the country for purposes of the country's treaty with
the United States. Under the Act, the publicly-traded exception
does not automatically treat a foreign corporation that is wholly
owned by a U.S. corporation whose stock is primarily and regularly
traded on an established securities market in the United States as
a qualified resident of the country in which it is a resident. A do-
mestic corporation in this instance has to determine (in addition to
meeting the base erosion rule) if it is more than 50-percent owned
by either U.S. residents or residents of the country of the domestic
corporation's subsidiary in order to be treated as a qualified resi-

dent.

Other rules

The Act reduced to 25 percent prior law's business income
threshold for imposition of the withholding tax on dividends. The
Act also provided that the withholding tax on dividends is not ap-
plicable where the branch profits tax generally may be imposed,
even though no branch tax may be due in a particular taxable
year.

For U.S. branches of foreign corporations that have undistrib-
uted accumulated earnings and profits as of their first taxable year
beginning on or after January 1, 1987, the branch profits tax provi-
sions are intended to apply only to earnings and profits generated
in taxable years beginning after December 31, 1986, that are con-
sidered distributed from the branch to the home office (limited by
post-effective date earnings and profits). Prior law's withholding
tax on dividends is intended to apply to the pre-effective date accu-
mulated earnings and profits that are distributed after the effec-
tive date. Thus, if a branch's income did not constitute at least 50
percent of the corporation's income for the base period prescribed
under prior law, there is no withholding tax imposed on dividends
paid in, for example, 1987 that represent pre-effective date earn-
ings. Similarly, pre-effective date deficits in earnings and profits
are not intended to be eligible to reduce post-effective date earn-
ings in applying the branch profits tax. Post-effective date deficits
in earnings and profits do not reduce pre-effective date earnings in
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applying prior law's withholding tax to distributions after 198(
where the distributions are attributable to pre-effective date earn-
ings.

I
Explanation of Provision «

Branch profits tax

The bill clarifies that the dividend equivalent amount is limited
to the post-1986 accumulated effectively connected earnings and^
profits of the U.S. branch that have not previously been remitted
to the branch's home office.

i

The bill provides that for purposes of determining a foreign cor-

poration's dividend equivalent amount, effectively connected earn-
ings and profits do not include the increase in earnings and profits

under the discounting fresh start provision of the Act. (See Part
XII.C.2., above, for further discussion of the fresh start provision.)

Thus, the one-time increase in current earnings and profits of a
foreign corporation under that provision will not result in any in-

crease in branch tax. Moreover, the bill excludes from the dividend
equivalent amount earnings and profits arising from the adjust-

ment that was required by the Act to the unearned premium re-

serves outstanding at the end of the most recent taxable year be-

ginning before January 1, 1987. (See Part X.3., above, for further
discussion of this adjustment.)

Branch-level interest tax

The bill clarifies that, as a general rule, interest paid or deducted
by a U.S. trade or business of a foreign corporation is U.S. source,
regardless of the recipient. Thus, if the recipient is a foreign person
not engaged in a U.S. trade or business the interest will be subject
to U.S. withholding tax; if the recipient is a U.S. person or a for-

eign person engaged in a U.S. trade or business and the interest is

effectively connected therewith, the interest will not be subject to

withholding but will be subject to U.S. tax in the hands of the re-

cipient on a net income basis. The bill further clarifies that this

source rule also applies to interest payments by any foreign corpo-
ration that has gross income that is treated as effectively connect-
ed with a U.S. trade or business, for example, by an election under
sec. 882(d).

The bill also modifies the taxation of interest paid by a U.S.
trade or business. First, the bill excludes interest paid by interna-
tional organizations (as defined in sec. 7701(a)(18)) from the scope of
the provision. Second, to the extent provided in regulations, the bill

will limit U.S. sourcing, and hence U.S. withholding, to the amount
of interest reasonably expected to be deducted in arriving at the
branch's effectively connected taxable income.

Relationship with tax treaties

The bill modifies the applicability of the branch profits tax in

cases of treaty shopping. This modification provides that if a for-

eign corporation is treaty shopping, the branch profits tax will be
imposed, regardless of whether the treaty with the United States
and the country in which the corporation is a resident allows the
United States to impose its withholding tax on dividends. One of
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the reasons Congress enacted the branch profits tax was the diffi-

culty of administering prior law's withholding tax. The Act's rule

—

prohibiting the imposition of the branch profits tax in cases where
a treaty permits the U.S. withholding tax on dividends paid by a
foreign corporation whether or not the corporation is treaty shop-
ping—would not in some cases remedy that concern. For example,
assume a treaty with the United States prohibits the branch profits

tax but it permits the withholding tax on dividends if the corpora-
tion derives 50 percent or more of its income from the United
States. Assume further that the foreign corporation organized in

this treaty country is treaty shopping. The result of the Act would
be to impose the withholding tax on dividends in the years in

which the corporation derives 50 percent or more of its income
from the United States and to impose the branch profits tax in
years in which the corporation's U.S. income is below that level.

This result would be difficult to administer and would lead to tax
avoidance techniques.
More importantly, however. Congress was concerned that foreign

persons resident in one country would attempt to use another
country's tax treaty with the United States to avoid the branch
profits tax. The bill addresses this concern by not allowing treaties
to prevail in treaty shopping cases.

'The bill clarifies that the prohibition against treaty shopping of a
foreign corporation with respect to interest paid or deducted by its

U.S. trade or business applies to any person attempting to claim
benefits under the interest articles of the treaty of the country in
which that foreign corporation is a resident. The bill continues to
allow, however, the recipient to claim benefits under the treaty in
the country in which the recipient is a resident, unless the recipi-

ent is treaty shopping as well.

The bill modifies the definition of treaty shopping in two re-

spects. First, the bill provides that if nonresidents of a treaty coun-
try own 50 percent or more of the value of stock of a corporation
the corporation is considered treaty shopping. This modification
generally accords with the ownership limitation in recent U.S.
income tax treaties. Second, the bill modifies the publicly traded
exception to treaty shopping to provide that a foreign corporation
that is wholly owned by a domestic corporation whose stock is pri-

marily and regularly traded on an established securities market in
the United States is to be treated as a qualified resident of its

country of residence. This modification accords with the Act's pre-
sumption that corporations whose stock is primarily and regularly
traded on a local securities market is more than 50 percent owned
by local residents and with the Act's treatment of U.S. persons as
treaty-country residents.

Other rules

The bill clarifies that the withholding tax on dividends is not im-
posed for any taxable year with respect to dividends paid out of
earnings and profits of the corporation for that year if the branch
profits tax may be imposed for that year (even if no branch profits
tax may be due in that year). Thus, the withholding tax on divi-

dends may be imposed in two cases. First, the withholding tax may
be imposed on dividends that are attributable to pre-1987 earnings
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and profits. Second, the withholding tax may be imposed on divi-

dends that are attributable to any earnings and profits when the
branch profits tax is prohibited by a treaty with the United States,

regardless of when the dividends are distributed. Thus, in this

latter case, the withholding tax on dividends may be imposed in a
year a foreign corporation is subject to the branch profits tax if the
dividends are attributable to years in which the branch tax is pro-

hibited, for example, by a treaty.

The bill also makes clerical and conforming amendments.

2. Excise tax on insurance premiums paid to foreign insurers and
reinsurers (sec. 112(q)(13) of the bill and sec. 4373 of the
Code)

Present Law

In certain cases, an excise t£ix is imposed (sec. 4371) on each
policy of insurance, indemnity bond, annuity contract, or policy of

reinsurance issued by any foreign insurer or reinsurer to or for or

in the name of a domestic corporation or partnership, or a U.S.
resident individual, with respect to risks wholly or partly within
the United States, or to or for or in the name of any foreign person
engaged in business within the United States with respect to risks

within the United States. The excise tax is imposed at the rate of

(1) 4 cents on each dollar (or fraction thereof) of the premium paid
on a policy of casualty insurance or indemnity bond; (2) 1 cent on
each dollar (or fraction thereof) of the premium paid on a policy of

a life, sickness, or accident insurance, or annuity contract on the
life or hazards to the person of a U.S. citizen or resident, unless the
insurer is subject to tax under section 842(b) (relating to the tax-

ation of foreign insurance companies); and (3) 1 cent on each dollar

(or fraction thereof) of the premium paid on a policy of reinsurance
covering any of the contracts taxable under (1) or (2).

Present law (sec. 4373) provides exemptions from the excise tax
in the case of policies signed or countersigned by an officer or

agent of the insurer in a State or the District of Columbia, within
which such insurer is authorized to do business.
The excise tax may be waived under certain U.S. tax treaties, as

it is in the United States-United Kingdom Income Tax Treaty and
the United States-France Tax Treaty. Although premiums received
by certain persons may be exempt from the excise tax (whether by
treaty or by statutory exception), such exceptions generally do not
waive the excise tax for subsequent reinsurance transactions cover-

ing insurance of U.S. risks under which premiums are paid to and
received by a nonexempt person. The U.S.-U.K. treaty does not
follow this latter approach, however.

Explanation of Provision

The bill exempts any amount which is effectively connected with
the conduct of a trade or business within the United States from
the excise tax on insurance and reinsurance policies, unless that
amount is exempt from net-basis taxation pursuant to a treaty obli-

gation of the United States. Thus, for example, if a treaty prevents
the United States from imposing net-basis tax on insurance income
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of a foreign person unless that foreign person maintains a perma-
nent establishment in the United States, then any premium paid to

a foreign person who does not have a permanent establishment in

the United States will be subject to the gross-basis excise tax,

unless a treaty prevents imposition of the gross-basis tax.

This provision is effective for premiums paid after 30 days after

the date of enactment. No inference is intended about the effect of

this provision on existing law.

3. Treatment of deferred payments and appreciation arising out of
business conducted within the United States (sec. 112(r) of the

bill, sec. 1242 of the Reform Act, and sec. 864(c) of the Code)

Present Law

The Act provides that any income or gain of a nonresident alien

individual or foreign corporation for any taxable year which is at-

tributable to a sale or exchange of property, the performance of

services, or any other transaction, in any other taxable year shall

be treated as effectively connected with the conduct of a trade or
business within the United States if it would have been so treated

if such income or gain were taken into account in such other tax-

able year (new sec. 864(c)(6)). Similarly, the Act provides that if any
property ceases to be used or held for use in connection with the
conduct of a trade or business within the United States, the deter-

mination of whether any income or gain attributable to a sale or

exchange of such property occurring within 10 years after such ces-

sation is effectively connected with the conduct of a trade or busi-

ness within the United States shall be made as if such sale or ex-

change occurred immediately before such cessation (new sec.

864(cX7)). Under the Act, the amount of income or gain taken into

account under the latter provision is not limited to the apprecia-
tion of the property while the property was used in the United
States, but rather is based on the amount of income or gain recog-

nized at the time of the sale or exchange.
A foreign corporation engaged in a trade or business during the

taxable year is taxable on a net basis on its income which is effec-

tively connected with the conduct of a trade or business within the
United States (sec. 882(a)). The same treatment applies to nonresi-
dent alien individuals (sec. 871(b)).

Explanation of Provision

In the case of payments for sales or exchanges of property, the
performance of services, or any other transaction, that are deferred
from one taxable year to a later taxable year, the determination
whether such income or gain is taxable on a net basis (under sec.

871(b) or 882(a)) is to be made as if the income were taken into ac-

count in the earlier year and without regard to the requirement (of

sec. 871(b) or 882(a)) that the taxpayer be engaged in a trade or
business within the United States during the later taxable year.

The bill makes a similar amendment to the Act's provision taxing
dispositions of property formerly used or held for use in connection
with the conduct of a trade or business within the United States
and disposed of within 10 years after that cessation of use. For this
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purpose, the property is treated as being sold or exchanged imme-
diately before it ceased to be used or held for use in connection
with the conduct of a trade or business in the United States, and
the requirement (of sec. 871(b) or 882(a)) that the taxpayer be en-

gaged in a trade or business within the United States during the
taxable year for which such income or gain is taken into account is

disregarded.

4. Withholding tax on amounts paid by partnerships to foreign
partners (sec. 112(s) of the bill, sec. 1246 of the Reform Act,

and sees. 872, 882, and 1446 of the Code)

Present Law

Partnership withholding

Prior to the Act, partnerships that conducted a trade or business
in the United States generally were not required to withhold U.S.
tax on distributions to foreign persons that were attributable to the
U.S. business income of the partnership. Under the Act, however,
partnerships must withhold in these circumstances. This withhold-
ing requirement supplements other withholding requirements ap-
plicable to certain generally passive types of U.S. source income de-

rived by partnerships that have foreign partners.
Under the Act, the following withholding rules apply to distribu-

tions to foreign partners in U.S. or foreign partnerships that have
any income effectively connected with the conduct of a U.S. trade
or business. First, withholding at 30 percent (sometimes reduced or
eliminated under treaties) is required with respect to distributions

attributable to certain U.S. source fixed or determinable annual or
periodical income not effectively connected with the conduct of a
U.S. trade or business. It is intended that any distribution by the
partnership be considered to come first out of these types of income
received by the partnership.

Second, any partnership distribution in excess of the amounts de-

scribed immediately above is subject to withholding at a 20-percent
rate. The amount withheld is creditable against the U.S. income
tax liability of the foreign partner. Amounts withheld in excess of

a foreign person's tax liability are treated as an overpajnnent of

tax.

Third, if a partnership's gross income effectively connected with
a U.S. trade or business over a three-year period (or shorter period
if the partnership is not in existence for three years) is less than 80
percent of the total gross income of the partnership over that
period, then withholding is required only on the proportion of cur-

rent distributions that the partnership s gross income effectively

connected with its U.S. trade or business bears to the partnership's
total gross income over its previous three taxable years (or shorter
period if the partnership is not in existence for three years).

Fourth, the Act provides that, unless otherwise provided in regu-
lations, withholding is not required if substantially all of the U.S.
source income and substantially all of the income effectively con-
nected with a partnership's U.S. trade or business is allocable to

U.S. partners pursuant to a valid special allocation under section

704(b) and the regulations thereunder. This provision exempting
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amounts from withholding is not intended to apply to a partner-
ship which has only U.S. source income and in which foreign per-

sons hold only a minority interest such that, on a straight alloca-

tion, "substantially all" of the partnership's income could be con-

sidered to be allocated to U.S. persons. Instead, it is intended to

apply only to a partnership which specially allocates its U.S. source
income to U.S. persons and its foreign source income to foreign per-

sons.

Taxation of foreign persons

Nonresident alien individuals and foreign corporations generally
are subject to U.S. tax only on their gross income which is derived
from U.S. sources and which is not effectively connected with the
conduct of a trade or business in the United States and on their

gross income which is effectively connected with the conduct of a
trade or business in the United States (sees. 872(a) and 882(b)).

United States tax on the former type of gross income generally is

collected by withholding whereas U.S. tax on the latter type of
gross income generally is collected by the filing of a U.S. tax return
and payment of estimated taxes.

Explanation of Provision

Partnership withholding

The bill replaces the Act's withholding provision with a provision
imposing U.S. withholding tax on partnerships in amounts equal to

U.S. tax on foreign partners' distributive shares of effectively con-
nected income. Because the Act has the potential to impose a with-
holding tax on distributions that include little, or in some cases no,

income that would be subject to U.S. tax, a provision that accom-
plishes the objectives of the Act more accurately and that results

in less overwithholding is more appropriate.
The bill provides that if a partnership, whether domestic or for-

eign, has "effectively connected taxable income" for any taxable
year, and any of this income is allocable to any foreign partner
under section 704, the partnership shall pay a withholding tax in

the manner and at the time prescribed by regulations. The amount
of the withholding tax is the applicable percentage (which is de-

pendent on the corporate or noncorporate status of the foreign
partners) of the effectively connected taxable income of the part-

nership that is allocable to foreign partners. For this purpose, the
applicable percentage is the highest rate of U.S. tax to which each
foreign partner is subject.

The bill provides that effectively connected taxable income is the
partnership's taxable income, as computed under Subchapter K,
with the following adjustments: (1) items that normally are sepa-
rately stated for Subchapter K purposes (i.e., items described in sec.

702(a)) are included if they give rise to income that is effectively

connected (or is treated as effectively connected); (2) the partner-
ship is allowed a cost depletion deduction; and (3) any other item of
income, gain, loss, or deduction is not taken into account to the
extent the item is included in the distributive share of any U.S.
partner. (Since this withholding tax is being computed and imposed
at the partnership level, any other deduction, such as percentage
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depletion, that is not taken into account in arriving at effectively

connected taxable income that a foreign partner is entitled to can
still be claimed by the foreign partner.)

The bill further provides that each foreign partner is to treat its

share of the tax paid by the partnership as a credit against its tax
liability for the partner's taxable year in which (or with which) the
partnership's taxable year (for which the tax was paid) ends. More-
over, the amount of credit allocable to a foreign partner is treated
as distributed to the partner on the last day of the partnership's
taxable year for which the tax was paid, thus reducing the part-

ner's basis in the partnership.
Further, the bill provides the Secretary the authority to pre-

scribe regulations necessary to carry out the purposes of the provi-

sion. For example, special rules may be necessary in identifying a
publicly traded partnership's partners as U.S. or foreign. In addi-

tion, rules may be necessary in the case of tiered partnerships to

prevent the imposition of more tax than will be properly due (for

example, rules to prevent the tax from being imposed on more
than one partnership and rules to determine the applicable per-

centages).

The bill's provisions are effective for taxable years beginning
after December 31, 1987. Any amount that would otherwise be re-

quired to be deducted and withheld under section 1446 is no longer
so required.

Taxation of foreign persons

The bill clarifies the meaning of gross income for nonresident
alien individuals and foreign corporations. Under the bill, sections

872(a) and 882(b) are modified so that, for those persons, unless the
context clearly indicates otherwise, gross income includes only
gross income which is derived from sources within the United
States and which is not effectively connected with the conduct of a
trade or business within the United States, and gross income which
is effectively connected with the conduct of a trade or business
within the United States. For example, when the taxpayer at issue
is a nonresident alien individual or a foreign corporation, gross
income subject to direct U.S. income tax includes only that gross
income which is derived from U.S. sources and which is not effec-

tively connected with the conduct of a U.S. trade or business and
that gross income which is effectively connected with the conduct
of a U.S. trade or business.

5. Income of foreign governments (sec. 112(t) of the bill, sec. 1247
of the Reform Act, and sees. 892 and 893 of the Code)

Present Law

The Act provides that the income of foreign governments re-

ceived from investments in the United States in stocks, bonds, or
other domestic securities owned by such foreign governments is not
included in gross income and is exempt from income taxation (sec.

892). In addition, the Act provides that the exemption does not
apply to any income received from or by a controlled commercial
entity. The Act's legislative history indicates that, for treaty pur-
poses, a foreign government is to be treated as a resident of its
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country, unless it denies similar treaty benefits to the United
States.

In certain cases, wages, fees, or salary of an employee of a for-

Bign government received as compensation for official services to

such government is excluded from gross income and is exempt
From income taxation (sec. 893).

Explanation of Provision

The bill makes it clear that the Code provision benefiting certain

income of foreign governments (sec. 892) neither excludes from
p-oss income nor exempts from tax income derived from the dispo-

sition of any interest in a controlled commercial entity. Thus, this

2!ode provision does not benefit such income, whether or not such
ncome is received from investments in the United States in stocks,

jonds, or other domestic securities owned by a foreign government.
Such income may not be taxable for independent reasons: for ex-

imple, a sale of stock of a U.S. corporation that is not a U.S. real

Droperty interest by a foreign person may not be subject to tax
mder general Code rules. For this purpose, however, a commercial
mtity is to include any U.S. real property holding corporation (sec.

^97(c)(2)).

In addition, the bill clarifies that the Code's exclusion from gross
ncome and exemption from taxation do not apply to income re-

ceived indirectly from a controlled commercial entity (as well as to

ncome received directly from such an entity). For example, assume
;hat a foreign government owns all the shares of a U.S. holding
company that owns all the shares of a U.S. operating company,
rhe U.S. holding company deducts all the dividends it receives

rom the operating company by virtue of the 100-percent dividends
•eceived deduction. Under the bill, dividends from the holding com-
pany to the foreign government are not exempt, because they are
•eceived indirectly from a controlled commercial entity.

The bill codifies the rule that a foreign government, for income
;ax treaty purposes, is treated as a corporate resident of its country
f it grants equivalent treatment to the U.S. government. In addi-

;ion, for purposes of the Internal Revenue Code, a foreign govern-
nent is treated as a corporate resident of its country (whether or
lot it treats the U.S. government as a U.S. resident).

The bill conforms the gross income exclusion and tax exemption
or wages, fees, or salary of an employee of a foreign government to

;he exclusion and exemption for governments themselves. Under
;he bill, the exclusion and exemption are not available to an em-
Dloyee of a foreign government whose services are primarily in con-
lection with a commercial activity (whether within or outside the
Jnited States) of the foreign government, or to any employee of a
controlled commercial entity of a foreign government.

). Dual resident companies (sec. 112(u) of the bill, sec. 1249 of the
Reform Act, and sec. 1503 of the Code)

Present Law

The Act provides that if a U.S. corporation is subject to a foreign
country's tax on worldwide income, or on a residence basis as op-
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posed to a source basis, any net operating loss it incurs cannot
reduce the taxable income of any other member of a U.S. affiliated

group for that or any other taxable year. A net operating loss of
such a company is referred to as a "dual consolidated loss." Regula-

{

tory authority is provided to exclude a loss from the ambit of this
ij

rule to the extent that that loss does not offset the income of for-
j

eign corporations for foreign tax purposes.
'

Explanation of Provision
\

The bill provides that, to the extent provided in regulations, any
'

loss of any separate and clearly identifiable unit of a trade or busi- i

ness of the taxpayer is to be treated as a dual consolidated loss as
,

if that unit were a wholly owned subsidiary of that corporation.

For example, assume that a U.S. corporation maintains a branch in

a foreign country. That foreign country allows the loss of that :

branch to offset the taxable income of a locally incorporated corpo- ;

ration that is wholly owned by the U.S. corporation (or an affiliate

of the U.S. corporation). The branch incurs, for both U.S. and for- '-

eign tax purposes, a net operating loss of $100. The foreign corpora- '

tion earns income of $100. The U.S. corporation, viewed as a whole,
has neither gain nor loss for the year: the $100 loss of the branch
offsets $100 of income generated by the rest of the U.S. corporation.

Under the bill, regulations may provide that the branch's $100 loss

is treated as a dual consolidated loss. It is anticipated that regula-

tions will so provide to the extent that the branch's loss offsets the
income of a foreign corporation for foreign purposes. In that case,

that loss may not be used to offset the income that the U.S. corpo-

ration earns other than from the branch operation. Thus, the tax-

able income of the U.S. corporation is $100. The branch's $100 loss

is available for carryforward against future income of the branch.
The bill also provides that the Secretary shall prescribe such reg-

ulations as may be necessary or appropriate to prevent the avoid-

ance of the dual consolidated loss provision by a contribution of

assets to the corporation with the dual consolidated loss after the
corporation sustained it. This provision is designed to protect the
integrity of the Act's rule that prevents the income generated by
assets of one related corporation from being offset by losses in-

curred with respect to assets of another related corporation, the
losses of which were also within another country's tax jurisdiction.

Under the Act, a U.S. corporation with a dual consolidated loss can
use that loss to offset income generated by its assets only, and
cannot use that loss to offset income generated by assets of affili-

ates. This provision of the bill should prevent an affiliate from
transferring assets the income of which could not be sheltered
under the Act to the company that has the dual consolidated loss

in an attempt to shelter those assets' income. On the other hand,
the provision is not designed to prevent the replacement of existing

assets, for example, in the case of a corporation operating a trade
or business that replaces its assets because of depreciation.



F. Foreign Currency Exchange Rate Gains and Losses (sec. 112(v)

of the bill, sec. 1261 of the Reform Act, and sees. 986-989 of the
Code)

I. Foreign currency translation

Present Law

Translation of foreign income taxes

Subpart J of the Code, as added by the Act, provides rules for the
;ranslation of foreign income taxes that enter into various compu-
;ations involving the foreign tax credit. Foreign income taxes are
iefined for purposes of subpart J as any income, war profits, or
jxcess profits taxes paid to any foreign country or any possession of

;he United States. For foreign tax credit and foreign tax deduction
)urposes, income, war profits, and excess profits taxes include a tax
)aid in lieu of a tax on income, war profits, or excess profits other-

vise generally imposed by any foreign country or by any possession
)f the United States.

Generally for purposes of computing either the direct or indirect

breign tax credit, the amount of foreign income taxes paid to a for-

dgn government or U.S. possession is translated, under subpart J,

ising the exchange rate in effect as of the time of payment; any
•efund or credit of a foreign income tax is translated using the ex-

;hange rate in effect as of the time of the original payment; and
iny increase in the amount of a foreign income tax is intended to

)e translated using the exchange rate in effect when the increase
s paid. (Congress did not intend the payment date rule to prevent
he allowance of a credit based on accrued foreign taxes where
hose taxes are unpaid when the credit must be computed.)

Translation of section 956 income inclusions

On the actual distribution of earnings and profits from a foreign
;orporation to a U.S. taxpayer, the latter is required to translate
;uch amounts (if necessary) at the current exchange rate on the
late the distribution is included in income. In the case of deemed
listributions under section 951(a) of subpart F, the required income
nclusion is first calculated in the functional currency and then
;ranslated at the weighted average exchange rate for the foreign
;orporation's taxable year. The Secretary may adjust these transla-
ion rates by regulation.
Where earnings of a controlled foreign corporation are repatriat-

jd, the Code generally aims at achieving similar tax results wheth-
er the repatriation is in the form of a dividend or of an increase in

nvestment in U.S. property (see sees. 951(a)(1)(B) and 956). Howev-
;r, the translation rules described above provide for computing
;ranslation rates differently depending on the form of repatriation.
Congress did not intend to provide taxpayers their choice of tax re-

(313)
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suits based on translation method where a similar economic result'

is achieved in either case.

Explanation of Provisions
^

Translation of foreign income taxes *

The bill clarifies that in applying the foreign income tax transla-j

tion rules of new subpart J (as well as the other foreign provisions

of the Code), foreign taxes imposed in lieu of income taxes are,

treated the same as foreign income taxes.

The bill also clarifies that the exchange rate to be used for deter-

mining the dollar cost of any payment of foreign income tax (in-

cluding a payment constituting an adjustment to a payment of for-

eign tax) is the exchange rate as of the time the taxes are paid to

the foreign country or U.S. possession. The bill applies this rule

whether the entity paying the tax to the foreign government or:

U.S. possession is the taxpayer or (as in the case where the taxpay-
er claims an indirect foreign tax credit) a corporation of which the
taxpayer is a shareholder, and whether or not the tax is paid by a
qualified business unit.

Translation of section 956 income inclusions

The bill provides that subpart F inclusions under section

951(a)(1)(B), relating to increases in investments in U.S. property,

are to be translated at the same rates as actual distributions made
on the last day of the taxable year, i.e., using the spot rate on that
day. This reduces the opportunity for taxpayers to manipulate tax
liability based on the foreseeable difference between the weighted
average annual rate and the spot rate as of the date when earnings
repatriation is to occur. The Secretary retains authority to further
adjust translation rates, under regulations, where regulatory ad-

justments can usefully promote the aim of achieving similar trans-

lation results regardless of whether the repatriation takes the form
of dividends or investments in U.S. property.

2. Foreign currency transactions

Present Law

Exclusion from section 988 treatment for section 1256 contracts

Section 988(c) defines the term "section 988 transaction" to in-

clude, among other things, (1) the acquisition of (or becoming the
obligor under) a debt instrument, (2) the disposition of nonfunc-
tional currency, and (3) entering into or acquiring any forward con-
tract, futures contract, option, or similar financial instrument
(such as a currency swap), if such instrument is not marked to

market at the close of the taxable year under section 1256. Con-
gress did not intend to change generally the treatment of bank for-

ward contracts, regulated futures contracts, or other contracts sub-

ject to the mark-to-market rule under section 1256. Therefore, Con-
gress intended to exclude such instruments from the definition of a
section 988 transaction.
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Measurement and recognition of foreign currency gain or loss

Section 988(b) defines foreign currency gain or loss as gain or loss

on a section 988 transaction, but only to the extent the gain or loss

is realized by reason of a change in exchange rates between the
booking date with respect to that transaction and the payment
date of the transaction. In the case of any disposition of nonfunc-
tional currency, the relevant period for measuring rate changes is

the time between acquisition and disposition of the currency.
For transactions involving forward contracts or similar positions,

the booking date is the date on which the position is entered into

or acquired; the payment date includes the date on which a taxpay-
er's rights are terminated with respect to the position (e.g., by en-

tering into an offsetting position). The definition of foreign curren-

cy gain or loss is intended to apply to gain or loss attributable to

exchange rate movements between those dates affecting the value
of forward contracts or similar instruments, regardless of the par-

ticular transaction in which the gain or loss is realized.

The Secretary has general authority to provide the regulations
necessary or appropriate to carry out the purposes of new subpart
J. For example, where a debt instrument, the acquisition of which
is a section 988 transaction, is converted to stock, the sale of which
is not a section 988 transaction, the Act gives the Secretary the au-
thority to prevent any foreign currency gain inherent in the debt
instrument from escaping subpart J treatment.

Section 988 hedging transactions

The Act authorizes the issuance of regulations that address the
treatment of transactions that are part of a section 988 hedging
transaction. To the extent provided in regulations, in the case of
any transaction giving rise to foreign currency gain or loss that is

part of a section 988 hedging transaction (determined without
regard to whether any position in the hedge would be marked to

market under section 1256), all positions in the hedging transaction
are integrated and treated as a single transaction, or otherwise
treated consistently (e.g., for purposes of characterizing the nature
of income or the sourcing rules). In the case of a foreign currency
borrowing fully hedged with a series of forward purchase contracts,

for example. Congress intended that regulations treat the entire

package as a dollar borrowing with dollar interest payments sub-
ject to the rules of section 1271 et seq. and section 163(e) for deter-

mining the appropriate interest deduction.

Sourcing rules

In general, foreign currency gain is sourced, and foreign curren-
cy losses are allocated, by reference to the residence of the taxpay-
er or qualified business unit on whose books the underlying finan-

cial asset or liability is properly reflected. For purposes of these
rules, an individual's residence is defined as the country in which
the "tax home" (as defined in sec. 911(d)(3)) is located. The resi-

dence of any U.S. person (as defined in sec. 7701(a)(30)) other than
an individual is the United States. In the case of a foreign corpora-
tion, partnership, trust, or estate, the residence is treated as a for-

eign country.
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The Secretary has authority to prescribe regulations carrying out
the purposes of the Act's currency sourcing provisions as well as
regulatory authority under the rules introduced by the Act for de-

termining generally the source of income derived from the sale of
personal property. Under the latter it was contemplated that regu-
lations may be required to prevent persons from establishing part-
nerships or corporations, for example, to change their residence to

take advantage of the new rules. It was anticipated that the estab-
lishment of an anti-abuse rule to treat, for example, a foreign part-
nership as a U.S. resident to the extent its partners are U.S. per-

sons would be appropriate.

Explanation of Provisions

Exclusion from section 988 treatment for section 1256 contracts

The bill provides that if a forward contract, futures contract,
option, or similar financial instrument would have been marked to

market under section 1256 were it held on the last day of the tax-

able year, then the instrument is not a "section 988 transaction"
even if it is not actually marked to market under section 1256 at
the close of the taxable year. This amendment clarifies that taxpay-
ers who acquire 1256 contracts cannot elect 988 rules for character-
izing, timing, and sourcing or allocating the income or loss on such
contracts simply by disposing of the contracts prior to the last day
of the taxable year.

Measurement and recognition of foreign currency gain or loss

The bill provides that any gain or loss from a section 988 trans-
action is a foreign currency gain or loss if the transaction is a dis-

position of nonfunctional currency or a forward contract, futures
contract, option, or similar financial instrument with respect to a
nonfunctional currency. This makes it clear that any gain or loss

on such an instrument due to forward premium or forward dis-

count is subject to the Act's rules for foreign currency gains and
losses, regardless of movements in the spot rates of exchange be-
tween the booking and payment dates. Further, any gain or loss on
a nonfunctional currency disposition is foreign currency gain or
loss regardless of whether the difference between acquisition and
disposition prices is due to spot rate movements between acquisi-
tion and disposition dates, forward discount or premium, bid-asked
spreads, or other factors.

The bill provides that making or taking delivery under a section
988 transaction that is a forward contract, futures contract, option,
or similar financial instrument is a gain or loss recognition event
{of. sec. 1256(c)). This rule prevents taxpayers from opting for alter-

nate treatment on such a transaction by selling or otherwise clos-

ing out the position, on the one hand, or taking or making delivery,
on the other. Under a transitional provision, this rule will not
change the treatment of deliveries taken by a taxpayer on or
before the date of the bill's introduction.
Where an option or similar instrument gives its owner the right

to make or take multiple deliveries of currency at different times
during the life of the instrument, it is intended that the bill's rec-

ognition rule will generally treat the taxpayer as having sold an
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instrument representing that portion of the rights exercised at the
time a particular delivery under the instrument is made or taken.

It is anticipated that the Secretary will exercise his regulatory au-

thority under subpart J to provide rules for the allocation of any
basis in the instrument for these purposes, to prevent the artificial

acceleration of loss in such a case, and to impose any other require-

ments necessary or appropriate to carry out the purposes of the
bill's recognition rule.

Section 988 hedging transactions

The bill provides that where all transactions that are part of a
section 988 hedging transaction are integrated and treated as a
single transaction or otherwise treated consistently under regula-

tions, such treatment applies for purposes of all provisions in sub-

title A of the Code. Thus the bill makes clear Congress's intent

that Code provisions other than section 988 are to be applied to the
components of a section 988 hedging transaction in their integrated

or otherwise combined state (where regulations provide for such in-

tegration or combination).

Sourcing rules

For purposes of the currency sourcing rules as well as the gener-
al source rules for income derived from the sale of personal proper-

ty, the bill treats any U.S. citizen or resident alien as a U.S. resi-

dent if he or she does not have a tax home in a foreign country.

Thus the bill prevents such an individual from being treated as a
nonresident if he or she has no tax home (which may be the case,

for example, for a traveling salesperson).

The bill also clarifies that the Secretary's regulatory authority to

determine the source of foreign currency gains encompasses au-
thority to determine the source of a partnership's foreign currency
gains by reference to the residence of the partners. It is anticipated
that this authority will be exercised where necessary to prevent
persons from establishing partnerships to change their residence to

take advantage of the new rules.



G. Tax Treatment of Possessions (Sec. 112(w)-(z) of the bill, sees.

1274-1277 of the Reform Act, and sees. 931 and 932 of the Code)

Present Law

Mirroring of Virgin Islands coordination rule

The Act contains a new provision coordinating U.S. and Virgin
Islands income taxes (Code sec. 932). That Code section does not
apply for purposes of determining income tax liability incurred to

the Virgin Islands. The intent of Congress in not having that provi-

sion apply for V.I. tax purposes was to prevent any argument that
48 U.S.C. 1397 (the provision of the Naval Appropriations Act of
1922 that holds the U.S. income tax laws, as amended, to be "like-

wise in force in the Virgin Islands") or the Revised Organic Act of
the Virgin Islands could require "mirroring" of the new coordina-
tion provision for internal Virgin Islands purposes.

Treatment of Virgin Islands residents

The Act provides that in the case of an individual who is a bona
fide resident of the Virgin Islands at the close of the taxable year
and who, on his or her return of income tax to the Virgin Islands,

reports income from all sources and identifies the source of each
item shown on such return, for purposes of calculating income tax
liability to the United States, gross income shall not include any
amount included in gross income on the V.I. return. The Act indi-

cates that such an individual is to file his income tax return with
the Virgin Islands.

Effective date ofprohibition of branch tax

The provisions of the Act applicable to Guam, American Samoa,
and the Northern Mariana Islands generally apply only if and so
long as an implementing agreement under Act section 1271 is in

effect between the United States and such possession. The Act pro-
vides that for certain corporations created or organized in Guam,
American Samoa, the Northern Mariana Islands, or the Virgin Is-

lands, the branch tax does not apply. This provision is to be mir-
rored, so that the branch tax does not apply to U.S. corporations
with operations in any of those possessions.

Explanation of Provisions

Mirroring of Virgin Islands coordination rule

The bill provides that in applying Code section 932 (the provision
coordinating U.S. and Virgin Islands income taxes) for purposes of
determining income tax liability incurred to the Virgin Islands, the
provisions of section 932 are not to be affected by any provision of
Federal law described in section 934(a), i.e., the Naval Appropria-
tions Act or the Revised Organic Act. Thus, while there is not to be

(318)
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"mirroring" of this provision, this provision, insofar as it deter-

mines the taxable income of Virgin Islands residents, has effect for

V^.I. tax purposes.

Treatment of Virgin Islands residents

The bill adds to the bona fide resident requirement and the re-

porting requirement a third requirement for exclusion of items re-

ported on a V.I. return. That further requirement is that the indi-

iddual seeking the exclusion fully pay his or her tax liability (re-

ferred to in sec. 934(a)) to the Virgin Islands with respect to income
Tom all sources. In addition, the bill provides that in the case of an
ndividual whose gross income excludes amounts included on a V.I.

'eturn, allocable deductions and credits are not to be taken into ac-

count. The bill also makes it clear that such an individual is to file

'an" income tax return with the Virgin Islands, rather than filing

'his" return with the Virgin Islands, to make it clear that individ-

lals who do not comply with all requirements for U.S. tax exemp-
;ion will have to file a U.S. return.

Effective date ofprohibition of branch tax

The bill makes it clear that the rule prohibiting the imposition of

;he branch tax on certain corporations organized in the possessions
and thus the prohibition of imposition of the branch tax by a pos-

session on a U.S. corporation) applies for taxable years beginning
ifter December 31, 1986.



H. Miscellaneous Foreign Provisions

1. Relationship with treaties (sec. 112(aa) of the bill. Title VII and
Title XII of the Reform Act, and sec. 7852 of the Code)

Present Law

In general, when a statute and a treaty provision conflict, the
one adopted later controls. When Congress enacted the Internal
Revenue Code of 1954, it included in that Code (sec. 7852(d)) a state-

ment that no provision of the Internal Revenue title, i.e., the Inter-

nal Revenue Code, was to apply in any case where its application

would be contrary to any treaty obligation of the United States in

effect on the date of enactment of the 1954 Code (August 16, 1954).

The intent of that provision was to provide a transitional rule to

ensure that the substitution of the 1954 Code for the preexisting

1939 Code did not operate to override then-existing treaty provi-

sions. A House bill provision amending Code section 7852(d) to re-

flect that intent—that post-1954 statutory changes not yield to pre-

1954 treaties—was inadvertently dropped in the 1986 Tax Reform
Act.

In a number of respects, the Act (and its legislative history) did
not specifically address its interaction with U.S. treaties. Many
recent tax Acts, by contrast, have specifically addressed interaction
with treaties. "[I]n the interest of forestalling any possible litiga-

tion," the Revenue Act of 1962 expressly provided that it took prec-

edence over any prior treaty obligation (H.R. Rep. No. 1447, 87th
Cong., 2d Sess. 96 (1962); Pub. L. No. 87-834, sec. 31). One major
conflict between that Act and treaties, not identified in the legisla-

tive history of that Act, was the conflict between the Act's separate
foreign tax credit limitation for interest income and treaties that
(at least literally) required the United States to retain the foreign
tax credit limitation rules that it used at some earlier date.

The Foreign Investors Tax Act of 1966 took the opposite ap-
proach. Although that Act reduced the burdens on foreign inves-

tors and thus no treaty violations were found, the Act (sec. 110)

specifically provided that it did not apply in any case where its ap-
plication would be contrary to any U.S. treaty obligation. In more
recent years, Congress has specifically indicated that it intended
that tax Acts prevail over treaties in the case of conflicts. Congress
took this approach with respect to the foreign tax credit changes in

the Tax Reform Act of 1976 (H.R. Rep. No. 94-658, 94th Cong., 2d
Sess. 226 (1975); S. Rep. No. 94-938, 94th Cong., 2d Sess. 237 (1976))

and with respect to the Crude Oil Windfall Profit Tax Act of 1980
(H.R. Rep. No. 96-817, 96th Cong., 2d Sess. 106 (1980) (conference
report)). In connection with the Deficit Reduction Act of 1984, Con-
gress resolved certain conflicts in favor of treaties but indicated
that, in the event of unidentified treaty conflicts, the legislation is

(320)
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to prevail (see description of technical corrections made to the 1984
Act by the 1986 Act, H.R. Rep. No. 99-426, 99th Cong., 1st Sess. 917

(1985); S. Rep. No. 99-313, 99th Cong., 2d Sess. 935 (1986)).

Explanation of Provision

The bill modifies the 1954 transition rule (embodied in sec.

7852(d)) governing the relationship between treaties and the Code
to clarify that it does not prevent application of the general rule

providing that the later in time of a statute or a treaty controls

(sec. 7852(d)). The bill provides that no provision of the Internal

Revenue title that was in effect on August 16, 1954, shall apply in

any case where its application would be contrary to any treaty obli-

gation of the United States in effect on the date of enactment of

the 1954 Code (August 16, 1954). This provision makes it clear that
treaty provisions that were in effect in 1954 and that conflict with
the 1954 Code as originally enacted are to prevail over then-exist-

ing Code provisions but not over later amendments to the Code.
The bill clarifies the interaction between the 1986 Act and provi-

sions of U.S. treaties. The bill provides that the following provi-

sions of the 1986 Act will not apply to the extent that their applica-

tion would be contrary to any income tax treaty obligation of the
United States in effect on the date of enactment of the 1986 Act
(October 22, 1986): section 123 of the Act (imposing t£ix on certain

scholarship and fellowship grants); subsections (b) and (c) of section

1212 of the Act (imposing a 4-percent gross withholding tax on cer-

tain transportation income earned by foreign persons and amend-
ing the rules that allow a reciprocal exemption for certain trans-

portation income earned by foreign persons); section 1247 of the
Act (relating to the exemption that the United States provides to

foreign governments in some cases); and section 1242 of the Act in-

sofar as it relates to new Code section 864(c)(7) (treating gain from
sale of assets used in a U.S. trade or business as effectively con-

nected income after cessation of the trade or business in certain

cases). In addition, in the event of conflict with an income tax
treaty, the source rules of section 1212(a) of the Act (governing the
source of certain transportation income) and of section 1214 of the
Act (governing the source of payments from 80/20 companies) will

not apply except for purposes of the foreign tax credit limitation.

Further, the provisions of section 1241 of the Act that relate to new
Code section 884(f)(1)(A) (to the extent that that provision treats in-

terest paid in excess of interest deducted as U.S. source) and to

Code section 861(a)(2)(B) (reducing the fraction of U.S. income that
exposes a foreign corporation to U.S. withholding tax on dividend
payments it makes) will not apply in the event of a treaty conflict.

In addition, in the event of conflict with an income tax treaty, the
source rules of section 1211 of the Act (determining the source of

income from certain sales of personal property) will not apply to

individuals treated as residents of a treaty country under a U.S
treaty.

Moreover, to the extent that the source rule of Code section

865(e)(2) conflicts with a U.S. income tax treaty, the bill provides
that the treaty will prevail. A conflict may arise with this source
rule because, under the Act, income derived by a foreign person
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from the sale of inventory property that is attributable to a U.S.
office is U.S. source. This result occurs even though the sale may
occur outside the United States and a foreign country may tax the
sale on a source basis. By contrast, a U.S. resident who sells inven-
tory property outside the United States may not pay any U.S. tax
on the income because the income is considered foreign source.

Thus, the nonresident may incur more burdensome taxation than a
similarly situated U.S. resident. If this occurs, the bill allows a non-
resident with nondiscrimination protection to treat this income as
foreign source.

Moreover, the bill provides that the Act's imposition of tax in

certain cases on "excess interest" (i.e., the amount of a foreign cor-

poration's U.S. interest deduction in excess of the amount of inter-

est its U.S. trade or business has paid) will not apply in the event
of a treaty conflict.

The bill's amendments to Act section 1211, described in Part XII.

B.I., above, provide a coordination rule for cases where sales of
stock and certain intangibles yield foreign source income under an
income tax treaty and U.S. source income under new Code section
865.

The bill provides that the following provisions of the 1986 Act
will apply notwithstanding any treaty provision in effect on the
date of enactment of the 1986 Act (October 22, 1986): section 1201
of the Act, amending the foreign tax credit limitation, and section
701 of the Act (as it relates to the limitation on the use of foreign
tax credits against minimum tax liability).

Except for cases that have been identified in the bill or in the
Act, no cases are known where a harmonious reading of the Act
and U.S. treaties is not possible. Congress intended harmonious
construction of the Act and U.S. income tax treaties to the extent
possible. Thus, in some cases, despite the existence of technical ar-

guments alleging the existence of a conflict, it is understood that
no conflict exists. For example, it is understood that no nondiscrim-
ination provision of any U.S. treaty bars the application of reasona-
ble collection mechanisms designed to ensure the collection of a
tax, the imposition of which is permitted by the treaty. Thus, it is

understood that the Act's partnership withholding provision and
the bill's replacement provision (new Code sec. 1446), which allow
for refunds in appropriate cases, constitute such a reasonable col-

lection mechanism, and thus are fully consistent with existing U.S.
treaty obligations.

Similarly, it is understood that the Act's imposition of tax on in-

stallment gains received after a foreign person ceases a U.S. trade
or business (Act section 1242) is fully consistent with existing U.S.
treaty obligations. Some treaties prevent imposition of U.S. tax on
business profits of a foreign person unless those profits are attrib-

utable to a permanent establishment through which the foreign
person carries on business in the United States. It is understood
that these treaties do not prevent imposition of U.S. tax on income
that was, when realized, attributable to a permanent establish-

ment, even though that income is recognized after the permanent
establishment no longer exists. Under a similar analysis, it is un-
derstood that the Act creates no conflict with treaties in taxing
amounts earned for personal services in the United States which
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are paid after the person earning the income no longer maintains a
U.S. presence.

Other Act provisions that are understood to be fully consistent

with U.S. treaty obligations include the Act's dual residence com-
pany provisions (Act sec. 1249).

Similarly, requiring recognition of gain by a domestic corpora-

tion that is liquidating into a foreign parent corporation or engag-
ing in a tax-free reorganization where the domestic corporation's

assets are being removed from U.S. taxing jurisdiction does not vio-

late any nondiscrimination clause. In some cases, provisions based
on capital ownership prohibit imposition of more burdensome taxes
on foreign-owned U.S. enterprises than on similar U.S.-owned U.S.
enterprises. For this purpose, however, a U.S. enterprise transfer-

ring assets to a shareholder who will bear U.S. corporate level tax
on the income generated by those assets is not similar to a U.S. en-

terprise transferring assets to a shareholder who will not bear U.S.

corporate level tax on the income generated by those assets. Thus,
the Act's provision recognizing gain in these cases (sec. 631(d)), and
the bill's provision making modifications thereto, are fully consist-

ent with U.S. treaty obligations. Nonetheless, in view of an Inter-

nal Revenue Service announcement (subsequently withdrawn) indi-

cating that certain liquidations were treaty-pi;otected, it is intended
that the Reform Act's amendments to Code section 367(e)(2) not
apply in the case of a corporation completely liquidated into a
treaty-country parent before June 10, 1987, the date of the bill's

original introduction.

If, in any of the cases described above where conflicts are under-
stood not to exist, any treaty is somehow read to bar operation of

the Act, the Act is to be effective notwithstanding the treaty.

Notwithstanding Congress' intent that the Act and income tax
treaties be construed harmoniously to the extent possible, conflicts

other than those addressed in this bill or in the Act ultimately may
be found or alleged to exist. Therefore, to prevent any uncertainty
and to prevent assertion of treaty claims whose merit is not now
known, the bill provides that except as otherwise provided by the
bill or the Act, the provisions of the 1986 Act will apply notwith-
standing any treaty provision in effect on the date of enactment of

the 1986 Act (October 22, 1986). It is believed that this residual

later-in-time rule will lead to the early discovery of now-unknown
treaty conflicts and to their appropriate resolution. If any such
now-unknown conflict is ultimately found, it is expected that full

legislative consideration of that conflict will take place to deter-

mine whether application of the general later-in-time rule is con-

sistent with the spirit of the treaty (namely, to prevent double tax-

ation by an agreed division of taxing jurisdiction, and to prevent
fiscal evasion) and the proper expectations of the treaty partners.

If further conflicts requiring reversal of the later-in-time rule are
found after enactment of this bill, retroactive liberalization will be
appropriate. See, e.g., section 112(bb)(4) of this bill, reversing retro-

actively and application of the residual later-in-time rule applicable
to the Deficit Reduction Act of 1984. Retroactive increases in tax
burdens, by contrast, raise Constitutional issues. See, e.g.. United
States V. Darusmont, 449 U.S. 292 (1981).
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It is noted that this residual later-in-time rule was a part of the
introduced technical corrections bill in each House of Congress
(H.R. 2636, S. 1350), and that during the legislative process consid-

ering this bill, a number of previously unknown treaty conflicts

became known. It is believed that the residual later-in-time rule of

the introduced bill may have encouraged taxpayers to raise poten-
tial conflicts that might have violated ^e spirit of U.S. treaty obli-

gations. In any event, in each case where a conflict became known
after original introduction of the bill, the bill provides that the
treaty is to prevail. It is believed that, in view of this incentive to

bring meritorious cases to light, the residual later-in-time rule may
have allowed the identification of virtually all cases where there
would have been an application of that rule that violates the spirit

of a treaty, so that the residual later-in-time rule actually conflicts

with treaties in very few if any inappropriate cases. It is believed
that retention of the residual later-in-time rule will prevent asser-

tion of hypertechnical treaty claims that have no basis in the spirit

of the treaty.

In addition, except as indicated in this bill, the 1987 Budget Rec-
onciliation Act or its legislative history, or in other portions of the
legislative history of this bill, this bill and the 1987 Budget Recon-
ciliation Act are understood not to conflict with any treaty. Again,
should a conflict ultimately appear, the bill's and the Act's provi-

sions are to take effect.

2. Foreign personal holding companies (sec. 112(bb)(l) of the bill,

sec. 1810(h) of the Reform Act, and sees. 551 and 552 of the
Code)

Present Law

Estates and trusts owning shares of foreign personal holding compa-
nies

United States shareholders in a foreign personal holding compa-
ny (FPHC) are subject to current U.S. tax on their pro rata share
of the company's undistributed FPHC income. The FPHC rules

were enacted in 1937 to prevent U.S. taxpayers from accumulating
income tax-free in foreign "incorporated pocketbooks."

In 1937 there was no statutory definition distinguishing estates

and trusts that were U.S. taxpayers (for revenue act purposes in

general) from those that were not. For purposes of the FPHC rules,

an estate or trust was considered a "U.S. shareholder" in an FPHC
unless gross income of the estate or trust for federal income tax
purposes included only income from U.S. sources. Subsequently,
the Code w£is amended to include generally applicable definitions

of the terms "foreign estate" and "foreign trust." (Under current
law, these terms mean an estate or trust, as the case may be, the
income of which, from sources outside the United States which is

not effectively connected with a U.S. trade or business, is not in-

cludible in gross income under the Code's income tax provisions

(sec. 7701(aX31)).)

The foreign personal holding company rules contain a tracing
rule, added by the Tax Reform Act of 1984, to make it clear that
U.S. taxpayers cannot avoid the FPHC rules by interposing foreign
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entities between themselves and a FPHC. The 1984 Act grants reg-

ulatory authority to the Secretary of the Treasury to provide for

such adjustments in the FPHC rules as may be necessary to carry
out the purposes of this tracing rule. The 1986 Act included a tech-

nical amendment to the tracing rule to clarify that the tracing rule

applies to all foreign trusts and estates (as defined for Code pur-

poses generally) interposed between U.S. taxpayers and FPHCs.

Same country dividend and interest exception

The 1984 Act provided that dividends and interest received by a
foreign corporation from a person (1) related to the recipient, (2) or-

ganized in the same country as the recipient corporation, and (3)

having a substantial part of its assets used in its trade or business
located in that same country, generally do not count in either the
numerator or the denominator of the fraction that is used in deter-

mining whether the foreign corporation is an FPHC. The 1986 Act
provided a definition of related person for this purpose.

Explanation of Provisions

Estates and trusts owning shares of foreign personal holding compa-
nies

Under the bill, estates and trusts that are shareholders in an
FPHC are U.S. shareholders for purposes of the FPHC rules unless
they are foreign estates or trusts under the general Code defini-

tions of those terms. The bill clarifies that the 1986 Act's amend-
ment to the FPHC tracing rules treats estates and trusts as inter-

vening foreign entities if and only if they are foreign estates and
foreign trusts under the general Code definitions.

The bill provides that, in making adjustments to the tracing
rules by regulation, the Secretary may impose rules similar to the
rules of Code section 1297(b)(5) (as amended by the bill) applicable
to passive foreign investment companies (PFICs). These rules will

provide for similar treatment, under regulations, of distributions

from FPHCs, on the one hand, and entities through which FPHC
ownership is attributed, on the other. For example, where stock
ownership in a FPHC is attributed to a U.S. person through an in-

tervening entity, it is anticipated that regulations will treat distri-

butions received by the intervening entity as being received by the
U.S. person. These regulations will prevent reduction of FPHC
income by virtue of distributions that result in no U.S. tax.

Same country dividend and interest exception

The bill makes amendments to the 1984 and 1986 Act provisions
relating to the same country dividend and interest exception to

FPHC income treatment. One such amendment defines a new
term, "related person dividend or interest," as a same country divi-

dend or same country interest of the type excluded from FPHC
income under the 1984 Act. The bill restores related person divi-

dend and related person interest to the denominator of the fraction

used in determining whether a foreign corporation is an FPHC.
The bill also restores FPHC income treatment of a related person
dividend or interest if the dividend or interest is attributable to

income of the related person which would be FPHC income.
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Thus, for example, where the entire amount of a foreign corpora-
tion's income is related person dividends and related person inter-

est, and in any taxable year some of that income, but less than 60
percent (assuming the corporation has never been an FPHC), is at-

tributable to income of the related person which would be FPHC
income, the bill prevents the foreign corporation from being treat-

ed as an FPHC.
Attribution of dividends and interest to income of the related

person is to be determined under rules similar to the foreign tax
credit look-through provisions for dividends and interest paid to a
U.S. shareholder by a controlled foreign corporation. Under these
rules, a dividend paid out of the earnings and profits of a corpora-

tion is to be treated by the recipient as FPHC income in proportion
to the FPHC earnings and profits out of which the dividend was
paid, divided by the total earnings and profits out of which the div-

idend was paid {cf. sec. 904(d)(3)(D)). Similarly, interest received or

accrued from a corporation is to be treated as FPHC income to the
extent properly allocable (under regulations prescribed by the Sec-

retary) to FPHC income of the corporation {cf. sec. 904(d)(3)(C)).

All of the bill's provisions described above regarding foreign per-

sonal holding companies apply to taxable years of foreign corpora-
tions beginning after December 31, 1986.

3. Withholding on pensions, annuities and certain other deferred
income (sec. 112(bb)(2) of the bill, sec. 1234(b) of the Reform
Act, and sec. 3405 of the Code)

Present Law

The Act provides that pension benefits (and similar pajnnents)
are subject to withholding under section 3405 if delivered outside
the United States. The election generally available to U.S. persons
to forego withholding under section 3405 is not available in such
cases. Congress enacted this provision with a view to taxing per-

sons who reside abroad yet are likely to owe U.S. income tax on
pension benefits (and similar payments) that they receive.

Explanation of Provision

The bill clarifies that the Act's automatic withholding rule does
not apply if the recipient certifies to the payor that he or she is not
a U.S. citizen or a resident alien of the United States, and not a
t£ix avoidance expatriate. Thus under the bill the automatic with-
holding rule generally applies to foreign-delivered pension benefits

and similar payments to individuals subject to U.S. income tax-

ation on their worldwide income.
In addition, the bill restricts automatic withholding under the

Act to those benefits and payments that are delivered outside both
the United States and its possessions. Thus, recipients of benefits

and payments delivered in any U.S. possession would continue to

be eligible to elect to forego withholding on the same terms avail-

able to taxpayers whose payments or benefits are delivered in the
United States. These amendments would apply to distributions

made after the date of the bill's enactment.
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4. Information exchange (sec. 112(bb)(3) of the bill, sec. 1876(e) of
the Reform Act, and sec. 6103 of the Code)

Present Law

Tax returns and return information generally may not be dis-

closed by government employees except as specifically provided in

the Code. Violation of the nondisclosure rules may result in sanc-

tions, including criminal felony conviction in the case of a willful

violation. One Code exception to the general nondisclosure rule
permits disclosure of a return or return information to a competent
authority of a foreign government which has an income tax con-
vention, gift and estate tax convention, or other convention relat-

ing to the exchange of tax information with the United States, but
only to the extent provided in, and subject to the terms and condi-

tions of, the convention. The Code also permits disclosure of a
return or return information to state government agencies under
certain circumstances. For these purposes the term "state" is de-

fined to include the Federated States of Micronesia, the Republic of

the Marshall Islands, and the Republic of Palau.
In 1983, the Caribbean Basin Economic Recovery Act authorized

the Secretary of the Treasury to negotiate and conclude bilateral

and multilateral agreements for the exchange of information with
designated "beneficiary countries" under the Caribbean Basin Initi-

ative (CBI). Congress expected that these agreements would gener-
ally become effective on signature, without need of prior approval
by the Senate. The Code treats these agreements with CBI benefici-

ary countries as income tax conventions for return and return in-

formation disclosure purposes.
The Compact of Free Association Act of 1985 gave approvals to

compacts subsequently entered between the United States and the
Federated States of Micronesia, the Republic of the Marshall Is-

lands, and the Republic of Palau that provide for their self-govern-

ment. Congress provided that under those compacts the Federated
States of Micronesia, the Republic of the Marshall Islands, and the
Republic of Palau would be treated as if they were U.S. possessions
for purposes of the possessions tax credit ((5ode sec. 936), but that
this treatment would not apply for any period after 1986 in which
there is not in effect an exchange of information agreement of the
kind described in the Caribbean Basin Economic Recovery Act. The
Federated States of Micronesia, the Republic of the Marshall Is-

lands, and the Republic of Palau are not CBI beneficiary countries.
The 1986 Act provided that a country may qualify as a host coun-

try for foreign sales corporations (FSCs) by entering into an ex-

change of information agreement of the type provided for in the
Caribbean Basin Economic Recovery Act, whether or not that coun-
try is eligible to be a CBI beneficiary country.

Explanation of Provision

The bill clarifies that tax returns and return information may be
disclosed to a competent authority of a foreign government where
the disclosure is made pursuant to a bilateral agreement relating
to the exchange of tax information with the United States. Thus,
where a country other than a CBI beneficiary country enters into a
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bilateral information exchange agreement of the type that qualifies

it as a FSC host country under the Act, for example, or that quali-

fies it for the possessions tax credit pursuant to the Compact of
Free Association Act, the bill provides express protection to indi-

viduals who make disclosures in accordance with the terms of the
agreement from Code sanctions for unauthorized disclosures. By
contrast, however, the bill does not contemplate the release of in-

formation under multilateral agreements involving non-CBI coun-
tries.

In addition, the bill provides that the Federated States of Micro-
nesia, the Republic of the Marshall Islands, and the Republic of
Palau are not to be treated as "states" for purposes of the disclo-

sure provisions of the Code. Thus, an authorized disclosure under a
bilateral information exchange agreement between the United
States and one of those governments will be subject only to the
rules embodied in that agreement and the usual rules for informa-
tion exchanges with foreign governments, and will not be subject to

any additional rules that might apply to exchanges of tax returns
and return information between the federal government and state
governments or certain U.S. possessions.

5. Maintaining the source of U.S. source income (sec. 112(bb)(4)
of the bill, sec. 1810(a) of the Reform Act, and sec. 904(g) of
the Code)

Present Law

Prior to the 1984 Act, a U.S. taxpayer could convert U.S. source
income to foreign source income by routing the income through a
foreign corporation: interest and dividend payments from (and
income inclusions with respect to) an intermediate foreign corpora-
tion generally were foreign source income to the U.S. taxpayer. As
foreign source income, the income could be free of U.S. tax under
the foreign tax credit.

The 1984 Act added to the foreign tax credit new "resourcing"
rules that prevent U.S. taxpayers from converting U.S. source
income into foreign source income through the use of an intermedi-
ate foreign payee. These rules apply to 50-percent U.S.-owned for-

eign corporations only. They treat certain payments from, and
income inclusions {e.g., under the subpart F anti-tax haven provi-

sions) arising on account of, 50-percent U.S.-owned foreign corpora-
tions, as U.S. source.
The 1986 Act made it clear that the source maintenance rules

apply notwithstanding any contrary U.S. treaty obligation.

Explanation of Provision

The bill provides new treatment for any amount derived from a
50-percent U.S.-owned foreign corporation that the statute would
treat as U.S. source income (because it is attributable to an item of
U.S. source income earned by that foreign corporation), that a
treaty (applied without regard to the statutory source maintenance
provision) would treat as foreign source, and with respect to which
the taxpayer chooses the new treatment. Upon such a taxpayer
election, to the extent attributable to an item of U.S. source income
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earned by that foreign corporation, the taxpayer's inclusion is

treated as foreign source income that is subject to a separate for-

eign tax credit limitation. The bill extends this elective treatment
to subpart F inclusions (Code section 951(a)((l)) by treating any
such inclusion as if it were a dividend from the controlled foreign

corporation causing the inclusion but only if a dividend from each
intermediary corporation in the layers of ownership between the
corporation generating the subpart F inclusion and the U.S. share-

holder would be treaty protected if paid to the U.S. shareholder. It

is anticipated, however, that for administrative convenience the
Secretary may allow grouping of similar items that are similarly

taxed by a foreign country in applying the separate foreign tax
credit limitation.

6. Stock sales treated as asset sales (sec. 112(bb)(5) of the bill and
sec. 338 of the Code)

Present Law

In the case of purchase of a controlling interest in the stock of a
target corporation, section 338 allows the purchasing corporation,

in certain circumstances, to make an election under which the
target corporation is deemed to sell its assets to itself at fair

market value at the close of the acquisition date. If prior to the
transaction the target joined in filing a consolidated return, regula-

tions under section 338(h)(10) allow for an election to treat the sale

of the target's stock as a sale of assets by the target, the income or
loss from which is included in the consolidated return. Moreover, if

an election under section 338 is made, a corporation controlled by
the corporation whose stock was purchased may itself be deemed to

have sold its assets.

A sale of stock in a U.S. corporation is sourced under the resi-

dence-of-the-seller rule. By contrast, a sale of stock in a foreign cor-

poration, or a sale of assets other than corporate stock, is sourced
under the residence-of-the-seller rule, the place-of-sale rule, the
rules relating to intangible property, the recapture rule, or the div-

idend rules, depending on the type of asset sold, the income gener-
ated therefrom and, in the case of stock in a foreign corporation,
the earnings of the corporation. Thus, if an election under section

338 is made, the income of the seller or the selling consolidated
group inherent in the appreciation of the stock may or may not be
sourced under the residence-of-the-seller rule. This may result in

income being treated as foreign source even though no foreign

country asserts any jurisdiction over the income, a result contrary
to the Act's source and foreign tax credit rule changes.

Explanation of Provision

Under the bill, a deemed asset sale under section 338 shall gener-
ally be disregarded for source and foreign tax credit limitation pur-
poses in determining the seller's foreign tax credit limitation,

except as provided in regulations. Instead, for these purposes, the
gain is generally treated as a gain from the sale of the stock. An
exception to this rule is provided for gain derived from the deemed
sale by a U.S. corporation of stock in a controlled foreign corpora-
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tion, to the extent that the gain is treated as dividend income
under section 1248 (before any deemed sale by the controlled for-

eign corportion of its assets). To that extent, income derived from
the sale of stock of the U.S. corporation is treated, for foreign tax
credit purposes, as income from the sale of the U.S. corporation's
assets.

For example, assume a U.S. corporation holds all the stock in a
controlled foreign corporation and has a basis in that stock of $0;
assume the fair market value of that stock is $180. Further assume
that the accumulated earnings and profits of the controlled foreign
corporation through the end of its taxable year are $100, the corpo-
ration's assets have bases of $100, and its assets have appreciated
in value by $80. The purchaser acquires all the stock from the U.S.
corporation for $180 on the last day of the controlled foreign corpo-
ration's taxable year, and elects to treat the controlled foreign cor-

poration as if it sold all of its assets at the close of that day for

$180. The bill provides that, for source and foreign tax credit limi-

tation purposes, the $180 of the U.S. corporation's gain is divided
up as follows: $100 of gain is treated as dividend income under sec-

tion 1248 and is subject to look-through treatment for foreign tax
credit purposes; and $80 of gain, although treated as ordinary divi-

dend income under Temporary Regulation section 1.338-5T(g)

(which would ordinarily give rise to income subject to look-through
treatment), is treated as stock gain for source and foreign tax
credit limitation purposes. Under this rule then, the $80 of gain
will be treated as foreign source, passive income for foreign tax
credit limitation purposes (assuming the stock affiliate rule of sec.

865(f) is satisfied).

By contrast, if assets directly held by a domestic target corpora-
tion include stock in a controlled foreign corporation, and the do-

mestic corporation is deemed under section 338 to have sold the
stock, then recapture income of the domestic corporation under sec-

tion 1248 on that deemed sale will be treated as 1248 recapture
income from an actual sale for source and foreign tax credit pur-
poses. However, as in the example above, the amount of such re-

capture income that is treated as a dividend for source and foreign
tax credit purposes will be the amount of the deemed 1248 dividend
determined before any deemed sale of the controlled foreign corpo-
ration's assets.

To the extent that any regulations prescribed under section

336(e) extend the principles of section 338 to a sale of stock in a
foreign corporation, it is anticipated that those regulations will not
affect inappropriately the determination of source and of a taxpay-
er's foreign tax credit limitation. For example, it is not appropriate
to allow the conversion of foreign source passive income into over-
all limitation income on the sale of stock of a controlled foreign
corporation by means of an election under section 338. It is intend-
ed that regulations ensure that the objectives of the Act's foreign
tax credit limitation changes are preserved.
The bill's modification to section 338 is generally effective for

qualified stock purchases that occur after the date of the bill's in-

troduction. As it applies to elections under section 338(h)(10), how-
ever, the bill is effective for qualified stock purchases that occur
after June 10, 1987.
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7. Tax-exempt shareholders of DISCs (sec. 112(bb)(6) of the bill

and sec. 995 of the Code)

Present Law

A Domestic International Sales Corporation (DISC) is deemed to

distribute a certain portion of its income currently to its sharehold-
ers. Distributions of previously untaxed income of a DISC and cer-

tain amounts realized on disposition of DISC shares are taxable as
dividends. A DISC is not liable for U.S. tax.

Explanation of Provision

The bill provides generally that when a tax-exempt entity (such
as a qualified pension plan described in sec. 401(a) and exempt
From tax under sec. 501(a)) that is a shareholder of a DISC is

deemed to receive a distribution from a DISC, actually receives a
distribution from a DISC of previously untaxed income, or realizes

^ain from disposition of DISC shares which is treated as a dividend,
then that income is treated as derived from the conduct of an unre-
lated trade or business. This treatment prevents taxable entities

From seeking to exempt active business income from tax by assign-
ing it to their pension or profit-sharing plans. No expenses are al-

lowable as deductions against this unrelated business taxable
income. This provision is effective for taxable years beginning after

December 31, 1987.

5. Treatment of certain amounts previously taxed under section
1248 (sec. 112(bb)(7) of the bill and sec. 959 of the Code)

Present Law

A U.S. shareholder that sells stock in a controlled foreign corpo-
ration must include in income as a dividend its share of the corpo-
ration's earnings and profits accumulated since the corporation
rt^as controlled and that are attributable to the stock sold (sec.

1248). Except as provided as regulations, a sale of stock in a U.S.
[corporation that is formed principally to hold the stock of a con-
trolled foreign corporation is treated as a sale of the stock in the
controlled foreign corporation (sec. 1248(e)), thus requiring the
seller to recognize dividend income rather than capital gain.
Under the Tax Reform Act of 1984, a U.S. shareholder that pur-

chases stock from a U.S. shareholder in a controlled foreign corpo-
ration is allowed to treat distributions received from the corpora-
tion as previously taxed income to the extent of the dividend
income recognized by the seller (sec. 959(e)). Under this rule, a U.S.
shareholder that purchases stock in a U.S. corporation that is

Formed principally to hold the stock of a controlled foreign corpora-
tion is entitled to the previously taxed income treatment, even
though the U.S. corporation whose stock is sold is the actual share-
tiolder in the controlled foreign corporation.

Explanation of Provision

The bill provides that a purchaser of stock in a U.S. corporation
that is formed principally to hold the stock of a controlled foreign
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corporation will not receive previously taxed income treatment, but
|

that treatment will be accorded to the U.S. corporation whose stock '

was acquired where dividend treatment applies to the seller of'

stock in the U.S. corporation under section 1248(e). Thus, the U.S.
corporation can receive distributions from the controlled foreign

corporation and treat them as previously taxed income to the
extent of the dividend income recognized by the seller of stock in

the U.S. corporation. f

The bill's amendment is effective for transactions to which sec-
^

tion 1248(e) applies and that occur after December 31, 1986.

9. Shared Foreign Sales Corporation (FSC) (sec. 112(bb)(8) of the
bill and sees. 922, 924, 927 of the Code)

Present Law

A foreign sales corporation (FSC) may have up to 25 sharehold-

,

ers, but may not have any preferred stock.

Explanation of Provision

In general, each separate account maintained by a "shared FSC"
is treated as a separate corporation for income tax purposes. A
shared FSC is any foreign sales corporation that maintsdns a sepa-
rate account for transactions with each shareholder (and persons
related to such shareholder) that bases its distributions to each
shareholder on the amounts in the separate account maintained
with respect to each shareholder, and meets such other require-

ments as the Secretary may prescribe. The treatment of each sepa-
rate account of a shared FSC as a separate corporation does not
apply, however, for certain corporate-level requirements for FSC
status, for the foreign presence requirements, for the determina-
tion whether a FSC is a small FSC, and for such other purposes as
the Secretary may prescribe. This provision is effective as if includ-

ed in the Deficit Reduction Act of 1984,



XIII. TAX-EXEMPT BOND PROVISIONS

(Sec. 113 of the bill, sees. 1301, 1302, and 1311-1318 of the Reform
Act, and sees. 25, 103, and 141-150 of the Code)

1. QualiHed small-issue bonds

Present Law

Allowance ofpost-sunset date refundings

Qualified small-issue bonds may be issued to finance manufactur-
ing facilities through December 31, 1989. Authority to issue quali-

fied small-issue bonds for nonmanufacturing facilities expired after

December 31, 1986.

The Reform Act allows qualified small-issue bonds issued after

August 15, 1986, to be refunded after the applicable sunset date of
authority to issue the type of bond involved, if

—

(a) the refunding bond has a maturity date not later than that of
the refunded bond;

(b) the amount of the refunding bond does not exceed the out-

standing amount of the refunded bond;
(c) the interest rate on the refunding bond is lower than the in-

terest rate on the refunded bond; and
(d) the net proceeds of the refunding bond are used to redeem the

refunded bond not later than 90 days after the date of issuance of
the refunding bond.
No comparable provision was contained in the 1954 Code which

governs such refundings of bonds originally issued before August
16, 1986. {See, Reform Act sec. 1313(a).)

$40-million-per-beneficiary limit

Interest on small-issue bonds is not tax-exempt if the aggregate
face amount of exempt-facility and qualified small-issue bonds (in-

cluding equivalent prior-law IDBs) allocated to any beneficiary of
the small-issue bonds exceeds $40 million. An exception to this rule
is provided for certain current refundings of qualified small-issue
bonds, under the same conditions as apply to post-sunset date re-

fundings of such bonds (as described above). ^

Explanation of Provisions

Allowance ofpost-sunset date refundings

The bill clarifies that post-sunset date current refundings (includ-

ing a series of such refundings) of qualified small-issue bonds (in-

cluding small-issue IDBs), which bonds are originally issued before

' In the case of refundings of bonds originally issued before August 16, 1986, the 90-day limit
on completing a refunding is reduced to 30 days. See, Title XVIII of the Reform Act.

(333)
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the applicable sunset date for the type of small-issue bond involved,

qualify for tax-exemption, without regard to whether the refunded
(original) bonds were issued before August 16, 1986, and without
regard to the requirement included in the Reform Act that the in-'

terest rate on the refunding bonds be lower than the rate on re-«

funded bonds. Such refundings of bonds originally issued after
^

August 15, 1986, are permitted under sec. 144(a)(12) of the 1986
Code, as modified by the bill. Refundings of bonds originally issued
before August 16, 1986, are permitted"under a parallel rule which
is added by the bill to the 1954 Code. Under this latter rule, bonds
may qualify to be refunded if they could have been originally'

issued on August 15, 1986 (e.g., the "substantially all" (90 percent)
requirement of the 1954 Code applies rather than the new 95 per-

cent use requirement).
Post-sunset date refundings of qualified small-issue bonds are

permitted under the bill provided that

—

(a) the average maturity date of the issue of which the refunding
bond is a part does not exceed the average maturity date of the
bonds being refunded by such issue, ^

(b) the amount of the refunding bond does not exceed the out-

standing amount of the refunded bond, and
(c) the net proceeds of the refunding bond are used to redeem the

refunded bond not later than 90 days after the date of issuance of
the refunding bond.^
As indicated above, the bill replaces the limitation on the matu-

rity of each refunding bond, contained in the Reform Act, with a
limitation on the average maturity of the refunding issue (as com-
pared to the average maturity of the refunded bonds). However, the
bill provides that any refunding bond issued before July 1, 1987,

which complied with the requirement as contained in the Reform
Act, is treated as satisfying the new requirement.
The bill also extends the 1954 Code sunset date for small-issue

IDBs for manufacturing facilities, from December 31, 1988, to De-
cember 31, 1989. This change permits bonds for manufacturing fa-

cilities which were issued before August 16, 1986 to be refunded
through December 31, 1989, without regard to the special limita-

tions (described above) that apply to post-sunset date refundings.

$40-million-per-beneficiary limit

In conjunction with the amendments described above, the bill

makes conforming changes to the refunding exception from the
$40-million-per-beneficiary limit on qualified small-issue bonds.
Thus, for purposes of this exception also, the weighted average ma-
turity of the refunding bonds is compared to that of the refunded
bonds, and the requirement that the refunding bonds have a lower
interest rate than the rate on the refunded bonds is deleted. The
bill further clarifies that a series of refundings may qualify under
this exception. As under the rules for post-sunset date refundings,

^ Average maturities, for this purpose, are determined in the same manner as for purposes of
the limitation on private activity bond maturity to 120 percent of the economic life of the prop-
erty being financed.

' The bill increases this period from 30 days to 90 days for refundings of bonds originally

issued under the 1954 Code to conform the rules for all post-sunset date refundings of small-
issue bonds.
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refunding bonds issued before July 1, 1987, which compUed with
the maturity requirement as contained in the Act, are treated as
meeting the new requirement.

2. Student loan bonds

Present Law

Tax-exemption is authorized for interest on quahfled student
loan bonds, including bonds issued in connection with the Federal
GSL and PLUS programs and certain State supplemental student
loan programs. Bonds issued in connection with the Federal GSL
and PLUS programs must be used to finance loans that are both (1)

guaranteed by the Department of Education and (2) eligible for stu-

dent assistance (SAP) payments (unless such payments are preclud-

ed solely by virtue of the tax-exempt status of the bonds). Addition-
ally, the interest charged to student borrowers must be restricted

as provided in the Higher Education Act of 1965. Bonds that meet
some, but not all, of these requirements (e.g., bonds the proceeds of
which are used to make student loans that receive Federal guaran-
tees, but for which SAP payments are not available) may in certain
cases not meet the definition of State supplemental student loan
bonds and therefore may not qualify for tax exemption.

Explanation of Provisions

The bill clarifies that student loan bonds that fail to satisfy some
but not all of the requirements of Title IV of the Higher Education
Act of 1985 may be issued under the exception for State supple-
mental student loan bonds, provided that the bonds otherwise satis-

fy all requirements applicable to tax-exempt supplemental student
loan bonds.
The bill clarifies that an issue may not qualify as an issue of

qualified student loan bonds if the issue satisfies the trade or busi-

ness use and security interest tests contained in the Reform Act
(Code sees. 141(b)(1) and (2)). For purposes of this provision, "use"
by a section 501(c)(3) educational institution solely by reason of its

administration of a student loan program does not affect the tax-

exempt status of an issue, provided such use does not constitute an
unrelated trade or business of the institution.

3. Qualified 501(c)(3) bonds

Present Law

Present law permits tax-exemption for interest on bonds to bene-
fit section 501(c)(3) organizations (qualified 501(c)(3) bonds). The
Reform Act provides that no more than $150 million of such bonds
(other than hospital bonds) may be outstanding with respect to any
section 501(c)(3) organization at any time. The tax-exempt status of
bonds issued before August 16, 1986, is not affected by the provi-

sion; however, such bonds count in applying the provision to bonds
issued after August 15, 1986.

In the case of pre-August 16, 1986 bonds, only the nonhospital
portion of a mixed-use bond counts toward the $150-million limita-

tion. Whether such allocations are permitted for mixed-hospital/
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nonhospital-use bonds issued after August 15, 1986, is not specified

in the Reform Act.

Explanation of Provisions

The bill clarifies that the proportional allocation rule included in

the $150-million-per-beneficiary limit for qualified 501(c)(3) bonds,
for mixed-hospital/nonhospital-use issues, applies to bonds issued
after August 15, 1986, as well as to bonds issued before August 16,

1986.

The bill also adds a statutory reference clarif3dng that related
party rules, similar to those applied for purposes of the $40-million-

per-beneficiary limitation on qualified small-issue bonds, are to

apply under the $150-million limitation.

4. Mortgage revenue bonds and mortgage credit certincates

Present Law

Under present law, authority to issue qualified mortgage bonds
terminates after December 31, 1988. Before enactment of the
Reform Act, this termination date was December 31, 1987. These
bonds may not be refunded after expiration of authority to issue

them.
Current refundings (including a series of refundings) of qualified

mortgage bonds originally issued before August 16, 1986, remain
subject to the 1954 Code. {See, Reform Act sec. 1313(a).) Thus, bonds
originally issued before August 16, 1986, may not be refunded after

December 31, 1987.

The Reform Act generally amends the provisions governing issu-

ance of mortgage credit certificates (MCCs) to parallel the qualified

mortgage bond provisions. However, the Reform Act inadvertently
retained the 1987 termination date for the MCC program, rather
than extending it to parallel the 1988 termination of authority to

issue qualified mortgage bonds.

Explanation of Provisions

The bill extends the 1954 Code sunset date for qualified mortgage
bonds from December 31, 1987, to December 31, 1988, to parallel
the 1988 sunset contained in the 1986 Code. This permits qualified

mortgage bonds issued before August 16, 1986, to be refunded
through December 31, 1988.

Authority to elect to issue mortgage credit certificates is ex-

tended through December 31, 1988, to parallel the qualified mort-
gage bond expiration date.

5. Private activity bond volume limitation

Present Law

Subject to certain exceptions. State volume limitations are im-
posed on the issuance of (a) private activity bonds and (b) the pri-

vate use portion (in excess of $15 million) of governmental issues.

Bond volume authority generally may be allocated only to facilities

located within the State making the allocation. Under a limited ex-

ception, volume authority may be allocated to private activity

I
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)onds for out-of-State water-furnishing, sewage and solid waste dis-

)osal, and qualified hazardous waste disposal facilities, if the issuer

!stablishes that the State's share of the use (or output) of the facili-

y will equal or exceed its share of the private activity bonds issued

o finance the facility.

State volume authority may be carried forward for up to three

'^ears for certain specified purposes.

Explanation of Provision

The bill expands the circumstances in which State volume au-

hority may be allocated to certain out-of-State facilities to permit
uch allocations for out-of-State facilities financed with governmen-
al bonds, the private use portion of which exceeds $15 million, if

he governmental facilities (a) are equivalent to any of the catego-

ies for which out-of-State allocations are permitted in the case of

>rivate activity bonds (i.e., water-furnishing facilities, sewage and
olid waste facilities, and qualified hazardous waste disposal facili-

ies), or (b) are governmental output facilities financed with tax-

xempt bonds.^
Allocations with respect to governmental bonds are permitted
nly if the State's share of the use (or output) of the private use
•ortion of the bond-financed facility equals or exceeds the State's

hare of volume authority allocated to the facility. Further, unlike
he general rule that bond volume authority may not be allocated

an issuer that is not within or subordinate to the same State as

he issuer, these allocations may, in certain cases, be made to an-

ther State. For example, assume that a governmental power gen-

ration facility is located in Nevada, but is owned by a California

tiunicipality. Assume further that the California municipality
3sued bonds to be advance refunded, but that the private use por-

ion of those bonds is attributable to use by an investor-owned utili-

y in Nevada. In such a case, Nevada may allocate its bond volume
uthority to the California municipality's advance refunding issue

ti an amount sufficient to cover the Nevada private use of the re-

unded (and thereby refunding) bonds.

. Public approval requirement for private activity bonds

Present Law

In order for interest on a private activity bond to be tax-exempt,
1 public hearing must be held and issuance of the bonds approved
•y an elected public official or legislative body. (Alternatively, issu-

ince of the bonds may be approved by a voter referendum.) Subject
certain exceptions, this requirement must be satisfied by the

;overnmental unit issuing the bonds (or on behalf of which the
londs are issued) and all other jurisdictions in which the bond-fi-

lanced property (or any part of it) is located.

* Because of the limitation to $15 million per facility for private use financing for these
utput facilities, this provision will only apply to advance refundings of such bonds originally

sued before September 1, 1986.
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Explanatioti of Provision

The bill clarifies that, in the case of qualified scholarship fundi
j

bonds, the public approval requirement for private activity bonds 3

to be satisfied by a governmental unit which requested organi; -

tion of the qualified scholarship funding corporation, or request I

it to exercise power. In the case of such a corporation requested t

act by more than one local governmental unit, the public approv
requirement also may be satisfied by the State in which the corf

ration operates. {See, sec. 150(d)(2)(B).)

The bill further includes a special rule for cases where the offi

of the elected official responsible for approving issuance of priva

activity bonds is vacated (e.g., by reason of death). In such a case,

successor appointed by the chief executive officer of the State aifi

approved by the legislative body of the State (if any) may approv
issuance of bonds until a new election for the office is held with,

new elected official thereafter taking office.

7. Limitation on bond-financing of issuance costs
\

Present Law ^

At least 95 percent of the proceeds of each issue of private acti\-

ty bonds must be used for the exempt purpose of the issuj

Amounts used to finance any costs of issuance are not treated ^
spent for the exempt purpose of the borrowing. Thus, these cost

may be financed only from the so-called 5-percent "bad money
portion of an issue. Additionally, the amount of private activit

bond proceeds that may be used to finance costs of issuance othe
than such costs attributable to financing of credit enhancemer
fees eligible for special treatment under the arbitrage restriction

is limited to two percent of the aggregate face amount of the issue

(For mortgage revenue bond issues not exceeding $20 million, thi

2-percent limit is increased to 3.5 percent.)

Explanation of Provision

The bill clarifies that the 2-percent (3.5-percent) limitation o:

bond-financing of certain private activity bond issuance costs is aj

plied to the proceeds, rather than the aggregate face amount, of a:

issue. Thus, no more than 2 percent (3.5 percent) of the proceeds c

a private activity bond issue may be used to finance most issuance

related costs.

This provision is effective for bonds issued after June 30, 1981

8. Arbitrage requirements

Present Law

General restrictions

The Reform Act continued and expanded general restrictions oi

the ability to invest bond proceeds at yields materially higher thai

the yield on the issue. In addition, the Act expanded the types o

investments subject to the arbitrage restrictions from securitie
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generally to all investment-type property.^ The term investment
property does not include tax-exempt bonds.
The Treasury Department is authorized specifically to adopt all

regulations that are "necessary or appropriate to carry out the pur-

poses" of the Code arbitrage restrictions (sec. 148(i)). Similar broad
regulatory authority was granted under the 1954 Code (sec.

103(c)(7)). Treasury Department regulations and rulings issued pur-
suant to this regulatory authority define the term proceeds for pur-

poses of both prior and present law and provide that certain

amounts are to be treated as proceeds. These regulations restrict,

inter alia, transactions involving sinking funds where bond pro-

ceeds are used to "replace" the amounts invested (either before or

after issuance of the bonds) as part of the sinking fund. Similar
treatment applies to funds that are pledged to pay debt service on
an issue and, thus, are "replaced" by proceeds of the issue. See,

e.g., Treas. reg. sec. 1.103-13(g).

In a recent case, City of Tucson v. Commissioner, 820 F. 2d 1283
[D.C. Cir., 1987), the Court of Appeals for the D.C. Circuit held
Treas. Reg. sec. 1.103-13(g) to be invalid. The court further cast

doubt on other provisions of Treasury regulations and the holdings
of several revenue rulings issued by the Internal Revenue Service
regarding replacement funds and artifices and devices. {See, e.g.,

Footnotes 49, 50, 51, 52, and 54 of the court's opinion.) This case was
decided under the 1954 Code, but the court indicated that the regu-
lations also might be invalid under the 1986 Code. (On September
24, 1987, the court denied a Treasury Department petition to dis-

miss the case as moot because of enactment of the 1986 Code.)

General requirement to rebate arbitrage profits

Issuers of all tax-exempt bonds are required to rebate certain ar-

Ijitrage profits earned on nonpurpose investments acquired with
jross proceeds of the bonds.® The amount required to be rebated is

determined, and paid, on an issue-by-issue basis. Ninety percent of
the rebate required with respect to any issue must be paid at least

Dnce each five years, with the balance being due no later than 60
days after retirement of the issue.

Rebate safe-harbor for certain TRAN financings

Arbitrage profits are not required to be rebated with respect to

in issue if all gross proceeds are expended for the governmental
purpose of the issue within 6 months of the issue date. The Reform
A.ct provides a special "safe harbor" for applying this exception to

tax and revenue anticipation notes (TRANs). Under this safe

liarbor, if during the six-month period after the issue date, the cu-

mulative cash-flow deficit of the governmental unit using the
FRAN proceeds exceeds 90 percent of the aggregate face amount of
the issue, all net proceeds of the TRAN issue (and any earnings

^ In general, property is investment-type property in any case where it is held as a passive
.vehicle for the production of income. Thus, ownership of the physical assets of a commercial or
ndustrial facility may, due to the purpose for which the facility is held, be investment-type
sroperty subject to yield restriction in the same manner as ownership of securities.

® Because tax-exempt bonds do not constitute investment property, no rebate is required when
such bonds are purchased as a nonpurpose investment.
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thereon) are deemed to have been spent for the purpose of th
issue.

Special exception from rebate for small governmental units

The Reform Act provides a further exception to the rebate rd
quirement for bonds issued by a governmental unit having genera
taxing powers, if (a) 95 percent or more of the net proceeds of thi^

issue are to be used for local governmental activities of the issuing

governmental unit (or a governmental unit entirely within the ju
risdiction of the issuing governmental unit), and (b) the governmem
tal unit reasonably expects to issue no more than $5 million of tax
exempt bonds during the calendar year in which the issuanci

occurs. In determining whether an issuer reasonably expects tt

exceed the $5-million limitation, bonds issued by the issuing gov
ernmental unit and all entities that are subordinate to it under ap
plicable State or local law are counted. Private activity bonds arf
not counted toward the limit and do not qualify for this exception"

For bonds issued and refunded during the same calendar yearj

only the proceeds of the refunding issue are taken into account foij

purposes of the $5 million dollar limit. This provision does not
apply to advance refundings.
The Reform Act is unclear as to the eligibility for this exceptioni

of bonds issued by subordinate units to governmental units with[

general taxing powers.

Exception for certain qualified student loan bonds

The Reform Act provides a limited transitional exception to the^

rebate requirement for qualified student loan bonds issued beforei

January 1, 1989, in connection with the Federal GSL and PLUS'
programs. Under this exception, the rebate requirement does notj

apply to amounts earned from investing bond proceeds during an"
initial 18-month temporary period if

—

(a) the earnings are used to pay costs of issuance financed with"
the bonds; or

(b) the earnings are used to pay administrative costs of the stu-

1

dent loan program attributable to the issue and the costs of carry-

1

ing the issue, but only to the extent that the proceeds of the issue i

are used to make or finance qualified student loans before the end
of the 18-month temporary period.

This exception applies only to the extent issuers are not other-
wise reimbursed for these costs.

Explanation of Provisions

General restrictions

The bill enacts into positive law the provisions of Treasury regu-
lation sec. 1.103-13(g) regarding sinking funds. Under this provi-

sion, these regulations are to apply to all bond issues, under both
the 1954 Code and the 1986 Code, in the same manner as originally
provided when Treasury adopted the regulations. The bill includes
this unusual provision to eliminate any ambiguity caused by the
Court of Appeals decision in the City of Tucson case.

The bill further deletes and re-inserts the term "necessary" in

the specific regulatory authority granted the Treasury Department
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inder the arbitrage restrictions. This amendment is intended to
clarify that Treasury's regulatory authority is to be interpreted
)roadly, rather than in a Hteral, dictionary manner as was done by
he Court of Appeals in the City of Tucson case. That regulatory
luthority is intended to permit Treasury to eliminate any devices
lesigned to promote issuance of bonds either partially or wholly as
nvestment conduits in violation of the provisions adopted by Con-
fess to control such activities and to limit the issuance of tax-
ixempt bonds to amounts actually required to fund the activities

or which their use specifically has been approved by Congress,
further, that regulatory authority is intended to permit Treasury
adopt rules (including allocation, accounting, and replacement

ules) necessary or appropriate to accomplish the purpose of the ar-

itrage restrictions, which is to eliminate significant arbitrage in-

entives to issue more bonds, to issue bonds earlier, or to leave
onds outstanding longer.

)ue date of final rebate payments

The bill provides a special rule for determining the due date of
he final installment of rebate payments in the case of certain
hort-term governmental financings. Under this rule, a series of
5sues that are redeemed during a 6-month period (or such longer
eriod as the Treasury Department may prescribe) are to be treat-
d, at the election of the issuer, as one issue, provided that no bond
^hich is part of any issue in the series (a) has a maturity of more
tian 270 days or (b) is a private activity bond. Each six-month
eriod begins on the date on which the first obligation of the series
! issued, or if later, September 1, 1986.

'Xception for certain TRAN financings

The bill clarifies that the expenditure determination for the
safe harbor" exception to the rebate requirement for certain t£ix

r revenue anticipation notes (TRANs), is determined by reference
) the proceeds, rather than the aggregate face amount, of an issue,

hus, under the clarification, net proceeds of an issue are treated
5 expended for the governmental purpose of the issue on the first

ay (after the date of issuance) on which the cumulative cash flow
eficit to be financed by the issue exceeds 90 percent of the issue
roceeds.

This provision is effective for bonds issued after June 30, 1987.

'xception for small governmental units

Aggregation of entities

Under the Reform Act, bonds of a governmental unit with gener-
1 taxing powers may qualify for the special exception from arbi-
•age rebate only if the governmental unit and all subordinate en-
ties reasonably expect to issue no more than $5 million of tax-
sempt bonds (other than private activity bonds) during the calen-
ar year. The bill clarifies the reference to subordinate entities
)ntained in the Reform Act to provide that issuers are to be ag-
regated, for purposes of applying the $5-million limitation, as fol-

tws:
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(a) An issuer, and all entities which issue bonds on behalf of tha
issuer, are to be treated as one issuer.

(b) If one issuer is subordinate to another entity, but does no
issue bonds on behalf of the other entity, bonds issued by the subor
dinate entity are to be taken into account in applying the $5-mil
lion limitation to such other entity.

(c) Any entity that is formed or, as provided in Treasury regula
tions, availed of to avoid the purposes of the $5-million limitation

and all other entities purporting to benefit from such a device are

treated as one issuer.

Treatment of refundings

The bill clarifies that current refunding bonds are not considerec

in determining whether an issuer otherwise qualifies for the small-,

issuer rebate exception provided the amount of the refunding issut

does not exceed the outstanding (redeemed) principal amount oi!

the refunded bond. Advance refunding bonds are considered in de^
termining whether an issuer reasonably expects to issue $5 millioni

or more in bonds in the same manner as new money bonds. i

Refunding bonds (both current and advance) are themselves eligi-<

ble for this exception from rebate only if (a) the refunded bondi

qualified for, and was taken into account under, the $5 million ex-'

ception when issued,"^ (b) the aggregate face amount of the issue of
which the refunding bond is a part does not exceed $5 million, (c)

except in the case of refunded issues having a weighted average
maturity of 3 years or less, the weighted average maturity of the'

refunding bonds does not exceed the weighted average maturity of

the refunded bonds, and (d) no bond which is part of the refunding
issue has a maturity in excess of 30 years (measured from the date
of issuance of the original bonds).

Bonds issued by certain entities subordinate to governmental
units with general taxing powers

The bill clarifies that governmental units with general taxing
powers may, in certain cases, allocate to a subordinate entity part
or all of the $5 million amount of governmental bonds they may
issue in a calendar year. To qualify, the subordinate entity may not
issue bonds in excess of the amount that could be issued if the allo-

cating entity had directly issued the bonds. Additionally, the alloca-

tion must bear a reasonable relationship to the benefits received by
the allocating governmental unit with general taxing powers.
(Amounts allocated to subordinate entities, of course, reduce the
aggegate amount of bonds that the entity making the allocation
may issue directly, or through other subordinate entities, while re-

maining qualified for the small-issuer rebate exception.)
All allocations must be made in advance of issuance of the bonds,

and once made, the allocations are irrevocable. Further in the case
of entities subordinate to more than one allocating governmental
unit with general taxing powers, only the proportionate part of the
bonds represented by the benefit received by each allocating gov-

^ Bonds issued before September 1, 1986, that would have qualified for the exception when
issued had the new arbitrage restrictions applied to the issue of which they were a part are
treated as satisfying this requirement.
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ernmental unit be treated as issued by that unit provided alloca-

tions satisfying the criteria above are made in advance of issuance.
Absent qualifying allocations, the entire amount of the bonds
issued by such multi-jurisdictional issuers will be treated as issued
by each governmental unit to which the issuer is subordinate.

Effective date

The amendments to the small governmental unit rebate excep-
tion apply generally to bonds issued after June 30, 1987. A special
rule is provided permitting governmental units qualifying for the
exception to elect to treat the amendments as if included in the
Tax Reform Act of 1986 (i.e., as applying to bonds issued after
August 31, 1986).

Exception for certain qualified student loan bonds

The Reform Act provides a transitional exception from the
rebate requirement for temporary period earnings of certain quali-
fied student loan bonds, which earnings are used to pay otherwise
unreimbursed costs. The bill clarifies that (a) amounts paid by stu-

dent loan borrowers as interest are not to be taken into account in
determining whether an issuer is reimbursed for costs under this
provision, and (b) in the case of bonds eligible for this rebate excep-
tion, except as provided otherwise in future Treasury regulations,
amounts earned under the exception also may be taken into ac-

count in determining yield on the student loans (i.e., interest pay-
ments by student borrowers at rates generally established by the
U.S. Department of Education for GSL and PLUS bonds, may con-
tinue to be treated as reimbursement for administrative expenses
under present Treasury regulations).

Tax-exempt bonds treated as investment property

The bill deletes the rule allowing proceeds of governmental
bonds and qualified 501(c)(3) bonds ("non-AMT bonds") to be invest-
ed in private activity bonds (other than qualified 501(c)(3) bonds)
("AMT bonds") without regard to otherwise applicable arbitrage
yield restrictions. Thus, as with investment in taxable securities,
non-AMT bond proceeds may not be invested in materially higher
yielding AMT bonds except during permitted temporary periods or
as part of a reasonably required reserve or replacement fund
unless the investments comprise a permitted minor portion of the
bond proceeds (sec. 148(c), (d), and (e)).

As a consequence of this amendment, the definition of nonpur-
pose investment (for purposes of the arbitrage rebate requirement)
also is expanded to include AMT bonds acquired with the gross pro-
ceeds of an issue of non-AMT bonds. Thus, unless the gross pro-
ceeds of such a non-AMT issue are spent for the governmental pur-
pose of the borrowing within six months after bonds are issued or
the bonds are not subject to the rebate requirement because of the
$5 million small-issuer exception, the arbitrage rebate requirement
applies to the gross proceeds of the issue. Under the bill, therefore,
the rebate requirement applies to an issue of non-AMT bonds if the
proceeds are invested in AMT bonds with a purpose of realizing ar-
bitrage profits since obligations acquired for such a purpose are
nonpurpose investments. See, Treas. Reg. 1.103-13(b)(4)(iv)(A).
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These provisions of the bill apply to bonds issued after March 31,

1988. No inference is intended by the adoption of this prospective
effective date that the interest on non-AMT bonds issued before)
AprU 1, 1988, -is tax-exempt where proceeds of the issue are invest-|

ed in AMT bonds for arbitrage profit (other than during permitted J

temporary periods, as part of a reasonably required reserve or re-

J

placement fund or minor portion, or as part of an advance refund-

,

ing escrow account). For example, it is understood that Treasury
has been requested to review the tax-exempt status of some recent

,

non-AMT issues where only an insignificant portion of the bond)
proceeds were to be spent directly to finance governmental activi-

ties, with the remainder being invested in AMT bonds to realize ar-

bitrage profit. Treasury may achieve a substantive result similar to

,

that provided by these technical amendments in cases such as

"

these if it concludes that such issues are taxable under the over-^

issuance restrictions of present law, as reserve or replacement funds i

in excess of the maximum allowable size for such funds under ^

present law, or because of other violations of present-law rules.
]

9. Prohibition of Federal guarantees i

Present Law

Interest on Federally guaranteed bonds does not qualify for tax- ^

exemption. An exception is provided (inter alia) for any guarantee
'

by the Bonneville Power Authority pursuant to the Northwest
Power Act (16 U.S.C. sec. 839d), as such provision was in effect on
July 18, 1984, if the bonds are issued before July 1, 1989.

The District of Columbia generally is not treated as a U.S. in-

strumentality for purposes of the Federal guarantee prohibition,

and accordingly is permitted to issue tax-exempt obligations. The
District is however treated as a U.S. instrumentality in the case of
certain private activity bonds. Under the Act, these include
exempt-facility, qualified small-issue, student loan, and qualified

redevelopment bonds, if such bonds are secured other than as reve-

nue bonds.

Explanation of Provision

The bill clarifies that the exception to the Federal guarantee pro-

hibition for any guarantee by the Bonneville Power Authority pur-
suant to the Northwest Power Act (16 U.S.C. sec. 839d), as such act
was in effect on July 18, 1984 (i.e., the date of enactment of the Tax
Reform Act of 1984), is a permanent provision.
The bill further clarifies that issuance of qualified redevelopment

bonds by the District of Columbia is not precluded by the prohibi-

tion on Federal guarantee of tax-exempt bonds solely by virtue of a
pledge of tax security as required for such bonds under the Code.

10. Change in use rules

Present Law

Under the Reform Act, deductions for interest and certain other
charges are denied if property financed with private activity bonds
is used in a manner not qualifying for tax-exempt financing with
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le type of bond involved at any time before the bonds are re-

Bemed. Interest deductions may again be claimed once use of the
roperty reverts to a use qualifying for tax-exempt financing.^

The legislative history accompanying the Reform Act provides
lat the change in use penalties apply to property financed with
nail-issue bonds as well as to other private activity bonds. Addi-
onally, that legislative history states that a change in use result-

ig in loss of interest deductions occurs in the case of small-issue

jnds if the special $10 million capital expenditure limit applicable
> those bonds is violated.

Explanation of Provision

The bill clarifies that users of qualified small-issue bond pro-

;eds, like users of the proceeds of other private activity bonds, are
ibject to the new change in use penalties. The bill codifies the
lie that a change in use of facilities financed with qualified small-
sue bonds is deemed to occur if post-issuance capital expenditures
isult in the $10-million small-issue size limitation being violated

5 well as when bond-financed facilities are used in a manner spe-

fically prohibited by the Code.
The bill further clarifies that denial of interest deductions on
isidences financed with mortgage revenue bonds ceases if the
)using is again used as a principal residence of the mortgagor.
Multifamily residential rental property bonds.—The bill clarifies

lat a prohibited change in use of property financed with multi-
mily residential rental property bonds issued before August 16,

)86 (or such bonds issued pursuant to sec. 1311 or 1317 of the
eform Act), does not occur when the bonds are refunded after

ugust 15, 1986, solely because the property continues to meet the
•ior-law low-income set-aside requirement (as opposed to the re-

sed set-aside rules of the Reform Act).

• Bonds issued by certain volunteer fire departments

Present Law

Certain volunteer fire departments are qualified to issue tax-

:empt bonds for specified purposes, notwithstanding that the fire

apartments may not be governmental units (or acting on behalf of
ich units) within the meaning of the Code and Treasury Depart-
ent rules. The Reform Act does not specify whether these bonds
•e private activity bonds.

Explanation of Provision

The bill clarifies that bonds issued by certain volunteer fire de-
irtments (sec. 150(e)) are treated as private activity bonds only for

irposes of the public approval requirement and the prohibition on
ivance refunding of private activity bonds. ^ (These bonds are
eated as governmental bonds for all other Code purposes.)

' The Reform Act is unclear as to the applicability of this rule to housing financed with mort-
ge revenue bonds.
' Qualified volunteer fire departments are treated as subordinate entities acting on behalf of
3 sponsoring governmental unit for purposes of sec. 148(f)(4)(C).
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This extension to these bonds of the public approval requiremei
and the prohibition on advance refundings is effective for bon(

issued after June 30, 1987.

12. Bonds issued under certain State prog^rams

Present Law

The Reform Act authorizes tax-exemption for interest on bone

issued as part of the Texas Veterans' Land Bond Program, tl

Oregon Small Scale Energy Conservation and Renewable Resounl
Loan programs, and the Iowa Industrial New Jobs Training PrJ

gram. The Reform Act permits annual bond volume authority to h|

carried forward for most purposes for which private activity bonc^

may be issued. Carrj^orwards of annual bond volume authority at
not addressed for bonds issued pursuant to these four programs. ^

Explanation of Provision
^

The bill clarifies that bonds issued under the Texas Veterans
Land Bond Program, the Oregon Small Scale Energy Conservatio
and Renewable Resource Loan programs, and the Iowa Industrie

New Jobs Training Program qualify for carryforward election

under the applicable private activity bond volume limitations, bf

ginning with elections for the calendar year 1987 volume limitE

tions. Further, the bill clarifies that bonds issued under the low.

program are treated as satisfying the limitation on bond maturit;

to 120 percent of the economic life of the assets financed, if th^

weighted average maturity of the issue does not exceed 20 years

13. Issuance of tax-exempt bonds by U.S. possessions

Present Law

Both prior law and the Reform Act permitted U.S. possessions h
issue tax-exempt bonds where applicable organic Acts in conjunc
tion with other provisions of U.S. law permitted such issuance. Th(

Reform Act deletes, as deadwood, the term "Territory" from th(

the list of qualified issuers of tax-exempt bonds since the only Ter
ritories of the U.S. in recent history are now the States of Alaskj
and Hawaii. Bonds issued by U.S. possessions are subject to al

Code requirements that would apply if the bonds were issued by o:

on behalf of ^ ° States or local governments.

Explanation of Provision

The deletion of the word "Territory" from the list of qualified is

suers of tax-exempt bonds had no effect on the ability of U.S. pos
sessions {e.g., Puerto Rico, the Virgin Islands, American Samoa, an
Guam) to issue tax-exempt bonds since those entities continue to b
U.S. possessions for this purpose and are not Territories.

»» See, Treas. reg. sec. 1.103-l{b); Rev. Rul. 63-20, 1963-1 C.B. 24; and Rev. Proc. 82-26, 1982-

C.B. 476.
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14. Effective dates

Present Law

Mortgage credit certificate (MCC) targeting rules

The amendments to the mortgage credit certificate (MCC) target-

ing rules made by the Act apply to MCCs issued to qualifying
homebuyers after August 15, 1986.

Rebate requirement for qualified veterans ' mortgage bonds

Under the Act, the extension of the rebate requirement to all

tax-exempt bonds generally applies for bonds issued after August
31, 1986 (in the case of certain bonds that were governmental
bonds under prior law) or December 31, 1985 (in the case of most
other bonds). A special effective date applies in the case of bonds
used to fund certain pools. There is no general transitional excep-
tion to this requirement.

Prohibition of advance refunding ofpension arbitrage bonds and
bonds violating investment-type property restriction

The Act expands the arbitrage yield restrictions to apply to, inter

alia, investments in annuity-type contracts (e.g., pension arbitrage
bonds) and all other investment-type property. The restriction on
annuity contract investments applies to bonds (including refunding
bonds) issued after September 25, 1985. Otherwise, the expansion of
the arbitrage restrictions of "all investment-type property" applies
to bonds (including refunding bonds) issued after August 15, 1986
(August 31, 1986, in the case of certain governmental bonds, de-

fined as under prior law).

Prohibition of abusive devices in connection with advance refund-
ings

The Act prohibits the use of any device intended to produce arbi-

trage profits in connection with an advance refunding, effective

with respect to bonds issued after December 31, 1986. No inference
was intended by this prospective date that such devices were per-
mitted before enactment of the Act.

Repeal of qualified mortgage bond policy statement requirement

Under prior law, issuers of qualified mortgage bonds and MCCs
were required to submit to the Treasury Department annual state-

ments explaining their policies in distributing bonds and credits.

The Act repealed this requirement.

Restrictions on use of income of qualified scholarship funding cor-

porations

The Reform Act provides that income of qualified scholarship
funding corporations must be used for the purchase of additional
student loan notes or paid over to the United States. Prior law had
provided for payment to the State or local governmental unit char-
tering the corporation in lieu of payment to the United States. The
Reform Act inadvertently omitted a separately stated effective date
for this provision.
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Explanation of Provisions

Mortgage credit certificate (MCC) targeting rules

The bill clarifies that the amendments to the MCC targeting

rules are effective with respect to elections to trade-in qualifiec

mortgage bond authority for authority to issue MCCs, which elec

tions are made after August 15, 1986. Thus, credits for which elec

tions to trade-in bond authority had been made before August 16

1986, but which are actually distributed after that date, continue tc

be subject to the prior-law targeting rules.
j

Rebate requirement for qualified veterans' mortgage bonds I

The bill clarifies that the arbitrage rebate requirement applies tol

current refundings of qualified veterans' mortgage bonds issued

before August 16, 1986, if such refunding bonds are issued after

June 30, 1987.

Prohibition of advance refunding ofpension arbitrage bonds and \

bonds violating investment-type property restriction

The bill clarifies that the arbitrage restriction on investment im
annuity contracts prohibits advance refundings (as well as new.
issues) of so-called "pension bonds" after June 10, 1987. Advance^
refunding of such bonds issued under specific transitional excep-
tions also is prohibited.

The bill further clarifies that the provision expanding the arbi-

trage restrictions to all "investment-type property" applies to ad-

vance refunding bonds issued after October 16, 1987.

Prohibition of abusive devices in connection with advance refund-

ings

The bill clarifies that the Reform Act's prohibition on abusive de-

vices in connection with advance refundings applies to bonds issued

after August 31, 1986. As provided in the legislative history accom-
pan3ring the Reform Act, no inference is intended that these de-

vices were permitted under prior law.

Information reporting and public approval requirements

The bill clarifies that the extensions of the information reporting
requirement to all bonds and of the public approval requirement to

all private activity bonds apply to bonds issued after December 31,

1986. Bonds that were subject to these requirements under prior

law continued to be so subject if issued between August 15, 1986,
and January 1, 1987.

Repeal of qualified mortgage bond policy statement requirement

The bill clarifies that the repeal of the annual policy statement
requirement for qualified mortgage bonds was effective for refund-
ing bonds (as well as new money issues) issued after August 15,

1986.
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lestrictions on use of income of qualified scholarship funding cor-

porations

The bill clarifies that the effective date of the amendments relat-

d to use of the income of qualified scholarship funding corpora-

ions applies to distributions occurring after August 15, 1986, re-

ardless of when the bonds to which the income relates were
5sued.

5. Transitional exceptions

Present Law

Yansitional exception for certain advance refundings

A transitional exception to various requirements of the Act is

rovided for certain advance refunding bonds. Bonds that are IDBs
r private loan bonds (as defined under prior law) may not be ad-

ance refunded under this exception.

'efundings of certain bonds issued pursuant to transitional excep-
tions

Bonds issued pursuant to general transitional exceptions

The Reform Act includes general transitional exceptions for cer-

lin bonds for facilities that were "in progress" on September 25,

985 (Reform Act sec. 1312), and for certain current refundings of
onds originally issued before August 16, 1986 (Reform Act sec.

313(a)).

As is true with other types of bonds, the Reform Act permits cer-

lin current refundings of mortgage revenue bonds and student
)an bonds to occur without regard to the new targeting rules of
le Act. The legislative history accompanying the Reform Act
;ates that refundings are not intended to qualify for this transi-

onal exception if the period for originating loans under the re-

mding bonds extends more than three years after the date the re-

inded (original bonds in the case of a series of refundings) bonds
ere issued.

Bonds issued pursuant to certain project-specific exceptions

Under the Reform Act, project-specific transitional exceptions
snerally are limited to a specified amount of bonds (Reform Act
jcs. 1316(g) and 1317). The treatment of current refunding issues
>r purposes of these limitations is not specified.

'reatment for volume limitation purposes

Advance refundings of certain output facility bonds

The State private activity bond volume limitations generally are
ffective for bonds issued after August 15, 1986. Transitional excep-
ons are provided under specified circumstances (Reform Act sec.

B15).

A special rule applies to advance refundings of bonds issued
Bfore August 16, 1986, if the bonds were governmental bonds
hen issued. Under this rule, the refunding bonds are subject to

le volume limitation, to the extent of the nongovernmental use of
isue in excess of $15 million, if 5 percent or more of the proceeds
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of the issue was used to finance output facilities (other than facil

ties for furnishing water).

Qualified redevelopment bonds

Under the Reform Act, bonds issued pursuant to project-specifi

transitional exceptions (Reform Act sec. 1317), and which would nc

have been subject to volume limitations under prior law, ar
exempt from the new private activity bond volume limitation.

The Reform Act provides project-specific transitional exception
for bonds to finance several redevelopment projects (Reform Ac^

sec. 1317(6)). The Reform Act specifies that bonds issued pursuan
to these exceptions are to be treated as bonds which would no'

have been subject to volume limitations under prior law. {Sei

Reform Act sec. 1315(e).)
'

Treatment under alternative minimum tax of bonds issued pursuant
to transitional exceptions

Interest on private activity bonds (other than qualified 501(c)(3'^

bonds) issued after August 7, 1986,' ' is treated as a preference itenl

for purposes of the alternative minimum tax. This treatment doei

not apply to refundings (including a series of refundings) of bondi
originally issued before August 8, 1986.

Under a special provision, interest on bonds issued pursuant t(

certain project-specific transitional exceptions (Reform Act sec*

1317) is not treated as a preference item, if the bonds would not

have been IDBs or private loan bonds under prior law. Bonds
issued pursuant to the general transitional exceptions for certaiii

"in progress" facilities and for certain refunding bonds, as well as

exceptions for bonds transitioned under prior tax Acts which excep-

tions are reenacted (Reform Act sec. 1316(g)), are not eligible for

this exception. Interest on these bonds is therefore a preference
item under the alternative minimum tax if the bonds are private

activity bonds, as defined under present law.

Carryforwards for certain bonds issued pursuant to transitional ex-

ceptions

The Reform Act contains no general rule allowing volume cap
carryforwards for bonds issued pursuant to transitional exceptions.

Certain transitioned bonds (e.g., bonds which are specifically de-

scribed as belonging to a category for which carryforward elections

are permitted under present law) may qualify for carr3rforward

elections under the substantive volume limitation rules.

Project-specific transitional exceptions

The Reform Act provides transitional exceptions to indicated pro-

visions for various specifically described projects.

'
' This date is extended to August 31, 1986, in the case of certain bonds that were governmen-

tal bonds under prior law.
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Explanation of Provisions

Transitional exception for certain advance refundings

Under the Reform Act, bonds that are IDBs or private loan
bonds (as defined under prior law) do not qualify under the transi-

tional exception for certain advance refunding bonds (Reform Act
sec. 1313(b)). The bill clarifies that the determination of whether a
bond is a private loan bond is to be made without regard to any
exception to the private loan bond definition, except the exception
for so-called "excluded loans" (former sec. l()3(o)(2)(C)). Thus (e.g.),

IDBs, mortgage revenue bonds and student loan bonds are treated

as private loan bonds for purposes of this provision, and may not
be advance refunded under the transitional rule; however, bonds
used to make loans that enable the borrower to finance a govern-
mental tax or assessment of general application for an essential

governmental function may qualify under the transitional excep-
tion provided the tax-assessment bonds would not have been IDBs
under the prior-law definition.

Refundings of certain bonds issued pursuant to transitional excep-
tions

Bonds issued pursuant to general transitional exceptions

"In-progress" project rule.—The bill clarifies the conditions under
which bonds issued pursuant to the general transitional exception
for certain "in-progress" projects (Reform Act sec. 1312) may be
currently refunded, while continuing to qualify for transitional

relief. Such bonds are required to meet satisfy both (a) the provi-

sions of the Reform Act that apply to bonds issued under the tran-

sitional exception for in-progress projects (Reform Act sec.

1312(b)(1)), and (b) the provisions that apply under the general
transitional exception for current refunding bonds (Reform Act sec.

1313(b)(3)).

Qualified mortgage bonds and student loan bonds.—The bill codi-

fies the statements in the legislative history concerning the maxi-
mum loan origination periods for refundings of qualified mortgage
bonds and student loan bonds. Under the bill, the new targeting
rules for qualified mortgage bonds apply to all loans made from the
proceeds of refunding bonds, which loans are originated more than
three years after the date the refunded bonds (original bonds in the
case of a series of refundings) were issued. This requirement ap-
plies both to loans originated from original proceeds of the borrow-
ing and to loans originated from prepayments of mortgage loans.

Similarly, in the case of student loan bonds, the new Code re-

quirements apply to loans originated more than three years after
the date the refunded bonds (original bonds in the case of a series

of refundings) were issued. In the case of refundings of student
loans issued in connection with the Federal GSL and PLUS pro-
grams, the applicable requirements are those for GSL and PLUS
program bonds issued under the 1986 Code. The rule does not
permit conversion of these Federally guaranteed bonds into supple-
mental student loan bonds.
These codifications for mortgage revenue bonds and student loan

bonds apply to refunding bonds issued after October 16, 1987.
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Bonds issued pursuant to certain project-specific exceptions

Where a transitional exception is limited to a specified amount
of bonds (Reform Act sees. 1316(g) and 1317), the bill clarifies that

^

bonds issued pursuant to the exception may be currently refunded,

under specified circumstances, without the refunding counting
against this dollar limit. This allowance applies to a refunding (in-

cluding a series of refundings) of a transitioned bond, provided
that—

(a) the weighted average maturity of the refunding issue does not
exceed the weighted average maturity of the refunded bonds;

(b) the amount of the refunding bond does not exceed the out-

standing principal amount of the refunded bond; and
(c) the refunded bond is redeemed within 90 days of the issuance

of the refunding bond.

Treatment for volume limitation purposes

Advance refundings of certain output facility bonds

The bill clarifies that the rule subjecting the private use portion
of advance refundings of pre-August 16, 1986, bonds to the State
private activity bond volume limitations, if 5 percent or more of

the net proceeds were used for output facilities, applies notwith-
standing the general transitional exception contained in Reform
Act section 1315 for certain bonds that were governmental bonds
under prior law.

Qualified redevelopment bonds

Qualified redevelopment bonds that are the subject of project-spe-

cific transitional exceptions (Reform Act sec. 1317(6)) generally are
exempt from the new State volume limitations. The bill clarifies

that this treatment does not apply to any bonds issued pursuant to

these exceptions which would have been tax-exempt IDBs (as de-

fined under the 1954 Code) if the bonds had been issued before
August 16, 1986. (Bonds for a purpose that would not have qualified

for tax-exemption under prior law may not be issued under these
transitional exceptions.)

This provision is effective for bonds issued after June 10, 1987.

Treatment under alternative minimum tax of bonds issued pursuant
to transitional exceptions

The bill clarifies the treatment under the individual and corpo-
rate alternative minimum taxes of interest on bonds issued pursu-
ant to various transitional exceptions. Under this clarification, in-

terest on bonds issued pursuant to transitional exceptions general-
ly is not treated as a preference item for purposes of the individual
or corporate alternative minimum taxes, unless the bonds would
have been IDBs or private loan bonds if issued on August 7, 1986.

This clarification applies to bonds issued pursuant to the general
transitional exceptions for certain bonds (Act sec. 1312), the con-
tinuing exceptions for certain bonds that received transitional
relief under prior tax acts (Act sec. 1316(g)), and project-specific

transitional exceptions (Reform Act sec. 1317). The clarification

does not apply to refunding bonds which are subject to the transi-
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tional exceptions contained in the minimum tax provisions of the
Reform Act.

Carryforwards for certain bonds issued pursuant to transitional ex-

ceptions

The bill clarifies that carryforward elections under the new State
volume limitations are permitted for bonds (except qualified small-

issue bonds) issued pursuant to transitional exceptions (e.g., bonds
authorized under Reform Act sees. 1312 and 1317).

Amendments to project-specific transitional exceptions

The bill clarifies that the new limitations on bond-financing of

costs of issuance (sec. 147(g)) apply to bonds issued pursuant to

project-specific transitional exceptions (Reform Act sec. 1317),

unless otherwise expressly provided.

The bill further makes various amendments to project-specific

transitional exceptions contained in the Reform Act. Among these
amendments is a clarification that bonds authorized to be issued in

excess of the $150 million limitation on outstanding nonhospital
bonds for section 501(c)(3) organizations under the project-specific

transitional exceptions are in addition to any such bonds author-
ized under a generic transitional exception to the Reform Act
(Reform Act sec. 1313(b)). Further, issuers may elect which excep-

tion to apply first—the project-specific exception or the generic ex-

ception. All transitioned bonds count toward the $150 million limit

in determining the amount of additional bonds from which a sec-

tion 501(c)(3) organization may benefit in the future.

Further, these transitional bonds need not be the first bonds
issued by the issuer after the effective date of the new provisions.

For example, if bonds are issued to finance airport facilities and
the issue qualifies under all provisions of the Reform Act, these
bonds do not count against any transitional exception provided for

that airport. Thus, a subsequent issue may be issued containing the
full amount of the transitioned bonds.



XIV. TRUSTS AND ESTATES; UNEARNED INCOME OF CERTAIN MINOR
CHILDREN; GENERATION-SKIPPING TRANSFER TAX (SEC. 114 OF THE
BILL)

A. Income Taxation of Trusts and Estates

1. Grantor treated as holding any power or interest of grantor's
spouse (sec. 114(a) of the bill, sec. 1401 of the Reform Act,
and sec. 672 of the Code)

Present Law

The grantor of a trust is treated as the owner of the trust's

assets if he retains certain powers or interests over all or a portion
of the trust (sec. 671-678). In that situation, the income and deduc-
tions of the portion are taxed directly to the grantor. The grantor
is not, however, treated as the owner by virtue of certain powers
exercisable by trustees, none of whom is the grantor and not more
than half of whom are related or subordinate parties who are sub-
servient to the wishes of the grantor. The grantor also is treated as
the owner of a trust if the trust makes certain loans to him.
The grantor is treated as holding all powers and interests of the

grantor's spouse if the grantor's spouse is living with the grantor
when such interests and powers are created.

Explanation of Provision

The bill provides that the grantor will be treated as holding any
power or interest that was held by an individual either (1) who was
the grantor's spouse at the time that the power or interest was cre-

ated or (2) who became the grantor's spouse subsequent to the cre-

ation of that power or interest. For this purpose, individuals are
not considered married if they are legally separated under a decree
of divorce or of separate maintenance.

In addition, the grantor is treated as owner of a trust by virtue
of certain powers exercisable by trustees if the grantor's spouse is a
trustee or more than half of the trustees are related or subordinate
parties subservient to the wishes of the spouse. The grantor also is

treated as the owner where the trust makes certain loans to the
grantor's spouse.

2. Limitations to reversionary interest rule exceptions (sec. 114(b)
of the bill, sec. 1402 of the Reform Act, and sec. 673 of the
Code)

Present Law

The grantor is treated as the owner of trust property where the
grantor or the grantor's spouse has a reversionary interest whose
value is more than 5 percent of the value of the trust at the time of
the inception of the trust.
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Explanation of Provision

The bill provides that, in determining whether an reversionary
interest has a value in excess of 5 percent of the trust, it will be
assumed that any discretionary powers are exercised in such a way
as to maximize the value of the reversionary interest. In addition,

the bill reenacts a provision of prior law which provides rules for

postponements of the date of a reversionary interest. This provision

was deleted by the Reform Act, but is necessary where the date of

the reversionary interest is after the life of an individual and that
date is later postponed.

3. Taxable year of trusts (sec. 114(c) of the bill and sec. 1403 of
the Reform Act)

Present Law

Trusts are required to use a calendar year as their taxable year,

effective for tsixable years beginning after December 31, 1986. The
taxable income of any beneficiary of a trust that is attributable to

the trust's short taxable year arising from a required change of its

taxable year to a calendar year is to be included in the benefi-

ciary's income over a four year period beginning with the year of

change.

Explanation of Provision

The bill provides that beneficiaries of charitable remainder
trusts (described in sec. 664) may elect the four-year spread from a
required change of a taxable year.

'The bill also specifies that any trust beneficiary may elect to in-

clude the taxable income attributable to the required change in the
trust's taxable year in the year of change.
The bill provides that trusts required to change their taxable

year must annualize any income earned in the short year.

4. Application of four year spread to tiered pass-through entities

(sec. 114(c) of the bill, and sees. 806 and 1403(c) of the
Reform Act)

Present Law

Owners of partnerships, S corporations and trusts are permitted
to take into income over a four-year period items attributable to

the short taxable year required by reason of changes made in the
1986 Act.i

Explanation of Provision

The bill clarifies that a pass-through entity that is required to

change its taxable year by the 1986 Act and owns an interest in a
pass-through entity that also was required to change its taxable
year by the 1986 Act will not be allowed the four year spread. A

' The bill would require that common trust funds adopt a calendar year and permit partici-

pants in such funds to include in income items from the short taxable year over a four period.
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pass-through entity is any partnership, S corporation, common
trust fund, or trust.

5. Estimated taxes of trusts and estates (sec. 114(d) of the bill, sec.

1404 of the Reform Act, and sec. 6654 of the Code)

Present Law

Trusts and estates generally are required to pay estimated taxes
in the same manner as individuals. Estates, however, do not pay
estimated taxes for taxable years ending within two years of the
decedent's death. Such treatment does not extend to revocable
trusts, which sometimes serve as estate substitutes.

Within 65 days of the close of the trust's taxable year, the trust-

ee may elect, in substance, to distribute any excess estimated pay-
ments to the trust beneficiaries. This election is made on the
trust's tax return for that year.

A taxpayer may satisfy the obligation to pay estimated taxes by
paying an annualized income installment which is determined by
reference to the months in the year ending before the due date of

the installment.

Explanation of Provision

The bill exempts a grantor trust which receives the residue of

the probate estate under the grantor's will from payment of esti-

mated taxes with respect to taxable years ending before two years
after the grantor's death.

The bill provides that the individual estimated tax provisions do
not apply to a trust subject to tax under section 511 or to any pri-

vate foundation. 2 In addition, the bill clarifies that the election to

distribute excess estimated tax payments to beneficiaries need not
be made on the tax return for the trust for the preceding year, but
may be made in a manner prescribed by the Secretary of the
Treasury. The bill also provides that, in the case of a taxable year
reasonably expected to be the last taxable year of an estate, the fi-

duciary may distribute excess estimated tax payments to the es-

tate's beneficiaries.

The bill grants one additional month for the computation of esti-

mated taxes required to be paid by trusts and estates. This is done
by amending the annualization rule for these entities so that each
payment is computed for a period one month shorter than under
present law. Thus, these entities will generally have 45 days (in-

stead of 15 days) to compute their estimated tax payments under
the annualization rule. The dates the estimated tax payments are
due are not altered.

^ See section 115(h) of the bill, clarifying the application of the corporate estimated tax re-

quirements to these organizations.



B. Taxation of Unearned Income of Minor Children (sec. 114(e) of
the bill, sec. 1411 of the Reform Act, and sees. 1 and 59 of the
Code)

Present Law

The unearned income of a child under age 14 in excess of $1,000
is taxed to the child at the highest marginal rate of the child's par-

ents. This tax is determined by calculating the additional tax that
the parents would pay if the parents' income included the un-
earned income of the child in excess of $1,000. In making this cal-

culation, the amount of the parents' deductions and credits are not
affected by the inclusion of any of the child's unearned income in

the parents' income. The Secretary of the Treasury is to issue regu-
lations providing for the application of these rules where the minor
child or his parents is subject to the alternative minimum tax.

Where an individual transfers appreciated property to a trust

and the trust disposes of such property within 2 years of the trans-

fer, the tax on the built-in gain at the time of the transfer to the
trust is determined at the highest marginal rate of the transferor
for the year of sale (sec. 644).

Explanation of Provision

Computation of child's tax where parents' rates are used to deter-

mine tax of trust

The bill provides that, where parents marginal tax brackets are
being used to determine both the income tax of a trust under sec-

tion 644 and the income tax of their minor children under section

l(i), the tax of the trust is determined first without regard to the
income of the minor child and then the tax of the minor child is

determined by including the gain of the trust which is taxable
under section 644 in the income of the parent. The bill also pro-

vides that the determination of the tax of the child does not affect

the amount of any "exclusion," as well as any deduction or credit,

of the parents.

Alternative minimum tax

The bill also provides that the alternative minimum tax imposed
on the net unearned minimum taxable income of a child under 14

years of age will not be less than the alternative minimum tax
which would have been imposed on the parents had that income
been included in the parents' alternative minimum taxable income.
The amount of minimum tax which would have been imposed on
the parents is computed by including the child's net unearned min-
imum taxable income in the alternative minimum taxable income
of the parents, and by increasing the parents' regular tax by the
amount of the child's regular tax imposed on the net unearned
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income of the child. For this purpose, net unearned minimum tax-

able income means net unearned income (i.e., unearned income in

excess of $1,000) computed by taking into account the preferences

and adjustments provided in sections 56, 57 and 58.

For example, assume that the child's net unearned income (as

defined in sec. l(i)(4)) is $10,000 and the unearned minimum tax-

able income (as defined in sec. 59(jX3) as added by the bill) is

$20,000, by reason of the child having $10,000 of tax-exempt inter-

est on newly issued private activity bonds. Assume that the parents
are subject to the alternative minimum tax for the taxable year
and that the parents' marginal rate for purposes of the regular tax
is 28 percent. Under the rules of section l(i), the child's regular tax
on the net unearned income is $2,800. The child is not subject to

the alternative minimum tax (determined without regard to this

provision) by reason of the $30,000 exemption amount. Under the
bill, the child's minimum tax will be $1,400 (21 percent of $20,000

($4,200) less 28 percent of $10,000 ($2,800)). If, however, the parents
would not have been subject to the alternative minimum tax
(taking into account the net unearned minimum taxable income
and the regular tax of the child) because their regular tax exceeded
their tentative minimum tax, no minimum tax would be imposed
on the child.



C. Estate Tax

1. Filing estate tax current use valuation elections (sec. 114(f) of
the bill, sec. 1421 of the Reform Act, and sec. 2032A of the
Code)

Present Law

Estates of individuals dying before January 1, 1986, that substan-
tially complied with the requirements enumerated on the Federal
estate tax return for electing current use valuation are allowed to

perfect defective elections within 90 days of being notified of errors
by the Secretary of the Treasury (the "substantial compliance
rule"). Such election must have been within the time prescribed for

filing such return, including extensions thereof.

Explanation of Provision

The bill clarifies that, in order to qualify for the substantial com-
pliance rule, the election need only have been made on a Federal
estate tax return which was timely within the meaning of section

2032A(d)(l). Thus, that rule is available for a defective election

made on a late filed return so long as that return is the first

return filed.
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D. Generation-Skipping Transfer Tax

1. Overlap of direct skips and taxable terminations and distribu-

tions (sees. 114(g)(3), (g)(15), (h)(3) of the bill, sec. 1431 of the
Reform Act, and sec. 2611 of the Code)

Present Law

A "direct skip" is defined as a transfer subject to estate or gift

tax of an interest in property to a skip person. A "taxable termina-
tion" is defined as a termination of an interest in property held in

trust if (1) there is no nonskip person who has an interest in the
trust after the termination or (2) at no time after the termination
may a distribution be made from that trust to a nonskip person. A
"taxable distribution" is defined as a distribution from a trust to a
skip person (other than a taxable termination or a direct skip).

Excluded from the definition of direct skips are (1) certain trans-

fers to a grandchild where the parent of the grandchild is dead (the

"predeceased parent rule") and (2) certain transfers prior to Janu-
ary 1, 1990, of less than $2 million (the "$2 million exemption").

Explanation of Provision

The bill provides that a transfer that meets the definitions of

both a direct skip and a taxable termination will be treated as a
direct skip. For example, where an individual transfers property
into a trust that is to pay income to that individual for his life and,
after that individual's death, to pay the remainder to that individ-

ual's grandchild, there is both a direct skip and a taxable termina-
tion under present law at the death of that individual. Under the
bill, the transfer would be treated as a direct skip from the individ-

ual to the individual's grandchild (and not as a taxable termina-
tion) at the time of that individual's death.
The bill also clarifies that transfers which do not constitute

direct skips because of the deceased parent rule or the $2 million
exemption also do not constitute taxable terminations or distribu-

tions.

2. Treatment of certain charitable interests (sec. 114(f)(4) of the
bill, sec. 1431 of the Reform Act, and sec. 2642 of the Code)

Present Law

The amount of the generation-skipping transfer tax is deter-

mined by multiplying the amount involved by the "applicable
rate." The "applicable rate" is the product of the maximum Feder-
al estate tax rate and the "inclusion ratio," and the "inclusion
ratio" is the excess of 1 over the "applicable fraction." The "appli-

cable fraction" is a fraction the numerator of which is the portion
of the $1 million exemption allowed each individual that is allocat-
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ed to this transfer and the denominator of which is the value of the
property transferred to the generation-skipping trust. For transfers

made in trust (which are not direct skips), the denominator is re-

duced by (1) any Federal estate or State death taxes recovered from
the trust and (2) any charitable deduction with respect to the prop-

erty, based on the present value of the charitable interest.

The effect of deducting the present value of any charitable lead
annuity interest from the denominator of the applicable fraction is

to permit leveraging of the exemption amount. Thus, if the trust

assets sufficiently outperform the rate of return assumed in com-
puting the present value of the charitable interest, the amount
passed to noncharitable persons can exceed the amount which
would have been passed to them had there been no charitable in-

terest in the trust.

Explanation of Provision

The bill provides that the applicable fraction of a charitable lead
annuity trust shall be a fraction, the numerator of which is the ad-

justed GST exemption and the denominator of which is the value
of all property in the trust immediately after termination of the
charitable lead interest. The adjusted GST exemption is an amount
equal to the GST exemption allocated to the trust increased by the
interest rate used in determining the charitable deduction for Fed-
eral gift or estate tax purposes for the actual period of the charita-

ble lead annuity. Thus, the adjusted GST amount equals the
claimed exemption increased at the applicable interest rate used
when the trust was created. The claimed exemption is increased by
the applicable interest rate for each year of the actual length of
the charitable interest, determined when the interest terminates.
A charitable lead annuity is an interest in the form of a guaran-

teed annuity with respect to which a deduction was allowed for

Federal gift or estate tax purposes. The bill does not affect the
treatment of other charitable trusts.

The provision is effective for transfers made after October 13,

1987.

3. Special rule for determination of inclusion ratio where inter
vivos transfers are includible in transferor's gross estate (sec.

114(g)(5) of the bill, sec. 1431 of the Reform Act, and sec. 2642
of the Code)

Present Law

The "inclusion ratio" is used to establish the rate of tax which is

imposed on the generation-skipping transfer. It is the ratio the nu-
merator of which is the amount of the $1 million exemption al-

lowed to every individual that the transferor has allocated to a par-
ticular transfer and the denominator of which is the value of the
property transferred to the trust reduced by any Federal or State
death taxes recovered from the trust and the present value of any
charitable interests in the trust. ^ Where any of the $1 million ex-

^ The bill modifies the allowance of the charitable deduction for purposes of determining the
inclusion ratio for charitable lead annuity trusts.
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emption is allocated to property transferred at or after the death of 1

the transferor, the value of the property is its value for Federal
estate tax purposes. Where any of the $1 million exemption is allo-

cated on a timely filed Federal gift tax return, the value of the
property is its value for Federal gift tax purposes. Where any of

the $1 million is allocated during the lifetime of the transferor but 3

not on a timely filed Federal gift tax return, the value of the prop- ^

erty is determined at the time that the allocation is filed with the
3

Internal Revenue Service.
i(

[

Explanation of Provision ,

The bill provides that no allocation of any portion of the trans-
'

feror's $1 million exemption may be made to any property that is
'

transferred by the transferor during his lifetime, but would be in-
^

cludible in the transferor's gross estate (other than pursuant to sec.
''

2035) until the end of the estate tax inclusion period. If such trans-
'

fer is a direct skip to a trust, the skip will be treated as occurring
as of the close of the estate tax inclusion period.

The estate tax inclusion period is the period during which the
transferred property would be includible in the transferor's gross 'i

estate if he had died. In no event does it extend beyond the earlier ''

of the date of (1) a generation-skipping transfer with respect to the *

property or (2) the transferor's death. '

If the property is includible in the transferor's estate, the value
used in determining the inclusion ratio is its value for Federal
estate tax purposes. If the property is not so includible, the value

,

used in determining the inclusion ratio is the value of the property
as of the close of the estate tax inclusion period, or if a GST alloca-

tion is not made on a timely filed Federal gift tax return, the value
of the property as of the time the allocation is filed.

4. Valuation of property transferred in trust for purposes of com-
puting inclusion ratio (sec. 114(f)(5) of the bill, sec. 1431 of
the Reform Act, and sec. 2642 of the Code).

Present Law

The inclusion ratio is computed by reference to the value of the
property transferred to the trust. With several exceptions, the
value of the property is determined at the time of the transfer to

the trust.

Explanation of Provision

The bill clarifies that, unless certain requirements prescribed by
the Secretary of the Treasury are met,* the value of property
transferred to a trust after death shall be determined as of the
time of the transfer to the trust.

* It is expected that the Secretary of the Treasury will require that the assets transferred to

trust be fairly representative of the appreciation or depreciation in the value of all property
available for such transfer. See Rev. Proc. 64-19, 1964-1 C.B. 682.
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5. Deflnition of skip person involving trusts (sec. 114(g)(6) of the
bill, sec. 1431 of the Reform Act, and sec. 2613 of the Code)

Present Law

Under present law, a "skip person" is defined to mean either (1)

a person assigned to a generation that is two or more generations
below that of the transferor or (2) a trust all the interests of which
are held by such persons or which at no time can make distribu-

tions to persons assigned to a generation less than two generations
below that of the transferor (sec. 2613(a)). Also under present law, a
trust generally is a person (sec. 7701(a)(1)).

If an estate, trust, partnership, corporation, or other entity has
an interest in property, each individual having a beneficial interest

in such entity is treated as having an interest in that property and
is assigned to a generation under normal generation assignment
rules consistent with that beneficial interest (sec. 2651(e)(2)).

Explanation of Provision

The bill clarifies the definition of a "skip person" by providing
that a skip person must be a "natural person" whose generation
assignment is two or more generations below that of the transferor
(i.e., category (1), above). In addition, the bill provides that the de-

termination of whether a trust is a "skip person" (i.e., category (2),

above) is to be determined without regard to the entity look-

through rules as they apply to trusts.

6. Disregard of support obligations as an interest (sec. 114(g)(7) of
the bill, sec. 1431 of the Reform Act, and sec. 2652 of the
Code)

Present Law

In order to determine whether there is a taxable termination
(sec. 2612(a)), whether property is transferred to a skip person (sec.

2612(c)), and whether property qualifies for the $2 million exemp-
tion for transfers to grandchildren, it is necessary to determine
which persons have an "interest" in the trust. A person generally
is treated as having an interest in a trust if that person has a right
(other than a future right) to receive income or corpus from the
trust or is a permissible current recipient of income or corpus from
the trust.

Explanation of Provision

The bill provides that any income or corpus of the trust that may
be used to satisfy any obligation of support arising by reason of
State law is to be disregarded in determining whether a person has
an interest in a trust if such use is discretionary or pursuant to

any State law substantially equivalent to the Uniform Gifts to

Minors Act. Thus, a parent is not treated as having an interest in a
trust by reason of powers he may have as a guardian for the child.

On the other hand, a parent will be treated as having an interest
in a trust if the trust instrument mandates that trust assets be
used to discharge a support obligation.
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7. Taxation of multiple skips (sec. 114(g)(8) of the bill, sec. 1431 of i

the Reform Act, and sec. 2612(c) of the Code)

Present Law

There is no generation-skipping transfer tax on what otherwise
would be a direct skip where property is transferred from the

[

transferor to the grandchild of the transferor or to a trust for the
benefit of such a grandchild if the parent of the grandchild is de-

ceased at the time of the transfer (sec. 2612(c)). This is accom-
^

plished by deeming the generation assignment of the grandchild to

"step up" to the generation of the child.

There is, however, no adjustment in generation assignment for

transfers from trusts. Thus, if property is transferred by a grand-
parent to a trust for the exclusive benefit of the transferor's grand-
child, distributions from the trust to the grandchild would be tax-

able distributions even though the grandchild's parents were de-

ceased when the trust was created.

Explanation of Provision

The bill applies the step-up rule of section 2612(c) to transfers
from the portion of a trust attributable to a transfer of property
which would have been a generation-skipping transfer but for the
predeceased child rule of section 2612(c). Thus, where a grandpar-
ent transfers property to a trust which is to pay income to the
grandparent's grandchildren for life, distributions to a grandchild
would not be a taxable distribution if the grandchild's parents were
deceased at the time of the transfer to the trust. Distributions to a
grandchild whose parents were not deceased at the time of the
transfer to the trust would constitute taxable distributions.

8. Certain interests disregarded (sec. 114(g)(9) of the bill, sec. 1431
of the Reform Act, and sec. 2652(c)(2) of the Code)

Present Law

The determination of whether a trust is a generation-skipping
trust depends upon whether a beneficiary has an "interest" in the
trust. A person generally has an interest in property if he has a
right (other than a future right) to receive income or corpus from
the trust or is a permissible current recipient of income or corpus
from the trust. Nonetheless, present law provides that an interest

that is used primarily to postpone or avoid the generation-skipping
transfer tax is disregarded in applying the generation-skipping
transfer tax.

Explanation of Provision

The bill clarifies the rule of present law that disregards interests

primarily used to postpone or avoid the generation-skipping trans-

fer tax by removing any suggestion that the interest to be disre-

garded must be nominal and by providing that the rule applies if

the primary purpose of the interest is to avoid any generation-skip-
ping transfer tax. For example, if a transferor placed property in

trust which is to pay income to a great grandchild for a relatively
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short period, then income to a grandchild for life, with remainder
going back to a great grandchild, in order to avoid a second imposi-
tion of the generation-skipping transfer tax, the income interest of

the great grandchild would be disregarded so that there would be a
generation-skipping transfer tax at the death of the grandchild.
That interest would be disregarded even though distributions to

the great grandchild are taxable distributions.

9. Definition of transferor (sec. 114(g)(10) of the bill, sec. 1431 of
the Reform Act, and sec. 2652 of the Code)

Present Law

The term "transferor" is defined to mean the decedent, in the
case of a transfer of a kind subject to the Federal estate tax, or the
donor, in the case of a transfer of a kind subject to the Federal gift

tax. In some cases, it is possible for property to be subject to Feder-
al estate or gift tax even though there is no transfer of such prop-
erty under local law at such time. For example, in the case of a
trust which is to pay income to the transferor for life, then income
to the transferor's child for life, remainder to the transferor's

grandchild, the property is includible in the gross estate of the
transferor, even though there is no transfer of the trust assets

under local law at the time of the transferor's death.

Explanation of Provision

The bill clarifies the definition of "transferor" by providing that
a person is treated as the transferor of any property included in

that person's gross estate or with respect to which that person has
made a gift. Thus, a person can be a transferor even though there
is no transfer of property under local law at the time the property
is subject to Federal estate or gift tax. The transferor is treated as
transferring any property with respect to which that person is the
transferor.

10. Regulatory authority to prescribe rules dealing with trust

equivalents (sec. 114(g)(ll) of the bill, sec. 1431 of the Reform
Act, and sec. 2663 of the Code)

Present Law

The generation-skipping transfer tax is imposed on generation-
skipping trusts. For this purpose, a trust is any arrangement (other
than an estate) which has substantially the same effect as a trust.

Examples of such arrangements include life estates and remain-
ders, estates for years, and insurance and annuity contracts.

Explanation of Provision

The bill provides the Secretary of the Treasury with authority to

prescribe regulations modifying the generation-skipping transfer
tax rules generally applicable to trusts in the case of trust equiva-
lents. For example, where the generation-skipping arrangement is

in the form of an insurance or annuity contract, it is possible that
the Secretary of the Treasury may exercise the authority granted
by this section of the bill to provide that the beneficiary of the in-
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surance or annuity contract pay any generation-skipping transfer

tax.

11. Generation assignment of governmental entities (sec.

114(g)(12) of the bill, sec. 1431 of the Reform Act, and sec.

2651(e)(3) of the Code)
,

Present Law

In general, persons who are related to the transferor are as-

signed to a generation based upon their relationship to the trans-

J

feror. Persons who are not related to the transferor are assigned tO|

a generation based upon the difference in age between that person]
and the transferor. Charitable organizations (described in sees.

511(a)(2) and (b)(2)) are assigned to the same generation as that of,

the transferor.

Explanation of Provision

The bill provides that any governmental entity is assigned to the

"

same generation as that of the transferor. The rule applies to allf

governmental entities, including the United States (jovernment,

.

the government of any State, and the government of any foreign
country.

12. Basis of property after a taxable termination (sec. 114(g)(13)
of the bill, sec. 1431 of the Reform Act, and sec. 2654 of the
Code)

Present Law

Where property is subject to a generation-skipping transfer tax,

the basis of the property immediately after the generation-skipping
transfer tax generally is its basis immediately before the imposi-
tion of the generation-skipping transfer tax increased (but not in

excess of the property's fair market value at such time) by the por-

tion of the generation-skipping transfer tax attributable to any ap-

preciation in the property at such time. Nonetheless, where proper-
ty is entirely subject to a generation-skipping transfer tax at the
same time as, and as a result of, the death of an individual, the
basis of the property immediately after the imposition of the gen-
eration-skipping transfer tax generally is its fair market value at

such time. Where only a portion of the property is subject to the
generation-skipping transfer tax (because the inclusion ratio is less

than 1), any increase in basis to the property's fair market value
basically is limited to the portion of the property subject to the
generation-skipping transfer tax (i.e., the amount of appreciation in

the property multiplied by the inclusion ratio).

Explanation of Provision

The bill provides that, where the basis of property that has been
subject to a generation-skipping transfer tax is to be determined by
reference to its fair market value (because the generation-skipping
transfer tax occurs at the same time as and as a result of the death
of an individual) and the inclusion ratio is less than 1, any decrease
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in basis (as well as any increase in basis) is limited by the decrease
in the value of such property multiplied by the inclusion ratio.

13. Treatment of single trust as multiple trusts (sec. 114(g)(14) of
the bill, sec. 1431 of the Reform Act, and sec. 2654 of the
Code)

Present Law

The generation-skipping transfer tax is imposed on direct skips

and taxable terminations and taxable distributions from a genera-
tion-skipping trust. The impact of the generation-skipping transfer

tax sometimes depends upon whether assets are transferred in one
trust or in more than one trust. For example, where transfers that
qualify for the $10,000 annual exclusion are made to a generation-
skipping trust that has an inclusion ratio greater than zero, a por-

tion of such transfers may later be subject to a generation-skipping
transfer tax as a taxable termination or taxable distribution, even
though such transfers would never be subject to the generation-
skipping transfer tax if made to a separate trust that has a zero

inclusion ratio.

Explanation of Provision

The bill provides that a single trust generally may not be treated
as two separate trusts for purposes of the generation-skipping
transfer tax. However, portions of a trust attributable to transfers

from different transferors, and substantially separate and inde-

pendent shares of different beneficiaries in a trust, shall be treated
as separate trusts.

The bill does not affect the treatment of trusts which are sepa-
rate trusts under state law.

14. Special election for qualiHed terminable interest property (sec.

114(f)(16) of the bill, sec. 1431 of the Reform Act, and sec.

2652(a)(3) of the Code)

Present Law

The term "transferor" is defined to mean the decedent, in the
case of a transfer of a kind subject to the Federal estate tax, or the
donor, in the case of a transfer of a kind subject to the Federal gift

tax.^ In the case of any property which has been elected to be
treated as qualified terminable interest property (QTIP) for Federal
estate and gift tax purposes, the estate of the decedent or the donor
spouse may elect to treat the property for generation-skipping
transfer tax purposes as if no QTIP election had been made. Thus,
under the election, the donor or decedent spouse would be treated
as the transferor for generation-skipping transfer tax purposes,
even though the property is treated as passing to the donee or sur-

viving spouse for Federal estate and gift tax purposes.

The bill would replace "a transfer of a kind" with "any property."
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Explanation of Provision

The provision clarifies that the election to treat property as if no
QTIP election had been made must be made with respect to all the
property in the QTIP trust. For example, if a spouse makes a QTIP

\

election with respect to $1.4 million of a $2 million trust, he must i

elect with respect to the entire $1.4 million in order to make the
tj

generation-skipping election.

15. Certain partial terminations treated as taxable terminations i

(sec. 114(g)(17) of the bill, sec. 1431 of the Reform Act, and
sec. 2612(a) of the Code) ?

Present Law
\

If a taxable termination occurs with respect to a trust at the ^

same time as, and as a result of, the death of an individual, an -

election may be made to value the property included in the termi- -

nation under the alternate valuation rule provided in section 2032.

If a specified portion of the trust assets are distributed to certain .

persons upon the termination of an interest in property held in
^

trust, the termination shall be considered a taxable termination
with respect to such portion of trust property and will be eligible

for alternate valuation. This treatment is limited to distributions to

skip persons who are lineal descendents of the holder of the inter-

est.

I

Explanation of Provision
i

The bill provides that the distribution of a specific portion of
\

trust assets will be treated as a taxable termination only if it
'

occurs upon the termination of an interest in property by reason of
the death of a lineal descendant of the transferor. Such treatment '

will not depend upon the identity of the skip person.

16. Treatment of certain nontaxable gifts (sec. 114(g)(19) of the
bill, sec. 1431 of the Reform Act, and sec. 2642(c) of the Code)

Present Law

The applicable rate for the generation-skipping transfer tax
equals the maximum Federal estate tax rate times the inclusion

ratio with respect to the transfer. For trusts, the inclusion ratio

equals the excess of one over a fraction, the numerator of which is

the amount of GST exemption allocated to the trust, and the de-

nominator of which is the value of the property transferred to the
trust, with certain reductions.
A nontaxable gift is any transfer of property to the extent such

transfer is not treated as taxable because of certain exclusions.

Nontaxable gifts which are direct skips have a zero inclusion ratio.

Nontaxable gifts to trusts which are not direct skips generally are
not taken into account in determining the inclusion ratio of the
trust. The effect of a nontaxable gift which is a direct skip to a
trust upon the trust's inclusion ratio is unclear.
Under present law, it is possible that transfers constituting non-

taxable gifts made to a trust may not be taken into account in de-

termining the inclusion ratio even if such transfers do not consti-
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tute nontaxable gifts with respect to all trust beneficiaries. Thus, if

a parent makes a transfer to trust in which a child has a life estate

and a grandchild the remainder, the portion of the transfer qualify-

ing as a nontaxable gift might not be taken into account in deter-

mining the inclusion ratio for distributions to the grandchild even
though the portion of the transfer to the grandchild was not a non-
taxable gift.

Explanation of Provision

Under the bill, only nontaxable gifts which are direct skips
would have a zero inclusion ratio. Such gifts to a trust would
not have an inclusion ratio of zero unless (1) no portion of the
corpus or income of the trust could be distributed to a person other
than the individual benefited by the gift, and (2) if the individual
3enefited dies before termination of the trust, the trust assets will

3e includible in his estate.

This provision applies to transfers after October 14, 1987.

17. Effective date of the revised generation-skipping transfer tax
(sec. 114(h)(1) and (2) of the bill and sec. 1433 of the Reform
Act)

Present Law

The revised generation-skipping transfer tax generally applies to

;ransfers made after the date of enactment of the Reform Act (Oc-

;ober 22, 1986). In addition, the revised generation-skipping trans-
fer tax applied to inter vivos transfers made after September 25,

L985.

The generation-skipping transfer tax does not apply, however,
;o

—

(1) inter vivos transfers made before September 26, 1985,

(2) trusts that were irrevocable before September 26, 1985, except
br additions of corpus to such trusts after September 25, 1985,

(3) testamentary transfers made pursuant to wills in existence
)efore the date of enactment of the Reform Act (October 22, 1986)
f the decedent died before January 1, 1987, and
(4) transfers under a trust to the extent that such trust consists

)f property included in the gross estate of the decedent or which
ire direct skips which occur by reason of the death of any decedent
f the decedent was incompetent on the date of enactment of the
lleform Act (October 22, 1986) and at all times thereafter until
leath.

Explanation of Provision

The bill clarifies that the grandfather of irrevocable trusts cre-

ited before September 25, 1985, applies whether or not income de-
•ived from corpus contributions before September 26, 1985, is dis-

ributed or accumulated. The bill also provides that the grandfa-
her of transfers made pursuant to wills in existence on the date of
enactment of the Reform Act (October 22, 1986) if the decedent dies
)efore January 1, 1987, also applies to transfers pursuant to revo-
;able trusts which were in existence on the date of enactment of
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the Reform Act (October 22, 1986) if the decedent dies before Janul
ary 1, 1987.

18. $2 million exemption (sec. 114(h)(3) of the bill and sec. 1433 oi

the Reform Act)

Present Laic

The revised generation-skipping transfer tax on direct skips does
not apply to transfers before January 1, 1990, from a transferor to,

a grandchild of the transferor to the extent that the aggregate]
transfers from that transferor to that grandchild do not exceed $2j
million. An election may be made to treat inter vivos and testa-

mentary contingent transfers in trusts for the benefit of a grand-
child as direct skips if (1) the transfers occur before the date of en-d

actment of the Reform Act (October 22, 1986), and (2) the transfers]

would be direct skips except for the fact that the trust instrument^
provides that, if the grandchild dies before vesting of the interest!^

transferred, the interest is transferred to the grandchild's heirs c

(rather than the grandchild's estate). Transfers treated as direct

skips as a result of this election are subject to Federal gift and
estate tax on the grandchild's death in the same manner as if the
contingent gift over had been to the grandchild's estate.

|

Explanation of Provision

The bill clarifies the application of the $2 million exemption in

three respects. First, the bill clarifies that a transfer to a trust is

treated as a transfer to a grandchild if (1) no amount may be dis-

tributed to any person other than that grandchild during the life of
that grandchild, (2) the assets will be includible in the gross estate

of the grandchild if the grandchild dies before the termination of
the trust, and (3) all of the income of the trust after the child has
reached age 21 must be distributed to the grandchild not less often
than annually. The third requirement applies only to transfers
after June 10, 1987. It is intended that the third requirement would
not be satisfied by a so-called Crummey power.

Second, the bill clarifies that trusts which are eligible for the $2
million exemption are treated as if that trust had been subject to

the generation-skipping transfer tax and, consequently, that distri-

butions out of a trust to such a grandchild are not treated as tax-

able distributions.

Third, the bill amends the special rules applicable to transfers in

trust before the date of enactment of the Reform Act (sec. 1433(d)
of that Act) by (a) clarifying that transfers to such trusts are treat-

ed as transfers to a grandchild (and, therefore, eligible for the $2
million exclusion) and (b) providing that the executor of the grand-
child can recover the additional estate taxes imposed upon the
estate of the grandchild by reason of the election from that person
or persons receiving the property unless the will of the grandchild
provides otherwise.



XV. COMPLIANCE AND TAX ADMINISTRATION PROVISIONS (SEC. 115 OF
THE BILL)

1. Nominee reporting by partnerships (sec. 115(a) of the bill, sec.

1501 of the Reform Act, and sec. 6724(d)(2)(B) of the Code)

Present Law

Present law requires that any person holding an interest in a
partnership as a nominee for another person must furnish to the
partnership the name and address of that other person (along with
any additional information required by regulations) (Code sec.

6031(c)). Failure by the nominee to provide this information to the
partnership is not subject to the general penalty for failure to file

information reports as required.

Explanation of Provision

The bill provides that a nominee's failure to supply the required
information to the partnership is subject to the general penalty for
failure to furnish payee statements (sec. 6722). This penalty is $50
per failure, up to a maximum of $100,000 per calendar year.

2. Negligence and fraud penalties (sec. 115(b) of the bill, sec. 1503
of the Reform Act, and sees. 6013(b)(5), 6601(e), and 6653 of
the Code)

Present Law

Taxpayers are subject to penalties if any part of an underpay-
ment of tax is due to negligence or fraud (Code sec. 6653). Both of
these penalties have two components. The first component of each
penalty is the basic penalty (5 percent of the entire underpayment
in the case of negligence, 75 percent of the portion attributable to
fraud in the case of fraud). The second component of each penalty
is an amount equal to one-half the interest payable on the portion
Df the underpayment attributable to either negligence or fraud (as
the case may be), for the period beginning on the last day pre-
scribed for payment of the underpajonent (without regard to any
extension) and ending on the date of the assessment of the tax (or

the date of payment of the tax if that date is earlier). Interest on
the negligence and fraud penalties generally begins on the date
these penalties are assessed, rather than the last date prescribed
for filing the return to which the penalty relates.

Explanation of Provision

The bill repeals the second, time-sensitive components of both
the negligence and fraud penalties. The bill instead imposes inter-
est on these penalties from the last date prescribed for filing the
return to which the penalty relates. The bill also improves the co-

(371)
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ordination of these penalties with the provision permitting a couple
to file a joint return after filing a separate return (Code sec.

6013(b)). These provisions apply to returns the due date for which
(determined without regard to extensions) is after December 31,

1988.

The bill gimends the negligence penalty for failure to include on
a tax return amounts shown on an information return by reinstat-

ing the prior-law rule providing that the penalty is restricted to the
portion of the underpayment of tax attributable to the failure to

report.

3. Penalty for substantial understatement of tax liability (sec.

.

115(c) of the bill and sec. 1504 of the Reform Act)

Present Law

A taxpayer who substantially understates income t£ix for any j

taxable year must pay a penalty (Code sec. 6661). The Tax Reform i

Act of 1986 provided that this penalty is to be 20 percent of the t

amount of the underpayment of tax attributable to the understate- i

ment. This was effective for returns the due date of which (deter- i

mined without regard to extensions) is after December 31, 1986.

After considering the Tax Reform Act of 1986, Congress consid-

ered the Omnibus Budget Reconciliation Act of 1986 (P.L. 99-509). '

That Act^ increased this penalty to 25 percent of the underpay-
ment, effective for penalties assessed after the date of enactment of

that Act. Although CJongress considered the Tax Reform Act of

1986 prior to considering the Omnibus Budget Reconciliation Act,

the Omnibus Budget Reconciliation Act was enacted one day before
the date of enactment of the Tax Reform Act of 1986. ^

Explanation of Provision

The bill provides that the increase in the substantial understate-
ment penalty to 25 percent made by the Omnibus Budget Reconcili-

ation Act of 1986 shall take effect as if the Tax Reform Act of 1986
were enacted on the day before the date of enactment of ^he Omni-
bus Budget Reconciliation Act of 1986.

4. Differential interest rate (sec. 115(d) of the bill, sec. 1511 of the
Reform Act, and sec. 6621 of the Code)

Present Law

The interest rate that taxpayers pay to the Treasury on under-
payments of tax is one percentage point higher than the interest

rate that the Treasury pays to taxpayers on overpayments of tax.

Explanation of Provision

The bill corrects several cross-references to the provisions uti-

lized to determine these rates.

> See sec. 8002 of the Omnibus Budget Reconciliation Act of 1986.
2 The Omnibus Budget Reconcihation Act of 1986 was enacted on October 21, 1986; the Tax

Reform Act of 1986 was enacted on October 22, 1986.
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5. Information reporting by brokers (sec. 115(e) of the bill, sec.

1521 of the Reform Act, and sec. 6045 of the Code)

Present Law

Persons doing business as a broker must report on specified types
of transactions they effect for customers. Generally, reporting is re-

quired on sales of securities, commodities, regulated futures con-
tracts, precious metals, and real estate.

Explanation of Provision

The bill provides that a person shall not be treated as a broker
with respect to activities consisting of managing a farm on behalf
of another person. This exempts farm managers from the require-
ment of filing a Form 1099-B with respect to their farm manage-
ment activities. This information must be filed by these farm man-
agers on a Schedule F, where it is provided in a more useful
format. Consequently, filing this information on a Form 1099-B is

iuplicative. This provision is effective as if included in the Tax
Equity and Fiscal Responsibility Act of 1982 (which generally im-
posed these information reporting requirements).
The bill provides that the person required to provide information

returns on real estate transactions (who is generally defined as the
person responsible for closing the real estate transaction) is to be
called a "real estate reporting person" instead of a "real estate
broker."

The bill also makes it unlawful for any real estate reporting
person to charge separately any customer for complying with the
nformation reporting requirements with respect to real estate
;ransactions. This provision is effective on the date of enactment of
;he bill.

i. Information reporting on persons receiving contracts from cer-
tain Federal agencies (sec. 115(f) of the bill, sec. 1522 of the
Reform Act, and sec. 6050M of the Code)

Present Law

Present law requires that the head of each Federal executive
igency file an information return with the IRS indicating the
lame, address, and taxpayer identification number of each person
vith which the agency enters into a contract. The agency must also
•eport any additional information required under Treasury regula-
;ions. There is no exception from this information reporting in
)resent law for contracts involving national security, confidential
aw enforcement, or foreign counterintelligence activities.

Explanation of Provision

The bill excepts specified types of contracts from the general in-

brmation reporting requirements applicable to Federal executive
igencies, and subjects those types of contracts to a different form of
nformation reporting.
There are two types of contracts between a Federal executive

Igency and another person that are subject to these special rules.
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The first is a contract where either the fact of the existence of the
contract or the subject matter of the contract has been classified.

This is accomplished by designating and clearly marking or clearly

representing, pursuant to the provisions of Federal law or an Exec-,

utive order, ^ that the contract or the subject matter of the contract
requires a specific degree of protection against unauthorized disclo-

sure for reasons of national security. The second type of contract
subject to the special rules is a contract involving a confidential

law enforcement or foreign counterintelligence activity. In order to 3

be eligible for these special rules, the head of the Federal executive!
agency (or his designee) must determine in writing that filing the!

information return generally required of Federal executive agen-
cies would interfere with the effective conduct of a confidential law

:

enforcement or foreign counterintelligence activity. This determi-|

nation must be made pursuant to regulations issued by the Federal 'i

executive agency making the determination. This second type of 5.

contract involves primarily undercover operations (including sites i

for undercover operations) and informants. '

These two types of contracts are subject to special information

'

reporting requirements, and are exempted from the general infor-

'

mation reporting requirements of section 6050M. The special infor-

mation reporting requirements are that the IRS must first request
that the Federal executive agency acknowledge whether that
agency has entered into a contract with a particular person, who
must be identified in the IRS request. The Federal executive
agency must in response acknowledge whether it has entered into

a contract with the specified person. If it has, it must provide to

the IRS with respect to that person the information required to be
reported under section 6050M. In addition, the agency must pro-

vide whatever additional information the agency and the Treasury
agree is appropriate. The term "person" has the meaning given in

section 7701(a)(1).

It is contemplated that the information provided by Federal exec-

utive agencies to the IRS under these special rules might need to

be provided only to certain IRS employees, such as those with secu-

rity clearances. If this is necessary, it is also contemplated that the
Federal executive agencies will cooperate with the IRS in expedi-
tiously obtaining clearance for the IRS employees.
This provision is effective as if included in the 1986 Act (i.e., on

January 1, 1987).

7. Information reporting on royalties (sec. 115(g) of the bill, sec.

1523 of the Reform Act, and sec. 6676 of the Code)

Present Law

Persons who make payments of royalties aggregating $10 or
more to any person in a calendar year must provide an information
report on the royalty payments to the IRS (as well as provide a
copy to the payee) (Code sec. 6050N).

^ Executive Order 12356 is the currently effective Executive order prescribing a uniform
system for classifying, declassifying, and szifeguarding national security information (47 Federal
Register 14874; April 6, 1982).
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Explanation of Provision

The bill deletes the requirement that payors of royalties must ex-

ercise due diligence in obtaining the taxpayer identification num-
bers of payees of royalties.

This requirement is eliminated because of its interaction with
the requirements of backup withholding (Code sec. 3406). Prior to

the bill, a payor of royalties was required to exercise due diligence

in obtaining a taxpayer identification number; otherwise the payor
was subject to a penalty for failure to exercise due diligence. This
was parallel to the treatment of payors of interest and dividends.

Payors of interest and dividends are required to impose backup
withholding if the payee does not certify that the taxpayer identifi-

cation number is correct. Unlike payors of interest and dividends,

payors of royalties were not permitted to impose backup withhold-
ing under these circumstances. The requirement that payors of roy-

alties exercise due diligence in obtaining taxpayer identification

numbers is consequently repealed to eliminate this nonparallel
treatment of royalties. After repeal, payors of royalties are treated
similarly to payors of other reportable payments subject to backup
withholding (other than interest and dividend payors).

8. Estimated tax requirements for tax-exempt organizations (sec.

115(h) of the bill, sec. 1542 of the Reform Act, and sec. 6154 of
the Code)

Present Law

Present law, as amended by the 1986 Act, requires that estimat-
ed tax payments of the excise tax on the net investment income of
private foundations and the tax on unrelated business income of
tax-exempt organizations be made in accordance with the rules

generally applicable to corporate estimated tax payments.

Explanation of Provision

The bill clarifies that the corporate estimated tax provisions
apply to all payments of estimated tax by private foundations.*
These provisions apply whether the private foundation is organized
as a trust or as a corporation, and whether or not the foundation is

tax-exempt. Thus, for example, a taxable private foundation orga-
nized as a trust will be required to make estimated tax payments
of both the excise tax under section 4940(b) and any income tax
under subtitle A in accordance with the rules of sections 6154 and
6655. The individual estimated tax provisions will not apply to any
private foundation or tax-exempt trust.

The bill further provides that in the case of a tax-exempt organi-
zation or a private foundation, the period of underpayment of esti-

mated tax runs to the 15th day of the fifth month following the
close of the taxable year (i.e., the due date of the unrelated busi-

ness income tax return).

The bill also provides one additional month for the computation
of estimated taxes required to be paid by these tax-exempt organi-

* For taxable years beginning after December 31, 1987, the identical provision was adopted by
section 10301 of the Revenue Act of 1987. See section 6655(g)(3) of the Code.
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zations, as well as by trusts and estates. This is done by amending
the annualization rule for these entities so that each pajmient is

computed for a period one month shorter than under present law.

Thus, these entities will generally have 45 days (instead of 15 days)

to compute their estimated tax payments under the annualization
rule. The dates the estimated tax pajrments are due are not al-^

tered.^

9. Awards of attorney's fees in tax cases (sec. 115(1) of the bill,'

sec. 1551 of the Reform Act, and sec. 7430(c)(2)(A) of the'

Code) '

Present Law

The prevailing party (other than the United States) in tax cases

may be eligible for an award of attorney's fees if it can establish

that the position of the United States was not substantially justi-

fied and if other conditions are satisfied, which are generally paral-

,

lei to the requirements for an award of attorney's fees under the
\

Equal Access to Justice Act (which generally applies in non-tax
cases). !

Explanation of Provision

The bill clarifies two cross-references to provisions of the Equal
Access to Justice Act. First, the bill clarifies that the rules of that
Act relating to the time period within which a claim for attorney's

fees must be made also apply to claims in tax cases. Second, the
bill clarifies that the net worth limitations of that Act (rather than
parallel provisions elsewhere in the United States Code) apply to

prevailing parties in tax cases.

10. Salary of special trial judges (sec. 115(j) of the bill and sec.

1556 of the Reform Act)

Presents^ Law

The salary of special trial judges of the Tax Court is 90 percent
of the salary of judges of the Tax Court (Code sec. 7443A(d)(l)). The
President's salary recommendations^ may be construed to have re-

duced the salary of special trial judges below that 90-percent level.

Explanation of Provision

The bill provides that to the extent the President's salary recom-
mendations are inconsistent with the 90-percent level specified in

the Code, the recommendations are not effective.

* Sec. 204(n) of the bill makes an identical amendment to section 6655(g)(3) of the Code, as
revised by the Revenue Act of 1987.

® The Budget of the United States Government, 1988, Recommendations for Executive, Legisla-

tive, and Judicial Salaries, submitted to the Congress on January 5, 1987.
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1. Retirement pay of Tax Court judges (sec. 115(k) of the bill,

sec. 1557 of the Reform Act, and sec. 7447 of the Code)

Present Law

A Tax Court judge's retirement pay is based upon the judge's
jngth of service as a judge. A judge who serves on the Tax Court
t least 10 years receives full retirement pay; the retirement pay of
judge serving less than 10 years is proportionately reduced. Time
erved as a judge in recalled status after retirement does not count
)r purposes of computing the 10-year period.

Explanation of Provision

The bill provides that service on a substantially full-time basis in

^called status after retirement is considered in computing the 10-

ear period. The provision applies for purposes of determining re-

rement pay paid after the date of enactment of the bill, regard-
jss of when the services in recalled status after retirement were or
re performed.

2. Suspension of statute of limitations during prolonged dispute
over third-party records (sec. 115(1) of the bill, sec. 1561 of the
Reform Act, and sec. 7609 of the Code)

Present Law

If a dispute between a third-party recordkeeper and the IRS is

ot resolved within six months after the IRS issues an administra-
ve summons, the statute of limitations is suspended until the
sue is resolved (sec. 7609(e)).

Explanation of Provision

The bill clarifies that this suspension of the statute of limitations
ncompasses disputes with all third-party recordkeepers listed in
le statute, regardless of whether the summons does or does not
lentify the person with respect to whose liability the summons is

sued.

5. Rescission of statutory notice of deficiency (sec. 115(m) of the
bill, sec. 1562 of the Reform Act, and sec. 6212 of the Code)

Present Law

Where the IRS and the taxpayer mutually agree, a statutory
otice of deficiency may be rescinded. Once the notice has been
roperly rescinded, it is treated as if it never existed.

Explanation of Provision

The bill clarifies that rescission of a statutory notice of deficiency
oes not affect any suspension of the running of any period of limi-

itions during any period during which the rescinded notice was
ntstanding. For example, assume that six months remain to run
ti the statute of limitations with respect to a return when the IRS
sues a statutory notice of deficiency. Issuance of this notice sus-
ends the statute of limitations. If the IRS and the taxpayer agree
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to rescind the statutory notice, then as of the date the notice is re-
j

scinded, the statute of limitations again begins to run and (in thisj

example) six months remains until the statute expires. J

14. Abatements of interest due to error or delay (sec. 115(n) of the^
bill, sec. 1563 of the Reform Act, and sec. 6404(e)(1) of the
Code)

Present Law

The IRS may, under specified conditions, abate interest that is

attributable to error or delay by the IRS.

Explanation of Provision

The bill adds "error" as a condition justifying abatement to one
reference where it was inadvertently omitted.

15. Exemption from levy for service-connected disability pay-
ments (sec. 115(o) of the bill and sec. 6334 of the Code)

|

Present Law

Under present law, various payments, such as unemployment ,

benefits, workers' compensation, an amount of specified ordinary
wages, as well as certain pensions and annuities, are exempt from
levy. Thus, the IRS cannot seize these payments to collect delin-

quent taxes by serving a levy on the payment source. The IRS can
collect the delinquent taxes from other nonexempt sources avail-

able to the delinquent taxpayer.
Certain service-connected disability benefits are included among

those payments which are exempt from levy under section 6334.
The term "service-connected" means that the disability was in-

curred or aggravated in the line of duty in the active military,

naval, or air service. This exemption covers direct compensation
payments, as well as other types of support payments for education
and housing.
The service-connected disability payments that presently are

exempt from IRS levy include the following veterans' benefits de-

scribed in Title 38, United States Code: wartime or peacetime or
general compensation (subchapters II, IV, and VI of chapter 11 of
title 38); certain life insurance payments (subchapters I, II, and III

of chapter 19); specially adapted housing grants (chapter 21); voca-
tional rehabilitation benefits (chapter 31); post-Vietnam era veter-

ans' educational assistance (chapter 34); survivors' and dependents'
educational assistance (chapter 35); housing and small business
loans (chapter 37); and automobiles and adaptive equipment for

certain disabled veterans (chapter 39).

Explanation of Provision

The bill adds the following service-connected disability benefits
to those payments which, pursuant to section 6334, are exempt
from levy by the IRS: compensation for wartime and peacetime
death (provided for in subchapters III and V of chapter 11 of title

38, United States Code); dependency and indemnity compensation
for service-connected deaths (provided for in chapter 13 of title 38,
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United States Code); and certain burial benefits (provided for in
chapter 23 of title 38, United States Code). The bill revokes the
present-law exemption from IRS levy for certain life insurance pay-
ments (provided for by chapter 19 of title 38, United States Code).
This provision is effective for levies made after December 31, 1988.

16. Modification of withholding schedules (sec. 115(p) of the bill

and sec. 1581(c) of the Reform Act)

Present Law

If an employee did not file a revised Form W-4 before October 1,

1987, the employer must withhold income taxes as if the employee
claimed one allowance (if the employee checked the "Single" box
on the most recent Form W-4 that the employee filed) or two allow-
ances (if the employee checked the "Married" box).

Explanation of Provision

The bill provides that this rule would not apply if it would result
in an increase in the number of withholding allowances for an em-
ployee. This is consistent with IRS instructions to employers.

17. General requirement of return, statement, or list (sec. 115(q)
of the bill and sec. 6011 of the Code)

Present Law

When required by regulations, any person liable for any tax or
the collection thereof must make a return or statement in the
manner required.

Explanation of Provision

The bill clarifies the language of the Code containing this re-

quirement.

18. Certain refundable credits to be assessed under deficiency pro-
cedures (sec. 115(r) of the bill and sec. 6211 of the Code)

Present Law

Under present law, the deficiency procedures allowing taxpayers
to litigate issues in the Tax Court relating to the earned income
credit (sec. 32) and the credit for the certain payments of the gaso-
line and special fuels tax (sec. 34) may not apply.

Explanation of Provision

The bill provides that the Tax Court deficiency procedures apply
to the credits allowable under sections 32 and 34, notwithstanding
that the credits reduce the net tax to less than zero.

The provision applies to notices of deficiencies mailed after the
date of enactment of this bill.



XVI. EXEMPT AND NONPROFIT ORGANIZATIONS (SEC. 116 OF THE BILL)
I

1. Title-holding companies (sec. 116(a) of the bill, sees. 1603 and>
1878(e) of the Reform Act, and sees. 501(c)(25) and 514(c)(9)!

of the Code)
1

Present Law
i

In general

The Reform Act provided a new category of tax-exempt organiza-

«

tions, consisting of certain corporations or trusts that are organized
i,

for the exclusive purposes of acquiring and holding title to real

property, collecting income from such property, and remitting the
\

income (less expenses) from such property to one or more specified

'

categories of tax-exempt organizations that are shareholders of the
i

corporation or beneficiaries of the trust (Code sec. 501(c)(25)). Such
a title-holding company is entitled to tax-exempt status only if it

has no more than 35 shareholders or beneficiaries and has only one i

class of stock or beneficial interest, and only if it meets certain

other requirements.

Eligible shareholders or beneficiaries

Under the Reform Act, the categories of tax-exempt organiza-
tions eligible to hold interests in a section 501(c)(25) title-holding

company are (1) a qualified pension, profit-sharing, or stock bonus
plan (sec. 401(a)); (2) a governmental pension plan (sec. 414(d)); (3)

the United States, a State or political subdivision, or governmental
agencies or instrumentalities; (4) tax-exempt charitable, education-
al, religious, or other organizations described in section 501(c)(3);

and (5) other title-holding companies described in section 501(c)(25).

Rights of eligible shareholders or beneficiaries

To qualify under section 501(c)(25), the title-holding company is

required to permit its shareholders or beneficiaries to (1) dismiss,

after reasonable notice, the corporation's or trust's investment ad-
visor by majority vote of the shareholders or beneficiaries; and (2)

terminate their interest by (a) selling or exchanging their stock or
beneficial interest (subject to Federal or state securities law) to any
other eligible organization, as long as the sale or exchange does not
increase the total number of shareholders or beneficiaries to more
than 35, or (b) redeeming their stock or beneficial interest after

providing 90 days' notice to the corporation or trust. The Reform
Act did not expressly provide a sanction for the failure of a title-

holding company to satisfy the requirements relating to the rights

of eligible shareholders or beneficiaries.

(380)
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Unrelated business taxable income

Exempt organizations are subject to tax on any unrelated busi-

ness taxable income, including income from debt-financed property.
The term "debt-financed property" means any property held to

produce income with respect to which there is acquisition indebted-
ness at any time during the taxable year, or during the 12 months
prior to disposition if the property is disposed of during the taxable
year (sec. 514(b)).

Under an exception to the debt-financed property rules, indebted-
ness incurred by certain tax-exempt organizations (i.e., qualified
pension plans and certain tax-exempt educational organizations) as
a result of the acquisition or improvement of real property is not
considered acquisition indebtedness (sec. 514(c)(9)). The Reform Act
extended this exception to debt-financed real property held by a
section 501(c)(25) title-holding company.
The Reform Act also provides that an interest in a mortgage is

not treated as an interest in real property for purposes of the debt-
financed property rules in the case of real property held by a part-
nership (sec. 514(c)(9)(B)(vi)).

Explanation of Provision

Definition of real property

The bill clarifies the definition of permissible holdings of real
property by a title-holding company by providing that, for purposes
of section 501(c)(25), the term "real property" does not include any
interest as a tenant in common (or similar interest) and does not
include any indirect interest. This rule ensures a consistent appli-
cation of the intent of section 501(c)(25) that a title-holding compa-
ny is required to hold real property directly and cannot, for exam-
ple, treat an interest in a partnership, trust, or other entity as an
investment in real property.
The bill also provides that, for purposes of section 501(c)(25), the

term "real property" includes any personal property that is leased
under, or in connection with, a lease of real property. This excep-
tion to the general rule that a section 501(c)(25) title-holding com-
pany may only hold real property applies only if the rent attributa-
t)le to the leasing of such personal property (determined under the
rules of sec. 856(d)(1)) for the taxable year does not exceed 15 per-
:ent of the total rent for the taxable year attributable to both the
real and personal property under the lease.

Eligible shareholders or beneficiaries

In order to implement the 35-person limitation on shareholders
Dr beneficiaries of a section 501(c)(25) organization, the bill deletes
the provision of the Act that had defined an eligible shareholder or
oeneficiary in a title-holding company to include other section
501(c)(25) title-holding companies. In lieu of that rule, the bill pro-
^des that a corporation that is a qualified subsidiary of a section
501(c)(25) title-holding company is not to be treated as a separate
corporation for Federal tax law purposes. In the case of such a
qualified subsidiary, all assets, liabilities, and items of income, de-
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duction, and credit of the qualified subsidiary are treated as assets,

liabilities, and such items of the title-holding company.
Under the bill, the term "qualified subsidiary" means a corpora-

tion that, at all times while in existence, is wholly owned by the
section 501(c)(25) title-holding company. If a qualified subsidiary

subsequently ceases to satisfy the 100-percent stock ownership re-

quirement, the qualified subsidiary is treated, immediately before

the time it ceases to meet such ownership requirement, as a new
corporation acquiring all of its assets and assuming all of its liabil-

ities in exchange for its stock.
^

Rights of shareholders or beneficiaries

The bill expressly provides that a title-holding company is not
entitled to tax-exempt status under section 501(c)(25) if it fails to'

permit its shareholders or beneficiaries to dismiss the organiza-'

tion's investment advisor or to terminate their interest in the cor-

poration or trust in the manner specified in the statute.

Unrelated business taxable income

The bill modifies the exception to the unrelated business taxable
income rules in the case of debt-financed real property owned by a
section 501(c)(25) title-holding company to provide that the excep-

tion is not available in the case of a disqualified holder. (A title-

holding company does not fail to qualify for tax-exempt status

merely because its shareholders or beneficiaries have unrelated
business income as a result of the operation of this rule.)

Thus, in computing the unrelated business taxable income of a
disqualified holder of an interest in a title-holding company, the
holder's pro rata share of the items of income that are treated as
gross income derived from an unrelated trade or business (without
regard to the exception for debt-financed real property) is taken
into account as gross income of the disqualified holder derived from
an unrelated trade or business. Further, the holder's pro rata share
of the items of deductions allowable in computing unrelated busi-

ness taxable income (without regard to the exception for debt-fi-

nanced real property) also is taken into account as deductions in

computing unrelated business taxable income. These items of
income and deduction are taken into account for the taxable year
of the holder in which (or with which) the taxable year of the title-

holding company ends.

Under the bill, the term "disqualified holder" means any title-

holding company shareholder or beneficiary other than either (1)

an educational institution (described in sec. 170(b)(l)(A)(ii)) or its af-

filiated support organizations (described in sec. 509(a)(3)) or (2) a
qualified pension trust (within the meaning of sec. 401(a)).

Under the bill, the rule excluding an interest in a mortgage from
the definition of real property applies for all purposes under the
exception for debt-financed real property, rather than solely in the
case of real property held by a partnership.



XVII. MISCELLANEOUS PROVISIONS (SEC. 118 OF THE BILL) i

1. Tax-exempt entity leasing; definition of tax-exempt controlled

entity (sec. 118(b)(2) of the bill, sec. 1802(a)(2) of the Reform
Act, and sec. 168(h) of the Code)

Present Law

Under the Reform Act, the term "tax-exempt controlled entity"

does not include a corporation more than 50 percent of the stock in

which is owned by a foreign person or entity. In addition, in the

case of a corporation the stock of which is publicly traded, a tax-

exempt entity's holdings are disregarded unless such entity owns at

least five percent of the stock in the corporation (sec.

168(h)(6)(F)(iii)).

Explanation of Provision

The bill clarifies that the amendment applies as if enacted in the

Tax Reform Act of 1984.

2. Accrual of interest on certain short-term obligations (sec.

118(c) of the bill, sec. 1803(a)(8) of the Reform Act, and sec.

1281 of the Code)

Present Law

Under section 1281 of the Code, certain taxpayers are required to

include in income as interest for a taxable year that portion of the
acquisition discount or original issue discount on a short-term obli-

gation that is allocable to the portion of the year during which the
taxpayer held the obligation. The 1986 Act clarified that taxpayers
subject to the rule for mandatory accrual are required to include in

income for a taxable year all amounts of interest, irrespective of

whether the interest is stated or is in the form of discount. The
amendment made by the Act applies to obligations acquired after

September 27, 1985.

Explanation of Provision

The bill provides that the amendment made by the 1986 Act ap-

plies only to obligations acquired after December 31, 1985. The pur-

pose of the change in effective date is to relieve taxpayers of ad-

ministrative burdens on short-term obligations acquired after Sep-

tember 27, 1985 and before January 1, 1986.

Note: Section 117 of the bill contains clerical and conforming changes only.

(383)
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3. Application of market discount rules in case of partial princi-y

pal payments (sec. 118(c)(2) of the bill, sec. 1803 of the Act,]

and sees. 1276 and 1278 of the Code)

Present Law

The 1984 Act provided that any partial principal payment on aj

market discount bond is includible in gross income to the extent
that such payment does not exceed the accrued market discount on
such bond.
Market discount is the excess of the stated redemption price of ^

the bond at maturity over the basis of such bond immediately after

;

its acquisition by the taxpayer. In the case of a bond having origi-
j

nal issue discount, the stated redemption price at maturity is treat-

ed as equal to its revised issue price. Revised issue price is the sum
of the issue price of the bond and the aggregate amount of the
original issue includible in the gross income of all holders for peri-

ods before the acquisition of the bond by the taxpayer. Neither
stated redemption price at maturity nor revised issue price are ad-

justed for partial principal pa3mients prior to the acquisition of the i

bond.

Explanation of Provision

The bill clarifies that the Treasury is authorized to issue regula-
tions providing proper adjustment in the case of a bond the princi-

pal of which may be paid in two or more payments.

4. Earnings and profits (sec. 118(d)(4) of the bill, sec. 1804 of the
Reform Act, and sec. 312(b) of the Code)

Present Law

The Act clarified the effect on earnings and profits of a distribu-

tion of appreciated property.

Explanation of Provision

The bill provides that the rules relating to the distribution of ap-
preciated property under section 312(b) do not apply to a distribu-

tion of a corporation's own obligation. Thus, earnings and profits

will not be increased by reason of such a distribution.

5. Treatment of transferor corporation (sec. 118(d)(5) of the bill,

sec. 1804 of the Reform Act, and sees. 361 and 355 of the
Code)

Present Law

The Tax Reform Act of 1984 generally required that all property
received by a corporation in a "C" reorganization be distributed. In
addition, that Act provided that a corporation must recognize gain
on the distribution of appreciated property to its shareholders in a
nonliquidating distribution. The 1986 Act made a series of amend-
ments to the reorganization provisions attempting to conform those
provisions with changes made by the 1984 Act. However, numerous
technical problems with the 1986 amendments have arisen. The bill
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responds to these technical problems with a complete revision of

the 1986 amendments.

Explanation of Provision

Treatment of reorganization exchange.— The bill restores the pro-

visions of section 361, relating to the nonrecognition treatment of

an exchange pursuant to a plan of reorganization, as in effect prior

to the amendments made by the 1986 Act. Thus, as under prior

law, gain or loss will generally not be recognized to a corporation
which exchanges property, in pursuance of the plan of reorganiza-

tion, for stock and securities in another corporation a party to the
reorganization. However, as under prior law, gain will be recog-

nized to the extent the corporation receives property other than
such stock or securities and does not distribute such other property
pursuant to the plan of reorganization. ^

The bill amends prior law by providing that transfers of property
to creditors in satisfaction of the corporation's indebtedness in con-

nection with the reorganization are treated as distributions pursu-
ant to the plan of reorganization for this purpose.^ The Secretary
of the Treasury may prescribe regulations necessary to prevent tax
avoidance by reason of this provision. This amendment is not in-

tended to change in any way the definition of a reorganization
within the meaning of section 368.

Treatment of distributions in reorganizations.—The bill also con-

forms the treatment of distributions of property by a corporation to

its shareholders in pursuance of a plan of reorganization to the
treatment of nonliquidating distributions (under section 311).

Under the bill, the distributing corporation generally will recognize
gain, but not loss, on the distribution of property in pursuance of
the plan of reorganization. However, no gain will be recognized on
the distribution of "qualified property". For this purpose, "quali-

fied property" means (1) stock (or rights to acquire stock) in, or the
obligation of, the distributing corporation and (2) stock (or rights to

acquire stock) in, or the obligation of, another corporation which is

a party to the reorganization and which were received by the dis-

tributing corporation in the exchange.^ The bill also provides that
the transfer of qualified property by a corporation to its creditors

in satisfaction of indebtedness is treated as a distribution pursuant
to the plan of reorganization.^

Basis.—The bill clarifies that the basis of property received in an
exchange to which section 361 applies, other than stock or securi-

ties in another corporation a party to the reorganization, is the fair

market value of the property at the time of the transaction (pursu-

ant to section 358(a)(2)). Thus the distributing corporation will rec-

ognize only post-acquisition gain on any taxable disposition of such
property received pursuant to the plan of reorganization. Of course,

^ This could occur, for example, where liabilities are assumed in a transaction to which sec-

tion 357(b) or (c) applies.
* This overrules the holding in Minnesota Tea Company v. Helvering, 302 U.S. 609 (1938).
•• For analysis that acquiring corporation voting stock held by the acquired corporation in a

Type C reorganization is transferred to the acquiring corporation in exchange for the same
stock, see Rev. Rul. 78-47, 1978-1 C.B. 113.

^ These amendments are not intended to affect the treatment of any income from the dis-

charge of indebtedness arising in connection with a corporate reorganization.
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the other corporation will recognize gain or loss on the transfer of]

its property under the usual tax principles governing the recogni-

tion of gain or loss.

Treatment of section 355 distributions.—Finally, the bill provides'

that the rules of section 311 shall apply to the distribution of prop- ^

erty in a section 355 transaction which is not in pursuance to a

'

plan of reorganization. Thus, gain (but not loss) will be recognized

'

on the distribution of property other than the stock or securities in •

the controlled corporation in a transfer to which section 355 (or so

'

much of section 356 as relates to section 355) applies. For this pur-
\

pose, the gain recognition provisions of section 311(b) will not apply

'

to the distribution of securities notwithstanding that the recipient

may be taxed by reason of the excess principal amount rule of sec-

tion 355(a)(3)(A), but the gain recognition rule will apply to stock
^

which is not permitted to be received tax-free under section 355(a).

6. Golden parachutes (sec. 118(d)(6)-(8) of the bill, sec. 1804(j) of
the Reform Act, and sec. 280G of the Code)

Present Law

Under present law, no deduction is allowed for "excess parachute
pajnnents" (sec. 280G) and a nondeductible 20-percent excise tax is

imposed on the recipient of any excess parachute payment (sec.

4999).

The term parachute payment does not include any payment
made to (or for the benefit of) a disqualified individual (1) with re-

spect to a corporation that was, immediately before the change in

control, a small business corporation (as defined in sec. 1361(b), re-

lating to S corporations) or (2) with respect to a corporation no
stock of which was, immediately before the change in control, read-

ily tradable on an established securities market, or otherwise, pro-

vided shareholder approval was obtained with respect to the pay-
ment to a disqualified individual.

The Secretary may, by regulations, provide that a corporation
fails to meet the requirement that it have no stock that is readily

tradable if a substantial portion of the assets of any entity consists

(either directly or indirectly) of stock in the corporation and inter-

ests in the entity are readily tradable on an established securities

market, or otherwise.

Congress was concerned that, absent specific rules, a taxpayer
might utilize the exemption for shareholder approval to avoid the
golden parachute provisons by creating tiers of entities. Such avoid-

ance is possible if the gross value of the entity-shareholder's inter-

est in the corporation constitutes a substantial portion of such enti-

ty's assets. Congress contemplated that, in such cases, the Secre-

tary will adopt regulations requiring approval of the owners of the
entity rather than the approval of the entity itself. Of course, such
shareholder approval may be obtained only if the entity sharehold-
er also h£is no stock that is readily tradable.
The Secretary is authorized to prescribe such regulations as may

be necessary or appropriate to carry out the purposes of the golden
parachute provisions.



387

Explanation of Provision

Under present law, a corporation could fail to qualify for the
shareholder approval exception if it has nonvoting preferred stock

that is publicly traded, even if all common stock of the corporation

is not publicly traded. In some cases, an interest in preferred stock

is more in the nature of debt than equity. The purpose of the
golden parachute provisions is to protect equity shareholders whose
interest in the corporation could be impaired by parachute pay-
ments to disqualified individuals. No protection is necessary in the
case of nonvoting preferred stock if the preferred shareholders re-

ceive the redemption or liquidation value to which they are enti-

tled.

Thus, the bill provides that, for purposes of the shareholder ap-

proval requirements, the term "stock" does not include any stock

(1) that is not entitled to vote, (2) that is limited and preferred as to

dividends and does not participate in corporate growth to any sig-

nificant extent, (3) that has redemption and liquidation rights

which do not exceed the issue price of such stock (except for a rea-

sonable redemption or liquidation premium), (4) that is not convert-

ible into another class of stock, and (5) the rights of which are not
adversely affected by the parachute payments.
The bill addresses several issues that arise in the application of

the shareholder approval requirements for a corporation the stock

of which is not publicly traded by expanding the Secretary's regu-
latory authority under the golden parachute provisions. It is ex-

pected that regulations will address these issues, particularly the
application of the shareholder approval requirements in the case of

shareholders that are not individuals (i.e., the shareholders are
partnerships, corporations, or other nonindividual entities), and to

what extent nonvoting interests in the entity shareholder have the
right to affect the approval of that shareholder. In general, it is an-
ticipated that the normal voting rights of the entity shareholder
will determine whether or not the entity shareholder approves the
parachute payments. For example, limited partners with no right

to vote on partnership issues generally would not be entitled to

vote with respect to the partnership shareholder's approval of a
parachute payment.
The bill specifically authorizes the Secretary to prescribe regula-

tions addressing the application of the shareholder approval re-

quirements to entity shareholders that hold de minimis amounts of
stock in the corporation. Of course, shareholder approval would
still be required if the corporation constituted a substantial portion
of the assets of the entity shareholder.
For purposes of the small business exception, the bill provides

that "small business corporation" is defined as in section 1361(b)
but without regard to paragraph (1)(C) thereof (relating to nonresi-
dent aliens). In the golden parachute context, the effect of the use
of the small business corporation definition was to treat domestic
corporations less favorably to the extent they were owned by for-

eign persons rather than U.S. persons. Because less favorable treat-

ment was accorded to these corporations solely because they were
owned by foreign persons (as contrasted to U.S. corporations whose
shareholders were not taxable by the United States), this golden
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parachute provision discriminated against foreign persons and|
would have violated certain U.S. treaties.

7. Consolidation of former DISCs (sec. 118(d)(10) of the bill, sec.^

1804(e)(10) of the Reform Act, and sec. 1504 of the Code)

Present Law

The Deficit Reduction Act of 1984 modified the rules applicablep

to Domestic International Sales Corporations (DISCs). The 1984 Act^

forgave the tax on post-1984 distributions of accumulated DISC]
income by treating such income as previously taxed income. This|

exemption did not apply to the deemed distributions resulting from'

a termination of a DISC, unless the termination resulted solely]

from the changes made by the Act. The 1984 Act also required ex-

isting fiscal-year DISCs to close their taxable year on December 31,

1984. In certain cases, the shareholder of the DISC was permitted
to include income of the DISC that otherwise would have been
deemed distributed in the resulting short period over a period of up
to ten years.

The 1986 Act amended the affiliation rules of section 1504 tof

make a former DISC which has no accumulated DISC income de-^

rived after December 31, 1984, an includible corporation. Accord-

J

ingly, such a corporation must be included in the consolidated:
return of a parent corporation meeting the 80-percent ownership
requirements of section 1504. The purpose of this amendment was
to prevent a tax-motivated deconsolidation of a subsidiary through
a contribution of its stock to a former DISC of the parent.

Explanation of Provision

Under the bill, only a corporation that is a DISC for the current
taxable year is excluded from the term "includible corporation" for

purposes of the affiliation rules. Thus, a corporation that formerly
was a DISC that otherwise meets the affiliation requirements of
section 1504 must be included in a consolidated return filed by its

parent corporation. However, a former DISC (or other corporation)
will not be treated as a member of an affiliated group for purposes
of determining the taxation of any distribution or deemed distribu-

tion of accumulated DISC income, unless the income is treated as
previously taxed income pursuant to the 1984 Act. Thus, the share-
holder-level tax on accumulated DISC income which Congress did
not exempt from tax may not be avoided through a consolidated
return dividend.^

In addition, a former DISC (or other corporation) will not be
treated as a member of the consolidated group for purposes of de-

termining the treatment of a deemed distribution of income from a
1984 short taxable year which the 1984 Act permitted to be includ-

ed over a period of up to ten years.
It is expected that the consolidated return regulations will be

modified to prevent a decrease in a parent corporation's basis in

the stock of a subsidiary that formerly was a DISC for any distribu-

*The effect of the bill is to prevent the distribution (or deemed distribution) to the parent
corporation from being eliminated under the consolidated return rules. As a distribution from a
former DISC, the distribution also would not be eligible for the dividends received deductian.
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tion (or constructive distribution) of earnings representing previ-

ously taxed income. For example, assume a former DISC whose ac-

cumulated DISC income was treated as previously taxed income
under the 1984 Act distributed that income to its parent in a post-

1984 consolidated return year. Notwithstanding section 1.1502-

32(b)(2)(iii)(c) of the Treasury Regulations, the parent's basis in the
stock of the former DISC would not be reduced by the amount of

the distribution and, correspondingly, the parent's earnings and
profits account would not reflect a reduction (pursuant to section

Treas. Reg. sec. 1.1502-33(c)(4)(ii)(a)) in that amount. Cf. Treas. Reg.
sec. 1.1502-32(b)(7).

8. Treatment of multiple trusts for taxable years beginning after

March 1, 1984 (sec. 118(e) of the bill, sec. 1806(a) of the
Reform Act and sec. 643 of the Code)

Present Law

The 1984 Act provides that under Treasury regulations, two or

more trusts will be treated as one trust if (1) the trusts have sub-

stantially the same grantor or grantors and substantially the same
primary beneficiary or beneficiaries, and (2) a principal purpose for

the existence of the trusts is the avoidance of Federal income tax.

The 1984 Act makes this provision effective for taxable years be-

ginning after March 1, 1984. The 1986 Act provides that this provi-

sion is not applicable to any trust which was irrevocable on March
1, 1984, except to the extent corpus is transferred to the trust after

that date.

Explanation of Provision

The bill provides that if two or more trusts were treated as a
single trust on a return for the first taxable year of the trusts be-

ginning after March 1, 1984, and they would have been required to

be so treated but for the amendment made by the 1986 Act, then
such trusts will be treated as one trust for purposes of that taxable
year. This provision applies only to trusts which did not accumu-
late any income or make any accumulation distributions during
that year.

9. Settlement funds (sec. 118(f) of the bill, sec. 1807(a)(7) of the
Reform Act, and sec. 468B of the Code)

Present Law

A taxpayer generally may deduct qualified payments to a desig-

nated settlement fund at the time such payments are made. A
qualified pajnnent does not include any amount which may be
transferred from a designated settlement fund to the taxpayer. The
taxpayer may not hold a beneficial interest in the income or corpus
of the fund.

Under the Act, the income earned on amounts transferred to an
escrow account, settlement fund, or other similar fund is subject to

current tax notwithstanding any other provision of law. The Act
also provides that if the amount transferred to an account or fund
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is not deductible, then the account or fund is taxed as a grantor.

trust.
1

Explanation ofProvision

The bill clarifies that a qualified payment does not include any
amount which may be transferred from a designated settlement

j

fund to any person related to the taxpayer.
The bill also clarifies that a designated settlement fund (1) must^

extinguish completely the taxpayer's tort liability with respect to a
class of claimants, and (2) must not under its terms provide a bene-'
ficial interest in the income or corpus of the fund to any person]
related to the taxpayer.
The bill incorporates as part of the Code the provision of the Act

relating to the current taxation of the income earned on amounts
transferred to an escrow account, settlement fund, or other similar *

fund. The bill also authorizes the Secretary of the Treasury to pre
scribe regulations that identify the person that is subject to current *

tax on the income from such an account or fund.

It is anticipated that these regulations will provide that if the
amount is transferred pursuant to an arrangement that constitutes

J

a trust, then the income earned by the amounts transferred will be
j

currently taxed under Subchapter J of the Code. Thus, for exam-

1

pie, if the transferor retains a reversionary interest in any portion
!

of the trust that exceeds 5 percent of the value of that portion, or \

the income of the trust may be paid to the transferor, or may be •

used to discharge a legal obligation of the transferor, then the
income is currently taxable to the transferor under the grantor

J

trust rules. !*

10. Transfers of incentive stock options incident to divorce, etc. ]

(sec. 118(k) of the bill, sec. 1842 of the Reform Act, and sec. t

425(c) of the Code) i

Present Law

The 1984 Act provided that transfers of property between
spouses or incident to divorce were non-taxable carry-over basis

transactions.

Explanation of Provision

The bill clarifies that the transfer of stock acquired pursuant to

the exercise of an incentive stock option between spouses or inci-

dent to divorce is tax-free.

11. Treatment of stripped tax-exempt bonds (sec. 118(p)(4) of the
bill, sec. 1879 of the Reform Act, and sec. 1286(d) of the Code)

Present Law

In determining the basis of a stripped coupon or stripped bond
relating to a tax-exempt obligation under present law, the holder
makes adjustments to basis to account for the accrual of original
issue discount ("OID"). The total adjustment to basis on account of
OID is an amount not in excess of that amount which produces a
jdeld to maturity equal to the lower of (1) the coupon rate on the
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tax-exempt obligation, or (2) the jdeld to maturity of the stripped

coupon or stripped bond.

Explanation of Provision

Under the bill, in the case of a tax-exempt obligation from which
one or more coupons have been stripped, a portion of OID with re-

spect to any stripped coupon or stripped bond (as determined under
the general coupon stripping rules) is treated as OID on a tax-

exempt obligation. OID in excess of the "tax-exempt portion" is

treated as OID on an obligation that is not a tax-exempt obligation.

Under the bill, the tax-exempt portion of the OID with respect to

a stripped coupon or stripped bond relating to a tax-exempt obliga-

tion is the excess of the stated redemption price at maturity (or in

the case of a coupon, the amount payable on the due date of the
coupon), over an issue price that would produce a yield to maturity
as of the purchase date (of the stripped coupon or stripped bond)
equal to the lower of (1) the coupon rate on the tax-exempt obliga-

tion from which the coupons were separated, or (2) the yield to ma-
turity (on the basis of the purchase price) of the stripped coupon or
stripped bond. The taxpayer can elect to use the original yield to

maturity instead of the coupon rate for these purposes.
For example, assume that a tax-exempt obligation with a face

amount of $100 due January 1, 1990, and with a coupon rate of 10
percent (compounded semiannually) is issued for $100 on January
1, 1987, and is stripped on January 1, 1989. The right to receive the
principal amount is sold for $79.21 reflecting a yield to maturity at

the time of the strip of 12 percent (compounded semiannually).
Under the bill, the tax-exempt portion of discount on the stripped
bond is limited to $17.73, the difference between the stated redemp-
tion price ($100) and the issue price that would produce a yield to

maturity of 10 percent ($82.27). This portion of the discount is

treated as OID on a tax-exempt obligation.

The amount of discount on the stripped bond in excess of the tax-

exempt portion is $3.06, equal to the excess of total discount
($20.79) over the tax-exempt portion. This portion of the discount is

treated as OID with respect to an obligation that is not a tax-

exempt obligation.

The total amount of OID allocable to the accrual period ending
on July 1, 1989, with respect to the stripped-bond is $4.75 (6 percent
of $79.21), of which $4.11 is treated as OID on a tax-exempt obliga-

tion (5 percent of $82.27) and $0.64 ($4.75 minus $4.11) is treated as
OID on an obligation that is not a tax-exempt obligation. The hold-
er's basis for the bond is increased to $83.96 ($79.21 issue price plus
accrued discount of $4.75).

The provision is effective for any purchase or sale of a stripped
coupon or stripped bond relating to a tax-exempt obligation after
June 10, 1987. Present law remains in effect for any purchase or
sale of any such stripped coupon or bond after October 21, 1986,
and before June 11, 1987. Present law also remains in effect in the
case of any person who, on June 10, 1987, held for sale in the ordi-

nary course of such person's trade or business any obligation or
coupon in stripped form, with respect to any sale of such obligation
or coupon by such person, and with respect to any such obligation
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or coupon while held by another person who purchased such obliga-
tion from the person who held such obligation or coupon on June
10, 1987.

12. Reorganizations of investment companies (sec. 118(p)(5) of the
bill, sec. 1879 of the Reform Act, and sec. 368 of the Code)

Present Law

The Act provided that stock of a RIC, REIT, or diversified invest-
ment company will not be treated as stock of a single issuer for
purposes of determining whether the holder is diversified within
the meaning of section 368(a)(2)(F)(ii). The legislative history of that
amendment provided that the provision was intended to permit an
investment company to be treated as a diversified investment com-
pany only if it would be so defined if it were deemed to own its

ratable share of the assets of any RIC, REIT, or diversified invest-
ment company in which it owns stock (without regard to whether
its percentage ownership is 50 percent or more).

Explanation of Provision

The bill conforms the statutory language to the legislative histo-

ry of the Act. The bill provides that, for purposes of determining
whether a corporation is diversified, a person holding stock in a
RIC, REIT, or diversified investment company shall, except £is oth-
erwise provided in regulations, be treated as holding its proportion-
ate share of the assets held by the RIC, REIT, or diversified invest-
ment company. It is anticipated, for example, that the regulations
may provide for exceptions in de minimis cases,

13. Treatment of payments from certain mining reclamation pro-
grams (sec. 118(p)(6) of the bill, and sec. 126 of the Code)

Present Law

Under present law, gross income does not include certain pay-
ments under environmental programs administered by the Agricul-
ture Department or State programs for conservation purposes.

Explanation of Provision

The bill clarifies that payments under certain mining reclama-
tion programs administered by the Interior Department or certain
State conservation programs may qualify for this exclusion, and
may qualify even though designated as for public health and safety
purposes.

14. Elimination of duplicative Medicare tax provisions for certain
State and local government employees (sec. 118(q) of the bill,

sec. 1895 of the Reform Act, and sec. 3121(u) of the Code)

Present Law

Under present law, certain employees of State or local govern-
ments who are compensated solely on a fee basis are subject to the
self-employment (SECA) tax, including the Medicare portion of that
tax (sec. 1402(c)). The Consolidated Omnibus Budget Reconciliation
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Act of 1985 (P.L. 99-272) extended Medicare coverage and tax to

State and local government employees hired after 1985, effective

for service performed after March 31, 1986 (sec. 3121(u)). No excep-

tion was provided for certain State and local government employ-
ees who were already subject to Medicare tax under section 1402(c).

Explanation of Provision

The bill provides an exception to the Medicare tax provision in

section 3121(u) for individuals holding a position described in sec-

tion 1402(c)(2)(E), effective for services performed after March 31,

1986.

15. Treatment of certain loans of artwork (sec. 118(r)(2) of the bill

and sec. 2503 of the Code)

Present Law

A loan of a work of art to a public charity or a private operating
foundation is treated as a transfer subject to Federal gift tax. Al-

though constituting a gift, such a loan is not a deductible charita-

ble contribution for Federal gift tax purposes.

Explanation of Provision

The bill provides that a loan of a qualified work of art to a public

charity (or private operating foundation) for use in carrying on its

charitable purpose shall not be treated as a transfer for Federal
gift tax purposes. For other transfer tax purposes, the work shall

be valued £is if the loan had not been made. Thus, even if on loan
at the time of the owner's death, the full value of the work of art is

includible in the owner's estate. A qualified work of art is any ar-

chaeological, historic, or creative tangible personal property.

The provision is effective for transfers occurring after July 31,

1969.



TITLE II—TECHNICAL CORRECTIONS TO OTHER TAX
LEGISLATION

A. Superfund Revenue Act of 1986 (Sec. 201 of the Bill)

1. Tax on chemical feedstocks (sec. 201(a) of the bill, sec. 513 oi

the Superfund Revenue Act, and sec. 4662 of the Code)

Present Law

Under present law, tax is imposed on the sale (by the manufac-i
turer, producer, or importer) of 42 organic and inorganic chemical
feedstocks. If the manufacturer, producer, or importer of a taxable'

chemical feedstock uses the feedstock, then tax is imposed on the^

use of the feedstock in the same manner as if the feedstock had
been sold. ,

Under the "mixed stream" rule, no tax is imposed on the sale or

use of any taxable organic chemical while such chemical is part of.

an intermediate hydrocarbon stream containing a mixture of tax-'

able organic chemicals. Where tax is not imposed by reason of the"

mixed stream rule, the subsequent isolation, extraction, or removal]
of a taxable chemical from an intermediate hydrocarbon stream is|

treated as a taxable use.
,

A credit or refund (without interest) may be allowed or made to

the taxpayer for tax paid with respect to a taxable chemical feed-,

stock which is (1) exported, or (2) used to make a listed taxable sub-

stance which is exported. No credit or refund is allowed unless the
person who paid the tax either has agreed to repay the tax to the
exporter, or has obtained the written consent of the exporter waiv-
ing such repayment.

Explanation of Provisions

Refunds directly to exporter

Under the bill, the Secretary is required to issue regulations pro-

viding the conditions under which credit or refund (without inter-

est) may be allowed or made to the exporter of a taxable chemical
or listed taxable substance, rather than to the person who paid the
tax, where the taxpayer waives his right to receive the refund and
the exporter provides such information as may be required by the
Secretary. Such conditions may include (1) a requirement that the
exporter and the person who paid the tax register with the Inter-

nal Revenue Service, (2) a requirement that the exporter provide
written evidence that the taxpayer has waived its right to the
refund, and (3) the time, place, and manner in which claims for

refund or credit are to be made.

(394)
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Mixed stream rule

The bill clarifies that the present law treatment of intermediate
hydrocarbon streams applies where the stream contains one tax-

able organic chemical feedstock and one or more nontaxable or-

ganic chemicals. Thus the mixed stream rule is not limited to mix-
tures containing two or more taxable organic chemical feedstocks.

The term "intermediate hydrocarbon stream" generally means a
mixture of organic chemicals which is subject to further distillation

or processing in the manufacture of a taxable chemical.

2. Tax on certain imported substances (sec. 201(b) of the bill, sec.

515 of the Superfund Revenue Act, and sec. 4672 of the Code)

Present Law

A tax is imposed on any taxable substance sold or used by the
importer thereof after 1988. The amount of tax generally is equal
to the tax which would have been imposed by the chemical feed-

stock tax (sec. 4661) on the chemicals used as materials in the man-
ufacture of a taxable substance had such chemicals been sold in

the United States.

Taxable substances are those substances which are listed by the
Secretary. A substance shall be listed if it is contained in the ini-

tial list of taxable substances (sec. 4672(a)(3)) or the Secretary deter-

mines that taxable chemicals constitute more than 50 percent of
the weight (or, to the extent necessary to carry out the purposes of
the tax, value) of the materials used to produce such substance (de-

termined on the basis of the predominant method of production).
The Secretary may add or remove substances from the list as nec-
essary to carry out the purposes of the tax.

Explanation of Provision

The bill clarifies that the Secretary shall add any substance to

the list which the Secretary determines meets either the weight or
value test in present law; and may remove only those substances
which the Secretary determines meet neither the weight nor the
value test. An importer or exporter of a substance may petition the
Secretary for a determination as to whether such substance meets
the statutory requirement for listing. The Secretary must make a
determination within 180 days of the filing of such petition. It is

anticipated that the Secretary, pursuant to an appropriate petition,

will list chemicals such as: polyethylene terephthalate, nylon 66,

polyacrylonitrile, nylon 6, and ABS plastics and resins, which the
Congressional Research Service has determined meet the statutory
requirement for listing.

3. Broadbase environmental tax (sec. 201(c) of the bill, sec. 516 of
the Superfund Revenue Act, and sees. 59A and 882 of the
Code)

Present Law

Under present law, an environmental tax is imposed on corpora-
tions equal to 0.12 percent of the excess of modified alternative
minimum taxable income ("AMTI") for the taxable year over $2



396 \

million. Modified AMTI means AMTI as defined for purposes of the
j

corporate alternative minimum tax without regard to the alterna-

tive net operating loss and environmental tax deductions.
;

Although regulated investment corporations ("RICs") and real:

estate investment trusts ("REITs") are passive investment entities,

they are classified as corporations and may have corporate alterna-

tive minimum taxable income.

Explanation of Provisions

RICs and REITs

The bill clarifies that the environmental tax does not apply to

RICs and REITs. ^

:i

Foreign corporations

The bill clarifies that a foreign corporation engaged in a trade or
business within the United States is subject to the environmental
tax on its income which is effectively connected with the conduct ofJ

a trade or business within the United States. j

4. Leaking Underground Storage Tank Trust Fund excise tax (sec.

201(d) of the bill, sec. 521 of the Superfund Revenue Act, sec. 1

1703 of the Reform Act, sec. 10502 of the Revenue Act of 1987,

1

and sees. 4041, 4081, 4091, 6416, 6421, and 6427 of the Code)

Present Law i

Under present law, an additional 0.1 cent per gallon tax is im-^

posed on gasoline, diesel, aviation, and special motor fuels other-
wise subject to fuels excise taxes. This tax also is imposed on any?
liquid used, or sold for use, £is a fuel in a diesel-powered train. Rev-

«

enues from this tax are used to finance the Leaking Underground

«

Storage Tank ("LUST") Trust Fund. The additional tax generally is c

imposed on the same taix base and is collected in the same manner i

as the other excise taxes on these fuels (Code sees. 4041, 4042, 4081, i

and 4091). The tax is not imposed on liquified petroleum gas. .i

The Tax Reform Act of 1986 allowed qualified retailers to elect to >

have the excise tax on diesel fuel for highway vehicles be imposed ^

on the sale to the retailer by the wholesaler or producer, effective

for sales after March 31, 1987. In addition, the 1986 Act generally \

required collection of the excise tax on gasoline at the time gaso- -i

line is removed from a refinery or a registered and bonded terminal, S

effective for gasoline removed after December 31, 1987. A floor >

stocks tax was imposed on all gasoline held for resale beyond the 5

new point of collection on January 1, 1988. J

The Revenue Act of 1987 made mandatory the collection by ^

wholesale distributors (as opposed to retailers) of the excise tax (in-

cluding the LUST tax) on diesel and non-gasoline aviation fuels, ef-

fective April 1, 1988. A floor stocks tax is imposed on all taxable
fuels at the applicable rate (including the 0.1 cent LUST tax) held
on April 1, 1988, by a retailer or bulk user who previously had not
paid the tax. Amounts equivalent to the revenues raised by the
LUST portion of the floor stocks tax are to be transferred to the
LUST Trust Fund.
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Explanation of Provisions

Tax on diesel fuel may be imposed on sale to retailer

The bill clarifies that prior to April 1, 1988, the 0.1 cent per
gallon LUST tax on diesel fuel is imposed upon sale to a qualified
retailer in situations where the tax on diesel fuel for highway vehi-

cle use is imposed on such sale. (The Revenue Act of 1987 repealed
this election effective April 1, 1988.)

Liquids used in aviation

The bill clarifies that prior to April 1, 1988, the 0.1 cent per
gallon LUST tax applies to all liquids used, or sold for use, as fuel

in an aircraft, but that the LUST tax is not to be imposed twice
(i.e., by reason of both sections 4041 and 4081). (The Revenue Act of
1987 clarified this for sales and uses after March 31, 1988.)

The bill also clarifies that the additional tax imposed by section
4041(c) on gasoline used as a fuel in noncommercial aviation is

computed without regard to the LUST tax, and thus is not reduced
by the LUST tax.

Exempt sales

The bill clarifies that gasoline which is used as a fuel in an air-

craft or in a train is not exempt from the LUST tax by reason of
section 6421 (relating to off-highway business use and sales of gaso-
line for certain other exempt purposes).

Floor stocks tax

The bill clarifies that certain gasoline which on January 1, 1988
was held by a dealer is subject to a floor stocks tax at a rate of 9.1

cents rather than 9 cents per gallon.^ This ensures that the 0.1

cent per gallon LUST t£ix is collected on such gasoline. The reve-
nue attributable to the additional floor stock tax is to be trans-
ferred to the Leaking Underground Storage Tank Trust Fund. The
bill further clarifies that the penalty and other provisions of law
applicable to section 4081 taxes also apply to the floor stocks tax.

Gasoline and diesel fuel mixed with alcohol

The bill clarifies that the LUST financing rate is Vs cent per
gallon in the case of: (1) the removal or sale of gasoline for use in a
mixture consisting of at least 10 percent alcohol (effective with the
1986 Reform Act); and (2) the sale of diesel fuel for use in a mix-
ture consisting of at least 10 percent alcohol (effective with the
Revenue Act of 1987). These provisions ensure that imposition of
LUST tax prior to mixture with alcohol does not result in a lower
amount of tax liability than imposition of LUST tax on alcohol
mixtures. 2

* An identical provision was contained in sec. 10251(d) of H.R. 3545 as reported by the House
Committee on the Budget on October 26, 1987 and in sec. 6685(d) of the Revenue Bill of 1987 as
reported lay the Senate Finance Committee to the Senate Budget Committee on October 16,

1987. Notice 88-12 states that if the 0.1 cent floor stocks tax is not paid and the technical correc-
tion is enacted, payment of this tax will be required. See, Internal Revenue Bulletin 1988-6 (Feb-
ruary 8, 1988) p. 13.

^ Notice 88-12 states that the LUST tax rate on sales of gasoline for use in gasohol is Vg cent
per gallon during the first quarter of 1988. See, Internal Revenue Bulletin 1988-6 (February 8,

1988) p. 13.
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A conforming amendment ensures that where gasoline or diesel

fuel is separated from a 10-percent alcohol mixture, the amount of

tax imposed on the sale of such separated gasoline or diesel fuel

shall be the generally applicable rate reduced by the tax previously

imposed (and not credited or refunded).

The bill makes a conforming amendment with respect to the
refund paid by the Secretary where gasoline or diesel fuel is sub-

ject to tax at the generally applicable rate and is subsequently used
to produce a 10-percent alcohol mixture.



B. Harbor Maintenance Revenue Act of 1986 (Sec. 202 of the Bill)

1. Tax rate for fuel used on inland waterways (sec. 202(a) of the
bill, sec. 1404(a) of the Harbor Maintenance Revenue Act, and
sec. 4042(b) of the Code)

Present Law

The Superfund Revenue Act of 1986 (P.L. 99-499), as enacted on
October 17, 1986, imposed an additional, separate "Leaking Under-
ground Storage Tank Trust Fund financing rate" of 0.1 cent per
gallon on fuel subject to the existing inland waterways fuel tax
(Code sec. 4042), The Harbor Maintenance Revenue Act of 1986
(P.L. 99-662), enacted on November 17, 1986, amended section 4042
to provide a gradual increase in the rate of waterways fuel tax, the
revenues from which are transferred to the Inland Waterways
Trust Fund. In restating the increased tax rates in section 4042(b),

this subsequent amendment failed to include the 0.1 cent per
gallon additional tax rate (for the Leaking Underground Storage
Tank Trust Fund) that had been enacted the previous month.

Explanation of Provision

The bill provides that for purposes of Code section 4042 (inland

waterways fuel tax), the amendment made by the Superfund Reve-
nue Act of 1986 relating to the separate 0.1 cent per gallon tax for

the Leaking Underground Storage Tank Trust Fund is to be treat-

ed as enacted after the amendment to section 4042 made by the
Harbor Maintenance Revenue Act of 1986.

The bill therefore reinstates the separate 0.1 cent per gallon tax
rate (in sec. 4042) for the Leaking Underground Storage Tank
Trust Fund, as if included in the Harbor Maintenance Revenue Act
of 1986. Thus, the additional 0.1 cent per gallon fuel tax is effective

as of January 1, 1987, i.e., the effective date for such tax as enacted
in the Superfund Revenue Act.

2. Exemption from the harbor maintenance tax for cargo trans-
ported between U.S. possessions, etc. (sec. 202(b) of the bill,

sec. 1402(a) of the Harbor Maintenance Revenue Act, and sec.

4462(b) of the Code)

Present Law

A new harbor maintenance tax (Code sees. 4461-4462) was im-
posed under the Harbor Maintenance Revenue Act of 1986 (P.L. 99-

662), effective April 1, 1987. The tax is 0.04 percent of the value of
commercial cargo loaded or unloaded at U.S. ports.

Under section 4462(b), the tax does not apply to (1) cargo loaded
on a vessel in a U.S. mainland port for transportation to Alaska,
Hawaii, or a U.S. possession for ultimate use or consumption there-

(399)
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in; (2) cargo loaded on a vessel in Alaska, Hawaii, or a U.S. posses-

sion for transportation to the U.S. mainland for ultimate use or
consumption therein; (3) unloading of such cargo (described in (1) or

(2), above) in Alaska, Hawaii, or any U.S. possession or in the U.S.
mainland, respectively; or (4) cargo loaded on a vessel in Alaska,
Hawaii, or a U.S. possession and unloaded in the State or posses-

j

sion in which loaded. The exception does not apply to crude oil

cargo with respect to Alaska.

Explanation of Provision
\

The bill provides a specific exemption in section 4462(b)(1)(B) for

cargo transported between U.S. possessions, between U.S. posses-

sions and Alaska or Hawaii, and between Alaska and Hawaii. The
amendment is effective as if included in the Harbor Maintenance
Act of 1986 (i.e., as of April 1, 1987).

3. Due date for study of impact of harbor maintenance tax on po-
j

tential cargo diversion (sec. 202(c) of the bill and sec. 1407 of
the Harbor Maintenance Revenue Act)

Present Law
I

Under the Harbor Maintenance Revenue Act of 1986, the Secre- '

tary of the Treasury (in consultation with the Secretaries of the i

Army and Transportation, the U.S. Trade Representative, and 8

other appropriate Federal agencies) is to conduct a study to deter- i

mine the impact of the harbor maintenance tax (0.04 percent of the i

value of the commercial cargo) on potential diversions of cargo to 3

Canada or Mexico from U.S. ports. The report is due to the Con- '

gress by November 17, 1987 (one year after the date of enactment).

Explanation of Provision

The bill extends the due date for the cargo diversion study until :

July 1, 1988.



C. Omnibus Budget Reconciliation Act of 1986 (Sec. 203 of the
Bill)

L. Exclusion of discharge of indebtedness income in determining
tax-exempt status of mutual or cooperative telephone and
electric companies (sec. 203(a) of the bill, sec. 1011(a) of the
Omnibus Budget Reconciliation Act of 1986, sec. 623 of Public
Law 99-591, and sec. 501(c)(12)(A) of the Code)

Present Law

Under present law, benevolent life insurance associations of a
Durely local character, mutual ditch or irrigation companies,
nutual or cooperative telephone companies, or like organizations
ire exempt Federal income tax (other than on unrelated business
axable income) so long as 85 percent or more of the income of the
)rganization consists of amounts collected from members for the
;ole purpose of meeting losses and expenses (Code sec. 501(c)(12)). In
he case of mutual or cooperative telephone companies, the 85-per-

;ent test is determined without regard to income received or ac-

Tued from (1) nonmember telephone companies for the perform-
mce of communication services with members, (2) certain pole
•entals, and (3) the sale of display listing in a directory furnished
o members. In the case of mutual or cooperative electric compa-
lies, the 8<P^ercent test is determined without regard to income re-

vived or accrued from certain pole rentals.

Also under present law, gross income includes "income from dis-

iharge of indebtedness" (sec. 61(a)(12)). A discharge of indebtedness
s considered to occur whenever a taxpayer's debt is forgiven, can-
lelled, or otherwise discharged by a payment of less than the prin-
ipal amount of the debt. The amount of the indebtedness dis-

:harged is equal to the difference between the face amount of the
lebt, adjusted for any unamortized premium or discount, and any
onsideration given by the taxpayer to effect the discharge.
Section 1011(a) of the Omnibus Budget Reconciliation Act of 1986
md section 623 of Public Law 99-591 provided that certain loans
nade pursuant to sections 306A, 306B, or 311 of the Rural Electrifi-

ation Act of 1936 could be prepaid at an amount less than the
>rincipal amount of the debt.

Explanation of Provision

The bill provides that, in the case of mutual or cooperative tele-

>hone companies or electric companies, the 85-percent test of sec-

ion 501(c)(12) is to be determined without regard to any income
rom discharge of indebtedness arising from the prepayment of a
oan under section 306A, 306B, or 311 of the Rural Electrification
^ct of 1936, as in effect of January 1, 1987.
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2. Payment period for excise taxes on imported beverages and t(

bacco products (sec. 203(b) of the bill, sec. 8011 of the Omni
bus Budget Reconciliation Act of 1986, and sees. 5061 an]

5073 of the Code) '

Present Law

The excise taxes on alcoholic beverages and tobacco products ar
imposed on removal of a taxable product from bonded premises
Tax on domestically produced articles (and distilled spirits imporl
ed in bulk) is paid with respect to semi-monthly periods, with ta
being due 14 days after the close of each semi-monthly period. Ta
on imported products (other than distilled spirits imported in bulk

is due 14 days after the date on which the taxable product enter
the customs territory of the United States.

Explanation of Provision

The bill conforms the payment periods for excise taxes imposet
on imported alcoholic beverages and tobacco products generally t(

those presently applicable to domestic products. Thus, tax on thes(

imported products will be paid with respect to semi-monthly peri

ods, with tax being due 14 days after the close of each semi-month
ly period.

3. Gross-up of dividends by payor's foreign tax payments (sec

203(c) of the bill, sec. 8041 of the Omnibus Budget Reconcilia-

tion Act of 1986, and sec. 901(j) of the Code)

Present Law

Generally, a taxpayer can claim a foreign tax credit for foreign

income taxes paid or deemed paid, or the taxpayer can claim a de-

duction for foreign income taxes paid. A taxpayer generally cannot,
however, claim a credit with respect to some foreign income taxes
and a deduction with respect to others (sec. 275(a)(4)(A)). If a domes-
tic corporation subject to this "either-or" rule chooses to credit for-

eign income taxes, then taxes paid by a foreign subsidiary and
deemed paid by the domestic corporation add to ("gross up") any
dividend or income inclusion received by the latter.

Pursuant to Code provisions added by the Omnibus Budget Rec-
onciliation Act of 1986 and amended by the Revenue Act of 1987,

income taxes paid to certain governments are ineligible for the for-

eign tax credit (sec. 901(j)). Such taxes are deductible. Moreover,
contrary to the generally applicable "either-or" rule described
above, such taxes are deductible even if the taxpayer chooses the
benefit of the foreign tax credit provisions with respect to income
taxes paid to countries not affected by these provisions (sec.

901(j)(3)). In the case of dividends or inclusions received by a domes-
tic corporation from a foreign corporation whose foreign tax pay-
ments are deemed paid by the domestic corporation, Congress in-

tended that the income of the latter be the amount of the dividend
or inclusion net of (i.e., not grossed up by) foreign taxes paid by the
foreign corporation that are not creditable under section 901(j).
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Explanation of Provision

The amendment clarifies that the income of any domestic corpo-

ration receiving dividends or inclusions from a foreign corporation
is not grossed up by foreign taxes the latter pays that are not cred-

itable under section 901(j), regardless of whether the domestic cor-

poration otherwise chooses the benefits of the foreign tax credit.



D. Revenue Act of 1987 (Sec. 204 of the Bill)

1. Accounting provisions (sec. 204(c)-(d) of the bill)

a. Installment sales (sec. 204(c) of the bill, sec. 10202 of th<

Revenue Act, and sees. 453 and 453A of the Code)

Present Law

The Revenue Act of 1987 repealed the installment method for all

dealer dispositions of property occurring after December 31, 1987

;

A dealer disposition is defined as (1) any disposition of persona^
property by a person who regularly sells or otherwise disposes ol,^

personal property on the installment plan, and (2) any disposition

of real property that is held by the taxpayer for sale to customers
in the ordinary course of the taxpayer's trade or business. The defi-t

nition of dealer disposition does not include (1) dispositions of prop-i

erty used or produced in the trade or business of farming, and (2)

dispositions of residential lots or "timeshares" with respect tof

which interest is paid. i

The 1987 Act also provided special installment sale rules that
apply to the sale of non-farm real property that is used in a tax-

payer's trade or business or that is held for the production of

rental income where the selling price of such real property is

greater than $150,000. First, an interest charge is imposed on the
tax that is deferred under the installment method to the extent at-

tributable to the amount by which the deferred payments arising
from all dispositions of such real property during any year exceeds
$5 million. Second, if any indebtedness is secured directly by an in-

stallment obligation that arises out of the disposition of such prop-
erty, the net proceeds of the secured indebtedness is treated as a
payment on such installment obligation.

Explanation of Provision

The bill contains four technical corrections to the installment
sale provisions of the 1987 Act. First, the definition of dealer dispo-

sition for purposes of the installment method repeal is clarified to

exclude personal property that is not regularly sold or otherwise
disposed of on the installment plan.

Second, the bill provides the Treasury Secretary with additional
regulatory authority. Under the bill, the Treasury Secretary is pro-

vided regulatory authority to disallow the use of the installment
method in whole or in part for transactions in which the rules re-

lating to nondealer real property installment obligations would be
avoided through the use of related persons, pass-through entities,

or intermediaries. The bill also provides the Treasury Secretary
with regulatory authority to treat the sale of an interest in a part-

(404)
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nership or other pass-through entity as a sale of the underl5dng
assets of the partnership or other entity.

Third, the bill clarifies the treatment of nondealer real property
installment obligations that arise out of dispositions occurring after

August 16, 1986, but in a taxable year prior to the first taxable
year ending after December 31, 1986, for taxpayers that elect early
application of the interest charge. The deferred tax from these obli-

gations is subject to an interest charge to the extent attributable to

the amount by which the deferred payments from these obligations

exceeds the amount that bears the same ratio to $5 million as the
number of days after August 16, 1986, and before the first day of

the first taxable year ending after December 31, 1986, bears to 365.

Fourth, the bill provides additional rules relating to the adjust-

ment resulting from the change in method of accounting that is re-

quired by the repeal of the installment method for dealer disposi-

tions. This adjustment is required to be included in income at a
rate no slower than the rate of contraction of the taxpayer's dealer
installment obligations. In addition, any loss from the disposition of
a dealer installment obligation is not recognized currently, but, in-

stead, reduces the amount of the adjustment includible in income
for the last taxable year in the adjustment period. If the loss ex-

ceeds the adjustment for such last taxable year, then the loss is to

reduce the adjustment for the preceding taxable year in the adjust-

ment period.

b. Election of a taxable year other than a required taxable
year (sec. 204(d) of the bill, sec. 10206 of the Revenue
Act, and sees. 444, 7519, and 280H of the Code)

Present Law

Partnerships, S corporations, and personal service corporations
generally are required to conform their taxable years to that of
their owners, effective for taxable years beginning after December
31, 1986.

The Revenue Act of 1987 provided an election for a partnership,
S corporation, or personal service corporation that would otherwise
be required to conform its taxable year to that of its owners to

retain the taxable year it used for its last taxable year beginning
in 1986. Alternatively, an election may be made to change to a tax-

able year with a deferral period not in excess of three months, so

long as the taxable year changed to does not have a deferral period
greater than the deferral period of the taxable year used by the
entity at the time of the change. An election also may be made by
a new partnership, S corporation or personal service corporation to

adopt a taxable year with a deferral period not in excess of three
months. The deferral period of a taxable year is the number of
months between the beginning of the taxable year elected and the
close of the required taxable year that ends within the taxable year
elected.

The election may not be made by an entity that is part of a
tiered structure, other than a tiered structure that is comprised of
one or more partnerships or S corporations, all of which have the
same taxable year. Once an election has been terminated, no fur-

ther election may be made.
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An electing partnership or S corporation must make a "requiretj

payment" for any taxable year for which an election is in effect]

An electing personal service corporation must meet minimum dis]

tribution requirements during the portion of its fiscal year thai:

ends December 31. If such minimum distribution requirements art]

not met, the electing personal service corporation is limited in the'l

amount of payments to employee-owners that it may deduct foi

that taxable year.

Explanation of Provision

Tiered structures

The bill clarifies the application of the rule prohibiting an elec-^

tion of a taxable year other than a required taxable year (sec. 444
election) by an entity that is part of a tiered structure, other than
a tiered structure comprised of one or more partnerships or S cor-

porations all of which have the same taxable year. The bill pro-

vides that this rule applies during the entire period an entity de-

sires to have a section 444 election in effect. The bill also provides
that any section 444 election is terminated if the entity becomes
part of a tiered structure. The exception to the prohibition for^

tiered structures comprised of one or more partnerships or S corpo-
rations, all of which have the same taxable year, applies whether
all such entities are partnerships, S corporations, or both partner-

J

ships and S corporations, so long as all such entities have the same'
taxable year. No other tiered structures satisfy the exception to the
prohibition. '

Definitions

The bill provides a definition of "personal service corporation"

'

and clarifies the definition of "employee-owner." The bill provides
that these terms have the same meaning given them in section
269A, as modified by section 441(i)(2).

The bill also provides that the term "applicable payment" means
amounts paid by a partnership or S corporation that are includible
in the gross income of a partner or shareholder. An applicable pay-
ment is not considered to occur prior to the date that it is includ-

ible in the gross income of the partner or shareholder receiving the
payment. The term "applicable payment" does not include any
gain from the sale or exchange of property between a partner or
shareholder and a partnership or S corporation or any dividend
paid by an S corporation.
The bill provides that the term "deferral period" means the

months between the beginning of a taxable year and the close of
the first taxable year ending within such year, except as provided
in regulations. In the case of a taxable year that is also a required
taxable year, the deferral period is zero. It is anticipated that the
regulations will include rules for determining the "deferral period"
for the first taxable year of new entities and in the case of changes
in taxable years by established entities.

Required payments by electing partnerships and S corporations

The bill clarifies the computation of the required payment that
must be made by an electing partnership or S corporation. The
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imount of the required payment for an election year is the excess
)f (1) the appUcable percentage of the adjusted highest section 1

•ate multipHed by the net base year income of the entity, over (2)

;he net required payment balance. The net required payment bal-

mce is the aggregate amount of required payments and refunds for

dl preceding election years. Thus, the amount of required pay-
nents for all preceding election years, net of any refunds of such
jayments, is taken into account in determining the amount of pay-
nent required for the current election year.

For example, an electing partnership has made required pay-
nents of $10,000 and $20,000 for its first and second applicable

election years, and has claimed a refund of required payments in

he amount of $5,000 for its third applicable election year. Thus,
he net required payment balance for the fourth applicable election

rear of the partnership is $25,000. In the fourth applicable election

rear, the applicable percentage of the adjusted highest section 1

ate is 29 percent and the net base year income of the partnership
s $100,000. The required payment for the fourth applicable elec-

ion year of the partnership will be $4,000. ^

lefunds of required payments

The bill clarifies the circumstances under which an electing part-

lership or S corporation is entitled to a refund of all or a portion
»f its net required payment balance.
In general, an electing partnership or S corporation is eligible for

I refund of that portion of the net required payment balance that
ixceeds the amount of the required payment for the current year
•efore reduction by the net required payment balance. An electing

>artnership or S corporation is also eligible for a refund of the
sntire amount of the net required payment balance if the election

s terminated, or if the partnership or S corporation is liquidated
luring an election year. In the case of a termination of an election

ir liquidation of the entity, the refund is payable on the later of
^pril 15 of the calendar year following the calendar year in which
he termination or liquidation occurs, or 90 days after the claim for

uch refund is filed with the Secretary of the Treasury.
The bill also clarifies that an election is terminated when an S

orporation revokes its S corporation status or a corporation that
vas a personal service corporation no longer is a personal service

orporation.

lequired payments of S corporations

The bill clarifies the computation of net base year income in the
:ase of an electing S corporation that was a C corporation during
he base year. The bill provides that the corporation is treated as
laving been an S corporation during the base year for the purpose
»f determining the amount and timing of applicable payments.

ruaranteed payments

The bill clarifies the treatment of guaranteed payments by a
)artnership in determining the amount of an electing partnerships

« (.29 X $100,000) - $25,000 = $4,000.
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required pa3mient. Under the bill, the net income of an electinj

partnership is determined without reduction for any guarantee;
payments. A guarsmteed payment is not treated as an applicabli

payment for the purpose of computing the required payment of th
partnership.

|

Applicable percentage !

The bill provides that the applicable percentage for any partner
ship or S corporation is 100 percent for any taxable year beginning
after 1987, if more than 50 percent of the entity's net income foi

the short taxable year that otherwise would have resulted had th<

election not been made is allocable to partners or shareholders tha
would not have been eligible to include such short taxable yeai

income over a four-year period.

For example, a corporation elects S status for its taxable year be
ginning July 1, 1987. If the S corporation does not make a sectior

444 election, it will be required to change to a December 31 taxable

year. If the S corporation changes to a December 31 taxable year
the shareholders are not entitled to a four-year spread on their pro
rata share of the S corporation's taxable income for the period Julj
1 to December 31, 1987. If the S corporation makes a section 444

election, the applicable percentage for its taxable year beginning in

1987 is 25 percent, while the applicable percentage for taxable
years beginning after 1987 is 100 percent.

Net income ofpartnerships and S corporations

The bill clarifies the treatment of tax-exempt income earned byl

an electing partnership or S corporation by providing that tax-'

exempt income is not included in determining the net income of an
electing partnership or S corporation.

Elections by corporations electing S status after September 18, 1986,

and before January 1, 1988

The bill provides that the provision allowing corporations that
elected S status after September 18, 1986, and before January 1,

1988, to use the deferral period of the last taxable year the corpora-
tion was a C corporation in determining what fiscal year end may
be elected applies only if the section 444 election is made for a tax-

able year beginning before 1989.

Minimum distribution requirements ofpersonal service corporations

The bill clarifies the rules used in determining if a personal serv-

ice corporation has met its minimum distribution requirements.
The minimum distribution requirements are met if the applicable
amounts paid during the deferral period equal or exceed the lesser

of (1) the applicable amounts paid during the preceeding taxable
year divided by the number of months in such preceeding taxable
year multiplied by the number of months in the deferral period of
the preceeding taxable year or (2) the applicable percentage of the
adjusted taxable income for the deferral period of the current tax-

able year.

For this purpose, the adjusted taxable income for the deferral

period is determined without regard to a deduction for any amount
paid to an employee-owner that is includible in the gross income of
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such employee-owner and without regard to any net operating loss

carryover to the extent that such net operating loss carryover is at-

tributable to amounts paid to employee-owners.



2. Partnership provisions (sec. 204(e)-(g) of the bill)

a. Certain publicly traded partnerships treated as corporations
(sec. 204(e) of the bill, sec. 10211 of the Revenue Act, and sec.

7704 of the Code)

Present Law

Under present law, a publicly traded partnership is treated as a
corporation for Federal tax purposes unless 90 percent or more of

its gross income consists of qualifying income. A partnership is

publicly traded if (1) interests in the partnership are traded on an
established securities market, or (2) interests in the partnership are
readily tradable on a secondary market (or the substantial equiva-
lent thereof).

Qualifying income under the provision means interest, dividends,

real property rents, gain from the disposition of real property, and
income and gains from certain natural resources activities. Qualify-
ing income also includes gain from disposition of a capital asset or
section 1231(b) property that is held for the production of qualify-

ing income. It also includes income and gains from certain com-
modities and commodities futures, options and forward contracts of
partnerships, a principal activity of which is buying and selling

such commodities or commodities futures, options or forward con-
tracts.

Present law provides relief from classification as a corporation
for Federal tax purposes, in the case of inadvertent failure to meet
the requirement that 90 percent or more of the partnership's gross
income consist of qualifying income. The partnership may be treat-

ed as continuing to meet the 90 percent test with respect to gross
income if (1) the Treasury Secretary determines that failure to

meet the 90 percent requirement was inadvertent, (2) the partner-
ship takes steps within a reasonable time to meet the 90 percent
requirement, and (3) the partnership agrees to make such adjust-

ments (including adjustments with respect to the partners) as are
required by the Treasury Secretary with respect to the period of in-

advertent failure to meet the 90 percent requirement.
The provision is effective with respect to taxable years beginning

after December 31, 1987. A 10-year grandfather rule is provided in

the case of existing partnerships; the provision is effective for exist-

ing partnerships for taxable years beginning after December 31,

1997. The grandfather rule ceases to apply in the case of partner-
ships that otherwise would be treated as existing partnerships,
with respect to which there has been an addition of a substantial
new line of business. For this purpose, the transfer of assets to the
partnership and commencement of business, substantially as de-

scribed or provided for in the registration statement and filed ex-

hibits thereto (including subsequent amendments and filings relat-
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ed thereto that do not add descriptions of new hnes of business),

and the sale of interests in the partnership will not be treated as
the addition of a substantial new line of business. It is not intended
that the termination (within the meaning of section 708) of such a
partnership as a result of the issuance or sale of partnership inter-

ests cause the partnership not to be treated as an existing partner-
ship.

Explanation of Provisions

The bill clarifies the Treasury regulatory authority to implement
relief from classification as a corporation in the event of inadvert-
ent failure to meet the requirement that 90 percent or more of a
publicly traded partnership's gross income consist of qualifying
income. Regulatory authority is provided under the bill to cause
the partnership to make adjustments or to pay amounts required
by the Treasury Secretary. The amounts of such payments are in-

tended to represent an appropriate portion of tax liability that
would be imposed on the partnership if it were treated as a corpo-
ration during the period of failure to meet the 90 percent require-

ment. In implementing this rule, the Treasury Department may
also limit the relief where a publicly traded partnership inadvert-
ently fails to meet the 90 percent test in each of several successive
years, or in several years within a longer period^, thus causing the
partnership to be treated as a corporation in such circumstances.
This grant of regulatory authority carries out the intention of

the provision to provide relief for temporary, inadvertent failures,

without permitting partnerships to conduct substantial activities

not contemplated under the rules describing qualifying income.
It is also expected that under the regulatory authority provided

with respect to inadvertent failures of the 90 percent requirement,
the Treasury Department will provide rules for determining the
application of the 90 percent test in the case of short taxable years
of a partnership.
The bill also provides a rule coordinating the 90 percent require-

ment with the 10-year grandfather rule for existing partnerships.
The bill provides that an existing (i.e., grandfathered) publicly
traded partnership is not treated as a corporation under the provi-

sion until the earlier of (1) its first taxable year beginning after De-
cember 31, 1997, or (2) its first taxable year beginning after the day
(if any) that the partnership ceases to be treated as an existing
partnership by reason of the addition of a substantial new line of
business with respect to such partnership. An existing partnership
becomes subject to the provisions of section 7704 (e.g., the 90 per-

cent requirement) upon the earlier of these to occur. If an existing
publicly traded partnership ceases to be treated as an existing part-
nership, but satisfies the 90 percent requirement (and the other re-

quirements of sec. 7704), then such a partnership is not thereupon
reclassified as a corporation for tax purposes under the provision.
Thus, for example, a publicly traded partnership that is an exist-

ing partnership within the meaning of the provision for the entire

^ Cf. sec. 1362(d), imposing a 3-consecutive-year limit on excess net passive income of certain S
corporations.
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period between December 31, 1987 and December 31, 1997, and'
meets the 90 percent requirement for the first time for its entire

'

taxable year beginning January 1, 1998, is not treated as a corpora-
tion under the provision either for the period 1988-1997, or for its

taxable year 1998.

It is intended that a publicly traded partnership not be treated
as ceasing to be an existing partnership solely by reason of a termi-
nation of the partnership (within the meaning of sec. 708) caused
by the sale or exchange through trading of 50 percent or more of

the partnership interests.

b. Treatment of publicly traded partnerships under the pas-
sive loss rules (sec. 204(f) of the bill, sec. 10212 of the
Revenue Act, and sec. 469(k) of the Code)

Present Law

Present law provides that net income and loss from each publicly

traded partnership (that is not treated as a corporation for Federal
tax purposes) is subject to separate application of the passive loss

rules. Each partner in a publicly traded partnership treats his

share of net income or loss from the partnership (other than portfo-

lio income or loss from the partnership) as separate from the net
income or loss from any other passive activity. Thus, a partner's
share of non-portfolio income from the partnership cannot be offset

by losses from other publicly traded partnerships or other passive
activities; and a partner's share of losses from the partnership
(other than losses described in sec. 469(e)(1)) is suspended.
The legislative history to the 1987 Act provides that upon a com-

plete disposition of the partner's entire interest in a publicly
traded partnership, any remaining suspended losses are allowed.^

Explanation of Provision

The bill codifies the legislative history that a partner in a public-

ly traded partnership is treated as having made a disposition which
results in suspended losses being allowed in accordance with sec-

tion 469(g) only when he disposes of his entire interest in the part-

nership (rather than upon disposition of an activity of the partner-
ship as under the passive loss rule applied outside the publicly
traded partnership context).

c. Treatment of certain partnership allocations (sec. 204(g)
of the bill, sec. 10214 of the Revenue Act, and sec.

514(c)(9) of the Code)

Present Law

Unrelated business taxable income exception

Under present law, income from debt-financed property general-
ly is treated as unrelated business income to tax-exempt organiza-
tions. An exception from the unrelated business income tax is pro-

vided in the case of debt-financed real property of a qualified pen-

^ See H.R. Rpt. No. 100-495, Conference Report to Accompany H.R. 3545, Omnibus Budget
Reconciliation Act of 1987 (100th Cong., 1st Sess.) at 951.
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sion plan, educational organization or title holding company (i.e., a
qualified tax-exempt organization (section 514(cX9XC)).

Disproportionate allocation rule

Income fi-om debt-financed real property of a partnership that in-

cludes both tax-exempt and taxable organizations can qualify
under the unrelated business income exception if each allocation to

a tax-exempt organization that is a partner is a qualified allocation

(within the meaning of sec. 168(hX6)), or if the partnership meets
the requirements of the "disproportionate allocation rule" (sec.

514(cX9)(E)). A partnership satisfies the disproportionate allocation

rule if throughout the entire period that a tax-exempt organization
is a partner (1) no distributive share of overall partnership loss al-

locable to a taxable partner can exceed such partner's smallest dis-

tributive share of overall partnership income for any taxable year,
and (2) no distributive share of overall partnership income alloca-

ble to a tax-exempt partner can exceed such partner's smallest dis-

tributive share of overall partnership loss for any taxable year ((1)

and (2) being sometimes referred to as the "fractions rule"). In ad-

dition, the disproportionate allocation rule requires that through-
out the entire period that a tax-exempt organization is a partner,
each partnership allocation must have substantial economic effect

(within the meaning of sec. 704(b)).

The provision permits (except as otherwise provided in regula-
tions) chargebacks of income or loss to particular partners to offset

the amount of prior disproportionate allocations of loss or income
that were consistent with the general rule. The amount of a charge-
back cannot exceed the amount of the prior allocation, and must
be made in the same ratio as the prior allocation. Thus, charge-
backs may be slower, but not faster, than they might otherwise be
absent the restriction.

The provision also grants Treasury regulatory authority to pro-

vide for reasonable preferred returns (i.e., priority cash distribu-

tions) or reasonable guaranteed payments (within the meaning of
sec. 707(c)).

Substantial economic effect requirement

Present law requires that a partner's distributive share of part-

nership items have substantial economic effect, or the items will be
re-allocated in accordance with the partner's interest in the part-
nership (sec. 704(b)). Under the section 704(b) regulations, alloca-

tions generally have economic effect if (1) the partners' capital ac-

counts are properly maintained, (2) partnership liquidating distri-

butions must be made in accordance with the partners' capital ac-

counts, and (3) the partners must restore any deficit capital ac-

count upon liquidation of the partnership (Treas. Reg. sec. 1.704-

l(b)(2)((ii)). In general, the economic effect of an allocation is sub-
stantial if there is a reasonable possibility that the allocation will

affect substantially the dollar amounts to be received by the part-
ners, independent of tax consequences (Treas. Reg. sec. 1.704-

l(bX2)(iii)).

The regulations also contain an alternate test for economic
effect. Under that test, certain allocations to a partner are deemed
to have economic effect, even though the partner is not obligated to
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restore any deficit balance in his capital account, if requirements
(1) and (2) above (relating to capital accounts and liquidating distri-

butions) are satisfied, and the partnership agreement contains a
"qualified income offset." Under a qualified income offset, if a part-

ner unexpectedly receives certain capital account adjustments, allo-

cations of loss or deduction, or distributions that cause a deficit in

the partner's capital account, then that partner must be allocated

income and gain to eliminate the deficit as quickly as possible

(Treas. Reg. sec. 1.704-l(b)(2)(d)).

Under the regulations, allocations of certain types of losses or de-

ductions are described as not having economic effect. These include
allocations of loss or deduction with respect to nonrecourse debt,

and other items such as credits and percentage depletion in excess
of basis. The regulations provide a safe harbor for determining
whether the allocation of certain such items (such as nonrecourse
deductions) is valid (Treas. Reg. sec. 1.704-l(b)(4)).

Explanation of Provision

The bill provides Treasury regulatory authority to prescribe such
regulations as are necessary to carry out the purposes of the provi-

sion, including regulations that may provide for the exclusion or
segregation of items.

In providing this regulatory authority, it is recognized that the
fractions rule and the requirement that allocations have substan-
tial economic effect may appear inconsistent in certain circum-
stances. Given a particular economic arrangement, existing regula-
tions with respect to substantial economic effect may in some cases
impose requirements that are at odds with those imposed under
the fractions rule.

The Treasury Department is directed to resolve conflicts under
this provision in a manner that carries out the purpose of the pro-

vision to limit the transfer of tax benefits from tax-exempt part-

ners to taxable partners. The transfer of tax benefits limited under
the provision could otherwise occur either through deferral of

income to the taxable partner by directing income to the tax-

exempt partner, or through directing losses and deductions to the
taxable partner. In general, it is expected that under the regula-
tory authority provided in the bill, the Treasury Department will

give the fractions rule precedence over the substantial economic
effect requirement in identified situations involving a conflict be-

tween them. It is expected that there is no circumstance in which
it would be appropriate to waive the application of both the frac-

tions rule and the substantial economic effect requirement with re-

spect to an allocation of a partnership item.
In particular, the existing regulations governing substantial eco-

nomic effect state that allocations of items funded by nonrecourse
debt cannot have economic effect (and therefore cannot have sub-
stantial economic effect). The existing regulations, however, pro-

vide a safe harbor for allocating items attributable to nonrecourse
debt.

Under the regulatory authority provided in the bill, it is expect-

ed that the Treasury regulations will require allocations of items
attributable to nonrecourse debt to meet the fractions rule, wheth-
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er or not such allocations satisfy existing regulations or are
deemed to have substantial economic effect.

The Treasury Department may, in exercising this regulatory au-
thority, partially or fully waive the fractions rule in the case of al-

locations of loss attributable to tort liability of the partnership that
the tax-exempt partners did not expect to share in as part of their
investment in the partnership. Such tort liability includes personal
injury liability arising from the partnership's maintenance of a
building open to the public (e.g., if someone falls and injures him-
self in the lobby of a building owned by the partnership). Alloca-
tions of such losses or deductions are expected to be required to

meet the substantial economic effect test.



3. Corporate tax provisions (sec. 204(h)-(l) of the bill)

a. Reduction in dividends received deduction for dividends
from corporations not 20-percent owned (sec. 204(h) of
the bill, sec. 10221 of the Revenue Act, and sec. 243 of
the Code)

Present Law

The Act reduced to 70 percent the dividends received deduction
available to corporate shareholders owning less than 20 percent of
the stock of the distributing corporation. Twenty-percent or more
corporate shareholders remain eligible for an 80-percent dividends
received deduction. The reduction is effective for dividends received
or accrued after 1987. A clerical error in the effective date of the
Act suggests that the availability of the 80-percent dividends re-

ceived deduction to some 20-percent or more corporate sharehold-
ers was temporarily suspended by the Act.

Explanation of Provision

The bill corrects the clerical error in the effective date.

b. Computation of earnings and proHts for purposes of in-

tercorporate dividends and basis adjustments under
consolidated return provisions (overruling of Woods In-

vestment Co.) (sec. 204(i) of the bill, sec. 10222 of the
Revenue Act, and sees. 1503(e) and 301(f) of the Code)

Present Law

Under the Act, solely for purposes of determining gain or loss on
disposition, a parent corporation's basis in the stock of a subsidiary
with which it files or has filed a consolidated return ("intragroup
stock") is determined by computing earnings and profits of the sub-
sidiary without regard to sections 312(k) and (n). Thus, for example,
the parent's basis for purposes of determining gain or loss is adjust-

ed based on the tax depreciation claimed by the subsidiary during
the period the subsidiary was a member of the parent's affiliated

group, rather than an adjustment based on the depreciation
claimed by the subsidiary for earnings and profits purposes.
The conference agreement states that the provision is intended

to apply in the case of any transaction or event that is treated as a
disposition of the stock of a subsidiary under the consolidated
return regulations and that the amount of any excess loss account
with respect to a subsidiary will be determined after making the
adjustments prescribed by the Act.
The conference report states that the Treasury Department shall

promulgate regulations addressing cases where a prior owner was
not subject to this provision.

(416)
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The Act also expands the scope of prior law rules regarding the
computation of earnings and profits for purposes of determining
the effects of corporate distributions to a corporation that owned 20
percent or more of the stock of the distributing corporation at the
time of the distribution. Among other things, these rules affect the
basis of the stock of the distributing corporation in the hands of
the distributee, for purposes of determining gain or loss on disposi-
tion of such stock.

The Act generally applies to dispositions or distributions after
December 15, 1987, except that transition relief is provided for cer-
tain dispositions of intragroup stock after that date pursuant to
certain arrangements in effect on or before that date. Intragroup
stock is defined as stock in a corporation which is or was a member
of an affiliated group of corporations and is held by another
member of such group.

Explanation of Provision

Coordination with excess loss account rules

The bill clarifies the application of the basis adjustment provi-
sion of the Act where basis in the stock of a subsidiary has been
'educed to zero, and any further negative adjustments would result
n an excess loss account under the consolidated return regula-
ions*. The purpose of this provision of the Act was generally to
nodify the consolidated return rules relating to basis adjustments,
vhich are based on earnings and profits of a subsidiary, so that
jain, loss, or other income recognition on disposition of the stock
ire the same as if sections 312(k) and (n) had never been enacted.
]!onsistent with this purpose, the bill provides that for purposes of
;omputing the amount of an excess loss account, which determines
ncome on the disposition of stock, earnings and profits are comput-
ed in accordance with the provisions of the Act. Thus, for example,
m excess loss account generally will be increased by the amount of
lepreciation on subsidiary assets claimed for tax purposes.
The timing and character of the income recognition with respect

o an excess loss account is governed by the normal consolidated
eturn rules. Accordingly, any event that triggers all or a portion
•f an excess loss account under the consolidated return regula-
ions^ is a disposition for purposes of section 1503(e), and the
imount of the inclusion will be determined after the recomputa-
ions of earnings and profits required under that section. For exam-
)le, if an affiliated group of corporations filing a consolidated
eturn disposes of sufficient stock of a subsidiary to break consoli-
lation, this will generally cause recognition of the entire excess
OSS account, including the portion of the account attributable to
tock retained by the group. As would be the case if the provisions
if sections 312(k) and (n) had never been enacted, the basis in the
etained stock following such a disposition shall be zero under sec-
ion 1503(e).

Similarly, it is not intended that any gain or income recognized
>y reason of the Act's adjustments would duplicatively increase the

* See Treas. Reg. sec. 1.1502-19.
5 See Treas. Reg. sec. 1.1502-19(b)
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i

disposing corporation's earnings and profits for purposes of deter;]

mining the amount of any distribution that is a dividend, to thfl

extent that earnings and profits for this purpose had already re]

fleeted such increase by virtue of sections 312(k) or (n).

The bill provides that if an excess loss account disposition evenfj

was not subject to the Act, any remaining stock, when disposed of
||

will be treated as having a negative basis equal to the portion alia]

cable to such stock of the unrecaptured amount that would havei
been the excess loss account if a prior disposition had been subject]

to the Act.

Adjustments for property acquired by a corporation prior to becom-\
ing a member of the affiliated group.

\

The bill states that, under regulations prescribed by the Secre-

,

tary, proper adjustments shall be made in the application of the
basic statutory rule in the case of property acquired by a corpora-
tion before it became a member of the affiliated group filing a con-
solidated return, for the difference between the adjusted basis of

such property for purposes of computing taxable income and its ad-
justed basis for purposes of computing earnings and profits. Such
cases include but are not limited to cases where the corporation
that holds the pre-affiliation property was not formerly a member
of another affiliated group filing a consolidated return or was the
common parent of such a group.

In such cases, regulations must take into account the application ,

of section 312(k) to property placed in service prior to such affili-

ation. Thus, for example, in such cases it is expected that regula-
tions will provide that, instead of the adjustments prescribed by li

section 1503(e)(1), the stock basis that would otherwise result from .1

the application of the section 312(k) earnings and profits basis will I

generally be adjusted only to the extent of the excess, if any, of tax 1

depreciation over earnings and profits depreciation during the ?

period the property is owned by the affiliated group filing the con-
solidated return. Similar appropriate modifications to the adjust-
ments provided by section 1503(eXl) shall apply in the case of the
other items (besides depreciation).

Basis adjustment under section 48(q)

The bill provides that, under regulations, proper adjustments in
the application of the basic statutory rule will also be made for any
basis adjustments under section 48(q). That section provides that
the basis of property shall be reduced when various business cred-
its have been taken. Generally, the reduction is 50 percent of any
investment credit^ and 100 percent of the rehabilitation tax credit
taken with respect to such property.

It is intended that the regulations under the bill will provide
that, for purposes of determining gain or loss on disposition of
stock, the basis of the stock of a member of an affiliated group
claiming such a credit shall also be reduced by the amount of the
reduction in the basis of the assets of that corporation under sec-

tion 48(q).

* The Tax Reform Act of 1986 repealed the regular investment credit except in the case of
certain transition property whose basis is adjusted by 100 percent of the investment tax credit.
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Certain redemptions

The bill clarifies that the Act did not change prior law in the

case of redemptions described in section 312(n)(7) of the Code. Thus,
if a corporation distributes amounts in a redemption described in

that section, the basis of the stock of that corporation will be ad-

justed to reflect the part of the distribution which is properly
chargeable to earnings and profits under section 312(n)(7).

Effective date of amendment to section 301(f)

The bill clarifies that in the case of the amendment to section

301(f) of the Code, dealing with distributions received by 20-percent

corporate shareholders, the transition rule applies to dispositions

even though the stock may not be and may never have been "intra-

group" stock with respect to the selling corporation because the
corporations were never in an affiliated group filing a consolidated

return.

c. Mirror subsidiary transactions (sec. 204(j) of the bill, sec.

10223 of the Revenue Act, and sees. 304 and 355 of the

Code)

Present Law

The Act provides that, in the case of a transfer of stock of one
member of an affiliated group to another member of such group in

a transaction described in section 304(a) of the Code, proper adjust-

ments must be made in the bases of intragroup stock and in the
earnings and profits of each member of the group to the extent
necessary to carry out the purposes of that provision. The Act fur-

ther provides that these adjustments shall not apply to transfers

after December 15, 1987, when the transfer is between corporations
vsrhich are members of the same affiliated group on December 15,

1987, or which became members of the same group before January
1, 1989, pursuant to a binding written contract or tender offer in

effect on December 15, 1987; provided in each transition case that
the transfer occurs before January 1, 1993.

The Act provides that section 355 does not apply to any distribu-

tion by a corporation if control of the distributing corporation was
acquired by a corporate distributee within five years prior to the
distribution.

The Act also provides that the provisions therein concerning
mirror subsidiary transactions would, in general, be effective for

distributions after December 15, 1987. An exception is provided in

cases where 80 percent of the stock (by vote and by value) of the
distributing corporation was acquired by the distributee prior to

that date or was acquired after that date pursuant to a binding
written contract or tender offer in effect on that date, and the ac-

quisition is completed before January 1, 1989; provided in each
transition case the distribution occurs before January 1, 1993.

Explanation of Provision

The bill clarifies that the provision in the Act relating to the
treatment of intragroup transactions under section 304 only applies
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to transfers from one member of an affiliated group to anothei,

member of the group.
The bill provides that transition relief for intragroup transac-g

tions under section 304 applies only if the intragroup transfeii

occurs before March 31, 1988 (the date of introduction of the bill)

and is between corporations which were members of the same af-,

filiated group on December 15, 1987 or became members of such
group pursuant to a binding written contract or tender offer in
effect on December 15, 1987.

No inference is intended by the transition rule in the Act and
the bill concerning transactions described in section 304(a) of the
Code as to the proper tax treatment of transactions under prior
law. In addition, no inference is intended that the Act imposes any
limitation on the Treasury Department's authority to establish or"

clarify the tax consequences of transactions under prior law, in-i

eluding transactions which are covered by the transition rule. (

The bill clarifies that, £is under prior law, section 355 does not, ini

general, apply to any distribution by a corporation if, within five*

years prior to the distribution, the distributing corporation ac-[

quires control, directly or indirectly, of a corporation which (at the
j

time of the acquisition of control) was conducting the active trade
or business of the distributing corporation or the controlled corpo-

'

ration.

The bill clarifies that, for purposes of the exception from the ef-
ij

fective date provision concerning mirror subsidiary transactions in

cases where 80 percent of the stock of the distributing corporation
i;

is acquired by the distributee, all distributees which are members
|

of the same affiliated group will be treated as one distributee.
;

d. Limitation on use of preacquisition losses to offset built-
'

in gains (sec. 204(1) of the bill, sec. 10226 of the Reve-
;

nue Act, and sec. 384 of the Code)

Present Law

The 1987 Act limited a corporation's ability to offset gains that
accrued prior to a merger or acquisition against preacquisition
losses of a second corporation. Under one rule (the "stock acquisi-

tion rule"), if a gain corporation (one with a net unrealized built-in

gain in excess of a de minimis threshold amount) becomes a
member of an affiliated group, income of the corporation attributa-
ble to recognized built-in gains cannot be offset by preacquisition
losses of other members of the group. Under a second rule (the

"asset acquisition rule"), if the assets of a gain corporation are ac-

quired by another corporation in a tax-free subsidiary liquidation
under section 332 or in a tax-free reorganization, the income of the
acquiring corporation attributable to recognized built-in gains of
the gain corporation may not be offset by preacquisition losses of
the acquiring corporation, or of members of its affiliated group.
An exception to both the stock acquisition rule and the asset ac-

quisition rule is provided for preacquisition losses of a corporation
(or affiliated group of corporations) that has held more than 50 per-
cent of the gain corporation's stock for five years or longer.
A recognized built-in gain is defined as any gain recognized

during the five-year period beginning on the acquisition date,
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except to the extent the taxpayer estabUshes that the gain accrued
after the acquisition date. Items of income attributable to periods

before the acquisition date are also treated as recognized built-in

?ain.

A preacquisition loss is defined as any net operating loss carry-

Forward to the taxable year in which the acquisition date occurs (or

any built-in loss recognized during the recognition period), and the
portion of any loss incurred in the taxable year of the acquisition

allocable to the period before the acquisition date.

Explanation of Provision

Events triggering limitation

The bill provides that the stock acquisition rule applies if one
corporation acquires (directly or indirectly) control of another cor-

poration and either corporation is a gain corporation. Control is de-

[ined as stock representing 80 percent of the vote and value of a
:;orporation within the meaning of section 1504(a)(2). The asset ac-

quisition rule applies if either the acquired or the surviving corpo-

ration is a gain corporation.

Application to successor corporations

The bill clarifies that the limitation applies to any successor cor-

poration to the same extent it applied to its predecessor.

For example, assume that corporation L, which has net operating
ioss carryovers, acquires control of corporation G, which has net
mrealized built-in gain in excess of the de minimis threshold. The
:wo corporations subsequently file a consolidated return. Under the
stock acquisition rule, income attributable to G's recognized built-

in gains may not be offset by L's preacquisition losses during the
subsequent five-year recognition period. If G is liquidated into L
mder section 332 within five years after the acquisition, income at-

tributable to G's recognized built-in gains may not be offset by L's

preacquisition losses during the remainder of the five-year period.'^

rhe same result would occur if L merged downstream into G.
As another example, assume the same facts as above but that,

three years after G was acquired by L, G merges into unrelated
corporation X (also a gain corporation). Assume that X (the survi-

vor and successor to G) thereafter files a consolidated return with
L. Under the successor rule, during the two remaining years of the
recognition period with respect to G, L is precluded from using its

preacquisition losses—those attributable to periods before it ac-

quired control of G—against income of X attributable to built-in

jains inherited from G that would have been subject to such limi-

tation prior to the merger. In addition, the general asset acquisi-

tion rule would prevent X's built-in gains that accrued prior to the
merger with G but that are recognized during the 5-year recogni-

tion period following that merger from being offset by losses of L
accruing before that merger.
As under the Act, the limitations of section 384 apply independ-

ently of and in addition to the limitations of section 382.

' The successor rule renders unnecessary the application of the asset acquisition rule to sec-

tion 332 liquidations, and the bill accordingly deletes such liquidations from the rule.



422

Treatment of affiliated corporations {including definition of preac-
quisition loss)

The bill clarifies that (except to the extent provided in regula-

tions and subject to the successor rule described above) all corpora-

tions which are members of the same affiliated group immediately^
before the acquisition date shall be treated as one corporation.

Thus, for example, the determination of whether the de minimiS)
threshold for built-in gain or loss is satisfied is to be made on an
affiliated group basis, unless regulations provide otherwise.

In addition, if a corporation becomes a member of an affiliated!

group and subsequently merges with another member, although;
any gains or losses which were limited under section 384 as a
result of the stock acquisition rule when the corporation became a
member of the group will continue to be limited, gains or losses ac-

cruing after the date of affiliation and before the merger will not',

be preacquisition gains or losses with respect to the merger.
To the extent provided in regulations, an affiliated group for this

^

purpose includes corporations that would be members but for the
exclusions in section 1504(b) (foreign corporations, certain insur-

ance companies, etc.).

Common control exception

The bill modifies the exception from the limitation for more than
50-percent ownership over a five-year period in two respects.

First, the exception applies in any case where the gain corpora-
tion and the corporation with the preacquisition loss were members
of the same "controlled group" at all times during the five-year

period. For this purpose, controlled group has the same meaning as
under section 1563(a) (relating to limitations on multiple tax bene-
fits in the case of certain related corporations), except that 50-per-

cent rather than 80-percent ownership is required, and both voting
and value must be held. Thus, for example, if a foreign corporation
is the common parent of such a group, the exception applies.

Second, the bill provides that if the gain corporation was not in

existence throughout this five-year period, the exception is applied
by substituting the period of its existence. It is intended that this

rule will be interpreted together with the successor rule to prevent
the avoidance of the purpose of the rule through the use of a newly
formed company to acquire or otherwise combine its assets with
assets of a corporation that would be subject to the limitations.

Conforming amendment to rules relating to net operating loss car-

ryovers and carrybacks

The bill provides that, if a taxpayer is prevented from using a
preacquisition loss against a recognized built-in gain under this

provision, the gain is not taken into account in appl3dng the rules
relating to carryovers and carrybacks of net operating losses,

excess credits, and capital losses. Thus, the loss (or credit) carry-
over is not reduced when it cannot be used by reason of this provi-

sion.
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e. Greenmail payments (sec. 204(m) of the bill, sec. 10228 of
the Revenue Act, and sec. 5881 of the Code)

Present Law

The Act provides that a person who receives "greenmail" is sub-

set to a non-deductible 50-percent excise tax on any gain realized

>n such receipt.

Explanation of Provision

The bill clarifies that the tax on greenmail will be imposed on
iny gain or other income of a person by reason of the receipt of

^-eenmail. For example, if a person realizes dividend income by
eason of receiving a greenmail payment, the tax will be imposed
n the amount of the dividend received.

The bill clarifies that, subject to certain conditions, "greenmail"
ncludes any consideration transferred by a corporation, or any
»erson acting in concert with such corporation, to directly or indi-

ectly acquire stock of such corporation from any shareholder.
The bill clarifies that the deficiency procedures relating to Tax

burt jurisdiction apply to the greenmail excise tax.



4. Estate tax: Estate freezes (sec. 204(o) of the bill, sec. 10402 oi^

the Revenue Act, and sec. 2036(c) of the Code)

Present Law

Under certain circumstances, if a person in effect transfers prop-

erty having a disproportionately large share of the potential appre-f

elation in such person's interest in the enterprise while retaining ai|

disproportionately large share of the income of, or rights in, the en-^

terprise, then the retention of the retained interest is treated as a^

retention of the enjojrment of the transferred property (sec;

2036(c)). The value of the transferred property is includible in the*'

transferor's gross estate if he retains the retained interest for his^

life, for any period not ascertainable without reference to his

death, or for any period which does not in fact end before his'

death. In addition, the value of the transferred property as of the^

date of death is includible if the retained interest is disposed of

within three years of the transferor's death.®
i

The value is includible regardless of whether the transferee re-,

tains his interest in the enterprise. In addition, property may be
brought into the estate even if the transferor makes subsequent
transfers which restore proportionality.

For example, assume that a person who holds all the preferred
and common stock in a corporation gives away half the common
stock and retains all other stock until his death. The value of the
common stock given away is included in that person's estate even
if the transferee subsequently transfers his stock to a person who is

not a member of the transferor's family. Also, if the transferor sub-
sequently gives the transferee half the preferred stock and retains
half the common and preferred stock, stock held by the transferee
may nonetheless be included in the transferor's estate.

Explanation of Provision

In general

If either the original transferor transfers his retained interest, or
the original transferee transfers the transferred property to a
person who is not a member of the original transferor's family,
then the original transferor is treated as making a gift of property
equal to the amount which would have been includible under sec-

tion 2036(c) in his estate had he died at that time (determined with-
out regard to sees. 2032 and 2032A). No amount would later be in-

cluded in the transferor's estate under section 2036(c) to the extent
that such gift is deemed to have been made.

* It may includible even if the retained interest is sold for its fair market value within three
years of the transferor's death. See United States v. Allen, 293 F.2d 916 (10th Cir. 1961).

(424)
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For example, assume that a person who holds all the preferred
nd common stock in a corporation gives away the common stock
hile retaining the preferred stock. If the transferor or transferee
ibsequently transfers all of his stock to a person outside the
ansferor's family, the original transferor is treated as having
lade a gift with respect to the common stock at that point in time,

he common stock will not thereafter be included in the transfer-

''s estate under section 2036(c).

ransfers of a portion of an interest

Where either the transferee or transferor transfers a portion of

le retained or transferred interest, a proportionate amount is

eated as a transfer by gift. The remaining portion of the retained
iterest would still be includible in the transferor's estate. Thus, in

le previous example, if the transferor or the transferee subse-
lently transfers half of his stock to a person not a member of the
ansferor's family, the transferor is treated as having made a gift

ith respect to half of the common stock at that point in time and
lat half would not be includible in his estate. "The other half of
le common stock would still be includible in the transferor's
itate.

A subsequent transfer gives rise to a gift under this provision
ily to the extent that the transfer restores proportionality with
ispect to all classes of interests whose retention gave rise to the
jplication of section 2036(c). For example, a person who holds all

le stock in a corporation and gives away the common stock while
itaining all of two classes of preferred stock would be treated as
aking a gift under the provision only to the extent that he subse-
lently transfers a proportionate amount of each class of preferred
ock. If he subsequently transfers 25 percent of one class and 75
jrcent of the other class of preferred stock, he would under the
•ovision be treated as making a gift with respect to only the 25
jrcent of the common stock with respect to which proportionality
as restored. His estate would still include 75 percent of the
immon stock—the share for which disproportionate ownership
tntinues to exist after the subsequent transfer.

ransfers within three years of death

Gifts made under this provision are considered in computing the
ansferor's Federal estate tax (sec. 2001(b)). In addition, the trans-
ror's gross estate is increased by the amount of Federal gift tax
tributable to gifts made under the provision within three years of
jath (sec. 2035(c)). Such gifts would be valued as of the date of the
ft rather than the date of death.

ransfers by transferee to a member of transferor's family

No gift is deemed under the provision when the transferee trans-
rs his interest to a member of the original transferor's family,
ather, the transferred interest remains includible in the original
ansferor's estate. For instance, where a grandparent transfers
»mmon stock to a child and retains preferred stock, there is no
ft under the provision when the child subsequently transfers the
>mmon stock to the transferor's grandchild. If the grandchild
iter transfers the common stock to a person who is not a member
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of the grandparent's family, there is a gift under the provision ai

that time; otherwise, the common stock is included in the granc
parent's estate.

Treasury Regulations

The bill requires that the Secretary of the Treasury prescrib

such regulations as are appropriate to carry out the purposes o

section 2036(c) or to prevent avoidance of its purposes through dis

tributions or otherwise. It is intended that such regulations ma;
treat certain distributions to the transferee as giving rise to a gif

by the transferor. For a distribution which approaches a liquida'

tion, the amount of the gift could be the entire amount whicl"

would have been included in the transferor's estate had the trans'

feror died immediately before the transfer. For other distributioni'

treated as giving rise to a gift under the regulations, the amount OiJ

the gift might be limited to the amount of the distribution. Such r
gift tax could be assessed on distributions, which, while not liqui'i

dating in nature, nonetheless present avoidance possibilities, sucll|

as where an enterprise distributes ten percent of its income and
assets for ten successive years, leaving it an empty shell.



. Definition of active participant for IRA deduction (sec. 204(b)

of the bill)

Present Law

Under present law, a taxpayer is permitted to make deductible

RA contributions up to the lesser of $2,000 or 100 percent of com-
ensation (earned income, in the case of a self-employed individual)

(1) in the case of a taxpayer who is not married, the taxpayer
ither (a) has adjusted gross income (AGI) that does not exceed the
pplicable dollar amount or (b) is not an active participant for any
art of the plan year ending with or within the taxable year;

(2) in the case of married taxpayers filing a joint return, either

the couple has AGI that does not exceed the applicable dollar

mount or (b) neither spouse is an active participant for any part
f the plan year ending with or within the taxable year; or

(3) in the case of a married taxpayer filing separately, the tax-

ayer either (a) has AGI that does not exceed the applicable dollar

mount or (b) neither spouse is an active participant for any part
f the plan year ending with or within the taxable year.

For purposes of these rules, an active participant is an individual

^ho is an active participant in (1) a qualified pension, profit-shar-

ig, or stock bonus plan; (2) a qualified annuity plan (sec. 403(a));

I) a simplified employee pension (sec. 408(k)); (4) a plan established
)r its employees by the United States, by a State or political subdi-

ision thereof, or by any agency or instrumentality of the United
tates or of a State or political subdivision thereof (other than an
nfunded deferred compensation plan subject to sec. 457); (5) a plan
escribed in section 501(c)(18); or (6) a tax-sheltered annuity (sec.

03(b)).

The applicable dollar amount is (1) $25,000, in the case of an un-
larried individual, (2) $40,000, in the case of a married couple
ling a joint return, and (3) $0, in the case of a married taxpayer
ling separately. The otherwise applicable IRA dollar limit (i.e.,

2,000) is reduced by an amount that bears the same ratio to such
oUar limit as the taxpayer's AGI in excess of the applicable dollar

mount (or, in the case of a married couple filing a joint return,
tie couple's AGI in excess of the applicable dollar amount) bears to

10,000.

In a Tax Court decision {Porter v. Commissioner, 88 T.C. No. 28
^arch 5, 1987)), it was held that Article III judges are not employ-
es of the United States and, therefore, are not active participants
1 a plan established for its employees by the United States.

Under the Act, the Tax Court decision in Porter v. Commissioner
ras overturned, and Federal judges are treated as employees for

icome tax purposes and as active participants for purposes of the

(427)
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IRA deduction limit, effective for years beginning after December
31, 1987.

The United States Court of Appeals for the Third Circuit, recent-

ly affirmed the Tax Court result, although on different grounds
{Adams v. Commissioner, Nos. 87-1394 through 87-1397, March 7,

1988). The Third Circuit held that Article III judges are not covered

by a plan established by the United States and therefore are not

active participants in such a plan.

Explanation of Provision

The Act provided that Federal judges are to be treated as active

participants, thereby subjecting such judges (and their spouses) toi

the phaseout of the IRA deduction. The Third Circuit decision does

not affect the impact of this provision of the Act. However, to clari-

fy further this impact, the bill provides that Federal judges are to

;

be considered active participants in a plan established for its em-
ployees by the United States. Therefore, for example, if a married

j

Federal judge filing a joint return has AGI of $50,000 in a taxable;

year, neither the judge nor the judge's spouse may deduct any con-^

tributions to an IRA for such year.



E. Pension Protection Act (Sec. 205 of the Bill)

1. Minimum Funding Standard and Deductions

I. Modiflcations of minimum funding standard (sec. 205(b) of the

bill, sec. 9303 of the Pension Protection Act, sec. 412 of the

Code, and sec. 302 of ERISA)

(1) Deficit reduction contribution

Present Law

Under the Act, additional minimum funding requirements apply
defined benefit plans (other than multiemployer plans) if the

Lssets of the plan are less than 100 percent of current liability. For
uch plans, the amount otherwise required to be charged to the
unding standard account is increased by the sum of (1) the excess
if (a) the deficit reduction contribution over (b) certain charges and
redits to the funding standard account, plus (2) the unpredictable

ontingent event amount. The deficit reduction contribution is

qual to the sum of (1) the unfunded old liability amount, and (2)

he unfunded new liability amount.
Unfunded old liability generally includes unfunded liabilities as

f the beginning of the first plan year beginning after December
1, 1987 (determined without regard to plan amendments after Oc-
ober 16, 1987). The unfunded old liability amount is increased by
he amount necessary to amortize over 18 plan years the unfunded
xisting benefit increase liability, which in general is certain in-

reases in liabilities due to benefit increases under collective bar-

:aining agreements ratified before October 17, 1987. Unfunded ex-

sting benefit increase liability is unfunded current liability deter-

tiined by (1) taking into account only liabilities attributable to the
lenefit increase, and (2) by reducing plan assets by the plan's cur-

ent liability determined without regard to the benefit increase.

Unfunded new liability is the unfunded current liability deter-

nined without regard to the unamortized portion of the unfunded
•Id liability and the liability with respect to any unpredictable con-

ingent event benefits (without regard to whether or not the event
las occurred).

The Act's new funding rule for unpredictable contingent event
enefits is effective with respect to plan years beginning after De-
ember 31, 1988. However, the new rule does not apply to benefits

dth respect to which the event on which the benefit is contingent
iccurred before October 17, 1987. Such benefits are funded under
he pre-Act rules; that is, generally as an experience loss.
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Explanation of Provision

Under the bill, £is under the Act, unfunded existing benefit in-

crease liability is unfunded current liability determined by (1)

taking into account only liabilities attributable to the benefit in-

crease, and (2) by reducing plan assets by the plan's current liabil-

ity determined without regard to the benefit increase. The bill

clarifies that the calculation in (2) does not reduce plan assets
below zero.

Under the bill, unfunded new liability is the unfunded current
liability determined without regard to (1) the unamortized portion
of the unfunded old liability, (2) the unamortized portion of the un-

\

funded existing benefit increase liability, and (3) the liability with i

respect to any unpredictable contingent event benefits (without 3

regard to whether or not the event has occurred). The bill thus con-
forms the treatment of unamortized existing benefit increase liabil- i

ity to the treatment of unamortized old liability for purposes of de- i

termining unfunded new liability. j

The bill provides that the new funding rule for unpredictable i

contingent event benefits applies to such benefits with respect to i

which the event on which the benefit is contingent occurs in a plan
year beginning after December 31, 1988. Benefits with respect to

which the contingency occurs before a plan year beginning before
January 1, 1989, are subject to the otherwise applicable funding
rules, generally as an experience loss. This change in the effective

date is made to eliminate issues arising with respect to transition
from the pre-Act funding rule to the Act's funding rule for benefits
with respect to which the contingency occurs after October 16,

1987, and before a plan year beginning after December 31, 1988.

(2) Current liability

Present Law

The Act provides that, in determining current liability, certain
preparticipation service is to be disregarded. Unfunded current li-

ability is the excess of the plan's current liability over plan assets.

For this purpose, plan assets are reduced by any credit balance in

the funding standard account.

Explanation of Provision

The bill provides that assets are to be reduced by any credit bal-

ance in the funding standard account for purposes of the new fund-
ing requirements (sec. 412(1)), and that, in other places where the
term "unfunded current liability" is used, the Secretary may pro-
vide for such a reduction. Unfunded current liability is relevant
not only for purposes of the new minimum funding requirements,
but also for a number of other purposes under the Act. In calculat-

ing unfunded current liability, it is appropriate to reduce assets by
any credit balance in the funding standard account for some pur-
poses (such as the new funding rules) but not for others.

It is anticipated that no reduction will be made for purposes of
the rule permitting deductions up to the amount of unfunded cur-
rent liability (Code sec. 404(a)(1)(D)), the lien on missed contribu-
tions (Code sec. 412(n)), the security requirement for certain benefit



431

increases (Code sec. 401(a)(29)), or the additional Pension Benefit
Gruaranty Corporation (PBGC) premium (ERISA sec. 4006(aX3)(E)).

In accordance with the legislative history, the bill provides that
the rule disregarding certain preparticipation service does not
apply with respect to a participant who does not, at the time of be-

coming a participant, have years of service in excess of the years
required for plan eligibility.

The bill also provides that the rule disregarding preparticipation

service is elective. The rule was intended to provide relief for em-
aloyers in certain situations, for example, if the employer estab-

ishes a new plan that takes into account past service. The rule

ioes not need to be imposed where the employer does not need
such relief. The bill provides that the election not to take advan-
;age of the rule may be revoked only with the consent of the Secre-

;ary. Of course, if an employer does disregard preparticipation

service, such service is disregarded for all purposes in calculating

jurrent liability. Thus, for example, it would be disregarded for

jurposes of the deduction rules as well as the minimum funding
•ules.

(3) Valuations

Present Law

Present law provides that a determination of experience gains
md losses and a valuation of the plan's liability is to be made not
ess frequently than once every 3 years, except that such determi-
lation is to be made more frequently to the extent required in par-
icular cases under regulations prescribed by the Secretary.

Explanation of Provision

The bill provides that plan valuations are to be made not less

"requently than annually. Annual valuations are necessary under
he Act's minimum funding rules because the minimum required
lontribution for a plan year depends on the plan's funded status
or that year.

(4) Steel employee plans

Present Law

The Act provides a special funding transition rule with respect to

iteel employee plans. The contribution required under this special

•ule is, in general, the sum of (1) the required percentage of the
;urrent liability of the plan, plus (2) a portion of the unpredictable
;ontingent event benefit liability. The required percentage depends
n part on the plan's funded current liability percentage. In calcu-
ating the funded current liability percentage for this purpose, the
inpredictable contingent event benefit liability and contributions
•elating to such liability are disregarded.

Explanation of Provision

For purposes of calculating the funded current liability percent-
ige under the steel employee plan rule, the bill provides that un-
jredictable contingent event benefit liability, contributions relating
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to such liability, and income on such contributions are disregarded
The exclusion of income on such contributions is consistent wit!

the Act's intent to provide a separate funding rule for unpredict
able contingent event benefit liability.

(5) Rule for self-employed individuals
|

Present Law

A nondeductible excise tax is imposed on nondeductible contribu-

tions to a qualified employer plan equal to 10 percent of the nonde-
ductible contributions, determined as of the close of the taxable
year of the employer (sec. 4972). Contributions to a plan on behalf
of a self-employed individual (as defined in sec. 401(c)(4)) are not de-J

ductible to the extent the contributions exceed the earned income i

of the individual. Contributions on behalf of a self-employed indi-

vidual in excess of earned income may be required to be made
under the minimum funding rules. Thus, the excise tax may apply
to contributions that are required by law to be made to the plan.

Explanation of Provision

The bill provides that contributions required to meet the mini-
mum funding rules are not subject to the 10-percent excise tax on
nondeductible contributions, even if the contributions exceed the
earned income of the self-employed individual. The bill does not
change the deduction rule with respect to contributions on behalf
of such individuals.

b. Time for contributions (sec. 205(c) of the bill, sec. 9304 of the
Pension Protection Act, sec. 412(c), (m) of the Code, and sec.

302(c), (e) of ERISA)

Present Laic

The Act requires that installment payments of estimated contri-

butions be made throughout the plan year. This requirement ap-
plies to plans subject to the minimum funding standards other
than multiemployer plans.
A special installment payment rule applies with respect to un-

predictable contingent event benefits. Under this rule, the other-
wise required installment is increased by the greater of (1) the
amount of unpredictable contingent event benefits paid during the
3-month period preceding the month in which the installment is

due, and (2) 25 percent of the amount which would be determined
for the plan year if the unpredictable contingent event benefit li-

abilities were amortized in equal annual installments over 7 plan
years.

If a required installment is not paid in full by the due date for

the installment, then the funding standard account is charged with
interest on the underpayment at the rate that is the greater of (1)

175 percent of the applicable Federal mid-term rate, or (2) the plan
rate in effect under section 412(b)(5).

The Act provides that the employer is required to notify plan
participants and beneficiaries and the PBGC if the employer fails

to make required contributions with respect to a plan.
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The Act provides that a lien arises if required contributions are
not paid and the unpaid balance of required contributions exceeds
$1 million. The lien provision is effective with respect to plan years
beginning after December 31, 1987. Contributions originally due
before the effective date, including contributions that would have
been due before the effective date but were waived, are not subject

to the lien, but are taken into account in determining whether the
$1 million threshold is met.

Explanation of Provision

The Act provides that the installment payment requirement ap-
plies only to defined benefit plans (other than multiemployer plans)

that are subject to the minimum funding requirements. Thus,
under the bill, the installment payment requirement does not
apply to money purchase pension plans. This is consistent with the
general purpose of the pension provisions of the Act, which is to

address problems associated with single employer defined benefit

pension plans.

The bill modifies the special installment payment rule with re-

spect to unpredictable contingent event benefits to conform the
rule to the funding rule for such benefits. Under the bill, the other-

wise required installment (determined without regard to unpredict-
able contingent event benefits) is increased by the greater of (1) the
unfunded percentage (as determined under sec. 412(1)(5)(A)) of un-
predictable contingent event benefits paid during the 3-month
period preceding the month in which the installment is due, or (2)

25 percent of the amount required to be contributed for the plan
year under the amortization rule for such benefits (sec.

412(l)(5)(A)(ii)).

The bill clarifies that the interest rate on underpayments of re-

quired installments is the greater of (1) 175 percent of the applica-

ble Federal mid-term rate, or (2) the rate of interest used under the
plan to determine costs (including any adjustments required for

plans subject to the new funding rules under section 412(1)). Thus,
under the bill, the interest rate on underpayments will be at least

equal to the interest rate the plan is using under the minimum
funding rules.

The bill adds a sanction for failure to notify plan participants
and beneficiaries of the failure to make required contributions.
Under the bill, a court may require an employer who fails to

comply to pay the affected participants and beneficiaries up to $100
per day from the date of the failure. This sanction is consistent
with the existing sanctions under ERISA for failure to provide par-
ticipants and beneficiaries with required information.
The bill conforms the Act to the legislative history by providing

that the notice requirement with respect to participants and bene-
ficiaries is effective with respect to plan years beginning after De-
cember 31, 1987.

The bill adds a penalty for failure to notify the PBGC of the fail-

ure to make required contributions. Under the bill, the PBGC may
assess a penalty, payable to the PBGC, of up to $1,000 for each day
for which the failure to provide the required notice continues. This
penalty is consistent with the penalty added by the Act with re-
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spect to the failure to provide certain other information to the
PBGC. Under the bill, as under the Act, the amount of the penalty
is to reflect the materiality of the failure to provide the required
information.

c. Funding waivers (sec. 205(d) of the bill, sec. 9306 of the Pension
Protection Act, sec. 412(d) of the Code, and sec. 303 of
ERISA)

Present Law

Under the Act, the interest rate on waived contributions in the
case of a plan other than a multiemployer plan is the greater of (1)

150 percent of the applicable Federal mid-term rate, or (2) the rate

of interest used under the plan in determining costs.

Prior to the Act, a funding waiver could not be granted with re-

spect to a plan for more than 5 of any 15 consecutive plan years.

Under the Act, a waiver cannot be granted with respect to a plan
for more than 3 of any 15 consecutive plan years. This provision of

the Act applies to any waiver application submitted after Decem-
ber 17, 1987, and any waiver granted pursuant to such an applica-

tion. In applying the Act's new limit on the number of waivers, the
number of waivers which may be granted pursuant to applications

submitted after December 17, 1987, is to be determined without
regard to waivers granted with respect to plan years beginning
before January 1, 1988.

Explanation of Provision

The bill provides that, for purposes of determining the interest

rate on waived contributions, adjustments required for plans sub-

ject to the new funding rules under section 412(1) are taken into

account in calculating the plan's interest rate. Thus, under the bill,

the interest rate on waived contributions will be at least equal to

the interest rate the plan is using under the minimum funding
rules.

Under the bill, the reduction in the number of waivers that can
be granted within a 15-year period is effective with respect to waiv-
ers for plan years beginning after December 31, 1987. In determin-
ing whether the new frequency requirement is satisfied, waivers
granted with respect to plan years beginning before January 1,

1988, are not taken into account. Waivers for plan years beginning
before January 1, 1988, are subject to the pre-Act frequency limit.

Under the effective date provisions of the Act with respect to fre-

quency of waivers, it would be possible to obtain a waiver that did
not count for purposes of the pre-Act frequency limit or the Act's

frequency limit. These changes address this situation.
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d. Limitation on deduction for contributions to certain plans not
less than unfunded current liability (sec. 205(e) of the bill,

sec. 9307(c) of the Pension Protection Act, and sec. 404(a)(D)
of the Code)

Present Law

Under the Act, in the case of a defined benefit plan (other than a
multiemployer plan) which has more than 100 participants for the
plan year, the maximum amount deductible is not less than the un-
funded current liability of the plan (sec. 404(a)(1)(D)). For purposes
of this rule, all defined benefit plans maintained by the same em-
ployer (or any member of the employer's controlled group) are
treated as one plan. The Act provides that, in calculating the un-
funded current liability for purposes of this deduction rule, assets

are not reduced by the credit balance in the funding standard ac-

count.

Under present law, an overall deduction limit applies if an em-
ployer maintains a defined contribution plan and a defined benefit
plan covering the same employees. A provision of the bill also ap-
plies the limit to certain other combinations of plans. Under this

rule, the maximum allowable deduction is the greater of (1) 25 per-

cent of the compensation of the beneficiaries under the plans, or (2)

the amount of contributions made to the defined benefit plan to

the extent such contributions do not exceed the amount necessary
to satisfy the minimum funding standard for the plan year which
ends with or within the taxable year (or for any prior plan year)
(sec. 404(a)(7)). This overall limit is in addition to the otherwise ap-
plicable individual plan limits.

Carryover amounts (i.e., amounts paid in a prior taxable year
that were not previously deductible) may be deducted pursuant to

the section 404(a)(1)(D) rule. For this purpose, present law provides
that plan assets are to be treated as reduced by the plan's carry-
over amount.

Explanation of Provision

The bill clarifies that the aggregation of all defined benefit plans
only applies for purposes of determining whether a plan has more
than 100 participants. Thus, the aggregation rule does not require
that all defined benefit plans of the employer be aggregated for

purposes of determining whether the plan has unfunded current li-

ability.

The bill deletes the language that specifies that assets are not re-

duced by the credit balance in the funding standard account for

purposes of calculating unfunded current liability under the deduc-
tion rule. This language is no longer necessary because, under the
bill, unfunded current liability is calculated without such a reduc-
tion, except for purposes of the new minimum funding rules or as
provided by the Secretary (see above). It is intended that the Secre-
tary will not provide for such a reduction for purposes of this de-
duction rule.

For purposes of the overall deduction limit, the bill provides that,

in the case of a defined benefit plan (other than a multiemployer
plan) with more than 100 participants, the amount necessary to
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satisfy the minimum funding standard is not less than the unfund-
ed current liability of the plan. This change conforms the overall

deduction limit to the rule permitting deductions up to unfunded
current liability.

e. Limitation on interest rate (sec. 205(e) of the bill, sec. 9307(e)

of the Pension Protection Act, sec. 412(b) of the Code, and
sec. 302(b) of ERISA)

Present Law

Under the Act, the interest rate used for certain purposes under
the minimum funding rules is required to be (1) within a specific

permissible range, and (2) within that range, consistent with the in-

terest rate which would be used by an insurance company to estab-

lish the amount it would charge an employer to satisfy the liabil-

ities under the employer's plan. The permissible range under the
Clode is, in general, not more than 10 percent above and not more
than 10 percent below the weighted average of the rates of interest

on 30-year Treasury securities during a 4-year period.

Explanation of Provision

To reflect the legislative history, the bill provides that these spe-

cial interest rate rules apply for purposes of determining current
liability and for purposes of determining a plan's required contri-

bution under the funding rules applicable to plans with assets less

than current liability. Thus, the bill clarifies that these special

rules do not apply for all purposes under the minimum funding
rules. For purposes for which these special rules do not apply, the
plan's interest rate is required to be reasonable in light of the expe-

rience of the plan and reasonable expectations.
The bill conforms the definition of the permissible range in

ERISA to the Code definition of the permissible range.

f. Effective date of changes relating to amortization periods (sec.

205(e) of the bill, and sec. 9307(f) of the Pension Protection
Act)

Present Law

In the case of plans other than multiemployer plans, the Act re-

duced the period for amortizing experience gains and losses from
15 years under prior law to 5 years. This change is effective for

years beginning after December 31, 1987.

Explanation of Provision

To conform to the legislative history, the bill provides that the
change in the amortization period for experience gains and losses

applies to gains and losses established in years beginning after De-
cember 31, 1987. The bill also provides a special transition rule for

certain 1987 gains and losses. Under this rule, any experience gain
or loss determined by a valuation occurring as of January 1, 1988,

is treated as established in a year beginning before January 1,

1988.



2. Employer Access to Plan Assets; Limitations on Employer Re-
versions upon Plan Termination (sec. 205(g) of the bill, sec.

9311 of the Pension Protection Act, and sec. 4044(d) of ERISA)

Present Law

The Act provides that a plan amendment or provision providing
for or increasing a reversion to the employer is not effective before

the end of the fifth calendar year following the date the provision

or amendment is adopted. The Act also provides a transition rule

for certain plans that allows plan amendments within one year of

the effective date to take effect without regard to the 5-year rule.

The Act also made other changes relating to the distribution of

assets on termination that are effective, in general, wdth respect to

distress terminations with regard to which notices of intent to ter-

minate are provided after December 17, 1987, and plan termina-
tions instituted by the PBGC after December 17, 1987.

Explanation of Provision

The bill clarifies the effective date of the 5-year rule. First, the
bill clarifies that the rule applies, in general, to plan provisions or
amendments adopted after December 17, 1987.

Second, the bill clarifies the transition rule. Under the bill, a
plan that does not contain any provision regarding the distribution

of residual assets can be amended, within one year from December
17, 1987, to provide for an employer reversion vnthout regard to

the 5-year rule. If, however, after December 17, 1987, a plan pro-

vides for distribution of residual assets to employees, then the tran-

sition rule does not apply.

With respect to the other changes relating to distribution of

assets, the bill clarifies that the changes also apply to standard ter-

minations with respect to which the notice of intent to terminate is

issued after December 17, 1987.
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3. Treatment of Plan Terminations

a. Elimination of ERISA section 4049 trust (sec. 205(h) of the bill,

sec. 9312 of the Pension Protection Act, and sec. 4022 of
ERISA)

Present Law

Prior to the Act, the employer's liability payments for unfunded
benefits in excess of guaranteed benefits were paid to a special

trust established under section 4049 of ERISA. The Act eliminates
the section 4049 trust, and provides that the employer's entire li-

ability following plan termination is to be paid to the PBGC. The
PBG(5 then is to pay both guaranteed and nonguaranteed benefits

to participants and beneficiaries. The amount of nonguaranteed
benefits paid to participants and beneficiaries depends on the appli-

cable recovery ratio.

In the case of terminations where the unfunded benefit liabilities

exceed a certain amount, the applicable recovery ratio is based on
the actual recovery from the employer (the "large plan" rule). In
the case of other terminations, the applicable recovery ratio is

based on the average recovery from prior terminations with respect
to which the notice of intent to terminate is provided after Decem-
ber 17, 1987 (the "small plan" rule). In order to enable the PBGC to

establish the recovery ratio for plans subject to the small plan rule,

in the case of terminations with respect to which notices of intent
to terminate are provided on or before December 17, 1990, pay-
ments to participants and beneficiaries are based on recovery from
the particular termination. The Act provides that the transition
rule does not apply if the recovery ratio is not finally determined
as of December 17, 1990.

The provisions relating to the elimination of the section 4049
trust apply to distress terminations with respect to which notices of
intent to terminate are provided after December 17, 1987, and ter-

minations instituted by the PBGC after such date.

Explanation of Provision

The bill provides that, in determining the recovery ratio under
the small plan rule, the terminations taken into account are those
with respect to which the notice of intent to terminate was provid-
ed after December 17, 1987, and within the 5 fiscal years of the
Federal Government ending before the year in which the date the
notice of intent to terminate the plan for which the recovery ratio is

being determined was provided.
The bill provides that the transition rule for small plans applies

to all terminations with respect to which the notice to terminate is

provided after December 17, 1987, and on or before December 17,

1990. Thus, the transition rule is not limited to situations where
(438)
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the recovery ratio is finally determined as of December 17, 1990.

This limit on the transition rule unduly limited the application of

the transition rule.

The bill clarifies that the provisions apply to all terminations
where notice of intent to terminate is provided after December 17,

1987. The bill also makes additional conforming changes needed to

reflect the elimination of the section 4049 trust.

b. Standards for termination (sec. 205(1) of the bill, sec. 9313 of
the Pension Protection Act, and sec. 4041(c) of ERISA)

Present Law

In order to terminate a plan in a distress termination, the plan
sponsor and each member of the sponsor's controlled group must
demonstrate that it meets one of several distress criteria as of the
date of plan termination. In a distress termination, the plan admin-
istrator is required to provide certain information relating to plan
assets and benefits to the PBGC.

Explanation of Provision

The bill provides that the distress criteria must be satisfied as of
the proposed date of plan termination, and clarifies that the infor-

mation relating to plan assets and benefits is to be provided as of
the proposed termination date and, if applicable, the proposed dis-

tribution date.



4. Miscellaneous

a. Security rules for underfunded plans (sec. 205(j) of the bill, sec.

9341 of the Pension Protection Act, sec. 401(a)(29) of the
Code, and sec. 307 of ERISA)

Present Law

In the case of a defined benefit plan (other than a multiemployer
plan), if a plan amendment is adopted and the funded current li-

ability percentage of the plan (taking into account the amendment)
is less than 60 percent, then the contributing sponsor (or any
member of the contributing sponsor's controlled group) is required
to provide security to the plan. The amount of the security is the
excess of (1) the lesser of (a) the amount of plan assets necessary to

increase the funded current liability percentage under the plan to

60 percent, or (b) the amount of the increase in current liability

under the plan attributable to the plan amendment, over (2) $10
million.

The security provisions are contained both in the Code (as a qual-

ification requirement) and in ERISA. The Code provision provides
that the Secretary of the Treasury may issue regulations with re-

spect to partial releases of the security by reason of increases in

the funded current liability percentage.
The provisions generally apply to plan amendments after Decem-

ber 22, 1987. Under a special rule, in the case of a plan maintained
pursuant to one or more collective bargaining agreements ratified

before December 22, 1987, the provisions do not apply to plan
amendments adopted pursuant to such collective bargaining agree-
ments.

Explanation of Provision

The bill clarifies that, in determining the amount of security
that must be provided, the increase in current liability attributable
to the plan amendment and all plan amendments after December
22, 1987, are taken into account. Thus, for example, an employer
cannot avoid the security requirement by adopting a series of plan
amendments, each one of which separately results in an increase
in current liability that is below the $10 million threshold but
which together increase current liability by more than the $10 mil-
lion threshold.
The bill provides that the security provision does not apply to

plans that are not subject to the minimum funding requirements.
Thus, for example, the provision does not apply to church or gov-
ernmental plans.
The bill conforms the ERISA provision to the Code provision by

clarifying that the Secretary of the Treasury has regulatory au-
thority with respect to partial release of the security.
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The bill provides that a contributing sponsor that is required to

provide security is required to notify the PBGrC of the plan amend-
ment. This change conforms the statutory provisions to the legisla-

tive history. The PBGC may assess a penalty, payable to the PBGC,
of up to $1,000 for each day the required notice is not provided.

This penalty is consistent with the penalty added by the Act for

the failure to provide certain other information to the PBGC.
Under the bill, as under the Act, the penalty is to reflect the mate-
riality of the failure to provide the required information.

With respect to the special effective date for collectively bar-

gained plans, the bill provides that extensions, amendments, or
modifications of the bargaining agreement on or after December
22, 1987, are disregarded.

b. Reporting requirements (sec. 205(k) of the bill, sec. 9342 of the
Pension Protection Act, and sec. 103(d) of ERISA)

Present Law

Under the Act, the annual report for the plan must contain addi-

tional information regarding the funded status of the plan if the
value of plan assets is less than 60 percent of current liability.

The Act authorizes the Secretary of Labor to assess a civil penal-

ty of up to $1,000 for each day the plan administrator fails to file

an annual report.

Explanation of Provision

The bill reflects the legislative history by providing that this re-

quirement applies with respect to a plan if the value of plan assets

is less than 70 percent of current liability. The bill also clarifies

that, in the case of plans with assets less than 70 percent of cur-

rent liability, the annual report is to include the percentage which
the value of plan assets is of current liability.

The bill authorizes the Secretary of Labor to bring a civil action
to collect the penalty for failure to file an annual report. The bill

also clarifies that the plan administrator is liable for the penalty.

c. Coordination of provisions of the Internal Revenue Code of
1986 with provisions of ERISA (sec. 205(m) of the bill, sec.

9343 of the Pension Protection Act, and sec. 403 of ERISA)

Present Law

Under ERISA, plan assets cannot be returned to the employer
prior to termination of the plan, except in certain limited circum-
stances. Prior to the Act, section 403(c)(3) of ERISA provided for

the return of contributions which would otherwise be excess contri-

butions as defined in section 4972(b) of the Code, to the extent that
section 4972 provides for return of the contributions. In a conform-
ing change, the Act replaced the references to section 4972 of the
Code with a reference to section 4979 of the Code, which relates to

contributions that do not satisfy the special nondiscrimination
rules applicable to qualified cash or deferred arrangements and
similar arrangements.
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Explanation of Provision

The bill deletes section 403(c)(3) of ERISA. It is no longer neces-

sary in light of recent changes in the Code.
Prior to the Tax Equity and Fiscal Responsibility Act of 1982

(TEFRA), section 4972 of the Code provided an excise tax on excess

contributions to certain plans maintained by self-employed individ-

uals, and for the return of such contributions in order to avoid the
excise tax. As part of TEFRA's changes making the rules applica-

ble to plans maintained by self-employed persons more like the
rules applicable to other qualified plans, section 4972 (in its then
present form) was repealed.

Neither present-law section 4972 of the Code nor present-law sec- \

tion 4979 of the Code provides for return of contributions to the
j

employer. Thus, neither section should be a basis for the exception
j

to the general rule prohibiting return of assets to the employer
prior to plan termination.

K

d. Plan investment in employer securities (sec. 205(1) of the bill, i

sec. 9345 of the Pension Protection Act, and sec. 407 of i

ERISA) I

Present Law

The Act amended the definition of qualifying employer security. '

This change was intended to apply only to plans that are not indi-

vidual account plans.

Explanation of Provision

The bill clarifies that the new definition of qualifying employer
security applies only to plans that are not individual account plans.



F. Excise Tax on Certain Vaccines (sec. 206 of the bill, sec. 9201 of
the Revenue Act, and sees. 4132 and 9510 of the Code)

Present Law

An excise tax is imposed on the sale by a manufacturer or im-
porter of DPT, DT, MMR, and polio vaccines. The occurance and
timing of a sale is determined by applying general excise tax prin-

ciples {see, e.g. Treas. reg. 48.0-2(b)). General excise tax principles

treat use of an article subject to tax in a taxable manner as a tax-

able event if that use occurs before sale of the article.

An amount equivalent to revenues produced by this tax are de-

posited in the Vaccine Injury Compensation Trust Fund. Individ-

uals to whom these vaccines are administered are eligible for com-
pensation from the Trust Fund for certain injuries that occur
within specified periods following their vaccination. Individuals to

whom vaccines are administered in U.S. possessions are eligible for

compensation in the same manner as individuals receiving vaccines
in the United States.

Explanation of Provision

The general excise tax rule treating certain uses as taxable
events is codified with respect to the vaccine tax.

Clarification is provided as to the point where taxation occurs in
the case of taxable vaccines taken from the United States to a U.S.
possession.
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G. Other Provisions

1. Disregard of certain housing assistance payments in determin-
ing income and resources under SSI program (sec. 207 of the
bill)

y

Present Law \

Assistance provided under the United States Housing Act of 1937 -.

is excluded (by sec. 2 of the Housing Authorization Act of 1976)

from consideration £is income or resources for SSI purposes. The
Housing and Community Development Act of 1987 (Public Law
100-242) transferred the authorization of housing assistance for the
nonelderly disabled from section 8 of the United States Housing
Act of 1937 to section 202 of the Housing Act of 1959, effective for

projects developed and contracts made with funds appropriated
after enactment. Public Law 100-242 did not, however, specifically

exclude the consideration of this assistance as income or resources
under the newly-amended Housing Act of 1959.

Explanation of Provision

The bill amends section 1612(b) of the Social Security Act to ex-

clude the value of Federal housing assistance from income and re-

sources for SSI purposes.

2. Social Security Act technical corrections (sec. 208 of the bill)

a. Reference to Social Security Act

Present law

Section 205(c)(2)(C)(iii) of the Social Security Act authorizes
States to use social security numbers for purposes of administering
general assistance, issuing drivers' licenses, and registering motor
vehicles in certain circumstances.

Explanation of Provision

The bill replaces a reference to "the Social Security Act" with
"this Act".

b. Net earnings from self-employment

Present Law

Section 211(a)(7) of the Social Security Act (as amended by sec-

tion 9023(b)(1) of Public Law 100-203) defines net earnings from
self-employment for ministers and members of religious orders.

(444)
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Explanation of Provision

The bill adds a reference, inadvertently omitted, to the Internal

Revenue Code of 1986.

c. Medicare coverage for disabled children and widows and
widowers

Present Law

Section 226(b) of the Social Security Act (as amended by section

9010(e)(3) of Public Law 100-203) provides a minimum of 39 months
of continuing Medicare eligibility to disabled social security recipi-

ents whose earings during a trial work period exceed Substantial

Gainful Activity (SGA).

Explanation of Provision

The bill conforms the period of Medicare coverage in cases in-

volving disabled children and disabled widow(ers) to that for dis-

abled workers.

d. Deflnition of employee for social security tax purposes

Present Laic

Section 3121(d) of the Internal Revenue Code (as amended by
section 9002(b)(2) of Public Law 99-509) and section 3306(i) of the
Internal Revenue Code (as amended by section 9002(b)(2) of Public
Law 99-509) defined employee for social security tax purposes.

Explanation of Provision

The bill redesignates paragraph (3) as (4) and vice versa and
makes conforming changes.

e. Individuals employed on small Hshing boats

Present Law

Section 3121(b)(20) of the Internal Revenue Code (as amended by
Section 13303(c)(2) of Public Law 99-272) establishes the Social Se-

curity tax treatment of individuals employed on small fishing

boats.

Explanation of Provision

The bill replaces "312(b)" of Public Law 99-272 (a typographical
error) with "3121(b)", and makes a conforming change in section

210(a) of the Social Security Act.

f. Employee cash tips

Present Law

Section 9006 of Public Law 100-203 requires employers to pay
social security tax on the full amount of their employees' cash tips,

up to the social security wage base.
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Explanation of Provision

The bill strikes an incorrect reference in section 9006 to Code
section "3111(a) and substitutes Code section "3111".

O
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