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DEAR MEessrs. CHAIRMEN: This document, the General Explana-
tion of the Tax Reform Act of 1986 (P.L. 99-514), was prepared by
the staff of the Joint Committee on Taxation, in consultation with
the staffs of the House Committee on Ways and Means and the
Senate Committee on Finance. It is comparable to similar material
prepared by the Joint Committee staff with respect to other major
revenue acts in recent years.

A committee report on legislation issued by a Congressional com-
mittee sets forth the committee’s explanation of the bill as it was
reported by that committee. In some instances, a committee report
does not also serve as an explanation of the final provisions of the
legislation as enacted by the Congress. This is because the versions
of the bill reported by the House and Senate committees may differ
significantly from the versions of the bill as passed by the House,
as passed by the Senate, or as enacted after action by a conference
committee.

The Tax Reform Act of 1986, because of its comprehensive scope
and the numerous changes which were made to the bill by the
Senate and the conference committee, is an example of legislation
with respect to which the differences between provisions of the re-
ported bill or committee amendment and provisions of the public
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The first part of the document is an overall chronology of the
legislative background of the Act in the 99th Congress. (In addition
to this overall chronology, specific references to the legislative
background of each provision of the Act are set forth in footnotes
accompanying the explanations of the provisions in the third part
of the document.) The second part presents the general reasons for
the legislation. The third part consists of explanations of the provi-
sions of the Act. (Title XVIII of the Act, making technical correc-
tions to prior tax legislation, is not described in this document.) An
appendix sets forth the estimated budget effects of the provisions of
the Act described in the document for fiscal years 1987-1991.

Sincerely yours,
Davip H. Brockway, Chief of Staff.
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1. LEGISLATIVE BACKGROUND OF THE ACT

The following is an overall chronology of the legislative back-
ground in the 99th Congress of H.R. 3838, the Tax Reform Act of
1986 (Public Law 99-514).1

A. Administration Tax Reform Propos:al

In May 1985, President Reagan submitted the Administration’s
tax reform proposals to the Congress.2 Previously, the Treasury De-
partment, in response to the President’s request in his 1984 State
of the Union Address, had conducted a comprehensive study of the
U.S. tax system and submitted the results of the study with recom-
mendations to the President in November 1984.3

B. House Action

Ways and Means Committee

H.R. 3838 was introduced and ordered favorably reported by the
House Committee on Ways and Means on December 3, 1985, after
almost a year-long review of tax reform proposals by the full com-
mittee and subcommittees in public hearings and in markup con-
sideration. The following is an overview of full committee and sub-
committee activity on tax reform legislation during 1985.

Commiittee hearings

The Ways and Means Committee held 30 days of full committee
public hearings on comprehensive tax reform proposals. The com-
mittee began public hearings on comprehensive tax reform propos-
als on February 27, 1985. Committee hearings on tax reform issues
continued on March 26; May 30; June 4, 5, 7, 11-14, 17, 18, 20, 24-
27; and July 8-12, 17, 19, 22, 25, 26, 29-31, 1985. Also, a committee
hearing was held on May 16, 1985, on proposed technical correc-
tions to the Deficit Reduction Act of 1984 (P.L. 98-369) and the Re-
tirement Equity Act of 1984 (P.L. 98-397).

The committee’s tax reform hearing consideration included 1984
Treasury Department recommendations, the President’s tax reform
proposal made in May 1985, as well as various Congressional and
other proposals.

. ! In addition to this overall chronology of the Act, specific references to the legislative back-
ground of each Iprovmlon are set forth in footnotes accompanying the explanation of the provi-
sions in Part III of this document. These legislative background references include, as appropri-
ate, citations to the following: H.R. 3838, as reported by the House Committee on Ways and
Means on December 7, 1985 ( Reg 99—426) H.R. 3838 as ﬁorted by the Senate Committee on
Finance on May 29, 1986 (S. Re, 99-313); House/and Senate floor amendments to H.R. 3838; and
the conference report on H.R. 3838 as filed on September 18, 1986 (H. Rep. 99-841).

2 The White House, The President’s Tax Reform Proposals to the Congress for Fairness,
Growth, and Simplicity, ;1985
b: ggzsury Department, Tax Reform for Fairness, Simplicity, and Economic Growth, Novem-
r

oY)



Subcommittee hearings

Several Ways and Means Subcommittee hearings were held
during 1985 that related to subject matters included in H.R. 3838.

Subcommittee on Select Revenue Measures.—The Select Revenue
Measures Subcommittee held hearings on the following areas:

March 19, 1985 — Targeted jobs tax credit

April 1, 2, 16, 1985 — Acquisitions and mergers \(With Over-
sight Subcommittee)

April 25, 1985 — Attorney’s fees
May 22, 1985 — Carryover of net operating losses (NOLs)
June 6, 1985 — Tax burdens of low-income wage earners

Subcommittee on QOversight.—The Oversight Subcommittee held
hearings on the following areas:

June 21, 1985 — IRS taxpayer refund delays

July 18, and September 5, 6, 1985 — Retirement income se-
curity (with Social Security Subcommittee)

September 20, 1985 — High-income taxpayers and partner-
ship tax issues

Committee markup

The Ways and Means Committee conducted 26 days of markup
on tax reform proposals: beginning on September 18, 1985; continu-
ing on September 26, 30, October 1-4, 7-9, 11, 15, 23, 25-27, Novem-
ber 6, 15-17, 19-23; and concluding on December 3, 1985, when the
tax reform bill, H.R. 3838, was introduced and ordered favorably
reported (by a vote of 28-8). There was also a committee markup on
technical corrections to the 1984 tax legislation on September 27,
1985, which was included as a separate title of the bill.

The committee report on H.R. 3838 was filed on December 7,
1985 (H.-Rep. 99-426).

House Floor Action

On December 10, 1985, the House Rules Committee approved a
modified closed rule on H.R. 3838 (H. Res. 336), making certain
amendments in order for House floor consideration. This initial
rule failed of passage (202-223, 1 “present”’) on December 11, 1985.
On December 16, 1985, the Rules Committee approved another
modified closed rule (H. Res. 343), which was adopted (258-168, 1
“present”) by the House on December 17, 1985,

The House passed H.R. 3838, as amended, by voice vote, on De-
cember 17, 1985.

C. Senate Action

Finance Committee

H.R. 3838 was ordered favorably reported by the Senate Commit-
tee on Finance on May 6, 1986, with an amendment in the nature
of a substitute. This action followed an almost year-long compre-
hensive review in the 99th Congress of tax reform proposals by the
full committee and subcommittees in public hearings and markup
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consideration. The following is an overview of full committee and
?gggommittee activity on tax reform legislation during 1985 and

Committee hearings

The Finance Committee held 36 days of full committee public
hearings on comprehensive tax reform proposals in 1985 and 1986.
In 1985, the committee held public hearings on comprehensive tax
reform proposals on May 9, June 11-13, 17-20, and 25-27; July 9-11,
16-19, and 24-25; September 24 and 26; and October 1-4 and 9-10. In
1986, committee hearings were held on January 29-30; February 3-
16; March 4; and April 21. ‘

The committee’s tax reform hearing consideration included the
President’s tax reform proposal made in May 1985, the House-
passed bill, and various Congressional and other proposals.

Subcommittee hearings

Several Finance Subcommittee hearings were held during 1985
and 1986 that related to subject matters included in H.R. 3838, as
amended by the Committee on Finance.

Subcommittee on Savings, Pensions, and Investment Policy.—The
Savings, Pensions, and Investment Policy Subcommittee held hear-
ings on the following areas:

September 9, 1985 — Post-retirement health benefits
November 22, 1985 — Targeted jobs tax credit extension
January 28, 1986 — Retirement Income Policy Act

Subcommittee on Energy and Agricultural Taxation.—The
Energy and Agricultural Taxation Subcommittee held a hearing on
the following area:

June 21, 1985 — Impact of taxation on energy policy

Subcommittee on Health.—The Health Subcommittee held a
hearing on the following area:

September 9, 1985 — Asbestos-related disease trust fund

Subcommittee on Taxation and Debt Management.—The Tax-
ation and Debt Management Subcommittee held a hearing on the
following area:

January 31, 1986 — Mortgage-backed securities

‘Committee markup and reporting of bill

The Finance Committee conducted 17 days of markup on the tax
reform bill: beginning on March 19, 1986; continuing on March 24-
26, April 8-10, 14-18, 22, 24, 28, and May 5; and concluding on May
6, 1986, when the tax reform bill; H.R. 3838, as amended, was or-
dered favorably reported (by a vote of 20-0).

The committee report on H.R. 3838 was filed on May 29, 1986 (S.
Rep. 99-313). '

Senate Floor Action

H.R. 3838, as amended by the Finance Committee, was brought
up on the Senate floor on June 4, 1986, and debate on the bill con-
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tinued on June 9-13, 16-20, and 23-24, 1986, with passage of the bill,
_-as amended, on June 24 (by vote of 97-3)

D. Conference Actl-on,

Conference

The Senate requested a conference on H.R. 3838 on July 15, 1986,
and appointed the following conferees: Senators Packwood, Dole,
Roth, Danforth, Chafee, Wallop, Long, Bentsen, Matsunaga, Moym-
han, ‘and Bradley On July 16, the ouse agreed to the Senate re-
quest for a conference on the b111 and appointed the following con-
ferees: Messrs. Rostenkowski, Plckle, Rangel, Stark, Gephardt,
Russo, Pease, Duncan, Archer, "Vander Jagt, and Crane.

Formal conference committee meetings were held on July 17-18
and 21, 1986, and concluded on August 16, 1986, when the confer-
ees met and apg)roved the conference agreement The conference
report on H.R. 3838 was filed on September 18, 1986 (H. Rep. 99-
841, Vols. I and ID.

House-Senate consideration of Conference Report

The House approved the conference report on H:R. 3838 on Sep-
tember 25, 1986, by a vote of 292-136, after a motion to recommit
failed by a vote of 160-268. The conference report was considered by
the Senate on September 26, 1986, and passed by a vote of 74-23 on
September 27, 1986.

E. Enactment into Law

H:R. 3838, the Tax Reform Act of 1986, was signed into law by
President Reagan on October 22, 1986 (P. L. 99-514).

F. House-Senate Consideration of H. Con. Res. 395

On September 25, 1986, immediately after its approval of the
conference report on H.R. 3838 the House passed (by voice vote) H.
Con. Res. 395, to instruct the enrolhng clerk to make certain tech-
nical and clerical corrections in the conference report statute.

H. Con. Res. 395 was agreed to by the Senate (by voice vote) on
October 16, 1986, with- amendments. The House Rules Committee
granted a rule on October 16, and the House adopted the rule (by
‘voice vote) on October 17 for consideration of the resolution as
amended by the Senate. Also on October 17, the House concurred
in the Senate amendment with further amendments and returned
the resolution to the Senate.

On October 18, 1986, the Senate agreed (by voice vote) to certain
of the House amendments to the resolution, disagreed to certain
other amendments, and insisted on certain of its amendments. Also
on October 18, the House disagreed to the Senate amendments to
the House amendments to the original Senate amendment. H. Con.
Res. 395 was not agreed to by both the House and the Senate

_before the 99th Congress adjourned sine die on October 18, 1986.

G. Subsequent Related Tax Legislation

H.R. 5300, the Omnibus Budget Reconciliation Act of 1986 (P. L.
99-509, signed on October 21, 1986), contains a provision (sec. 8002)
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increasing the Code section 6661(a) penalty on underpayments of
tax to 25 percent rather than 20 percent as provided in H.R. 3838
(sec. 1504). The conference report on H.R. 5300 was filed on October
17, 1986 (H. Rep. 99-1012), and was passed by the Senate and the
House also on October 17. Although H.R. 5300 was signed before
H.R. 3838, the H.R. 5300 provision was intended to prevail since it
was considered and passed by the House and the Senate subse-
quent to passage of H.R. 3838.4

In addition, H.R. 5300 includes a provision (sec. 8071) relating to
a truck leasing transitional rule included in the Senate amend-
ment to H.R. 3838 (sec. 204(a)), application of at-risk rule to low-
income housing credit (sec. 8072 of H.R. 5300 and sec. 252(a) of H.R.
3838), and a transitional rule relating to treatment of certain rural
housmg under the passive loss rules (sec. 8073 of H.R. 5300 and sec.
502(d) of H.R. 3838).

4 See explanation in Title XV. Part. A., footnote 14. A technical correction may be needed so
that the statute reflects this intent.



II. GENERAL REASONS FOR THE ACT

Overview

The Tax Reform Act of 1986 (the “Act”) represents one of the
most comprehensive revisions of the Federal income tax system
since its inception. Congress was concerned that many taxpayers
found the prior-law tax system unfair and overly complex. Further,
Congress believed that a number of features of the prior-law tax
system resulted in excessive interference in labor, investment, and
consumption decisions of taxpayers.

After extensive review of virtually the entire prior tax statute,
Congress concluded that only a thorough reform could assure a
fairer, more efficient, and simpler tax system. Congress believed
that the Act, establishing the Internal Revenue Code of 1986, will
_ restore the trust of the American people in the income tax system
and lead the nation’s economy into greater productivity.

The Act makes sweeping changes to the prior-law tax system.
First, Congress desired a fairer tax system. Congress questioned the
fairness of a tax system that allowed some high-income individuals
to pay far lower rates of tax than other, less affluent individuals.
The Act provides new limitations on the use of losses from passive
investments to shelter other types of income and expands the mini-
mum tax to curtail these tax inequities in the future. The Act also
completely removes six million low-income individuals from the
income tax roll and provides significant reductions in the tax
burden of other working low-income individuals.
. Second, Congress desired a more efficient tax system. The prior-

law tax system intruded at nearly every level of decision-making

by businesses and consumers. The sharp reductions in individual
and corporate tax rates provided by the Act and the elimination of
many tax preferences will directly remove or lessen tax consider-
ations in labor, investment, and consumption decisions. The Act en-
ables businesses to compete on a more equal basis, and business
success will be determined more by serving the changing needs of a
dyna{.r(alic economy and less by relying on subsidies provided by the
tax code.

Third, Congress desired a simpler tax system for individuals. Be-
ginning in 1988, the Act establishes .two individual income tax
rates—15 percent and 28 percent—to replace more than a dozen
tax rates in each of the prior-law rate schedules, which extended
up to 50 percent. Significant increases in the standard deduction
and modifications to certain personal deductions provide further
simplicity by greatly reducing the number of taxpayers who will
itemize their deductions.

®



Fairness

A primary objective of Congress was to provide a tax system that
ensures that individuals with similar incomes pay similar amounts
of tax. The ability of some individuals to reduce their tax liability
excessively under prior law eroded the tax base and required tax
rates to be higher than otherwise would have been necessary. Con-
gress was concerned that other individuals, unable to take advan-
tage of tax shelters, had lost confidence in.the tax system and may
have responded by evading their tax liability.

The Act provides a new restriction on the use of passive losses to

offset unrelated income. Further, a strengthened minimum tax pre-
cludes higher income individuals from substantially eliminating
income tax liability through the excessive use of preferences. With
the adoption of these restrictions, the elimination of other prefer-
ences, and other base-broadening provisions, the Act sharply re-
duces the top individual tax rate from 50 percent to 28 percent,
while leaving the tax burden of the highest income groups essen-
tially unchanged.

Congress believed that as a result of the sharp reductions in tax
rates, it was no longer necessary to provide a lower tax rate for
capital gains income of individuals. Eliminating the preferential

treatment of capital gains income, and thereby eliminating the in-

centive to recharacterize certain income in order to qualify for cap-
ital gains treatment, is expected to eliminate the abuse of this pro-
vision and reduce the complexity of the tax system.

The Act retains the most widely utilized itemized deductions, in-
cluding deductions for home mortgage interest, State and local
income taxes, real estate and personal property taxes, charitable
contributions, casualty and theft losses, and medical expenses
(above an increased floor). Other deductions that benefited a limit-
ed number of taxpayers, added complexity to tax filing, or were
subject to abuse are restricted by the Act. For example, the Act
tightens the requirements for deducting business meals and per-
mits only 80 percent of business meal and entertainment expenses
to be deducted. Other deductions available under prior law, such as
deductions for attending investment seminars and for “education-
al” travel costs, have been eliminated. These expenditures differ
little from other personal consumption expenditures, which gener-
ally are not deductible. ,

As part of the approach of the Act to reduce tax rates through
base-broadening, the Act disallows the itemized deductions for
State and local sales taxes and phases out the deduction for person-
al interest expense for other than a mortgage on a first or second
home. Congress also believed that these deductions provided tax
benefits for consumption at the expense of savings and resulted in
unnecessary complexity. : ,

Certain items of income that are similar to taxable compensation
are no longer excluded from taxable income under the Act. For ex-
ample, the prior-law partial exclusion for unemployment compen-
sation is repealed, and most prizes and awards are includable in
income. Also, the Act restricts the prior-law practice of some; high-
income families taking advantage of the graduated rate structure
by transferring investment property to their minor children and
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‘thus sheltering their investment earnings at their children’s lower

tax rates.

The Act makes numerous changes to increase employee eligibil-
ity for pension benefits. The Act expands the rules requiring cover-
age of a broad group of employees under an employer-maintained
retirement plan, reduces from 10 years to five years the maximum
time an employee must work for a given employer before becoming
vested, and eliminates the abiliig' of employers to offset completely
the pension benefits of low-paid workers {)y the amount of their
social security benefits. The Act also reduces the amount of income
that can be deferred from taxation using qualified cash or deferred
arrangements (sec. 401(k) and ‘403(b) plans), and provides tighter
nondiscrimination tests to ensure that such plans do not dispropor-
tionately benefit highly compensated employees.

Congress believed the prior-law tax treatment of individual re-
tirement accounts (IRAs) was unnecessarily generous for individ-
uals who participate in other tax-favored retirement arrangements,
and the Act eliminates the deduction for contributions to an IRA
for such individuals with income above specified levels. Congress
believed that the lower tax rates provided by the Act will them-
selves stimulate additional work effort and saving, thereby elimi-
nating the need for this deduction for these individuals. The Act
permits these individuals, however, to make nondeductible contri-
butions to an IRA and to defer taxes on the earnings of these con-
tributions. To ensure universal availability of tax-favored retire-
ment arrangements, the Act retains the prior-law IRA deduction
for individuals unable to participate in other plans.

In addition to ensuring that high-income taxpayers pay their
share of the Federal tax burden, the Act provides tax relief to low-
and middle-income wage earners. To achieve this goal, the Act sub-
stantially increases the standard deduction (the prior-law zero
bracket amount) and almost doubles the personal exemption. To-
gether with the greatly expanded earned income credit, these pro-
visions relieve apf)roximately gix million low-income individuals
from income tax liability and ensure that no families below the
poverty level will have F‘yederal income tax liability. The child care
credit i1s preserved to assist working parents with their dependent
care expenses.

The elderly and blind also receive tax relief under the Act. Al-
though such individuals will not receive an extra personal exemp-
tion as under prior law, an additional standard deduction amount
of $600 is provided for married elderly or blind individuals and of
$750 for single elderly or blind individuals. These extra standard
deduction amounts are in addition to the increased standard deduc-
tion and personal exemption provided for all taxpayers. The prior-
law credit for certain elderly individuals and for individuals who
are permanently and totally disabled is retained.

Congress also believed that fairness in the tax system requires
that corporate taxpayers pay amounts of tax appropriate for their
level of earnings. Congress found it unjustifiable that under prior
law some corporations reported large earnings and paid significant
dividends to their shareholders; yet paid little or no taxes on that
income to the government. Congress designed a strong alternative
minimum tax for corporations, with a broad income tax base, to
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prevent corporations from significantly reducing or eliminating.
their tax liability. ~ S

The Act makes changes to several accounting rules to provide
more accurate matching between the recognition of income and de-
ductions for expenditures related to this income. Large commercial
banks will no longer be allowed to take deductions for bad debts
before the underlying loan is determined to be wholly or partially
worthless. Use of the installment method is restricted, and certain
costs of inventory and self-constructed assets are required to be
capitalized under the Act. Use of the completed contract method
also is limited. Similarly, the Act reduces the deduction for unpaid
losses of property and casualty insurance companies to account
bfgtiter for the timing difference beween the deduction and payment
of losses.

The Act modifies the tax treatment of foreign income. Congress
desired to limit the incentives under prior law to move income off-
shore to avoid tax; accordingly, the Act restricts the ability of firms
to use tax havens. The Act also limits the ability of taxpayers to
use foreign taxes imposed on one kind of income to offset U.S. tax
on unrelated income. The Act further provides for more accurate
characterization of income as foreign source (and thus eligible for
the foreign tax credit) or U.S. source (and thus ineligible for that
credit). Certain provisions of prior law that benefited U.S. export-
ers paying high foreign taxes were retained, however, so. as not to
hinder the international competitiveness of U.S. firms.

Together with other changes made by the Act, the aggregate cor-
porate income tax liability is estimated to increase by approximate-
ly $120 billion over fiscal years 1987 through 1991, while the aggre-
gate individual income tax liability is reduced by a similar amount.
Even with these changes, the share of total income tax receipts
paid by corporations will remain below pre-1980 levels.

Congress also believed that it is important to maintain the trust
of honest taxpayers in the tax system by ensuring that other tax-
payers cannot illegally evade their tax liability. The Act extends
information reporting requirements and provides for increased pen-
alties for failure to report information properly to the Internal
Revenue Service and for failure to pay tax.

Efficiency

The Act’s most important measures in promoting the efficiency
of the economy and in reducing the interference of the tax system
~ in labor, investment, and consumption decisions are the dramatic
reductions in personal and corporate tax rates. Lower marginal tax
rates stimulate work effort and saving by leaving more of each ad-
ditional dollar of wage and investment income in the hands of the
taxpayer. Further, lower tax rates reduce the value of tax deduc-
tions, leading investment and consumption decisions to be made
more on the basis of their economic merits and less on the value of
tax benefits.

The prior-law tax system contained a number of tax preferences
that did not satisfactorily serve the purposes for which they were
designed. In the past few years, tax incentives have contributed to
the excessive construction of office buildings and record vacancy
rates, excess investment in agriculture tax shelters by high-income
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investors with little knowledge of farming, and distortions at all
levels of business—from financing choices to production decisions.

Congress desired to make the tax treatment of diverse economic
activities more even. Neutral taxation promotes the efficient allo-
cation of investment and yields productivity gains without requir-
ing additional saving. The Act repeals the investment tax credit,
which discriminated against long-lived investment and was used as
a tax shelter device. The incentive for investment provided by the
credit instead will be provided by lower tax rates and accelerated
depreciation. .

The Act retains the prior-law Accelerated Cost Recovery System
with some modifications to provide for more neutral depreciation
treatment across diverse assets. The depreciation period of certain
assets, such as real property and long-lived equipment, is length-
ened to reflect more closely the actual useful life of such assets.
Congress believed these changes will help provide a more efficient
capital cost recovery system.

Tax incentives under prior law favoring mergers and acquisitions
also are restricted by the Act. The Act repeals the General Utilities
doctrine, which allowed capital gains from corporate liquidations to
escape tax at the corporate level. The General Utilities doctrine
created a bias favoring acquisitions as a technique for tax-free real-
ization of corporate gains and at the same time allowing the pur-
chaser of the liquidating corporation’s assets a higher basis for pur-
poses of depreciation and depletion. The Act further reduces the in-
centive for tax-motivated corporate acquisitions by limiting the use
of net operating losses obtained through an acquisition to offset
income of the acquiring firm.

The Act also adopts reforms affecting the availability of tax-
exempt financing. The Act restricts tax-exempt financing for fun-
damentally private activities and discourages the issuance of tax-
exempt bonds which under prior law was motivated in part by the
opportunity to gain arbitrage profits.

The Act generally preserves the prior-law treatment of natural
resources and retains a number of business incentives that Con-
gress believed to be beneficial to the economy. The incremental re-
search tax credit, which was scheduled to expire at the end of 1985,

-was extended for three additional years at a 20-percent rate. The
benefits of research expenditures to the economy as a whole are
frequently greater than the rewards received by those undertaking
the risks of research; extending the credit helps ensure that ade-
quate amounts of research .are undertaken to enhance productivity.
Certain expired business energy tax credits also are temporarily
extended by the Act, although at reduced rates. A

The Act provides a new tax credit for low-income rental housing
to consolidate the uncoordinated subsidies under prior law. The
credit is better targeted to low-income individuals than prior-law
provisions, and requires that tenants’ rents be limited to affordable
amounts in relation to their incomes. The Act also preserves reha-
bilitation tax credits for historic and pre-1936 structures at a re-
duced rate. The credit has been found to be useful in revitalizing
depressed urban areas and in preserving America’s architectural
past for future generations.
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Simplicity

Under prior law, many taxpayers were concerned with the rec-
ordkeeping, paperwork, and computations necessitated by tax
filing. Many taxpayers felt a need to rely on paid tax preparers in
order to calculate accurately their tax liability. The complexity of
the tax code was further increased by other taxpayers who, seeking
to reduce their tax liability, helped spawn a thriving tax shelter in-
dustry which sought to reduce tax liability by making use of spe-
cial tax provisions and by engaging in sophisticated financial ar-
rangements. The cost to taxpayers of complying with all the re-
quirements of the individual income tax under prior law in terms
of the time spent on recordkeeping and tax filing was estimated to
equal 5 to 10 percent of the tax actually paid. Thus, mmphﬁcatlon
of the tax code itself is a form of tax reduction.

The Act reduces the complexity of the tax code for many Ameri-
cans. The Act provides just two individual tax brackets, and over
80 percent of all individual taxpayers will pay no tax or tax at a
marginal rate no higher than 15 percent. As a result of the signifi-
cant increases in the standard deduction and modifications to cer-
tain personal deductions provided by the Act, the number of item-
izers is estimated to decline by approximately one-quarter. Taxpay-
ers who will use the standard deduction rather than itemize their
deductions will be freed from much of the recordkeeping, paper-
work, and computations that were required under prior law.

Other individuals who under prior law devoted a great amount of
time and effort to find investments that reduced their tax liability
also benefit from tax simplification. Many of these investments
would have been unprofitable if not for the paper losses they cre-
ated. With the significant rate reductions achieved by this Act,
many taxpayers will find such investments unnecessary and non-
competitive with other less complex and more productive invest-
ments.

Some taxpayers who under prior law used various preferences to
reduce their tax liability by large amounts may find that the Act
does not simplify the tax filing process for them as much as it does
for other individuals. In part, the complexity of the tax system for
these individuals is needed to measure accurately their income and
to ensure that these individuals pay a rate of tax appropriate for
their income.

In conclusion, Congress believed that the Tax Reform Act of 1986
provides a fairer, more efficient, and simpler tax system. The
changes made by this Act represent a historic reform of the Feder-
al income tax structure. By providing sharply lower tax rates to in-
dividuals and corporations, the need for special tax preferences is
greatly diminished. The Act eliminates needless interference with
economic activity and establishes the framework for a growing and
productive economy.



III. GENERAL EXPLANATION OF THE ACT
- TITLE I—INDIVIDUAL INCOME TAX PROVISIONS
A. Basic Rate Structure:

Rate Reductions; Increase in Standard Deduction and Personal
Exemptions; Repeal of TFwe-Earner Deduction and - Income
Averaging (Secs. 101-104, 131, 141, and 151 of the Act and secs.
1, 63, 151, and 221 of the Code) !

Prior Law
Tax rate schedules
Filing status classifications

Separate tax rate schedules are provided for the four filing
status classifications applicable to individuals—(1) married individ-
uals filing jointly 2 and certain surviving spouses; (2) heads of
household; (3) single individuals; and (4) married individuals filing
separately.

In general, the term head of household means an unmarried in-
dividual (other than a surviving spouse) who pays more than one-
half the expenses of maintaining a home for himself or herself and
for a child or dependent relative who lives with the taxpayer, or
who pays more than one-half the expenses, and of the cost of main-
taining their household, of his or her dependent parents. An un-
married surviving spouse may use the rate schedule for married in-
dividuals filing jointly in computing tax liability for the two years
following the year in which his or her spouse died. if the surviving
spouse maintains a household that includes a dependent child.

Computation of tax liability

Federal income tax liability is calculated by applymg the tax
rates from the appropriate schedule to the individual’s taxable
income, and then subtracting any allowable tax credits. Under
prior law, taxable income equalled adjusted gross income (gross
income less certain exclusions and deductions) minus personal ex-
emptions, and minus itemized deductions to the extent they exceed-
ed the zero bracket amount (ZBA). For 1986, individuals who did

1 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, secs. 10103, 131; H.Rep. 99-426, pp. 80-93; H.R.
3838, as reported by the Senate Committee on Finance on May 29, 1986, secs. 101-04, 131, and
151; S.Rep. 99-318, pp. 29-42; Senate floor amendment, 132 Cong. Rec. S 7665-73 (June 17, 1986);
and H. Rep. 99-841, Vol. I (September 18, 1986), pp. 1-11 (Conference Report). -

2 For tax purposes, an individual's marital status for a year generally is determined on the
last day of the year. If one spouse dies during the year, the surviving spouse generally is eligible
to file a joint return for that year.

(12)
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not itemize were allowed a deduction for charitable contnbutlons
in addition to the ZBA.

The prior-law rate schedules included the zero (tax rate) bracket
amount as the first bracket; the ZBA was provided in lieu of a
standard deduction. The pnor-law rate structure consisted of up. to
15 taxable income brackets and tax.rates begmmng above the ZBA.

1986 tax-rate schedules

The following rate schedule provisions applied for 1986 and re-
flected an adjustment for 1985 inflation. .

Married individuals; surviving spouses. —There were 14 taxable
income brackets above the ZBA of 3,670. The minimum 11-percent
rate started at taxable income above $3,670; the maximum 50-per-
cent rate started at taxable income above $175,250.

For married individuals filing separate returns, the ZBA was
one-half the ZBA on joint returns, and the taxable income bracket
amounts began at one-half the amounts for joint returns. -

Heads of household.—There were 14 taxable income brackets
above the $2,480 ZBA. The minimum 11-percent tax rate started at
taxable income above $2,480; the maxirnum 50-percent rate started
at taxable income above $116,870. The tax rates applicable to a
head of household were lower than those applicable to other un-
married individuals on taxable income above $13,920. Thus, a head
of household in effect received a portion of the benefits of the lower
rates accorded to a married couple filing a joint return.

Single individuals.—There were 15 taxable income brackets
above the $2,480 ZBA for single individuals (other than heads of
household or surviving spouses). The minimum 11-percent tax rate
started at taxable income above $2,480; the maximum 50-peroent
rate started at taxable income above $88 270.

The bracket dollar amounts described above for 1986 were in-
dexed to reflect an inflation rate of approximately four percent in
the preceding fiscal year, i.e, for the 12-month period ending Sep-
tember 30, 1985. For 1987 and later years, prior law would have
provided that the dollar figures defining the tax brackets were to
be adjusted annually according to annual percentage changes in
the consumer price index for the 12-month period ending Septem-
ber 30 of the preceding year.

Standard deduction (zero bracket amount)

Under prior law, the first positive taxable income bracket (i.e.,
the 1l-percent marginal tax rate bracket) began just above the
ZBA. The following ZBA amounts applied for 1986 and reflected an
adjustment for 1985 inflation.

Filing status ZBA
Joint returns and surviving SpouSEs...........ccesvismsssiiosescssssssnes $3,670 -
Heads of household..........ccoeevveeeeereerrreeronsens reveresrertorteeransessens . 2,480
Single individuals..........cccccerererrraerernrisresassrasaressmscsesssssssasseresesasnaes 2,480

Married individuals filing separately....... . 1835
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tg,BA also served under prior law as a floor under the
‘amount” of itemized deductions. Itemizers reduced their AGI by
their personal exemptions and by the excess of their itemized de-
ductions over the appropriate ZBA, in order to avoid doubling the
benefit of the ZBA, and then used ‘the appropriate tax rate sched-
ule or tax table to compute or find their tax liability.

Personal exemption

Exemption amount.—For 1986, the personal exemption amount
for an individual, the individual’s spouse, and each dependent was
$1,080. Under prior law, one additional personal exemption was
provided for an individual who was age 65 or older, and for an indi-
vidual taxpayer who was blind.

Rules for dependents.—Under prior law, a taxpayer could claim a
personal exemption for himself or herself and for each additional
dependent—spouse, child, or other individual—whose gross income
did not exceed the personal exemption amount. In addition, par-
ents could claim a personal exemption for a dependent child (for
whom they provided more than one-half the support) who had
income exceeding the personal exemption amount if the dependent
child was either under age 19 or a full-time student. The child or
other dependent also could claim a full personal exémption on his
or her return.

A child eligible to be claimed as a dependent on his or her par-
ents’ return could use the ZBA only to offset earned income. Thus,
a child with unearned income exceeding the personal exemption
amount was required to file a return and pay tax on the excess (re-
duced by any allowable itemized deductions).

Adjustments for inflation

Under prior law, the dollar amounts defining the tax rate brack-
ets, the ZBA (standard deduction), and the personal exemption
amount were adjusted annually for inflation, measured by changes
in the Consumer Price Index for. all urban consumers (CPI) over
. the 12-month period ending September 30 of the prior calendar
year. If the inflation adjustment was not a multiple of $10, the in-
crease was rounded (up or down) to the nearest multlple of $10.

Two-earner deduction

Under prior law, married individuals filing a joint return were
allowed a deduction equal to 10 percent of the lesser of the earned
income of the lower-earning spouse or $30,000; the maximum de-
duction thus was $3,000.

Income averaging

-An eligible individual could elect under prior law to have a lower
‘marginal rate apply to the portion of the current year’s taxable
income-that-exceeded 140 percent of the average of his or her tax-
able income for the prior three years.
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Reasons for Change
General objectives o

The approach of the Act in broadening the base of the individual
income tax allows a considerable reduction in marginal tax rates
and in the overall income tax burden on individuals.

The provisions in the Act reducing tax rates for individuals, as
well as increasing the standard deduction, the personal exemption,
and the earned income credit, were fashioned to achieve three im-
portant objectives: (1) to eliminate income tax burdens for families
with incomes below the poverty line; (2) to provide an equitable dis-
tribution of tax reductions among individuals; and (3) to reduce the
marriage penalty sufficiently so that there is no need for an addi-
tional deduction for two-earner couples. In addition, the increase in
the standard deduction, coupled with changes to the itemized de-
ductions, will reduce the number of individuals who must itemize
their deductions, and thus will contribute to a simpler tax system.

Relief for low-income families

A fundamental goal of the Congress was to relieve families with
the lowest incomes from Federal income tax liability. Consequent-
ly, the Act increases the amounts of both the personal exemption
and the standard deduction, as well as the earned income credit, so
that the income level at which individuals begin to have tax liabil-
ity (the tax threshold) will be raised sufficiently to remove six mil-
lion poverty-level taxpayers from Federal income tax liability. This
restores to the tax system an essential element of fairness that has
been eroded since the last increase in the personal exemption.

The ZBA and personal exemption had been unchanged from the
levels set in the Revenue Act of 1978, until inflation adjustments
began in 1985. Notwithstanding these adjustments, inflation had
reduced the real value of the standard deduction and personal ex-
emption in setting a threshold level below which income was not
taxed. Although the rate reductions in 1981 reduced tax liabilities
partly in recognition of the burdens of inflation and social security
taxes, those reductions did not provide relief for-marginally taxable
‘individuals who would not have been subject to tax liability but for
past inflation.

The increase in the personal exemption to $1,900 in 1987 .($1,950
and $2,000 in 1988 and 1989) under the Act—the first statutory in-
crease in the exemption since 1978—contributes both to removing
the working poor from the tax rolls and extending relief to other
low-income individuals. The personal exemption increase also.rec-
ognizes the significant costs of raising children. The increases in
the standard deduction and personal exemption reduce tax burdens
f(ﬁ families (below the phase-out ranges) by raising the tax thresh-
old.- :

Under the Act, all tax thresholds (the beginning point of income
tax liability) are higher than the estimated poverty level for 1988
except for single individuals. In Table I-1 below, the columns show-
ing calculations without taking into account the earned income
credit reflect the fact that the tax threshold for heads of household
(unmarried individuals who support children or certain dependent
relatives) is raised proportionately more than the tax thresholds

72-236 0 - 87 - 2
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for married individuals filing jointly or single individuals. Married
individuals receive a larger proportionate increase in the threshold
than single individuals, in order to offset the effect of the repeal of
the two-earner deduction. With the addition of the earned income
credit to the computation, the tax threshold for those eligible for
the credit rises even further.

Table I-1.—~Income Tax Thresholds in 1988 Under Prior Law and

Under the 1986 Act
) Including earned Without earned )
. Family income credit income credit Estimated
Filing status size : poverty
Prior 1986 Prior 1986 level
law Act law Act
Single............. 1 3,760 4,950 3,760 4,950 6,024
Joint.....coeenen.. 2 6,150 8,900 6,150 8,900 7,709
Head of
household.. 2 8110 12,416 4,900 8,300 7,709
Joint.....ccceenen. 4 9,783 15,116 8,430 12,800 12,104
Head of
household.. 4 9,190 14,756 7,180 12,200 12,104

" Note.—These calculations are based on the following assué%?tions: (1) inflation is
equal to the figures forecast by the Co: ional Budget Office in January 1987;
(2) families with dependents are eligible for the earned income credit; (3) all
income consists of money wages and salaries; and (4) taxpayers are under age 65.

There are two principal reasons why the tax threshold for single
persons (other than heads of household) is not above the poverty
line. First, any further increases in the standard deduction for
single taxpayers beyond those provided by the Act would cause sig-
nificant marriage penalties for two single individuals who married.
Second, because the income of family members (other than spouses)
is not combined in computing tax liability, and because the tax
rate structure does not recognize economies of sharing household
costs with other individuals, the income of single individuals does
not represent a good measure of whether or not theliving condi-
tions of these individuals are impoverished.

More than two-thirds of all single individuals with income less
than $10,000 are under age 25, according to 1984 census data; these
individuals are likely to-be receiving significant support from other
family members that is not reflected on the tax return. In addition,
the .census data reflects that the majority of single individuals be-
tween ages 25 and 64 live with other individuals; thus, their house-
hold costs are shared. Accordingly, within the existing framework
of defining the unit of tax liability, the Congress believed that the
poverty line is not an accurate guide to the true economic circum-
sm of the majority of those who file tax returns as single indi-
vi .

Equitable distribution of tax burden

The Congress also believed that it was desirable for the tax re-
ductions provided under the Act to be distributed equitably among
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taxpayers. Table I-2 below shows the changes made by the Act in
the distribution of the tax burden in 1987 and 1988; this table re-
flects the effect of major provisions affecting individuals, including
the rate reductions, increases in the standard deduction and per-
sonal exemption, and changes in itemized deductions.

Table I-2 shows the percentage changes in tax liabilities between
prior law and the Act for each of nine income classes. In the aggre-
gate, the Act reduces tax liability of individuals by 2.2 percent in
1987 and by 6.1 percent in 1988.

Table I-2.—Percentage Change in 1987 and 1988 in Income Tax
Liability Under thg Tax Reform Act of 1986

Percentage Change in

Income class [thousands of 1986 dollars] Income Tax Liability

1987 © 1988

Less than $10 .......c.cvviieeevenereriiennerisresssreesuessens —-57.2 —65.1
B10 10 $20 c..ceeerieeeereerrrcerirreesestesersessessesnsnsssssesnens —16.7 —22.3
$20 10 $30 ....ceevuiereererrrrrinerieresreseernnnesrernesserserenesnens —10.8 -9.8
B30 10 $40 ...oeeeeereiireereeecerrenterrerniressenssesnssesnsesesne -94 -9
40 10 $50....cueeereeeriireeeeieeeereeerene st serrsseanns -9.8 -9.1
$50 10 $T5 cuvrvviverrecrerrirvcrvrvecrssasessssssssessssssssssnsssossanes -1.0 ~1.8
BTE5 10 $100.......coeeeierieceeiceeerreenenesversersssersesesens 43 ~1.2
$100 £0 $200.......ccoceverrereerccrerritererereeesssesrerssessossane . 4.6 —22
$200 and above.....ccccceceuereenennes rerereeresrtesnrensensassenes 9.8 —24

TOtAL.....covreererrrieiiceerireseeressesessesssnnsnsnnanes —-22 ~6.1

Note.—These figures do not take account of certain provisions affecting individ-
ualsl.u"}‘hugi the total tax reductions are somewhat different from what is indicated
in this table. : )

Table I-3 shows average income tax liability and tax rate by
income class for 1988, the first year in which the changes in the
tax rates and standard deduction are fully effective. By virtue of
restructuring the tax schedules and broadening the tax base for in-
dividuals, and reducing corporate tax preferences, the Act produces
substantial reductions in individual income tax liabilities.
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Table 1-3.—Average Income Tax Liability and Tax Rates in 1988
Under Prior Law and Under the Tax Reform Act of 1986

Average income tax Average income tax

Income class
[thousands of 1986 . Differ- rate (percent)
dollars) Prior law 1986 Act ence Prior law 1986 Act
$21 —$39 1.6 0.5
695 —200 5.1 44
2,018 —220 8.3 7.5
3,254 - 273 9.5 8.7
4,849 —486 11.1 10.1
8,388 —150 13.3 13.1
14,293 —176 15.7 15.6
27,353 —612 19.3 18.9
135,101 —3,362 22.8 22.3
Average tax
liability or
tax rate........ 3,176 2,982 —194 11.8 11.1

Nore.—These ﬁgures do not take account of certain provisions affecting individ-
ua.lﬁ.1 Thuts’,1 the total tax reductions are somewhat different from what is indicated
in this table.

The income tax liability of individual taxpayers will decline an
average of $194 in 1988, from an average $3,176 under prior law to
an average $2,982 under the Act, as shown in Table I-3.

Simplification of tax returns

The Congress believed that the tax rate schedules in prior law
were too lengthy and complicated. The Act provides a two-rate tax
structure (15 and 28 percent), beginning in 1988. Under the Act,
more than 80 percent of individuals either will be in the 15-percent
bracket or will have no Federal income tax liability.

The prior-law tax rate structure is modified by the Act to make
the individual income tax fairer and simpler and to reduce disin-
centives to economic efficiency and growth. Simplicity in the rate
‘structure is achieved by using only two taxable income brackets.
The four filing statuses are retained because they are the fewest
classifications that can be implemented to provide fairly and equi-
tably for the diverse characteristics of the taxpaying population.

The two-bracket tax structure replaces the prior-law ZBA with a
standard deduction. Under the new structure, individuals deter-
mine taxable income by subtractini from adjusted gross income
either the standard deduction or the total amount of allowable
itemized deductions. Unlike the ZBA, the standard deduction en-
ables the taxpayer to know directly how much income is subject to
tax and to understand more clearly that taxable income is the base
for determining tax liability.

Further, the difference between the standard deduction for an
unmarried head of household and that for a married couple is nar-
rowed by the Act in recognition that the costs of maintaining a
household for an unmarried individual and a dependent more
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closely resemble the situation of a married couple than that of a
- single individual without a dependent. L

The increases in the standard deduction and modifications to spe-
cific deduction provisions simplify the tax system by substantially
reducing the number of itemizers. As a result of these changes,
about 11 million itemizers will shift to using the standard deduc-
tion, a reduction of approximately 30 percent in the number of
itemizers relative to prior law.

Marriage penaltly

Under the Act, the adjustments of the standard deduction and
the rate schedule make it possible to minimize the marriage penal-
ty while repealing the two-earner deduction. As a result, single in-
dividuals who marry will retain more of the share of the standard
deductions for two single individuals than under prior law.

Table I-4 presents a comparison of the marriage penalty in 1988
as it would be under prior law and as changed under the 1986 Act.

Table I-4.—Marriage Tax Penalty in 1988 for Two-Earner Couple
Under Prior Law and Tax Reform Act of 1986

Income of wife.

$10,000 $20,000 $30,000 $50,000  $100,000

Income of husband

$10,000
Prior law ............. $88 $63 —$15 —$404 —$2,337
1986 Act............... 150 150 —448 —443 —1,548
$20,000 - ’
Prior law ............. 63 1381 408 613 —885
1986 Act............... 150 158 466 466 —210
$30,000
Prior law............. -15 403 733 1,310 325
1986 Act............... —443 466 774 174 529
$50,000
Prior law............. —404 613 1,310 2,609 2,243
1986 Act............... —443 466 774 1,284 1,389
$100,000
Prior law ............. —2,337 —885 325 2,243 3,974
1986 Act............... —1,548 —210 529 1,389 1,494

Note.—The marriage bonus or penalty is the difference between the tax l.iabilitﬁ
of a married couple and the sum of the tax liabilities of the two spouses had eac|
been taxed as a single person. Marriage bonuses are negative .in the table;
marriage penalties are positive. It is assumed that all income is earned, that
taxpayers have no dependents, that deductible expenses were 16.7 percent of
income under prior law and 14 percent of income under the Act, and that
deductible expenses are allocated between spouses in proportion to income. The
computations in the table reflect the stan deduction, personal exemption, rate
bracket, and prior-law deduction for two-earner married couples.
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Elderly and blind taxpayers

The tax burden on elderly or blind taxpayers is eased by the Act
apart from the effect of rate reductions. The prior-law income tax
credit for certain elderly or disabled individuals is retained.

As discussed above, the Act increases the standard deduction
amounts and personal exemptions for all taxpayers. Thus, in 1989,
the $2,000 personal exemption amount for each individual under
the Act will be almost equal to the two personal exemption
amounts allowed under prior law (32,160 for 1986) for an elderly or
blind individual. Also, the higher standard deduction amounts
under the Act go into effect one year earlier (in 1987) for elderly or
blind individuals than for all other taxpayers (in- 1988). These in-
creased amounts are further augmented under the Act'by an addi-
tional standard deduction amount of $600 for an elderly or blind
individual ($1,200, if both) who is married (or who is a surviving
spouse), or of $750 for an unmarried elderly or blind individual
($1,500, if both). The higher personal exemptions and standard de-
duction, plus the additional standard deduction amount, offset the
loss of the additional personal exemption under prior law.

Explanation of Provisions
1. Tax rate schedules

The rate structure under the Act consists of two brackets and
tax rates—15 and 28 percent—for individuals in each of the four
filing status classifications. Reflecting the replacement of the ZBA
by the standard deduction, the 15-percent bracket begins at taxable
income of zero. (Under the Act, taxable income equals AGI minus
personal exemptions and minus either the standard deduction or
the total of allowable itemized deductions.) Effective for taxable
years beginning on or after January 1, 1988, the rate structure is

- as follows.
Taxable Income Brackets
T el el Seecimia
15% 0 to $29,750 0 to $23,900 0 to $17,850
28% Above $29,750  Above $23,900  Above $17,850

For married. individuals filing separate returns, the 28-percent
bracket begins at $14,875, i.e., one-half the taxable income amount
for joint returns. The bracket amounts for surviving spouses are
the same as those for married individuals filing joint returns.

Beginning in 1989, the taxable income amounts at which the 28
percent rate starts will be adjusted for inflation (as described
below). By December 15 of each year, beginning in 1988, the Treas-
ury Department is to prescribe tables reflecting the bracket
amounts applicable for the following year as adjusted for inflation.
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Rate adjustment

Beginning in 1988, the benefit of the 15-percent bracket is phased
out for taxpayers having taxable income exceeding specified levels.
The income tax liability of such taxpayers is increased by five per-
cent of their taxable income within specified ranges, until the tax
benefit of the 15-percent tax rate has been recaptured.

The rate adjustment occurs between $71,900 and $149,250 of tax-
able income for married individuals filing jointly and surviving
spouses; between $61,650 and $123,790 of taxable income for heads
of household; between $43,150 and $89,560 of taxable income for
single 1nd1v1dua1s, and between $35,950 and $113,300 of taxable
income for married individuals filing separately. These dollar
amounts will be adjusted for inflation beginning in 1989.

The maximum amount of the rate adjustment generally equals
13 percent of the maximum amount of taxable income within the
15-percent bracket applicable to the taxpayer (for a married indi-
vidual filing separately, in order to preclude an incentive for sepa-
rate filing, it is the 15-percent bracket applicable for married tax-
payers filing jointly). Thus, if the maximum rate adjustment ap-
plies, the 28-percent rate in effect applies to all of the taxpayer’s
taxable income, rather than only to the amount of taxable income
above the bracket breakpoint.

Transitional rate structure for 1987

For taxable years beginning in 1987, rate schedules w1th five
brackets are provided, as shown in the table below. Neither the
rate adjustment (described above) nor the personal exemption
fgg‘;?eout (described below) applies to taxable years beginning in

Taxable Income Brackets

Tax rate . .
oint returne househoid Single individual
11% 0-$3,000 0-$2,500 0-$1,800
15% 3,000-28,000 2,500-23,000 1,800-16,800
28% 28,000-45,000 23,000-38,000 16,800-27,000
35% 45,000-90,000 38,000-80,000 27,000-54,000
38.5% Over 90,000 - Over 80,000 Over 54,000

For married individuals filing separate returns, the taxable
income bracket amounts for 1987 begin at one-half the amounts for
joint returns. The bracket amounts for surviving spouses are the
same as those for married individuals filing joint returns.

2. Standard deduction

Increased deduction.—The Act repeals the zero bracket amount
(ZBA) and substitutes a standard deduction of the following
amounts, effective beginning in 1988,
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. ¢ '

’ Filing status gegzggg{
Married individuals filing jointly; surviving spouses........ ' $5,000
Heads of household.................... eterteeneeteneraersseseenraneantrnsenarrnse 4,400
Single individuals..........ccveeervermneerernerinsresesesreenessessesssneses 3,000
Married individuals filing separately............cccoevcviuruninccn. 2,500

" Beginning in 1989, these increased standard deduction amounts
g_cliesignated the “basic standard deduction”) will be adjusted for in-
ation. -

Elderly or blind individuals.—An radditional standard deduction
amount of $§600 is allowed for an elderly or a blind individual who
is married (whether filing jointly or separately) or is a surviving
spouse; the additional amount is $1,200 for such an individual who
is beth elderly and blind. An additional standard deduction amount
of $750 is allowed for a head of household who is elderly or blind
(81,500, if both), or for a single individual (i.e., an unmarried indi-
vidual other than a surviving spouse or head of household) who is
elderly or blind ($1,500, if both).3

For elderly or blind taxpayers only, the new basic standard de-
duction amounts @i.e., $5,000, $4,400, $3,000, or.$2,500) and the addi-
tional $600 or $750 standard deduction amounts are effective begin-
ning in 1987. For example, for married taxpayers both of whom are
65 or older, the standard deduction in 1987 on a joint return will be
$6,200. If only one spouse is 65 or older, or blind, the standard de-
duction in 1987 on a joint return will be $5,600. Beginning in 1989,
the $600 and $750 additional standard deduction amounts will be
adjusted for inflation.

Standard deduction for 1987.—For all individual taxpayers other
than elderly or blind individuals, the standard deduction amounts
for taxable years beginning in 1987 are $3,760 for married individ-
uals filing jointly and surviving spouses; $2,540 for heads of house-
hold and single individuals; andp $1,880 for married individuals
filing separately.

As under prior law, the Internal Revenue Service will continue
to prepare tax tables reflecting the tax liability of individuals who
use the standard deduction. (The IRS also may prepare tax tables
for taxpayers who itemize, but these tables may not incorporate
the standard deduction into the tables in the way the ZBA was pre-
viously incorporated in the tax tables.) In preparing the tables, the
IRS may adjust the size of the intervals between taxable income
a{)ni)unts in the tables to reflect meaningful differences in tax li-
ability.

3. Personal exemption

Exemption amount.—The Act increases the personal exemption
for each individual, the individual’s spouse, and each eligible de-
pendent to $1,900 for taxable years beginning during 1987, $1,950
for taxable years beginning during 1988, and $2,000 for taxable

3 See text below for computation of standard deduction where an elderly or blind individual is
eligible to be claimed as a dependent on the tax return of another taxpayer.
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years beginning after December 31, 1988. Beginning in 1990, the
$2,000 personal exemption amount will be adjusted for inflation.
The Act also repeals the additional exemption for an elderly or
blind individual, beginning in 1987. (As described above, the Act
provides an additional standard deduction amount for an elderly or
blind individual, beginning in 1987; also, the generally applicable
increased standard deduction amounts apply for elderly or blind in-
dividuals beginning in 1987.) ‘

Phaseout.—Beginning in 1988, the benefit of the personal exemp-
tion is phased out for taxpayers having taxable income exceeding
specified levels. The income tax liability of such taxpayers is in-
creased by five percent of taxable income within certain ranges.

This reduction in the personal exemption benefit starts at the
taxable income level at which the benefit of the 15-percent rate is
totally phased out (see ‘‘Rate adjustment,” above). For example, in
the case of married individuals filing joint returns, in 1988 the per-
sonal exemption phaseout begins at taxable income of $149,250.

The benefit of each personal exemption amount is phased out
over an income range of $10,920 in 1988 and $11,200in 1989. The
phaseout occurs serially. For example, the phaseout of the benefit
of the second personal exemption on a joint return does not begin
until the phaseout of ‘the first has been completed. Thus, in the
case of married individuals filing jointly who have two children, in
1988 the benefit of the four personal exemptions on. the. joint
return would phase out over an income range of $43,680 (four times
$10,920) and would be phased out completely at taxable income of
$192,930; in 1989, the benefit of each exemption would phase out
over an income range of $44,800 (four times $11,200).

Rules for certain dependents.—The Act provides that an individ-
ual for whom a personal exemption deduction is allowable on an-
other taxpayer’s return is not entitled to any personal exemption
amount on his or her own return. For example, if married individ-
uals may claim a personal exemption deduction for their child, the
child may not claim any personal exemption on his or her return.

Under prior law, the. ZBA could be used by such a dependent tax-
payer only to offset earned income. The Act provides that in the
case of an individual for whom a personal exemption deduction is
allowable on another taxpayer’s return, the individual’s basic
standard deduction is limited to the greater of (a) $500 (to be ad-
justed for inflation beginning in 1989) or (b) the individual’s earned
income. The preceding limitation is intended to apply only with re-
spect to the basic standard deduction, and not with respect to the
additional standard deduction amount allowable to an elderly or
blind individual.# For example, in 1987 an unmarried elderly indi-
vidual (other than a surviving spouse) who may be claimed as a de-
pendent on her son’s tax return may first utilize the basic standard
deduction ($3,000) to offset the greater of (1) earned income or (2)
nonearned income up to $500. In addition, the individual could
apply the additional standard deduction amount ($750) against any
remaining income not offset by the basic standard deduction (pur-

4 A technical correction may be needed to reflect this intent.
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suant to the rule stated in the preceding sentence), whether earned
or nonearned income.

Under the Act, an individual who is eligible to be claimed as a
dependent on another’s tax return must file a Federal income tax
return only if he or she either (1) has total gross income in excess
of the standard deduction (including, in the case of an elderly or
blind individual, the additional standard deduction amount) or (2)
has nonearned income in excess of $500 plus, in the case of an el-
derly or blind individual, the additional standard deduction
amount. For example, an elderly individual who may be claimed as
a dependent on her daughter’s tax return must file a return for
1987 only if the elderly individual either (1) has total gross income
exceeding $3,750 or (2) has nonearned income exceeding $1,250.5

These rules for dependents are effective for taxable years begin-
ning on or after January 1, 1987.

4. Adjustments for inflation

The new rate structure will be adjusted for inflation (i.e., in-
dexed) beginning in 1989, to reflect changes in the Consumer Price
Index for all-urban consumers (CPI) between the 12-month period
ending on August 31, 1987 and the following 12-month period. Any
inflation adjustment will apply to the breakpoint between the 15
percent and 28-percent brackets, and to the income levels above
whilch the rate adjustment and personal exemption phaseouts
apply.

Inflation adjustments will begin in 1989 to the increased stand-
ard deduction amounts that generally are effective for 1988, and to
the additional standard deduction amount for blind or elderly indi-
viduals (which goes into effect in 1987). Inflation adjustments will
begin in 1990 to the $2,000 personal exemption amount that applies
for 1989. '

Under the Act, inflation adjustments (except to the earned
income credit) will be rounded down to the next lowest multiple of
$50.% For example, an inflation rate adjustment of four percent
would raise the starting point of the 28-percent bracket for 1989 re-
turns of married individuals filing jointly from $29,750 to $30,940;
this amount then would be rounded down to $30,900 for purposes of
constructing the indexed rate schedule applicable to 1989.

In subsequent years, the indexing adjustment will reflect the
rate of inflation for the cumulative period after the 12-month
period ended August 31, 1987, with respect to the rate brackets and
the increased standard deduction amounts;.and August 31, 1988,
with respect to the $2,000 personal exemption. As a result, while
rounding down affects the inflation adjustments made in each year,
there is no cumulative effect from rounding on the bracket thresh-
olds and related amounts, since each year’s inflation adjustment
will be computed to reflect the cumulative rate of inflation from
the initial base period. If the CPI currently published by the De-

5 A technical correction may be needed to reflect this intent.

8 In the case of a married individual filing a separate return, inflation adjustments to the
légacket amounts will be rounded down to the nearest multiple of $25 (except with respect to sec.

(cX4)).
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partment of Labor is revised, then the revision that is most consist-
ent with the CPI for calendar year 1986 is to be used.

5. Two-earner deduction

The prior-law deduction for two-earner married couples is re-
11>g§’17ed effective for taxable years beginning on or after January 1,

6. Income averaging

The prior-law provisions for income averaging are repealed, effec-
tive for taxable years beginning on or after January 1, 1987

Effective Dates

Rate structure.—The transitional five-bracket tax rate schedules
are effective for taxable years beginning in 1987. The two-bracket
tax rate schedules and the rate adjustment are effective for taxable
years beginning on or after January 1, 1988.

Standard deduction.—For taxable years beginning on or after
January 1, 1987, the standard deduction replaces the ZBA. The
transitional standard deduction amounts apply for taxable years
beginning in 1987. The increased standard deduction amounts gen-
erally are effective for taxable years beginning on or after January
1, 1988. For elderly or blind individuals, the increased basic stand-
ard deduction amounts and the additional standard deduction
amounts are effective for taxable years begmnmg on or after Janu-
ary 1, 1987.

Personal exemption.—The persorial exemption amounts of $1,900,
$1,950, and $2,000 apply, respectively, for taxable years begmnmg
dunng 1987, taxable years beginning during 1988, and taxable
years beg'mnmg after December 31, 1988. The phase-out of the per-
sonal exemption amount applies for taxable years beginning on or
after January 1, 1988. The rules disallowing any exemption amount
on the return of an individual who is eligible to be claimed as a
dependent on another taxpayer’s return are effective for taxable
years beginning on or after January 1, 1987.

Inflation adjustments.—The change of the date of the 12-month
measuring period for inflation adjustments to August 31 and the
provision relating to rounding down inflation adjustments to the
nearest $50 are effective for taxable years beginning on or after
January 1, 1987. :

Two-earner deduction.—The repeal of the prior-law deduction for
two-earner married couples is effective for taxable years beginning
on or after January 1, 1987.

Income averaging.—The repeal of the prior-law provisions for
income averaging is effective for taxable years beginning on or
after January 1, 1987.

Revenue Effect

Tax rates

The changes in the income tax rates are estimated to decrease
fiscal year budget receipts by $16,900 million in 1987, $56,812 mil-
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lion in 1988, $53,725 million in 1989, $39,039 million in 1990, and
$40,626 million in 1991.7

Standard deduction

The increases in the standard deduction amounts are estimated
to decrease fiscal year budget receipts by $1,127 million in 1987,
$6,183 million in 1988, $8,276 million in 1989, $8,864 million in
1990, and $9,493 million in 1991.

Personal exemption

The increase in the personal exemption amount, the repeal of
the prior-law additional exemption for the elderly and blind, and
the disallowance of a personal exemption for an individual who is
eligible to be claimed as a dependent on another taxpayer’s return
are estimated to decrease fiscal year budget receipts by $13,414 mil-
lion .in 1987, $26,298 million in 1988, $26,530 million in 1989,
$27,678 mllhon in 1990, and $28,876 m11110n in 1991,

Two-earner deduction

The repeal of the prior-law deduction for two-earner married cou-
ples is estimated to increase fiscal year budget receipts by $1,379
million in 1987, $6,016 million in 1988, $6,177 million in 1989,
$6,572 million in 1990, and $6,995 million in 1991.

Income averaging

_ The repeal of the prior-law provisions for income averaging is es-

timated fo increase fiscal year budget receipts by $430 million in
1987 $1,814 million in 1988 $1,928 million in 1989, $2,077 million
in 1990 and $2,239 million in 1991.

7 The rate reduction estimate includes the effects relatmg to caplta.l gains as well as interac-
tions between rate changes and other provisions of the Act.



B. Earned Income Credit (Sec. 111 of the Act and secs. 32 and
3507 of the Code) 8

Prior Law

An eligible individual who maintains a home for one or more
children is allowed a refundable income tax credit based on the in-
dividual’s earned income up to a specified dollar amount. The
credit is available to married individuals filing a joint return who
are entitled to a dependency exemption for a child, a head of
household, and a surviving spouse.®

Under prior law, the earned income credit generally equalled 11
percent of the first $5,000 of earned income, for a maximum credit
of $550 (Code sec. 32). The amount of the credit was reduced if the
individual’s adjusted gross income (AGI) or, if greater, earned
income, exceeded $6,500; no credit was available for individuals
with AGI or earned income of $11,000 or more.

To relieve eligible individuals of the burden of computing the
amount of credit to be claimed on their returns, the Internal Reve-
nue Service publishes tables for determining the credit amount. El-
igible individuals may receive the benefit of the credit in their pay-
checks throughout the year by electing to receive advance pay-
ments.

Reasons for Change

The earned income credit is intended to provide tax relief to low-
income working individuals with children and to improve incen-
tives to work. Periodically since enactment of the credit in 1975,
the Congress has increased the maximum amount and the phase-
out levels of the credit to offset the effects of inflation and social
security tax increases.

The Congress concluded that further increases in the maximum
amount and phase-out level of the credit were necessary to offset
past inflation and increases in the social security tax. In addition,
the Congress believed that an automatic adjustment to the credit
to reflect future inflation should be provided, just as it is provided
for the personal exemption, the standard deduction, and rate
brackets, in order to eliminate the reduction in the real value of
the credit caused by inflation.

8 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 111; H.Rep. 99-426, pp. 94-95; H.R. 3838, as
reported by the Senate Committee on Finance on May 29, 1986, sec. 111; S.Rep. 99-313, pp. 43-44;
Senate floor amendment, 132 Cong. Rec. S 7969 (June 19, 1986); and H.Rep. 99-841, Vol. II (Sep-
tember 18, 1986), pp. 12-13 (Conference Report).

9 For definitions of head of household and surviving spouse, see Title 1., Part A., above.

@n
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Explanation of Provisions

The Act increases the rate and base of the earned income credit
to 14 percent of the first $5,714 of an eligible individual’s earned
income. As a result, the maximum credit is increased to $800.

The income level at which the credit is completely phased out is
raised to $13,500. Starting in taxable years that begin on or after
January 1, 1988, the phase-out range is raised to $9,000/$17,000.

Under the Act, the credit is to be adjusted (beginning in 1987) for
inflation. The adjustment factor for 1987 equals the increase in the
consumer price index (CPI) from August 31, 1984, to August 31,
1986. (Thus, the maximum amount of earned income eligible for
the credit beginning in 1987 equals $5,714 as adjusted for inflation
between August 31, 1984 and August 31, 1986.) Subsequent annual
increases are to adJust for the effects of addltmnal ‘annual changes
in the CPI. These adjustments affect the amount of income to
which the credit applies and the lower and upper limits of the
phaseout range.

These inflation adjustments to the earned income credit are not
subject to the $50 rounding-down rule otherwise applicable under
the Act to inflation adjustments. Instead, as under the generally
applicable inflation adjustment rule of prior law, any inflation ad-
justment relating to the credit that is not a multiple of $10 will be
rounded to the nearest multiple of §10.

The Act also directs the Treasury Department to include in regu-
lations a requirement that employers notify their employees whose
wages are not subject to income tax withholding that they may be
eligible for a refundable earned income credit. (The regulations are
to prescribe the time and manner for such notification.) However,
this notice does not have to be given to employees whose wages are
exempt from withholding pursuant to Code section 3402(n). This ex-
emption applies, for example, to many high school or college stu-
dents who are employed for the summer.

Effective Date

The increases in the credit rate and base and the provisions re-
lating to inflation adjustments are effect1ve for taxable years begin-
ning on or after January 1, 1987.

The increase in the begmnmg phase-out level to $9,000 is effec-
tive for taxable years beginning on or after January 1, 1988.

Revenue Effect

This provision is estimated to decrease fiscal year budget receipts
by $14 million in 1987, $309 million in 1988, $723 million in 1989,
$886 million in 1990, and $1,077 million in 1991, and to increase
fiscal year budget outlays by $83 million in 1987, $1,731 million in
1988, $3,149 million in 1989, $3,481 million in 1990, and $3,848 mil-
lion in 1991. (To the extent that the amount of earned income
credit exceeds tax liability and thus is refundable, it is treated as
an outlay under budget procedures.) .



C. Exclusions from Income

1. Unemployment compensation benefits (sec. 121 of the Act and
sec. 85 of the Code) 1°

Prior Law

Prior law provided a limited exclusion from income for unem-
ployment compensation benefits paid pursuant to a Federal or
State program (Code sec. 85).

If the sum of the individual’s unemployment compensation bene-
fits and adjusted gross income (AGI) did not exceed a defined base
amount, then no unemployment compensation benefits were in-
cluded in gross income. The base amount was $18,000 in the case of
married individuals filing a joint return; $12,000 in the case of an
unmarried individual; and zero in the case of married individuals
filing separate returns. If the sum of unemployment compensation
benefits and AGI exceeded the base amount, the amount of the
benefits included in gross income generally was limited to the
lesser of (1) one-half the excess of the sum of such benefits plus
AGI gver the base amount, or (2) the amount of such benefits re-
ceived.

Reasons for Change

While all cash wages and similar compensation (such as vacation
pay and sick pay) received by an individual generally have been
treated as fully includible in gross income under the tax law, un-
employment compensation benefits were includible under prior law
only if the taxpayer’s AGI and benefits exceeded specified levels.
The Congress concluded that unemployment compensation benefits,
which essentially are wage replacement payments, should be treat-
ed for tax purposes in the same manner as wages or other wage-
type payments. Thus, repeal of the prior-law partial exclusion con-
tributes to more equal tax treatment of individuals with the same
economic income. Also, if wage replacement payments are given
more favorable tax treatment than wages, some individuals may be
discouraged from returning to work.

Explanation of Provision

Under the Act, all unemployment compensation benefits (wheth-
er paid pursuant to a Federal or State law) received after 1986 are
includible in gross income.

10 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 122; H.Rep. 99-426, pp. 98-99; H.R. 3838, as
reported by the Senate Committee on Finance on May 29, 1986, sec. 121; S8.Rep. 99-313, pp. 46-47;
and H.Rep. 99-841, Vol. II (September 18, 1986), p. 14 (Conference Report).

(29)
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Effective Date

31T{138é)rovision is effective for amounts received after December

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $230 million in 1987, $764 million in 1988, $749 million in 1989,
$723 million in 1990, and $701 million in 1991.

2. Prizes and awards (sec. 122 of the Act and secs. 74, 102, and 274
of the Code) !

Prior Law

Under prior and present law, prizes and awards received by an
individual (other than scholarships or fellowship grants to the
extent excludable under sec. 117) generally are includible in gross
income. Treasury regulations provide that such taxable prizes and
awards include amounts received from giveaway shows, door prizes,
awards in contests of all types, and awards from an employer to an
employee in recognition of some achievement in connection with
employment.

However, pnor—law section 74(b) provided a special exclusion
from income for certain prizes and awards that were received in
recognition of charitable, religious, scientific, educational, artistic,
literary, or civic achievement (‘‘charitable achievement awards”).
This exclusion applied only if the recipient (1) had not specifically
applied for the prize or award (for example, by entering a contest),
and (2) was not required to render substantial services as a condi-
tion of receiving it. Treasury regulations- stated that the section
74(b) exclusion did not apply to prizes or awards from an employer
to an employee in recognition of some achievement in connection
with employment.!2

While section 74 determines the includibility in gross income of
prizes and awards, the treatment of other items provided by an em-
ployer to an employee could be affected by section 61, defining
gross income, and prior-law section 102, under which gifts may be
excluded from gross income. Section 61 provides in part that “gross
income means all income from whatever source derived,” including
compensation for services whether in the form of cash, fringe bene-
fits, or similar items. However, under prior law, an item trans-
ferred from an employer to an employee, other than a prize or
award that was includible under section 74, might be excludable
from gross income if it qualified as a gift under section 102.

11 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 123(b); H.Rep. 99-426 pp. 103-07; H.R.
3838, as reported by the Senate Committee on Finance on May 29, 1986, sec. 122 S.Rep. 99-313

PR 47 54; and H.Rep. 99-841, Vol. II (September 18, 1986), Pp. 17 19 (Conference Re rt).
Treas. Reg. sec. 1. 74—l(b) But see Jones v. Comm r, 743 F.2d 1429 (9th Cir. 1984) holdm%
that an award from an employer to an emplgiy;ﬁe could qualify for the prior-law section 74(b
exclusion under extraordinary circumstances. The court held that the exclusion ag)phed in the
case of a prominent scientist who was rewarded by the National Aeronautics and Space Admin-
istration (NASA) for lifetime scientific achievement, only part of which was accomplished while
the scientist was employed by NASA. No inference is intended under the Act as to whether the
decision in this case was a correct interpretation of section 74(b) as in effect prior to the Act



31

The U S. Supreme Court, in a 1960 case 1nvolv1ng payments
made “in a context with business overtones,” defined excludable
glfts as payments made out of “detached and disinterested generos-
ity” and not in return for past or future services or from motives of
anticipated benefit (Comm’r v. Duberstein, 363 U.S. 278 (1960)).
Under this standard, the Court said, transfers made in connection
with employment could constitute gifts only in the “extraordinary”
instance.13

In certain circumstances, if an award to an employee could con-
stitute an excludable gift under prior law, the employer’s deduction
was subject to limitation under section 274(b) That section express-
ly defines the term “gift” to mean any amount excludable from
gross’ income under section 102 that. is not excludable under an-
other statutory provision.

Section 274(b) generally disallows business deductions for glfts to
the extent that the total cost of all gifts of cash, tangible personal
property, and other items to the same individual from the taxpayer
during the taxable year exceeds $25. Under an exception to the $25
limitation provided by prior law, the ceiling on the deduction was
$400 in the case of an excludable gift of an item of tangible person-
al property awarded to an employee for length of service, safety
achievement, or productivity. In addition, the prior-law ceiling on
the employer’s business gift deduction was $1,600 for an excludable
employee award for such purposes when provided under a qualified
award plan, if the average cost of all plan awards in the year did
not exceed $400.

A further rule that may be relevant with respect to a prize or
award arises under section 132(e), which provides that de minimis
fringe benefits are excludable from income. A de minimis fringe
generally is defined as any property or service the value of which
is (taking into account the frequency with which gimilar fringes
are provided by the employer to the employer’s employees) so small
as to make accounting for it unreasonable or administratively im-
practicable.

Reasons for Change

Charitable achievement awards

A prize or award generally increases an individual’s net wealth
in the same manner as any other receipt of an equivalent amount
that adds to the individual’s economic well-being. For example, the
receipt of an award of $10,000 for scientific achievement increases
the recipient’s net wealth and ability to pay taxes to the same
extent as the receipt of $10,000 in wages, dividends, or as a taxable
award; nonetheless, such an award was not treated as income
under prior law. Also, as in the case of other exclusions or deduc-
tions, the tax benefit of the prior-law section 74(b) exclusion de-

13 Under Duberstein, the determination of whether property transferred from an employer to
an employee (or otherwise transferred in a busmess context) constltuted a gift to the recipient
was to be made on a case-by-case basm, by an “objective inquiry”’ into the facts and circum-
stances. If the transferors motwe was “the mcentwe of anticipated benefit,” or if the payment
was in return for services rendered (whether or not the payor received an economic benefit from
the payment), then the payment must be included in income by the recipient.
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pended on the recipient’s marginal tax rate, and thus generally
was greater in the case of higher-income taxpayers. ‘

In light of these considerations, the Con concluded that
prizes and awards generally should be includible in gross income
even if received because of achievement in fields such as the arts
and sciences. This repeal of the special prior-law exclusion for cer-
tain awards was viewed as consistent with the Act’s general objec-
tives of fairness and economic neutrality.

In addition, the Congress was concerned about problems of com-
plexity that had arisen as a result of the special prior-law exclusion
under section 74(b). The questions of what constituted a qualifying
form of achievement, whether an individual had initiated action to
enter a contest or proceeding, and whether the conditions of receiv-
inf a prize or award involved rendering “substantial” services, had
all caused some difficulty in this regard. Finally, in some circum-
stances the prior-law exclusion could have served as a possible ve-
hicle for the payment of disguised compensation.

At the same time, the Congress recognized that in some in-
stances the recipient of the type of prize or award described in sec-
tion 74(b) may wish to assign the award to charity, rather than
claiming it for personal consumption or use. Accordingly, the Act
retains the prior-law exclusion for charitable achievement awards
described in section 74(b) but only if the award is transferred by
the payor, pursuant to a designation made by the winner of the
prize or award, to a governmental unit or to a tax-exempt charita-
ble, educational, religious, etc. organization contributions to which
1are deductible under section 170(c)(1) or section 170(cX2), respective-
y.

Employee awards

An additional reason for change relates to the prior-law tax
treatment of employee awards of tangible personal property given
léy reason of length of service, safety achievement, or productivity.

xcept for any item that might be able to qualify as a de minimis
fringe benefit as defined by section 132(e), such employee awards
were not excludable from the employee’s gross income, and the de-
duction of their cost by the employer was not limited under section
274(b), if they could not qualify as gifts because of either the “de-
tached generosity”’ standard applicable under section 102 or the
rule of section 74(a) that prizes and awards generally are includible
in income.

The Congress understood that uncertainty had arisen among
some taxpayers concerning the proper tax treatment under prior
law of an employee award. Such uncertainty could lead some em-
ployers to seek to replace amounts of taxable compensation (such
as sales bonuses) with “award” programs of tangible personal prop-
erty. The business and the employee might contend that such
awards are not subject to income or social security taxes, but that
the employer could still deduct the costs of the awards up to the
section 274(b) limitations. In the case of highly compensated em-
ployees, who often might not be significantly inconvenienced by the
fact that such awards would be made in the form of property
rather than cash, an exclusion for transfers of property with re-
spect to regular job performance (such as for productivity) could
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serve as a means of providing tax-free compensation. As in the.case
of other exclusions or deductions, the tax benefit of such an exclu-
sion for transfers to an employee would depend on the recipient’s
marginal tax rate, and thus generally would be greater for higher-
income employees. )

Accordingly, the Congress believed that it was desirable to pro-
vide express rules with regard to the tax treatment of amounts
transferred by or for an employer to or for the benefit of an em-
ployee. The Congress concluded that, in general, an award to an
employee from his or her employer does not constitute a “gift”
comparable to such excludable items as intrafamily holiday gifts,
and should be included in the emploiee’s gross income for income
tax purposes and in wages for withholdirig and employment tax
purposes. ~

However, the Congress believed that no serious potential for
avoiding taxation on compensation arises from transfers by em-
ployers to employees of items of minimal value. Therefore, the Con-
gress wished to clarify that the section 132(e) exclusion for de mini-
mis fringe benefits can apply to employee awards of low value. The
Congress also concluded that this exclusion should be viewed as ap-
plicable to traditional awards (such as a gold watch) upon retire-
ment after lengthy service for an employer. For example, in the
case of an employee who has worked for an employer for 25 years,
a retirement gift of a gold watch may qualify for exclusion as a de
minimis fringe benefit even though gold watches given throughout
the period of employment would not so qualify for exclusion. In
that case, the award is not made in recognition of any particular
achievement, relates to many years of employment, and does not
reflect any expectation of or incentive for the recipient’s rendering
of future services. .

Also, the Congress concluded that, in certain narrowly defined
circumstanes, it is appropriate to recognize traditional business
practices of making awards of tangible personal property for length
of service or safety achievement. These traditional practices may
involve, for example, awards of items that identify or symbolize the
awarding employer or the achievement being recognized, and that
do not merely provide an economic benefit to the employee. Such
practices were not entirely equivalent, for example, to providing
either a bonus in cash or an allowance of a dollar amount toward
the purchase of ordinary merchandise. The Congress believed that
the double income tax benefit of excludability and deductibility is
acceptable for such types of employee achievement awards under
El;lesfintended to prevent abuse and limit the scope of the double

nefit. : -

In light of these considerations, the Act restricts the double bene-
fit through dollar limitations, limits the frequency with which
Iength of service awards can be made to the same employee, and
limits safety achievement awards to the employer’s work force
(other than administrators, professionals, etc. whose work ordinari-
ly does not involve significant safety concerns) and to no more than
10 percent of such eligible recipients in one year. In addition, the
exclusion applies only if the item of tangible personal property is
awarded under conditions and circumstances that do not create a
significant likelihood of the payment of disguised compensation.
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The Act removes the prior-law uncertainty concerning the tax
treatment of some employee awards by making clear that the fair
market value of any employee award that does not constitute
either a length of service award or a safety achievement award
qualifying under the Act or a de minimis fringe benefit described
in section 132(eX1) is includible in gross income for income tax pur-
poses and in wages or compensation for employment tax and with-
‘holding purposes. The Congress believed that this general rule of
includibility is consistent with the Act’s objectives of fairness and
economic neutrality.

Explanation of Provisions

Charitable achievement awards

Under the Act, the prior-law limited exclusion under section
T74(b) for a prize or award for certain charitable, religious, scientific,
educational, artistic, literary, or civic achievement (a “charitable
achievement award”) is further restricted to apply only if the recip-
ient designates that the award is to be transferred by the payor to
a governmental unit or a tax-exempt charitable, educational, reli-
gious, ete. organization that is eligible to receive contributions that
are deductible under sections 170(cX1) or 170(cX2), respectively. If
such designation is made and if the charitable achievement award
is so transferred to the designated governmental unit or charitable
organization by the payor, the award is not included in the win-
ner’s gross income, and no charitable deduction is allowed either to
the winner or to the payor on account of the transfer to the gov-
ernmental unit or charitable organization.

For purposes of determining whether a charitable achievement
award that is so transferred qualifies as excludable under the Act,
the prior-law rules concerning the scope of section 74(b) are re-
tained without change. (Thus; for example, the exclusion is avail-
able only if the award winner had not specifically applied for the
award, and was not required to render substantial services as a
condition of receiving it.) In addition, in order to qualify for the
section 74(b) exclusion as modified by the Act, the designation must
be made by the taxpayer (the award recipient), and must be carried
out by the party making the prize or award, before the taxpayer
uses the item that is awarded (e.g.,, in the case of an award of
money, before the taxpayer spends, deposits, invests, or otherwise
uses the money)

Disqualifying uses by the taxpayer include such uses of the prop-
erty with the permission of the taxpayer or by one associated with
the taxpayer (e.g., a member of the taxpayer’s family). Absent a
disqualifying use, however, the taxpayer can make the required
designation of the governmental unit or charitable organization (to
which the award is to be transferred by the payor) after receipt of
the prize or award.

Employee awards

In general

-The . Act provides an exclusion from gross income (Code sec.
74(c)), subject to certain dollar limitations, for an ‘“employee
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achievement award” that satisfies the requirements set forth in
the Act. The Act defines an employee achievement award (Code
sec. 274(j)) as an item of tangible personal property transferred by
an employer to an employee for length of service achievement or
for safety achievement,!4 but only if the item (1) is awarded as part
of a meaningful presentation, and (2) is awarded under conditions
and circumstances that do not create a significant likelihood of the
payment of disguised compensation.1 The exclusion applies only
for awards of tangible personal property and is not available for
awards of cash, gift certificates, or equivalent items, or for awards
of intangible property or real property.

An award for length of service cannot qualify for the exclusion if
it is received during the employee’s first five years of employment
for the employer making the award, or if the employee has re-
ceived a length of service achievement award (other than an award
excludable under sec. 132(eX1)) from the employer during the year
or any of the preceding four years. An award for safety achieve-
ment cannot qualify for the exclusion if made to an individual who
is not an eligible employee, or if, during the taxable year, employee
awards  for safety achievement (other than awards excludable
under sec. 132(e)1)) have previously been awarded by the employer
to more than 10 percent of the employer’s eligible employees. That
is, no more than 10 percent of an employer’s eligible employees
may receive excludable safety achievement awards in any taxable
year (even if all the awards are made simultaneously).1® For this
purpose, eligible employees are all employees of the taxpayer other
than managers, administrators, clerical workers, and other profes-
sional employees.

Deduction limitations

Under section 274 as amended by the Act, an employer’s deduc-
tion for the cost of all employee achievement awards (both safety
and length of service) provided to the same employee during the
taxable year generally cannot exceed $400. In the case of one or
more qualified plan awards awarded to the same employee during
the taxable year, however, the employer’s deduction limitation for
all such qualified plan awards (both safety and length of service) is
$1,600. In addition to these separate $400/$1,600 limitations, the
$1,600 limitation applies in the aggregate if during the year an em-
ployee receives one or more qualified plan awards and also one or
more employee achievement awards that are not qualified plan
awards; i.e., the $400 and $1,600 limitations cannot be added to-
gether to allow deductions exceeding $1,600 in the aggregate for

14 Thus, an employee award for productivity, or for any other purpose not specified in sec.
274(j), is not excludable under sec. 74(c).

18 The types of conditions and circumstances that are to be deemed to create a mgmﬁcant
likelihood of payment of disguised compensation include, for example, the making of employee
awards at the time of annual salary adjustments or as a substltute for a prior program of
awarding cash bonuses, or the providing of employee awards in a way that discriminates in
favor of highly paid employees.

16 Accordingly, no exclusion for safety achievement awards is available in the case of an em-
ployer with nine or fewer eligible employees.
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employee achievement awards made to the same employee in a
taxable year. 17 :

A qualified plan award is defined as an employee achievement
award provided under a qualified award plan, i.e., an established,
written plan or program of the taxpayer that does not discriminate
in favor of highly compensated employees (within the meaning of
sec. 414(q)) as to eligibility or benefits. However, an item cannot be
treated as a qualified plan award if the average cost per recipient
of all employee achievement awards made under all qualified
award plans of the employer during the taxable year exceeds $400.
In making this calculation of average cost, qualified plan awards of
nominal value are not to be included in the calculation (i.e., are not
to be added into the total of award costs under the plan in comput-
ing average cost). In the case of a qualified plan award the cost of
which exceeds $1,600, the entire cost of the item is to be added into
the total of qualified plan award costs in computing average cost,
notwithstanding that only $1,600 (or less) of such cost is deductible.

Excludable amount

In the case of an employee achievement award the c¢ost of which
is deductible in full by the employer under the dollar limitations of
section 274 (as amended by the Act),’8 the fair market value of the
award is fully excludable from gross income by the employee. For
.example, assume that an employer makes a length of service
achievement award (other than a qualified 1;.‘)la.n award) to an em-
ployee in the form of a crystal bowl, that the employer makes no
other length of service awards or safety achievement awards to
that employee in the same year, and that the employee has not re-
ceived a length of service award from the employer during the
prior four years. Assume further that the cost of the bowl to the
employer is $375, and that the fair market value of the bowl is
$415. The full fair market value of $415 is excludable from the em-
‘ployee’s gross income for income tax purposes under section 74 as
amended by the Act.

However, if any part of the cost of an employee achievement
award exceeds the amount allowable as a deduction by an employ-
er because of the dollar limitations of section 274, then the exclu-
sion does not apply to the entire fair market-value of the award. In
such a case, the employee must include in gross income the greater
of (i) an amount equal to the portion of the cost to the employer of
the award that is not allowable as a deduction to the employer (but
not an amount in excess of the fair market value of the award) or
(ii) the amount by which the fair market value of the award ex-
ceeds the maximum dollar amount allowable as a deduction to the
employer. The remaining portion of the fair market value of the
award is not included in the employee’s gross income for income
tax purposes.

17 In the case of an employee award provided by a partnership, the deduction limitations of
section 27.39) apfly to the partnership as well as to each partner. The new employee achieve-
ment award exclusion is not available for any award made by a sole proprietorship to the sole
proprietor; consequently, the deduction limitations in sec. 274(j) do not apply with respect to
such an includible award.

18 In the case of a tax-éxempt employer, the deduction limitation amount is that amount that
would be deductible if the employer were not exempt from taxation (sec. 74(cX3)).
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Consider, for example, the case of a safety achievement award to
an eligible employee that is not a qualified plan award, and that
costs the employer $500; assume that no other employee achieve-
ment awards were made to the same employee during the taxable
year, and that safety achievement awards were not awarded during
the year to more than 10 percent of eligible employees of the em-
ployer. The employer’s deduction is limited to $400. The amount in-
cludible in gross income by the employee is the greater of (1) $100
(the difference between the item’s cost and the deduction limita-
tion), or (2) the amount by which the item’s fair market value ex-
ceeds the deduction limitation. If the fair market value equals, for
example, $475, then $100 is includible in the employee’s income. If
the fair market value equals $600, then $200 is includible in the
employee’s income. ' ‘

Except to the extent that the new section 74(c). exclusion or sec-
tion 132(e)(1) applies, the fair market value of an employee award
(whether or not satisfying the definition of an employee achieve-
ment award) is includible in the employee’s gross income under
section 61, and is not excludable under section 74 (as amended by
the Act). Also, the Act amends section 102 to provide explicitly that
the section 102 exclusion for gifts does not apply to any amount
transferred by or for an employer to, or for the benefit of, an em-
ployee. The fair market value of an employee award (or any por-
tion thereof) that is not excludable from gross income must be in-
cluded by the employer on the employee’s Form W-2, as was re-
quired under prior law. ’

Any amount of an employee achievement award that is excluda-
ble from gross income under the Act also is excludable from wages
or compensation for employment tax (e.g., FICA tax) purposes and
is excludable from the social security benefit base.

The Act does not modify Code section 132(eX1), under which de
minimis fringe benefits are excluded from gross income. Thus, an
employee award is not includible in income if its fair market value,
after taking into account the frequency with which similar benefits
are provided by the employer to the employer’s employees, is so
small as to make accounting for it unreasonable or administrative-
ly impracticable. For example, the section 132(e)X1) exclusion would
apply with respect to a pin or similar item with a value of $15
awarded to an employee on joining a business, on completing six
mop(i):gs’ employment, or on completing a probationary employment
period.

As noted above, for purposes of section 274 (as modified by the
Act), an employee award that is excludable under section 132(eX1)
is disregarded in applying the rules regarding how frequently an
individual may receive an excludable length of service award, or
how many employees of an employer may receive an excludable
safety achievement award in the same taxable year. Under appro-
priate circumstances, however, the fact that an employer makes a
practice of giving its employees length of service or safety achieve-
ment awards that qualify under section 74 and 274 may affect the
question of whether other items given to such employees (particu-
larly if given by reason of length of service or safety achievement)
qualify as de minimis fringe benefits under section 132(e)(1).
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The question of whether it is unreasonable or administratively
impracticable (within the meaning of sec. 132(eX1)) to account for
an item may be affected by the existence of a program whereby the
taxpayer regularly accounts for other like items and complies with
the statutory reporting requirements. Moreover, in some cases the
fact that a particular employee receives items having the maxi-
mum fair market value consistent, respectively, with the employee
achievement award and the de minimis fringe benefit exclusions
may suggest that the employer’s practice is not de minimis. This is
particularly so when employee awards and other items, purported-
ly within the scope of section 132(e)1), are provided to the same in-
dividual in the same year.

The Congress intended that the exclusion under section 132(e}1)
for a de minimis fringe benefit is to apply, under appropriate cir-
cumstances, -to traditional retirement gifts presented to an employ-
ee on his or her retirement after completing lengthy service, even
if the section 74(c) exclusion for length of service awards does not
apply because the employee received such an award within the
prior four years. In considering whether an item presented upon
retirement so qualifies, the duration of the employee’s tenure with
the employer generally has relevance. For example, in the case of
an employee who has worked for an employer for 25 years, a retire-
ment gift of a gold watch may qualify for exclusion as a de minimis
fringe benefit even thou§h gold watches given throughout the
period of employment would not so qualify for that exclusion.

Effective Date

The ftprovlslons relating to the tax treatment of prizes and awards
111556e ective for prizes and awards granted after December 31,

Revenue Effect

The provisions relating to the tax treatment of prizes and awards
are estimated to decrease fiscal year budget receipts by $21 million
in 1987, $59 million in 1988, $63 mﬂhon in 1989, $66 million in
1990, and $69 million in 1991.

3. Scholarships and fellowshlps (sec. 123 of the Act and sec. 117 of
the Code) 19

Prior Law
In general

Prior law generally provided an unllmlted exclusion from gross
income for (1) amounts received by a degree candidate as a scholar-
ship at an educational institution (described in sec. 170(b)(1XAXii)),
or as a fellowship grant, and (2) incidental amounts received by
such individual and spent for travel, research, clerical help, or
equipment (sec. 117). The term scholarshlp meant an amount paid
or allowed to, or for the benefit of, a student to aid in pursuing

19 For | tive background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 123; HRep 99-426, pp. 99-103; and H.Rep.
99-841, Vol. II (September 18, 1986), pp. 14-17 (Conference Report
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studies; similarly, a fellowship grant was defined as an’ amount
paid or allowed to, or for the benefit of, an individual to aid in- ‘pur-
suing studies or research (Treas. Reg. sec. 1.117-3).

In the case of an individual who was not a candidate for a
degree, the prior-law exclusion was available only if the grantor of
the scholarship or fellowship was an educational institution or
other tax-exempt organization described in section 501(cX3), a for-
eign government, certain international organizations, or a Federal,
State, or local government agency. The prior-law exclusion for a
nondegree candidate in any one year could not exceed $300 times
the number of months in ti:e 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 por-
tion of the scholarship or fellowship received by the nondegree can-
didate for travel, research, clerical help, or equipment.

Under prior and present law, an educational institution is de-
scribed in section 170(b)(AXAXii) if it normally maintains a regular
faculty and curriculum and normally has a regularly enrolled body
of pupils or students in attendance at the place where its educa-
tional activities are regularly carried on. This definition encom-
passes primary and secondary schools, colleges and universities,
and technical schools, mechanical schools, and similar institutions,
but does not include noneducational institutions, on-the-job train-
ing, correspondence schools, and so forth (Treas. Reg. secs. 1.117-
3(b); 1.151-3(c)). Under prior law, the term candidate for a degree
was defined as (1) an undergraduate or graduate student at a col-
lege or university who was pursuing studies or conducting research
to meet the requirements for an academic or professional degree
and (2) a student who received a scholarship for study at a second-
g{y))school or other educational institution (Treas. Reg. sec. 1.117-

e)).

Payments for services

Under prior and present law, amounts paid to an individual to
enable him or her to pursue studies or research are not excludable
from income if they represent compensation for past, present, or
future services, or if the studies or research are primarily for the
benefit of the grantor or are under the direction or supervision of
the grantor (Treas. Reg. sec. 1.117-4(c)). These regulations have
been upheld by the U.S. Supreme Court, which described excluda-
ble grants as “relatively dlslnterested ‘no-strings’ educational
grants, with no requirement of any substantial quid pro quo from
the recipients” (Bingler v. Johnson, 394 U.S. 741 (1969)).

In the case of degree candidates, prior law also specifically pro-
vided that the exclusion did not apply to any portion of an other-
wise qualifying scholarship or fellowship grant that represented
payment for teaching, research, or other services in the nature of
part-time employment requ1red as a condition of receiving the
scholarship or fellowship grant (prior-law sec. 117(bX1)). However,
an exception under prior law provided that such services would not
be treated as employment for this purpose if all degree candidates
had to perform such services; in that case, the recipient could ex-



40

clude the portion of the scholarship or fellowship grant represent-
ing compensation for such services.

Under another prior-law exception, amounts received by an indi-
vidual as a grant under a Federal program that would be exclud-
able from gross income as a scholarship or fellowship grant, but for
the fact that the recipient must perform future services as a Feder-
al employee, were not includible in gross income if the individual
established that the amount was used for qualified tuition and re-
lated expenses (prior-law sec. 117(c)).

Tuition reduction plans

Section 117(d) provides that a reduction in tuition provided to an
employee of an educational institution is excluded from gross
income if (1) the tuition is for education below the graduate level
provided by the employer or by another educational institution; (2) °
the education is provided to a current or retired employee, a spouse
or dependent child of either, or to a widow(er) or dependent chil-
dren of a deceased employee; and (3) certain nondiscrimination re-
quirements are met. P.L. 98-611 provided that, for taxable years be-
ginning after December 31, 1983 and ending on or before December
31, 1985, the section 117(d) exclusion also applied to qualified tui-
tion reduction for graduate-level education provided by an educa-
tional institution to a graduate student who was employed by that
institution in teaching or research activities (Code sec. 127(cX8)).

Reasons for Change

By extending the exclusion for scholarships or fellowship grants
to cover amounts used by degree candidates for regular living ex:
penses (such as meals and lodging), prior law provided a tax benefit
not directly related to educational activities. By contrast, students
who are not scholarship recipients must pay for such expenses out
of after-tax dollars, just as individuals who are not students must
pay for their food and housing costs out of wages or other earnings
that are includible in income. The Congress concluded that the ex-
clusion for scholarships should be targeted specifically for the pur-
pose of educational benefits, and should not encompass other items
that would otherwise constitute nondeductible personal expenses.
The Congress also determined that, in the case of grants to nonde-
gree candidates for travel, research, etc., that would be deductible
as ordinary and necessary business expenses, an exclusion for such
expenses is not needed, and that an exclusion is not appropriate if
the expenses would not be deductible.

In addition, under the Act, the Congress has increased the tax
threshold, i.e., the income level at which individuals become sub-
ject to tax. Thus, the receipt of a nonexcludable scholarship
amount by a student without other significant income will not
result in tax liability so long as the individual’s total income does
not exceed the personal exemption (if available) and either the in-
creased standard deduction under the Act or the taxpayer’s item-
ized deductions. Under the Act, any nonexcludable amount of a
scholarship or fellowship grant is treated as earned income, so that
such amount can be offset by the recipient’s standard deduction
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even if the recipient can be claimed as a dependent on his or her
parents’ return.

Under prior law, controversies arose between taxpayers and the
Internal Revenue Service over whether a particular stipend made
in an educational setting constituted a scholarship or compensation
for services. In particular, numerous court cases have involved resi-
dent physicians and graduate teaching fellows who have sought—
often notwithstanding substantial case authority to the ‘contrary—
to exclude from income payments received for caring for hospital-
ized patients, for teaching undergraduate college students, or for
doing research which inures to the benefit of the grantor.2? The
limitation on the section 117 exclusion made by the Act, and the
repeal of the special rule relating to degree candidates who must
perform services as a condition of receiving a degree, should lessen
these problems of complexity, uncertainty of tax treatment, and
controversy.

The Congress concluded that the section 117 exclusion should not
apply to amounts representing payment for teaching, research, or
other services by a student, whether or not required as a condition
for receiving a scholarship or tuition reduction, and that this result
should apply whether the compensation takes the form of cash,
which the student can use to pay tuition, or of a tuition reduction,
pursuant to which there is no exchange of cash for payment of tui-
tion. Thus, where cash stipends received by a student who performs
services would not be excludable under the Act as a scholarship
even if the stipend is used to pay tuition, the Congress believed
that the exclusion should not become available merely because the
compensation takes the form of a tuition reduction otherwise quali-
fying under section 117(d). The Congress concluded, consistently
with the overall objectives of the Act, that principles of fairness re-
quire that all compensation should be given the same tax treat-
ment; that is, some individuals (e.g., students who perform teaching
services for universities) should not receive more favorable tax
treatment of their compensation than all other individuals who
earn wages.

The Congress concluded that it was inappropriate under prior
law for recipients of certain Federal grants who were required to
perform future services as Federal employees to obtain special tax
treatment which was not available to recipients of other types of
grants who were required to perform services as a condition .of re-
ceiving the grants. Thus, under the Act, the general exclusion rule
and the limitations apply equally to all grant recipients.

20 Ag the U.S. Tax Court stated in one case: “Interns and residents have been flooding the
courts for years seeking to have their remuneration declared a.‘fellowship grant’ and hence par-
tially excludable from income. They have advanced such illuminating arguments as they could
have earned more elsewhere and they were enjoying a learning experience so therefore what
they did receive must have been a grant. They have been almost universally unsuccessful and
deservedly so. Why the amounts received by a young doctor just out of school should be treated
differently from the amounts received by a young lawyer engineer, or business school graduate
has never been made clear.” (Zonkerman v. Comm’r, 36 T.CM. 6, 9 (1977), aff'd (4th Cir. 1978))
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Explanation of Provisions
In general

Degree candidates.—In the case of a scholarship or fellowship
grant received by a degree candidate, an exclusion under section
117 is available only to the extent the individual establishes that,
in accordance with the conditions of the grant, 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)}1)AXii)), and (2) fees, books, supplies, and equipment re-
quired for courses of instruction at the educational institution
(“course-related expenses”).2! This rule applies to all types of schol-
arship or fellowship grants, whether funded by a governmental
agency, college or university, charitable organization, business, or
other source, and whether designated as a scholarship or by some
other name (e.g., “allowance”).

The exclusion available under the Act for degree candidates is
not limited to a scholarship or fellowship grant that by its express
terms is required to be used for tuition or course-related expenses.
Also, there is no requirement that the student be able to trace the
dollars paid for tuition or course-related expenses to the same dol-
lars that previously had been deposited in his or her checking ac-
count, for example, from a scholarship grant check. Instead, the
amount of an otherwise qualified grant awarded to a degree candi-
date is excludable (after taking into account the amount of any
other grant or grants awarded to the individual that also are eligi-
ble for exclusion) up to the aggregate amount incurred by the can-
didate for tuition and course-related expenses during the period to
which the grant applies; any excess amount of the grant is includ-
ible in income. No amount of a grant is excludable if the terms of
the grant earmark or designate its use for purposes other than tui-
tion or course-related expenses (such as for room or board, or
“meal allowances”) or specify that the grant cannot be used for tui-
tion or course-related expenses, even if the amount of such grant is
less than the amount payable by the student for tuition or course-
related expenses. ,

For purposes of the section 117 exclusion as modified by the Act,
the term candidate for a degree means (1) a student who receives a
scholarship for study at a primary or secondary school, (2) an un-
dergraduate or graduate student at a college or university who is
pursuing studies or conducting research to meet the requirements
for an academic or professional degree, and (3) a student (whether
full-time or part-time) who receives a scholarship for study at an
educational institution (described in sec. 170(bX1)XAXii)) that (1) pro-
‘vides an educational program that is acceptable for full credit
toward a bachelor’s or higher degree, or offers a program of train-

21 Two Code provisions applicable to private foundations contain references to scholarship or
fellowship grants “subject to the provisions of section 117(a)” (secs. 4941(dX2XGXii); 4945(3%1)).
The amendments made by the Act to the section 117 exclusion are not intended to treat scholar-
Shl& or fellowship grants by a private foundation that would not have triggered section 4941 or
4945 excise taxes under prior law as self-dealing acts or taxable e?endnures merely because
such grants exceed the amount excludable by d: candidates under section 117 as amended
by the Act or are made to nondegree candidates (up to the amount excludable under prior law).
A technical amendment may be needed so that the statute reflects this intent.
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ing to prepare students for gainful emplo; J'ment in a recognized oc-
cupation, and (2) is authorized under Federal or State law to pro-
vide such a program and is accredited by a nationally recognlzed
accreditation agency.

Nondegree candidates.—The Act repeals the limited prior-law ex-
clusion under section 117 for grants received by nondegree candi-
dates. Thus, no amount of a scholarship or fellowship grant re-
ceived by an individual who is not a degree candidate is excludable
under section 117, whether or not such amount is used for or is less
than the recipient’s tuition and course-related expenses. This provi-
sion does not affect whether the exclusion under section 127 for
certain educational assistance benefits may apply to employer-pro-
vided educational assistance to nondegree candidates if the require-
ments of that section are met (see sec. 1162 of the Act, extending
the exclusion under Code sec. 127), or whether unreimbursed edu-
cational expenses of some nondegree candidates may be allowable
to itemizers as trade or business expenses if the requirements of
section 162 are met.

Performance of services

The Act repeals. the special rule of prior law under which schol-
arship or fellowship grants received by degree candidates that rep-
resented payment for services nonetheless were deemed excludable
from income provided that all candidates for the particular degree
were reqmred to perform such services. The Act expressly includes
in gross income any portion of amounts received as a scholarship
or fellowship grant that represent payment for teaching, research,
or other services required as a con ition of receiving the grant
(Code sec. 117(c)).

To prevent circumvention of the rule set forth in section 117(c),
that rule is intended to apply not only to cash amounts received,
but also to amounts (representing payment for services) by which
the tuition of the person who performs services is reduced, whether
or not pursuant to a tuition reduction plan described in Code sec-
tion 117(d). The Act therefore explicitly provides that neither the
section 117(a) exclusion nor the section 117(d) exclusion applies to
any portion of the amount received that represents payment for
teaching, research, or other services by the student requlred as a
condition of receiving the scholarship or tuition reduction. - If an
amount representing reasonable compensation (whether paid in
cash or as tuition uctlon) for services performed by an employee
is included in the employee’s gross income and wages, then any ad-
ditional amount of sc f:arshlp award or tuition reduction remains
eligible for the section 117 exclusion as modified by the Act.

As noted, employees who perform required services for which
they include in income reasonable compensation continue to be eli-

gible to exclude amounts of tuition reduction. In addition, section
1162 of the Act extends the availability of the tuition reduction ex-
clusion for certain graduate students an additional two.taxable

ears beyond its previously scheduled expiration for taxable years
ginning after December 31, 1985, as part of the extensmn of Code
section 127 under the Act.

The Act also repeals the special rule under pnor law that per-
mitted the exclusion of certain Federal grants as scholarships or
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fellowship grants, even though the recipient was required to per-
form future services as a Federal employee. Thus, any portion of a
Federal scholarship or fellowship grant that represents payment
for past, present, or future services required to be performed as a
condition of the grant is includible in gross income. As a result,
services performed as a Federal employee are not entitled to more
favorable tax treatment than services performed for other employ-
ers. ‘ :

Treatment of nonexcludable amounts

Under the Act, a child eligible to be claimed as a dependent on
the return of his or her parents may use the standard deduction
only to offset the greater of $500 or earned income (see I.A.3.,
above). Only for purposes of that rule, any amount of a noncompen-
satory scholarship or fellowship grant that is includible in gross
income as a result of the amendments to section 117 made by the
Act (including the repeal of any sec. 117 exclusion for nondegree
candidates) constitutes earned income. 22

Compliance with new rules

Under the Act, the IRS is not required to exercise its authorit;
to require information reporting by grantors of scholarship or fel-
lowship grants to the grant recipients or the IRS, even though
some amounts of such grants may be includible in gross income
. under section 117(a) as amended by the Act. (Of course, any
amount of a grant that constitutes payment for services described
in sec. 117(c) is subject to income tax withholding, employment
taxes, and reporting requirements applicable to other forms of com-
pensation paid by the payor organization.) The Congress anticipat-
ed that the IRS will carefully monitor the extent of compliance by
grant recipients with the new rules and will provide for appropri-
ate information reporting if necessary to accomplish compliance.

Effective Date

The modifications made by the provision are effective for taxable
years beginning on or after January 1, 1987, except that prior law
continues to apply to any scholarship or fellowship granted before
August 17, 1986.23 Under this rule, in the case of a scholarship or
fellowship granted after August 16, 1986 and before January 1,
1987, any amount of such scholarship or fellowship grant that is
received prior to January 1, 1987 and that is attributable to ex-
penditures incurred prior to January 1, 1987 is subject to the provi-

22 Amounts received as payment for teaching or other services also constitute earned income.

23 For this purpose, a scholarship or fellowship is to be treated as tf:nted before A 17,
1986 to the extent that the tor made a firm commitment, in notice of aw
before that date, to provide the recipient with a fixed cash amount or a readily determinable
amount. If the scholarship or fellowship is granted for a period exceeding one academic period
(e.g., if the grant is made for three semesters), amounts received in subsequent academic periods
are to be treated as granted before August 17, 1986 only if (1) the amount awarded for the first
academic period is described in the original notice of award as a fixed cash amount or readily
determinable amount, (2) the. original notice of award contains a firm commitment by the grant-
or to provide the scholarship or fellowship amount for more than one academic period, and (3)
the recipient is not required to reapply to the grantor in order to receive the scholarship or
fellowship grant in future academic periods. A requirement that the recipient must file periodic
financial statements to show continuing financial need does not constitute a requirement to re-
apply for the grant. .
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sions of section 117 as in effect prior to the amendments made by
the Act.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $8 million in 1987, $64 million in 1988, $130 million in 1989,
$160 m11ho_n in 1990, and $164 million in 1991



D. Deductions for Personal Expenditures

1. Disallowance of itemized deduction for State and local sales
taxes (sec. 134 of the Act and sec. 164 of the Code)2*

Prior Law
Itemized deduction

Under prior-law section 164, itemizers could deduct four types of
State and local taxes even if such taxes had not been incurred
either in a trade or business (sec. 162) or in an investment activity
(sec. 212)—individual income taxes, real property taxes, personal
property taxes, and general sales taxes.

Not all sales taxes imposed by State or local governments were
deductible by itemizers under prior law. To be deductible, the sales
tax had to be imposed on sales (either of property or of services) at
the retail level.2% In addition, to be deductible the sales tax gener-
ally had to apply at one rate to a broad range of items. However,
deductions were allowed for (1) sales taxes imposed at a lower rate
on food, clothing, medical supplies, and motor vehicles, and (2)
sales taxes imposed at a higher rate on motor vehicles, but only up
to the amount computed using the generally applicable sales tax
rate.

As an exception to the general tax principle that a taxpayer has
the burden of providing its entitlement to a deduction,2?® itemizers
were permitted to claim deductions for sales tax amounts derived
from IRS-published tables. These tables contained State-by-State es-
timates of sales tax liability for individuals at different income
levels (calculated by including nontaxable receipts as well as ad-
justed gross income), taking into account the number of individuals
in the taxpayer’s household.2? Also, taxpayers generally could add

to the table amount the actual State and local sales taxes paid on
- purchases of a boat, airplane, motor vehicle, and certain other
large items.

24 For legislative background of the provision, see: H.R. 3838, as reported by the Senate Com-
mittee on Finance on May 29, 1986, sec. 135; S.Rep. 99-313, pp. 55-57; Senate floor amendment,
132 Cong. Rec. S 7893-98 (June 19, 1986); and H.Rep. 99-841, Vol. II (September 18, 1986), p. 20
(Conference Report).

28 This test could be satisfied in the case of a compensating use tax, ie., a tax on the use,
consumption, or storage of an item that would have been subject to a general sales tax if sold in
the State or locality imposing the use

26 See. eg Helvering v. Taylor, 293 U. S 507, 514 (1935).

27 Local sales taxes also are imposed in various States. An additional amount for local taxes
was built into the IRS-published tables for some of these jurisdictions. For other States having
local sales taxes, a further computation had to be made after deriving the table amount (e.g.,
itemizers in one State were allowed to increase the table amount by sales taxes imposed on elec-
tricity or gas during certain months of the year).

(46)
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Capitalization rule

Under prior law, section 164(a) provided (in the last sentence of
that subsection) that, in addition to the four types of State, local,
and foreign taxes (enumerated in that section) for which itemized
deductions were allowed, other State, local, and foreign taxes were
deductible if paid or accrued in the taxable year in carrying on a
trade or business or an investment-type activity described in sec-
tion 212. However, a specific provision of the Code (for example,
sec. 189 or sec. 263) might require capitalization of certain other-
wise deductible taxes.

Reasons for Change
Itemized deduction

The Congress concluded that, as part of the approach of the Act
in reducing tax rates through base-broadening, it is appropriate to
disallow the itemized deduction for State and local sales taxes. In
addition, a number of other considerations supported repeal of this
deduction.

Prior law did not permit itemized deductions for various types of
State and local sales taxes, such as selective sales taxes on tele-
phone and other utility services, admissions, and sales of alcoholic
beverages, tobacco, and gasoline. Also, prior law did not allow con-
sumers any deduction to reflect inclusion, in the selling price of a
product, of taxes levied at the wholesale or manufacturer’s level.
Accordingly, the Congress concluded that extending nondeductibi-
lity to all State and local sales taxes improves the consistency of
Federal tax policy, by not providing an income tax benefit for any
type of consumption subject to sales taxes. Further, to the extent
that sales taxes are costs of purchasing consumer products or other
items representing voluntary purchases, allowing the deduction
was unfair because it favored taxpayers with particular consump-
tion patterns, and was inconsistent with the general rule that costs
of personal consumption by individuals are nondeductible.

The Congress did not find persuasive evidence for arguments
that eliminating the sales tax deduction could provide unwarranted
encouragement for States to shift away from these taxes and could
be unfair to States that retain them. On the contrary, it is signifi-
cant how small a portion of general sales taxes paid by individuals
actually were claimed as itemized deductions. Data from 1984 show
that less than one-quarter of all such sales taxes levied were
claimed as itemized deductions; by contrast, well over one-half of
State and local income taxes paid by individuals are claimed as
itemized deductions. The Congress believed that the fact that the
large majority of sales tax payments were not claimed as itemized
deductions under prior law alleviates any effect of repealing the de-
duction on the regional distribution of Federal income tax burdens
or on the willingness of State and local governments to use general
sales taxes as revenue sources.

For itemizers who did not rely on the IRS-published tables to es-
timate their deductible sales taxes, the prior-law deduction for
sales taxes involved substantial recordkeeping and computational
burdens, since the taxpayer had to determine which sales taxes

72-236 0 - 87 - 3
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were deductible, keep receipts or invoices showing the exact tax
paid on each purchase, and calculate the total of all deductible
sales taxes paid. Also, allowing State and local sales taxes to be de-
ducted had created legal controversies between taxpayers and the
IRS regarding what was a general, as opposed to a specific, sales
tax. Thus, repealing the deduction advanced the goal of simplifying
the tax system for individuals. '

For itemizers who did rely on the IRS tables, the amount of de-
ductions that could be claimed under prior law without challenge
from the IRS could vary significantly in particular instances from
the amount of general sales taxes actually paid to State and local
governments. The tables did not provide accurate estimates for in-
dividuals who had either lower or higher levels of consumption
than the average, and did not reflect the fact that an individual
might purchase items in several States having different general
sales tax rates. Accordingly, use of the tables neither accurately
measured the amount of disposable income an individual retained
after paying general sales taxes, nor accurately provided an appro-
priate Federal tax benefit to residents of States that impose gener-
al sales taxes.

Capitalization rules

The Congress concluded that the tax treatment of sales and
other taxes incurred in a business or investment activity (but not
expressly enumerated as deductible under sec. 164) should be con-
sistent with the tax treatment of other costs of capital assets. Thus,
for example, the amount of sales tax paid by a business on acquisi-
tion of depreciable Eroperty for use in the business is treated under
the Act as part of the cost of the acquired property for depreciation
purposes. :

Explanation of Provisions
Itemized deduction

The Act repeals the prior-law itemized deduction for State and
local sales taxes under section 164.

Capitalization rule

The Act adds a limitation to the effect of the provision (under
prior law, set forth as the last sentence of sec. 164(a)) with respect
to deductibility of State and local, or foreign, taxes incurred in a
trade or business or in a section 212 activity. This new limitation
does not affect deductibility of the six types of taxes listed in the
first sentence of section 164(a): (1) State and local, and foreign, real
pr?iperty taxes; (2) State and local personal property taxes; (8) State
and local, and foreign, income, war profits, and excess profits taxes;
(4) the windfall profit tax (sec. 4986); (5) the environmental tax (sec.
59A); and (6) the generation-skipping transfer tax imposed on
income distributions. (The deductibility or capitalization of these
enumerated categories of taxes may be modified by provisions in
Title VIII of the Act.)

Under the Act, if a State, local, or foreign tax (other than one of
the enumerated categories) paid or accrued in carrying on a trade
or business or a section 212 activity is paid or accrued by the tax-
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payer in connection with the acquisition or disposition of property,
the tax shall be treated, respectively, as a part of the cost of the
acquired property or as a reduction in the amount realized on the
disposition. This limitation does not apply to such a tax if not in-
curred by a taxpayer in connection with the acquisition or disposi-
tion of property; e.g., sales taxes on restaurant meals that are paid
by the taxpayer as. part.of a deductible business meal are deducti-
E}; (51)1bject to the business meal reduction rule described in 1LE.,
ow).

Effective Date

The provisions are effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provisions are estimated to increase fiscal g'ear budget re-
ceipts by $968 million in 1987, $5,197 million in 1988, $4,708 million
in 1989, $4,907 million in 1990, and $5,131 million in 1991.

2. Increased floor for itemized deduction for medical expenses
(sec. 133 of the Act and sec. 213 of the Code)28

Prior Law

In general

Individuals who itemize deductions may deduct amounts paid
during the taxable year (if not reimbursed by insurance or other-
wise) for medical care of the taxpayer and of the taxpayer’s spouse

"and dependents, to the extent that the total of such expenses ex-
ceeds a floor (sec. 213). Under prior law, the floor was five percent
of the taxpayer’s adjusted gross income.

Medical care expenses eligible for the deduction are amounts
paid by the taxpayer for (1) health insurance (including employee
contributions to employer health plans); (2) diagnosis, cure, mitiga-
tion, treatment, or prevention of disease or for the purpose of af-
fecting any structure or function of the body; (3) transportation pri-
marily for and essential to medical care; and (4) lodging while away
from home primarily for and essential to medical care, subject to
certain limitations. The cost of medicine or a drug qualifies as a
medical care expense only if it is a prescription drug or is insulin.

Capital expenditures

Treasury regulations provide that the total cost of an unreim-
bursed capital expenditure may be deductible in the year of acqui-
sition as a medical expense if its primary purpose is the medical
care of the taxpayer, the taxpayer’s spouse, or the taxpayer’s de-
pendent (Reg. sec. 1.213-1(e)(1)(iii)). Qualified capital expenditures
may include eyeglasses or contact lenses, hearing aids, motorized
chairs, crutches, and artificial teeth and limbs. The cost of a mova-

28 For 1 ive background of the provision, see: H.R. 3838, as reported by the Senate Com-
mittee oneﬂﬂance on May 29, 1986, sec. 134; S.Rep. 99-313, QP 57-60; Senate floor amendment,
132 Cong. Rec. S 7665-73 (June 17, 1986) and HRep 99-841, Vol. H(September 18, 1986), pp. 21-
22 (Conference Report).
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ble air conditioner may qualify if purchased for the use of a sick
person,

In addition, the regulations provide that the cost of a permanent
improvement to property that ordinarily would not have a medical
purpose (such as central air conditioning or an elevator) may be de-
ductible as a medical expense if the expenditure is directly related
to prescribed medical care, but only for any portion of the cost that
exceeds the increased value of the property attributable to the im-
provement. Related operating and maintenance costs also may be
deducted provided that the medical reason for the capital expendi-
ture continues to exist.

Under these rules, the Internal Revenue Service has treated as
medical expenses the cost of hand controls and other special equip-
ment installed in a car to permit its use by a physically handi-
capped individual, including a mechanical device to lift the individ-
ual into the car (Rev. Rul. 66-80, 1966-1 C.B. 57). Also, the IRS has
ruled that the additional costs of designing an automobile to ac-
commodate wheelchair passengers constitute medical expenses, in-
cluding the costs of adding ramps for entry and exit, rear doors
that open wide, floor locks to hold the wheelchairs in place, and a
raised roof giving the required headroom (Rev. Rul. 70-606, 1970-2
C.B. 66). Similarly, specialized equipment used with a telephone by
an individual with a hearing disability has been held deductible as
a medical expense, since the equipment was acquired primarily to
llngzigaté% )the taxpayer’s condition of deafness (Rev. Rul. 71-48, 1971-

The IRS also has ruled that capital expenditures to accommodate
a residence to a handicapped individual may be deductible as medi-
cal expenses (Rev. Rul. 70-395, 1970-2 C.B. 65). In that ruling, the
taxpayer was handicapped with arthritis and a severe heart condi-
tion; as a result, he could not climb stairs or get into or out of a
bathtub. On the advice of his doctor, he had bathroom plumbing
fixtures, including a shower stall, installed on the first floor of a
two-story house he rented. The lessor (an unrelated party) did not
assume any of the costs of acquiring or installing the special
plumbing fixtures and did not reduce the rent; the entire costs
were paid by the taxpayer. The IRS concluded that the primary
purpose of the acquisition and installment of the plumbing fixtures
was for medical care, and hence that such expenses were deducti-
ble as medical expenses.

Reasons for Change
Floor under deduction

The Congress concluded that, as part of the approach of the Act
in reducing tax rates through base-broadening, it was appropriate
to increase the floor under the itemized deduction for medical ex-
penses. A floor under this deduction has long been imposed in rec-
ognition that medical expenses essentially are personal expenses
and thus, like food, clothing, and other expenditures of living and
other consumption expenditures, generally should not be deductible
in measuring taxable income.

In raising the deduction floor to 7.5 percent of the taxpayer’s ad-
justed gross income, the Act retains the benefit of deductibility
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where an individual incurs extraordinary medical expenses—for
example, as a result of major surgery, severe chronic disease, or
catastrophic illness—that are not reimbursed through health insur-
ance or Medicare. Thus, the Act continues deductibility if the unre-
imbursed expenses for a year are so great that they absorb a sub-
stantial portion of the taxpayer’s income and hence substantially
affect the taxpayer’s ability to pay taxes. The Congress also be-
lieved that the higher floor, by reducing the number of returns
claiming the deduction, will alleviate complexity associated with
the deduction, including substantiation and audit verification prob-
lems and numerous definitional issues.

Capital expenditures

The Congress also concluded that it is desirable to clarify that
certain capital expenditures incurred to accommodate a personal
residence to the needs of a handicapped taxpayer, such as construc-
tion of entrance ramps or widening of doorways to allow use of
wheelchairs, qualify as medical expenses eligible for the deduction.
The Congress believed that this clarification was consistent with
Federal policies that seek to enable handicapped individuals to live
independently and productively in their homes and communities,
thereby avoiding unnecessary institutionalization.

Explanation of Provision

Floor under deduction

The Act increases the floor under the itemized medical expense
deduction from five to 7.5 percent of the taxpayer’s adjusted gross
income.

Capital expenditures

The Congress clarified that capital expenditures eligible for the
medical expense deduction include certain expenses of removing
structural barriers in the taxpayer’s personal residence for the pur-
pose of accommodating a physical handicap of the taxpayer (or the
taxpayer’s spouse or dependent). These costs are expenses paid by
the taxpayer during the year, if not compensated for by insurance
or otherwise, for (1) constructing entrance or exit ramps to the resi-
dence; (2) widening doorways at entrances or exits to the residence;
(3 widening or otherwise modifying hallways and interior door-
ways to accommodate wheelchairs; (4) installing railings, support
bars, or other modifications to bathrooms to accommodate handi-
capped individuals; (5) lowering of or other modifications to kitchen
cabinets and equipment to accommodate access by handicapped in-
dividuals; and (6) adjustment of electrical outlets and fixtures. (The
enumeration of these specific types of expenditures is not intended
to preclude the Treasury Department from identifying in regula-
tions or rulings similar expenditures for accommodating personal
residences for physically handicapped individuals that would be eli-
gible for deductibility as medical expenses.)

The Congress believed that the six categories of expenditures
listed above do not add to the fair market value of a personal resi-
dence and hence intended that such expenditures are to count in
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full as eligible for the medical expense deduction in the year paid
by the taxpayer.

Effective Date

The provision (increasing the deduction floor) is effective for tax-
able years beginning after December 31, 1986.

Revenue Effect

Thé provision is estimated to increase fiscal year budget receipts
by $186 million in 1987, $1,223 million in 1988, $1,141 million in
1989, $1,276 million in 1990, and $1,427 million in 1991.

3. Repeal of deduction for certain adoption expenses (sec. 135 of
the Act and sec. 222 of the Code) 2°

Prior Law

Prior law (sec. 222) provided an itemized deduction for up to
$1,500 of expenses incurred by an individual in the legal adoption
of a child with special needs. (This deduction became effective in
1981.) Deductible expenses included reasonable and necessary adop-
tion fees, court costs, and attorney fees.

A child with special needs meant a child with respect to whom
adoption assistance payments could be made under section 473 of
the Social Security Act. In general, this meant a child who (1) the
State had determined cannot or should not be returned to the
home of the natural parents, and (2) could not reasonably be ex-
pected to be adopted unless adoption assistance was provided, on
account of a specific factor or condition (such as ethnic background,
age, membership in a minority or sibling group, medical condition,
or physical, mental, or emotional handicap).

Reasons for Change

The Congress believed that Federal benefits for families adopting
children with special needs more appropriately should be provided
through an expenditure program, rather than through an itemized
deduction. The deduction provided relatively greater benefits to
higher-income taxpayers, who presumably have relatively less need
for Federal assistance, and no benefits to nonitemizers or to indi-
viduals whose income is so low that they had no tax liability. Also,
the Congress believed that the agencies with responsibility and ex-
pertise in this area should have direct budgetary control over the
assigstance provided to families who adopt children with special
needs.

Explanation of Provision

The Act repeals the prior-law itemized deduction for certain
adoption expenses. Also, section 1711 of the Act amends the adop-
tion assistance program in Title IV-E of the Social Security Act to

29 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 134; H. Rep. 99-426, p. 113; and H. Rep. 99-
841, Vol. II (September 18, 1986), pp. 22-23 (Conference Report).
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provide matching funds as an administrative expense for adoption
expenses for any child with special needs who has been placed for
adoption in accordance with applicable State and local law (see ex-
planation in Part XVIL.D.5., below).

Effective Date

The provision repealing the prior-law itemized adoption expense
deduction is effective for taxable years beginning on or after Janu-
ary 1, 1987.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by 1$918 S;ngi{lion in 1987, $5 million in 1988, and $6 million annually
in -91.

4, Deductibility of mortgage interest and taxes allocable to tax-
free allowances for ministers and military personnel (sec. 144 of
the Act and sec. 265(a) of the Code) 3°

Prior Law

Code section 265(a) disallows deductions for expenses allocable to
tax-exempt income, such as expenses incurred in earning income
on tax-exempt investments. In addition, that provision has been ap-
plied in certain cases where the use of tax-exempt income is suffi-
ciently related to the generation of a deduction to warrant disal-
lowance of that deduction.

Section 107 provides that gross income does not include (1) the
rental value of a home furnished to a minister as part of compensa-
tion, or (2) the rental allowance paid to a minister as part of com-
pensation, to the extent the allowance is used to rent or provide a
home. In January 1983, the Internal Revenue Service ruled that
prior-law section 265 precluded a minister from taking deductions
for mortgage interest and real estate taxes on a residence to the
extent that such expenditures are allocable to a tax-free housing
allowance received by the minister (Rev. Rul. 83-3, 1983-1 C.B. 72).
This ruling revoked a 1962 ruling which had taken a contrary posi-
tion. In its 1983 ruling, the IRS stated that where a taxpayer
incurs expenses for purposes for which tax-exempt income was re-
ceived, permitting a full deduction for such expenses would lead to
a double benefit not allowed under section 265 as interpreted by
the courts. '

The 1983 ruling generally was made applicable beginning July 1,
1983. However, for a minister who owned and occupied a home
before January 3, 1983 (or had a contract to purchase a home
before that date), the deduction disallowance rule was delayed by
the IRS until January 1, 1985, with respect to such home (IRS Ann.
83-100). This transitional rule effective date was extended through
1985 by section 1052 of the Deficit Reduction Act of 1984 (P.L. 98-

30 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 144; HReg 99-426, pp. 135-36; H.R. 3838,
as reported by the Senate Committee on Finance on May 29, 1986, sec. 144; é).Rep. 99-313, pp. 60-
61; and H.Rep. 99-841, Vol. II (September 18, 1986), p. 23 (Conference Report).
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369) and through 1986 by administrative action of the IRS (Rev.
Rul. 85-96, 1985-29 L.R.B. 7).

In July 1985, the IRS announced that it had not “concluded its
consideration of the question of whether members of the uniformed
services are entitled, under current law, to take deductions on their
income tax returns for home mortgage interest and property taxes
to the extent they receive tax-free housing allowances from the
Federal Government” (IRS Ann. 85-104). The IRS also stated that
“any determination on the issue that would adversely affect mem-
bers of the uniformed services will not be applied to home mort-
gage interest and property taxes paid before 1987.

For purposes of this rule, the IRS stated, the uniformed services
include all branches of the armed forces, the National Oceanic and
Atmospheric Administration, and the Public Health Service. Eligi-
ble members of such services, the IRS announcement stated, are
entitled to receive tax-free housing and subsistence allowances if
they do not reside on a Federal base (see Treas. Reg. sec. 1.61-2(b)).

Reasons for Change

The Congress concluded that it was appropriate to continue the
long-standing tax treatment with respect to deductions for mort-
gage interest and real property taxes claimed by ministers and
military personnel who receive tax-free housing allowances. In de-
termining the level of regular military compensation, the Federal
Government has assumed that such treatment would be continued.

Explanation of Provision

Under the Act, Code section 265 shall not disallow otherwise al-
lowable deductions for interest paid on a mortgage on, or real prop-
erty taxes paid on, the home of the taxpayer in the case of (1) a
minister, on account of a parsonage allowance that is excludable
from gross income under section 107, or (2) a member of a military
service, on account of a subsistence, quarters, or other military
housing allowance under Federal law (Code sec. 265(a)6)). The term
military service means the Army, Navy, Air Force, Marine Corps,
Coast Guard, National Oceanic and Atmospheric Administration,
and Public Health Service.

Effective Date

The provision applies for taxable years beginning before, on, or
after December 31, 1986. The Act does not allow taxpayers to
reopen any taxable years closed by the statute of limitations to
claim refunds based on the provision.

Revenue Effect

The provision is estimated to reduce fiscal year budget receipts
by less than $5 million annually.



E. Expenses for Business or Investment

1. Limitations on deductions for meals, travel, and entertainment
(sec. 142 of the Act and secs. 162, 170 212, and 274 of the
Code)3?

Prior Law

Overview

In general, deductions are allowable for ordinary and necessary
expenditures paid or incurred in carrying on a trade or business or
for the production or collection of income (Code secs. 162, 212).
Travel expenses incurred while away from home in the pursuit of a
trade or business, including amounts expended for meals and lodg-
ing (other than amounts that are lavish or extravagant under the
circumstances), generally qualify for the deduction (sec. 162(a)2)).32

The taxpayer bears the burden of proving both the eligibility of
an expenditure as a deduction and also the amount of any such eli-
gible expenditure.3® In addition, certain limitations and special
substantiation requirements apply to travel and entertainment de-
ductions (sec. 274). Taxpayers are subject to penalties if any part of
an underpayment of tax (e.g., because of improperly claimed deduc-
tions) is due to negligence or intentional disregard of rules or regu-
lations (sec. 6653(a)) or due to fraud (sec. 6653(b)).

No deduction is allowed for personal, family, or living expenses
(sec. 262). For example, the costs of commuting to and from work
are nondeductible personal expenses.3* However, a special deduc-
tion is allowed for a limited amount of moving expenses (including
certain travel and meal expenses) incurred by a taxpayer in con-
nection with changing job locations or starting a new job, if certain
requirements are met (sec. 217).

The Code provides that no deduction is allowed for a payment
that is illegal under any Federal law or State law (but only if such
State law is generally enforced) that subjects the payor to a crimi-
nal penalty or the loss of a license or privilege to engage in a trade
or business. For example, if paying more than the face value for a
ticket (“scalping”) is illegal under an enforced State law, this rule
disallows any otherwise available deduction of such payments as
business entertainment expenses.

31 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 142; H. Rep. 99-426, p. 115-130; H.R. 3838,
as reported by the Senate Committee on Finance on May 29,19 6 BEC. 14 S.Rep. 99-313 PP- 62
85 and H.Rep. 99-841, Vol. II (September 18, 1986), Jap 24-32 (Conference Report)

ISee Part E.2, below, for rules relating- to the eductibility of business expenses incurred by
employees:

33 , e.g., Intemtate Transit Lines v. Comm’r, 319 U.S. 590, 593 (1943); Comm’r v. Heininger,
320 U.S.'467 19

34 Fausner v. Comm’r, 413 U.S. 838 (1973).
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Entertainment activities

In general

In general, expenditures relating to activities generally consid-
ered to constitute entertainment, amusement, or recreation are de-
ductible only if the taxpayer establishes that (1) the item was di-
rectly related to the active conduct of the taxpayer’s business or
(2), in the case of an item directly preceding or following a substan-
tial and bona fide business discussion, the item was associated with
the active conduct of the taxpayer’s business (sec. 274(a)). The ‘‘di-
rectly related” and “associated with’ requirements are intended to
require a more proximate relation between the entertainment ex-
pense and the taxpayer’s business than would be required under
the “ordinary and necessary”’ requirement applicable to all busi-
ness expenses (including business entertainment expenses).

These special requirements apply (subject, under prior law, to
ten statutory exceptions discussed in greater detail beﬁ>w) to enter-
tainment expenses such as expenses incurred at nightclubs, cock-
tail lounges, theaters, country clubs, golf and athletic clubs, and
sporting events, and on hunting, fishing, or vacation trips or
yachts, as well as to expenses of food or beverages, lodging not used
for business purposes, or the personal use of employer-provided
automobiles. If either statutory requirement is met or an exception
applies, entertainment expenses of the taxpayer as well as enter-
tainment expenses of the taxpayer’s business guests (such as
present or potential customers or clients, legal or business advisors,
suppliers, etc.) are deductible, assuming all generally applicable re-
quirements for business deductions are satisfied.

“Directly related’ requirement

The Treasury regulations under section 274 Provide several alter-
native tests for satisfying the “directly related” requirement. These
tests generally are designed to require the taxpayer to show a clear
business purpose for the expenditure and a reasonable expectation
of business benefits to be derived from the expenditure. For exam-
ple, under the “active business discussion” test, the taxpayer must
have actively engaged in a business meeting during the entertain-
ment period for the purpose of business benefit and must have had
more than a general expectation of deriving some income or other
business benefit (other than merely goodwill) at some indefinite
future time.

The regulations presume that the “active business discussion”
test is not met if the entertainment occurred under circumstances
where there was little or no possibility of engaging in business. For
example, the test is presumed not to have been met if there were
substantial distractions, e.g., because the entertainment took place
at a nightclub or a cocktail party, or if the taxpayer met with a
g;gugl at a vacation resort that included nonbusiness-related indi-
viduals.

Even if the “active business discussion” test is not met, enter-
tainment expenses are deemed “directly related” to business and
hence satisfy the special section 274 limitation if incurred in a
“clear business setting” directly in furtherance of the taxpayer’s
business. For example, the ‘“clear business setting” test is met for
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expenses of entertainment taking place in a hospitality room at a
convention, where business goodwill may be génerated through the
display of business products, or if civic leaders are entertained at
the opening of a new hotel or theatrical production, provided that
the clear purpose is to obtain business publicity. However, because
of distracting eircumstances, entertainment is presumed not to
have occurred in a clear business setting in the case of a meeting
or discussion taking place at a nightclub, theater, or sportmg
event, or during a cocktail party.

“Associated with” requirement

The second category of deductible entertainment expenditures
under the regulations are expenses associated with the taxpayer’s
business that are incurred directly preceding or following a sub-
stantial and bona fide business discussion. This requirement gener-
ally permits the deduction of entertainment costs intended to en-
courage goodwill, provided that the taxpayer establishes a clear
business purpose for the expenditure, assuming all generally appli-
cable requirements for business deductions are satisfied.

The “associated with” requirement has not been viewed as re-
quiring that business actually be transacted or discussed during
the entertainment, that the discussion and entertainment take
place on the same day, that the discussion last for any specified
period, or that more time be devoted to business than to entertain-
ment. Thus, if a taxpayer conducts negotiations with a group of
business associates and that evening entertains them and their
spouses at a restaurant, theater, concert, or sporting event, the en-
tertainment expenses generally are considered deductible as “asso-
ciated with” the active conduct of the taxpayer’s business, even
though the purpose of the entertainment is merely to promote
goodwill. Entertainment taking place between business sessions or
during evening hours at a convention is treated under the regula-
tions as directly preceding or following a business discussion.

Entertainment facilities

The section 274 rules were amended by the Revenue Act of 1978
to disallow any deduction (or the investment tax credit) for the cost
of entertainment facilities, subject to certain specific statutory ex-
ceptions. This general disallowance rule applies to property such as
“skyboxes” in sports arenas, tennis courts, bowling alleys, yachts,
swimming pools, hunting lodges, fishing camps, and vacation re-
sorts.

Dues or fees paid to a social, athletic, or sporting club are deduct-
ible provided that more than half the taxpayer’s use of the club is
in furtherance of the taxpayer’s trade or business and the item was
directly related to the active conduct of such trade or business (sec.
274(aX2)). The expenses of box seats and season tickets to theaters
and sporting events have not been disallowed as expenses related
to entertainment facilities. Instead, such costs were deductible
under prior law if they met the requirements applied to entertain-
ment activities and the general requirements for deducting busi-
ness expenses.
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Exceptions for certain entertainment activities

In general

Prior law included ten statutory exceptions to the general section
274 rules that an entertainment, recreation, or amusement activity
expenditure must satisfy either the “directly related” or “associat-
ed with” requirement, and that entertainment facility costs are not
deductible. If an exception applied, the entertainment expenditure

-was deductible if it constituted an ordinary and necessary business
expense and if any applicable section 274(d) substantiation require-
ments were satisfied.

The prior-law exceptions were for (1) business meals (discussed
below), (2) food and beverages furnished to employees on the tax-
payer’s business premises, (3) entertainment expenses treated by
the employer and employee as compensation to the employee (and
so reported on the employer’s return and on Form W-2 furnished
to the employee), (4) expenses paid by the taxpayer under a reim-
bursement or other expense allowance arrangement in connection
with the performance of services, (5) expenses for recreational,
social, or similar facilities or activities for the benefit of employees
generally, (6) entertainment expenses directly related to bona fide
meetings of a taxpayer’s employees, stockholders, or directors, (7)
entertainment expenses directly related to and necessary to attend-
ance at a business meeting or convention of a tax-exempt trade as-
sociation, (8) expenditures for entertainment (or a related facility)
made available by the taxpayer to the general public, (9) expenses
for entertainment sold by the taxpayer to the public, and (10) ex-
penses includible in the income of persons who are not employees.

The regulations under section 274 provide that entertainment ex-
penditures are not deductible to the extent they are lavish or ex-
travagant. Under prior law, the Internal Revenue Service indicated
that it would not interpret this provision to disallow deductions
merely because entertainment expenses exceed a fixed dollar
amount, are incurred at expensive restaurants, hotels, nightclubs,
or resorts, or involve firstclass accommodations or services (see
Rev. Rul. 63-144, 1963-2 C.B. 129).

Meals

Under prior law, expenses for food and beverages were deducti-
ble, without regard to the “directly related” or “associated with”
requirement generally applicable to entertainment expenses, if the
meal or drinks took place in an atmosphere conducive to business
discussion. There was no requirement under prior law that busi-
ness actually be discussed before, during, or after the meal.

Travel expenses

Away from home travel

Traveling expenses incurred by the taxpayer while “away from
home” in the conduct of a trade or business (e.g., where the taxpay-
er travels to another city for business reasons and stays there over-
night) generally are deductible if the ordinary and necessary stand-
ard for business deductions is met (sec. 162(a)¥2)). Personal living
expenses such as food and lodging incurred during the trip may be
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deductible under this rule. However, travel deductions for amounts
expended for meals and lodging are not allowable if such amounts
are “lavish and extravagant under the circumstances” (sec.
162(a)(2)). In addition, deductions for any traveling expenses must
be substantiated pursuant to section 274(d).

If, while away from home, a taxpayer engages in both business
and personal activities, traveling expenses to and from such desti-
nation are deductible only if the trip is related primarily to the
taxpayer’s trade or business. If the trip is primarily personal in
nature, the traveling expenses to and from the destination are not
deductible; however, any expenses while at the destination that are
properly allocable to the taxpayer’s trade or business are deducti-
ble. The determination of whether a trip is related primarily to the
taxpayer’s trade or business or is primarily personal in nature de-
pends on the facts and circumstances in each case. An important
factor in determining whether the trip is primarily personal is the
amount of time during the period of the trip that is spent on per--
sonal activities compared to the amount of time spent on activities
directly relating to the taxpayer’s trade or business (Treas. Reg.
sec. 1.162-2(b)).

Deductions for conventions held on cruise ships are limited to
$2,000 per taxpayer per year, and are wholly disallowed unless the
cruise ship is registered in the United States and stops only at
ports of call in this country (including United States possessions)
(sec. 274(b)(2)). Also, special rules apply in the case of travel outside
the United States that lasts for more than one week (sec. 274(c)).

Traveling costs as deductible education expenses

Traveling expenses may be deductible as business expenses if the
travel (1) maintains or improves existing employment skills or is
required by the taxpayer’s employer or by applicable rules or regu-
lations, and (2) is directly related to the taxpayer’s duties in his or
her employment or trade or business. Under prior law, some indi-
viduals claimed deductions for travel expenses on the ground that
the travel itself served educational purposes.

Traveling costs as deductible charitable contributions

A taxpayer may deduct, as charitable donations, unreimbursed
out-of-pocket expenses incurred incident to the rendition of services
provided by the taxpayer to a charitable organization (Treas. Reg.
sec. 1.170A-1(g)). This rule applies to out-of-pocket transportation
expenses, and reasonable expenditures for meals and lodging away
from home, if necessarily incurred in performing donated services.
(No charitable deduction is allowable for the value of the contribut-
ed services.) Under prior law, in some instances taxpayers claimed
charitable deductions for travel expenses where the travel involved
a significant element of personal pleasure, recreation, or vacation.

General substantiation requirements

" As a general rule, deductions for travel, entertainment, and cer-
tain gift expenses are subject to stricter substantiation require-
ments than most other business deductions (sec. 274(d)). These
stricter rules were enacted because the Congress recognized that
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“in many instances deductions are obtained by disguising personal
expenses as business expenses.” 348

Under the section 274 rules, the taxpayer must substantiate by
adequate records, or sufficient evidence corroborating the taxpay-
er’s statement, (1) the amount of the expense or item subject to sec-
tion 274(d); (2) the time and place of the travel, entertainment,
amusement, recreation, or use of the facility or property, or the
date and description of the gift; (3) the business purpose of the ex-
pense or other item; and (4) the business relationship to the taxpay-
er of persons entertained, using the facility or property, or receiv-
ing the gift. These substantiation rules apply to: (1) traveling ex-
penses (including meals and lodging while away from home); (2) ex-
penditures with respect to entertainment, amusement, or recrea-
tion activities or facilities; and (3) business gifts. In addition, the
Tax Reform Act of 1984 (P.L. 98-369) made additional property sub-
ject to the section 274(d) rules, including automobiles used for local
travel; these additional categories of expense became subject to the
section 274(d) substantiation requirements on January 1, 1986.

To meet the adequate records standard, documentary evidence
(such as a receipt or paid bill) is required for any expenditure of
$25 or more (except certain transportation charges). The Congress
has emphasized that no deductions for expenditures subject to sub-
stantiation under section 274(d) are allowable pursuant to the
Cohan approximation rule.34?

Reasons for Change

In general

Since the 1960’s the Congress has sought to address various as-
pects of deductions for meals, entertainment, and travel expenses
that the Congress and the public have viewed as unfairly benefit-
ing those taxpayers who are able to take advantage of the tax ben-
efit of deductibility. In his 1961 Tax Message, President Kennedy
reported that “too many firms and individuals have devised means
of deducting too many personal living expenses as business ex-
penses, thereby charging a large part of their cost to the Federal
Government.” He stated: “This is a matter of national concern, af-
fecting not only our public revenues, our sense of fairness, and our
reslpect for the tax system, but our moral and business practices as
well.”

After careful review during consideration of the Act, the Con-
gress concluded that these concerns were not addressed adequately
by prior law. In general, prior law required some heightened show-
ing of a business purpose for travel and entertainment costs, as
well as stricter substantiation requirements than those applying
generally to all business deductions; this approach is retained
under the Act. However, the prior-law approach failed to address a
basic issue inherent in allowing deductions for many travel and en-
tertainment expenditures—the fact that, even if reported accurate-
ly and having some connection with the taxpayer’s business, such

34a H, Rpt. No. 87-1447, 87th Cong., 2d Sess. (1962), at 19.
34b Spe e.g., H. Rept. 99-67, 99th Cong., 1st Sess. 8-9 (1985) (Conference Report on P.L. 99-44).
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expenditures also convey substantial personal benefits to the recipi-
ents.

The Congress believed that prior law, by not focusing sufficiently
on the personal-consumption element of deductible meal and enter-
tainment expenses, unfairly permitted taxpayers who could ar-
range business settings for personal consumption to receive, in
effect, a Federal tax subsidy for such consumption that was not
available to other taxpayers. The taxpayers who benefit from de-
ductibility tend to have relatively high incomes, and in some cases
the consumption may bear only a loose relationship to business ne-
cessity. For example, when executives have dinner at an expensive
restaurant following business discussions and then deduct the cost
of the meal, the fact that there may be some bona fide business
connection does not alter the imbalance between the treatment of
those persons, who have effectively transferred a portion of the cost
of their meal to the Federal Government, and other individuals,
who cannot deduct the cost of their meals.

The significance of this imbalance is heightened by the fact that
business travel and entertainment often may be more lavish than
comparable activities in a nonbusiness setting. For example, meals
at expensive restaurants and the most desirable tickets at sports
events and the theatre are purchased to a significant degree by
taxpayers who claim business deductions for these expenses.
disparity is highly visible, and has contributed to public percep-
tions that the tax system under prior law was unfair. Polls indicat-
ed that the public identified the full deductibility of normal person-
al expenses such as meals and entertainment tickets to be one of
the most significant elements of disrespect for and dissatisfaction
with the tax system.

In light of these considerations, the Act generally reduces to 80
percent the amount of otherwise allowable deductions for business
meals, including meals while on a business trip away from home,
meals furnished on an employer’s premises to its employees, and
meal expense at a business luncheon club or a convention, and
business entertainment expenses, including sports and theatre tick-
ets and club dues. This reduction rule reflects the fact that all
meals and entertainment inherently involve an element of person-
al living expenses, but still allows an 80-percent deduction where
such expenses also have an identifiable business relationship. The
Act also tightens the requirements for establishing a bona fide
business reason for claiming food and beverage expenses as deduc-
tions. The Act includes specified exceptions to the general percent-
age reduction rule.

In certain respects, more liberal deduction rules were provided
under prior law with respect to business meals than other enter-
tainment expenses, both as to the underlying legal requirements
for deductibility and as to substantiation requirements. The Con-
gress concluded that more uniform deduction rules should apply;
thus, deductions for meals are subject to the same business-connec-
tion requirement as applies for deducting other entertainment ex-
penses.
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Skybox rentals

Taxpayers generally cannot claim deductions or credits for the
cost of entertainment facilities, including private luxury boxes
(“skybozxes’) at sports arenas. However, under prior law a taxpayer
could circumvent this rule by leasing a skybox instead of purchas-
ing it. Accordingly, the Act disallows deductions for all costs of
leasing a skybox if the skybox is leased for more than one event
during a taxable year; this disallowance rule is phased-in for tax-
able years beginning in 1987 and 1988.

Excess ticket costs

Under prior law, some taxpayers claimed entertainment expense
deductions for ticket purchases in an amount that exceeded the
face value of the tickets. For example, a taxpayer may pay an
amount in excess of the face price to a “scalper” or ticket agent.
The Congress concluded that deductions for ticket costs in excess of
the face value amount generally should not be allowed. However,
this limitation does not apply to ticket expenses for sports events
meeting certain requirements under the Act relating to charitable
fundraising.

Luxury water travel

The Congress concluded that prior law could allow excessive de-
ductions for business travel undertaken by luxury water travel
(e.g., by cruise ship). Taxpayers who engage in luxury water travel
ostensibly for business purposes may have chosen this means of
travel for personal enjoyment over other reasonable alternatives
that may better serve business purposes by being faster and less
expensive. Also, the costs of luxury water travel may include ele-
ments of entertainment and meals (not separately charged) that
are not present in other transportation. Accordingly, the Act gener-
ally places per diem dollar limitations on deductions for luxury
water transportation.

Travel as a form of education

The Congress was concerned about deductions claimed under
prior law for travel as a form of education. The Congress concluded
that any business purpose served by traveling for general educa-
tional purposes, in the absence of a specific need such as engaging
in research which can only be performed at a particular facility, is
at most indirect and insubstantial. By contrast, allowing deductions
for travel as a form of education could provide substantial personal
benefits by permitting some individuals in particular professions to
deduct the cost of a vacation, while most individuals must pay for
vacation trips out of after-tax dollars, no matter how educationally
stimulating the travel may be. Accordingly, the Act disallows de-
ductions for travel that can be claimed only on the ground that the
travel itself is educational, but permits deductions for travel that is
a necessary adjunct to engaging in an activity that gives rise to a
business deduction relating to education.
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Charitable deductions for travel expenses

The Congress also was concerned about charitable deductions
claimed by some persons for expenses of travel away from home to
visit places that customarily are visited as vacation sites or resorts.
Prior to the Act, there had been a proliferation of widely publicized
programs advertising that individuals could travel to appealing lo-
cations and claim charitable deductions for their travel and living
costs, on the ground that the taxpayers were performing services
assisting the charities. In many cases, however, the value of the
services performed appeared to be minimal compared to the
amount deducted, the amount of time spent during the day on ac-
tivities benefiting the charitable organization was relatively small
compared to the amount of time during the day available for recre-
ation and sightseeing activities, or the activities performed were
similar to activities that many individuals perform while on vaca-
tions paid for out of after-tax dollars.

Accordingly, the Congress concluded that charitable deductions
for travel expenses away from home should be denied where the
travel involves a significant element of personal pleasure, recrea-
tion, or vacation; this same rule applies for travel expenses claimed
as medical deductions. However, deductions for such expenses as
the out-of-pocket expenditures incurred by a troop leader on a
youth group camping trip remain allowable.

Expenses for nonbusiness conventions

The Congress was concerned about deductions claimed under
prior law for travel and other costs of attending conventions or
other meetings that relate to financial or tax planning of investors,
rather than to a trade or business of the taxpayer. For example,
individuals claimed deductions for attending seminars about invest-
ments in securities or tax shelters. In many cases, these seminars
were held in locations (including some that were overseas) that
were attractive for vacation purposes, and were structured so as to
permit extensive leisure activities on the part of attendees.

Since investment purposes do not relate to the taxpayer’s means
of earning a livelihood (which usually involves the conduct of a
trade or business), the Congress concluded that these abuses, along
with the personal consumption issue that arises with respect to any
deduction for personal living expenses, justify denial of any deduc-
tion for the costs of attending a nonbusiness seminar or similar
meeting that does not relate to a trade or business of the taxpayer.
However, this disallowance rule does not apply to expenses in-
curred by a taxpayer in attending a convention, seminar, sales
meeting, or similar meeting relating to the trade or business of the
taxpayer that are deductible under section 162.

Explanation of Provisions
a. Percentage reduction for meal and entertainment expenses

In general

Under the Act, any amount otherwise allowable as a deductlon
under chapter 1 of the Code (secs. 1-1399) for any expenses for food
or beverages, or for any item with respect to an entertainment,
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amusement, or recreation activity 35 or facility used in connection
with such activity, is reduced by 20 percent (new Code sec.
274(n)).3¢ Thus, if a taxpayer spends $100 for a business meal or an
entertainment expense that, but for this rule, would be fully de-
ductible, the amount of the allowable deduction is $80.

This reduction rule applies, for example, to food or beverage
costs incurred in the course of travel away from home (whether
eating alone or with others), in entertaining business customers at
the taxpayer’s place of business or a restaurant, or in attending a
business convention or reception, business meeting, or business
luncheon at a luncheon club. Similarly, the cost of a meal fur-
nished by an employer to employees on the employer’s premises is
subject to the reduction rule, whether or not the value of the meal
is excludable from the employee’s gross income under section 119.
As another example, meal expenses that are allowable (within cer-
tain limitations) as moving expenses deductible under section 217
are subject to the reduction rule. However, as discussed below, the
Act provides certain exceptions to the percentage reduction rule.

In determining the amount of any otherwise allowable deduction
that is subject to reduction under this rule, expenses for taxes and
tips relating to a meal or entertainment activity are included. For
example, in the case of a business meal for which the taxpayer
pays $50, plus $4 in tax and $10 in tips, the amount of the deduc-
tion cannot exceed $51.20 (80 percent of $64). Expenses such as
cover charges for admission to a night club, the amount paid for a
room which the taxpayer rents for a dinner or cocktail party, or
the amount paid for parking at a sports arena in order to attend
an entertainment event there, likewise are deductible (if otherwise
allowable) only to the extent of 80 percent under the rule. Howev-
er, an otherwise allowable deduction for the cost of transportation
to and from a business meal (e.g., cab fare to a restaurant) is not
reduced pursuant to the rule.

The percentage reduction rule is applied only after determining
the amount of the otherwise allowable deduction under section 162
(or section 212) and under other provisions of section 274. Meal and
entertainment expenses first are limited to the extent (if any) re-
quired pursuant to other applicable rules set forth in sections 162,
212, or section 274, and then are reduced by 20 percent.3?

For example, if a meal costs $100, but, under section 162(a)(2) or
new section 274(k)(1), $40 of that amount is disallowed as lavish
and extravagant, then the remaining $60 is reduced by 20 percent,
leaving a deduction of $48. Similarly, when a taxpayer buys a
ticket to an entertainment event for more than the ticket’s face

35 For purposes of this rule, an entertainment activity is defined in accordance with sec.
274(a)X1XA), i.e., as an activity that is of a type generally considered to constitute entertainment,
amusement, or recreation. %hus, for example, the percentage reduction rule applies to any
amount of social or athletic club dues or fees that otherwise are allowable as business deduc-
tions under sec. 274(aX2).

38 If a tax-exempt organization incurs otherwise deductible meal or entertainment expenses in
conducting an unrelated trade or business, the percentage reduction rule applies in computing
the o; ization’s unrelated business taxable income (secs. 511-514).

37 However, if meal or entertainment. costa incurred. in the course of luxury water travel are
separately stated, the percentage reduction rule is applied prior to application of the limitation
on luxury water travel expenses in new sec. 274(m), as discussed below.
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value, the deduction cannot exceed 80 percent of the face value of
the ticket.

Following application of the percentage reduction rules as de-
scribed above, the deductibility of an expense next is subject to the
new two-percent floor under the total of unreimbursed employee
business expenses and other miscellaneous itemized deductions (see
Part LE.2., below), if applicable to such expense, and then to any
deduction limitation that is specifically expressed in dollars.38 For
example, assume that a self-employed individual incurs meal ex-
penses that constitute moving expenses under section 217, subject
to the dollar limitation (generally, $3,000) on deductibility of
moving expenses contained in section 217(b)3), or that an employee
incurs such unreimbursed expenses. The taxpayer must first
reduce the amount of such meal expenses by 20 percent; the dollar
limitation in section 217(b)3) then applies to the total of such meal
expenses (as so reduced) and other types of allowable moving ex-
penses. As discussed below, moving expenses are not subject to the
new two-percent floor under miscellaneous itemized deductions.

The effect of the percentage reduction rule cannot be avoided by
reason of the absence of separate charges for, payments for, or allo-
cations as between meal and entertainment expenses subject to the
rule, and business expenses that are deductible in full. For exam-
ple, assume that a hotel charges $200 per night for a room, that it
provides dinner and breakfast free of any separately stated charge,
and that the amount properly allocable to the meals (or the right
to the meals) is $50. Of the taxpayer’s $200 payment to the hotel,
assuming all other requirements for a business deduction are met,
only $190 ($150 for the room, plus 80 percent of the $50 allocable to
the meals) 3¢ is deductible. Similarly, if a business provides its em-
ployees with a fixed per diem amount to cover lodging and meal
expenses incurred in business travel, an allocation on a reasonable
basis must be made between the meal expenses and the lodging or
other expenses, and the percentage reduction rule applies to the
amount so allocated to meal expenses.

Exceptions to percentage reduction rule

The Act provides certain exceptions to the applicability of the
percentage reduction rule.

First, the cost of a meal or of an entertainment activity is fully
deductible if the full value thereof is treated as compensation to
the recipient. Thus, if an employee is the recipient of meals or en-
tertainment provided by his or her employer, the employer’'s ex-
penses are not subject to the percentage reduction rule if the em-
ployer treats such expenses as compensation to the employee on
the employer’s tax return and as wages for income tax withholding
purposes. Similarly, if the recipient is an independent contractor
who has rendered services to the taxpayer, the taxpayer’s expenses

38 [ ikewise, the percentage reduction rule applies prior to the deduction limitations on luxury
water travel (in the case of separately stated meal and enteratinment expenses). See discussion
belgvlvggfs' the exception to the percentage reduction rule for qualified banquet meetings in 1987
an

29 The Congress anticipated that the Treasury Department will provide additional guidance -
regarding when allocation is necessary and how the amounts properly allocable to meals and
entertainment are to be determined. -
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are not subject to the percentage reduction rule if the expenses are
includible in the recipient’s gross income as compensation (or as a
prize or award under sec. 74) and the taxpayer includes such ex-
penses on Form 1099 or other applicable information return issued
to the recipient (unless the taxpayer is not required to do so be-
cause the aggregate amount paid to the recipient is less than $600).

Secorid, in the case of an employee who is reimbursed for ex-
penses of a meal or of entertainment incurred in performing serv-
ices for his or her employer, the percentage reduction rule does not
apply to the reimbursed employee; instead, the percentage reduc-
tion rule applies to the employer making the reimbursement. This
exception may apply, for example, in the case of a salesperson who
pays for a lunch with a customer at which a sales contract is dis-
cussed and then is reimbursed under a reimbursement or other ex-
pense allowance arrangement with his or her employer; in that
case, the person making the reimbursement can deduct only 80
percent of the reimbursement.4® Similarly, a nonemployee service
provider (such as an accounting firm) that provides the required
substantiation (pursuant to sec. 274(d)) and is reimbursed by the
service-recipient for meal and entertainment expenses incurred on
the latter’s behalf is not subject to the percentage reduction rule;
instead, the service-recipient can deduct only 80 percent of the re-
imbursement.

Third, the percentage reduction rule does not apply in the case of
certain traditional recreational expenses incurred by an employer

rimarily for the benefit of its employees (other than certain
Eighly compensated, etc. employees). For example, this exception
may apply in the case of an employer’s deduction for meal and en-
tertainment costs of a year-end holiday party or a summer picnic
for all company employees and their spouses.

Fourth, the percentage reduction rule does not apply to an ex-
pense for food or beverages if the full value thereof is excludable
from the recipient’s gross income under Code section 132(e) as a de
minimis fringe benefit. For example, a transfer for business pur-
poses of a packaged food or beverage item (e.g., a holiday turkey or
ham, fruitcake, or bottle of wine) is not subject to the percentage
reduction rule if the section 132(e) de minimis fringe benefit exclu-
sion applies. Similarly, the percentage-reduction rule does not
apply to the cost of an employer-provided meal that is excludable
from the employee’s gross income as a de minimis fringe benefit
under section 132(e}{2), relating to certain eating facilities where
revenue derived from the facility normally equals or exceeds the
direct operating costs of the facility and where access to the facility
is available to employees on a nondiscriminatory basis. This excef-
tion does not apply to employer-provided meals that are excludable
from the employee’s gross income only pursuant to section 119, or
to any entertainment expenses (whether or not excludable under
sec. 132(e)).

Fifth, the reduction rule does not apply in the case of meal or
entertainment expenses, such as samples and promotional activi-
ties, that are made available by the taxpayer to the general public.

40 The employer may deduct the full reimbursed amount if the emgioyer treats such amount
as compensation to the employee under the first exception described above.
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For example, if the owner of a hardware store advertises that tick-
ets to a sports event will be provided to the first 50 people who
visit the store on a particular date, or who purchase an item from
the store during a sale, then the full amount of the face value of
the tickets is deductible by the owner. Similarly, a wine merchant
who permits members of the public who are potential customers to
sample wine of the type that the merchant is offering for sale may
deduct in full the cost of wine used as a sample, along with reason-
able costs that are associated with the winetasting (e.g., food that is
provided with the wine to demonstrate the suitability of the wine
for particular types of meals.)

Sixth, expenses for attendance at a sports event, to the extent
otherwise allowable as a business deduction, are not subject to the
percentage reduction rule if the event meets certain requirements
related to charitable fundraising. In order for such costs to be sub-
ject to the percentage reduction rule under this exception, the
event must (1) be organized for the primary purpose of benefiting a
tax-exempt charitable organization (described in sec. 501(c)3)), (2)
contribute 100 percent of the net proceeds to the charity, and (3)
use volunteers for substantially all work performed in carrying out
the event. This rule applies to the cost of a ticket package, i.e., the
amount paid both for seating at the event, and for related services
such as parking, use of entertainment areas, contestant positions,
and meals furnished at and as part of the event.

For example, a golf tournament that donates all of the net pro-
ceeds from the event to charity is eligible to qualify under this ex-
ception. Such a tournament would not fail to qualify solely because
it offered prize money to golfers who participated, or used paid con-
cessionaires or security personnel. However, it is intended that
tickets to college or high school football or basketball games or
other similar scholastic events will not qualify under the exception.
Such games generally do not satisfy the requirement that substan-
tially all work be performed by volunteers, if the institution (or
parties acting on its behalf) pays individuals to perform such serv-
ices as coaching or recruiting.

Seventh, the cost of providing meals or entertainment is fully de-
ductible to the extent that it is sold by the taxpayer in a bona fide
transaction for an adequate and full consideration in money or
money’s worth. For example, a restaurant or dinner theater may
deduct the full amount of its ordinary and necessary expenses in
providing meals or entertainment to paying customers. Similarly,
assume that an employer, not otherwise in the restaurant or cater-
ing business, provides meals on the premises to its employees for
which the employer can establish that it charges arm’s length, fair
market value prices. Since in such circumstances the employees
are paying adequate and full consideration, the value of the meals
does not constitute compensation includible in gross income, even if
the section 132(e) exclusion does not apply. For purposes of the
above exception to the percentage reduction rule, the employer in
these particular circumstances is treated, in effect, like a restau-
rant, and can deduct in full the cost of providing the meals.

However, a taxpayer cannot avoid the percentage reduction rule,
where otherwise applicable, by reason of providing meals on the
taxpayer’s business premises. By way of illustration, assume that,
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in the above example, when an employee takes a customer of the
employer to lunch on the premises, the employee’s or the custom-
er'’s meals, or both, are provided by the employer free of charge.
Under these circumstances, only 80 percent of the cost of providing
the free meals is deductible by the employer. If the employee actu-
ally paid for the cost of the meals and was not reimbursed by the
ellnployer, the percentage reduction rule would apply to the em-
ployee.

A restaurant or catering firm may deduct 100 percent (rather
than 80 percent) of its costs for food and beverage items, purchased
in connection with preparing and providing meals to its paying cus-
tomers, that are consumed at work by employees of the restaurant
or caterer. However, this rule applies only to employees who work
in the employer’s restaurant or catering business.

Eighth, expenses incurred in calendar year 1987 or calendar year
1988 for food or beverages that are provided as an integral part of
a qualified banquet meeting are not subject to the percentage re-
duction rule if charges for the meal are not separately stated from
other meeting expenses.t! In the case of expenses incurred on or
after January 1, 1989, the 80-percent reduction rule will apply to
qualified banquet meeting meals in the same manner as to other
- business meals.

For purposes of this two-year exception, the term banquet meet-
“ing means a convention, seminar, annual meeting, or similar busi-
ness program that includes the meal. The exception applies only if
more than 50 percent of the participants at the banquet meeting
are away from home (within the meaning of sec. 162(aX2)), i.e., can
deduct travel expenses under the “overnight” rule; (2) at least 40
persons attend the banquet meeting; and (3) the meal event is part
of the banquet meeting and includes a speaker.4? If a business pro-
gram or other banquet meeting includes (for example) three meals,
but there is a speaker only at one of the meals, only the one meal
at which there is a speaker is eligible for the banquet meeting ex-
ception to the percentage reduction rule.

b. Additional requirements relating to meals

The Act also makes certain changes in the legal and substantia-
tion requirements applicable to deductions for business meals;
these changes apply independently of and prior to the percentage
reduction rule (where applicable).

First, under the Act, deductions for meal expenses are subject to
the same business-connection requirement as applied to deductions
for other entertainment expenses under prior law (and continues to

41 Thus, this exception to the percentage reduction rule does not apply if a charge is made to
persons consuming the meal for an amount for the meal separate from the c! for the pro-
gram of which the meal is an integral part, or if program attendees who do not have the meal
are refunded a se) te amount for not having the meal. However, the exception does not
become inapplicable merely because the hotel, caterer, or other business that is unrelated to the
taxpayer and that provides the food or beve: may state to the taxpayer as program sponsor
a separate amount that represents the fi and Keverage charges to the taxpayer, which
amount the taxpayer then may factor into the total fee for the program that includes the meal.

42 In order to qualify for this exception to the percen! reduction rule, it is not necessary
that the speaker%e paid an honorarium for speaking at the meal. This exceﬁon can apply to
meals served at an employee training facility if the requirements (such as a bona fide speaier)
for the exception are met.



69

apply under present law).43 Accordingly, an expense for food or
beverages is not deductible unless (in addition to generally applica-
ble deduction requirements) the taxpayer (1) establishes that the
item was directly related to the active conduct of the taxpayer’s
trade or business, or, in the case of an item directly preceding or
following a substantial and bona fide business discussion (including
business meetings at a convention or otherwise), that the item was
associated with the active conduct of the taxpayer’s trade or busi-
ness, and (2) substantiates the deduction as required by section
274(d) and Treas. Reg. sec. 1.274-5(b)(4).

Under this requirement, a business meal expense generally is
not deductible unless there is a substantial and bona fide business
discussion during, directly preceding, or directly following the
meal. However, the absence of a business discussion does not pre-
clude satisfying the “directly related” or “associated with” require-
ment in the case of an individual who is away from home in the
pursuit of a trade or business and who has a meal alone or with
persons, such as family members, who are not business-connected,
and a deduction is claimed only for the meal of such individual, or
in the case of a meal expense allowable as a moving expense.

For purposes of deducting food or beverage expenses, the busi-
ness discussion requirement is deemed not to have been met if nei-
ther the taxpayer nor any employee of the taxpayer is present
when the food or beverages are provided. Thus, for example, if the
taxpayer reserves a table at a business dinner but neither the tax-
payer nor an employee of the taxpayer attends the dinner, no de-
duction is allowed for the taxpayer’s expenditures. Similarly, if one
party to a contract negotiation buys dinner for other parties in-
volved in the negotiations, but does not attend the dinner, the de-
duction is denied even if the other parties engage in a business dis-
cussion.44 ‘

For purposes of this rule, an independent contractor who renders
significant services to the taxpayer (other than attending meals on
the taxpayer’s behalf, or providing services relating to meals) is
treated as an employee, if he or she attends the meal in connection
with such performance of services. Thus, for example, an attorney
who was retained by a taxpayer to represent the taxpayer in a par-
ticular legal proceeding is to be treated as an employee of the tax-
payer, for purposes of this rule, if the attorney represented the tax-
payerdat a business meal at which the legal proceeding was dis-
cussed.

The requirement for deductibility that the taxpayer must be
present at the meal does not apply where an individual traveling
away from home on business has a meal alone or with persons,
such as family members, who are not business-connected, and a de-
duction is claimed only for the meal of such individual. Also, the
taxpayer-presence requirement is subject to the same exceptions as
apply under the Act to the percentage reduction rule.

43 Thus, the statutory exceptions to the business-connection requirement that apply in the
case of other entertainment expenses also apply in the case of business meal expenses.

44 However, the requirement that the taxpayer be present does not apply in the case of a
transfer for business gurposes of a packaged food or beverage item, such as a holiday turkey,
ham, fruitcake, or bottle of wine.
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Second, the Act explicitly provides, apart from the prior-law and
present-law statutory rule (sec. 162(a)(2)) disallowing deductions for
certain lavish and extravagant travel expenses (including meals),
that no deduction is allowed for any food or beverage expense
unless the expense is not lavish or extravagant under the circum-
stances (new sec. 274(k)(1XA)). This additional provision reflects the
intent of the Congress that this standard is to be enforced by the
Internal Revenue Service and the courts.

This disallowance rule applies whether or not the expense is in-
curred while the taxpayer is away from home, and whether the
taxpayer incurs the expense alone or with others. Since the per-

centage reduction is a;:rlied only after determining the otherwise

allowable deduction under sections 162, 212, and 274, if a taxpayer
- incurs otherwise deductible business lunch expenses of (for exam-
ple) $80 for himself and if $30 of that amount is not allowable as
lavish or extravagant, the remzaliniggl $50 is then reduced by 20 per-
cent, leaving a deduction of $40. This new disallowance rule (but
not the sec. 162(a)(2) disallowance rule) is subject to the same ex- .
ceptions as apply under the Act to the percentage reduction rule
(e.g., where the full value of the food or beverages is treated as
compensation to the recipient).

The rules of the Act reflect concerns of the Congress about de-
ductions claimed under prior law for meals that did not cle?xl;g'
serve business purposes or were not adequately substantiated.
Since the Act provides that deductions for meals are subject to the
same business-connection requirement as applies under prior and
present law for other entertainment expenses, the substantiation
requirements for such entertainment expenses (e.g., in Treas. Reg.
sec. 1.274-5(b)(4) with respect to the directly related or associated
with requirement for deductibility) also apply to all meal expenses.
In addition, the Treasury is instructed to adopt stricter substantia-
tion requirements for business meals, except that the prior-law
rule Eelating to certain expenditures of less than $25 is to be re-
tained.

Under the Act, as under prior law, the Internal Revenue Service
and the courts are not to apply the Cohan approximation rule to
allow deductibility of any food or beverage expense, other enter-
tainment expense, or other expenditure subject to substantiation
pursuant to section 274(d) if the expenditure is not substantiated in
accordance with section 274(d) and the regulations thereunder.

¢. Deductions for tickets limited to face value

Under the Act, a deduction (if otherwise allowable) for the cost of
a ticket for an entertainment activity is limited (prior to applica-
tion of the percentage reduction rule) to the face value of the
ticket. The face value of a ticket includes any amount of Federal,
State, or local ticket tax on the ticket. Under this rule, a payment
to a “scalper” for a ticket is not deductible (even if not disallowed
as an illegal payment) to the extent that the amount paid exceeds
the face value of the ticket. Similarly, a payment to a ticket agency
or broker for a ticket is not deductible to the extent it exceeds the
face value of the ticket.

However, the face value limitation does not apply to an expense
that is excepted under the Act from the percentage reduction rule
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because it relates to a sports event that meets certain requirements
related to charitable fundraising (see description above).

d. Disallowance of deductions for certain “skybox” rentals

The Act generally disallows any deductions relating to rental or
similar payments for use of a “skybox” if the skybox is used by the
taypayer (or related party) for more than one event during a tax-
able year. The term ‘“skybox” means any private luxury box or
other facility at a sports arena that is separated from other seat-
ing, and is available at a higher price (counting all applicable ex-
penses, e.g., rental of the facility, as well as separate charges for
food and seating) than the price generally applicable to other seat-
ing. ‘

The disallowance rule applies if the taypayer (or a related party,
including one engaged in a reciprocal rental arrangement with the
taxpayer) rents a skybox at the same sports arena for more than
one event. For purposes of this rule, a single game or other per-
formance counts as one event. Thus, for example, a taxpayer who
rents a skybox for two World Series games in the same stadium is
treated as renting a skybox for two events. The deductibility of a
single-event rental is determined under the rules generally applica-
bki to entertainment activities, including the percentage reduction
rule.

In determining whether a taypayer has rented a skybox for more
than one event, all skybox rentals by the taypayer in the same
arena, along with any related rentals, are considered together. For
example, rentals of different skyboxes in the same stadium, or
rentals by the same taxpayer pursuant to separate rental agree-
ments, constitute related rentals. In addition, rentals by related
parties are considered related rentals. For example, this rule ap-
plies where members of the same family, corporations or other en-
tities with common ownership, or taxpayers who have made a re-
ciprocal arrangement involving sharing skyboxes, respectively
lease skyboxes for different events.

If the disallowance rule applies (i.e., if the taypayer rents a
skybox for more than one event), the amount allowable as a deduc-
tion with respect to such events (including the first such rental)
cannot exceed the face value of luxury box seat tickets generally
held for sale to the public multiplied by the number of seats in the
luxury box (subject, however, to further reduction under the per-
centage reduction rule). In addition, if expenses for food and bever-
ages incurred by the taxpayer are separately stated, such expenses
also may be deducted, subject to the rules generally applicable to
business meal expenses, including the business-connection require-
ment, the prohibition on deducting lavish and extravagant ex-
penses, the requirement of taxpayer presence, and the percentage
reduction rule.

For example, in a stadium where box seats (other than in luxury
boxes) are sold for between $8 and $12, a taypayer who rents a
skYbox for three events (and meets generally applicable deduction
rules) may treat the deductible amount for the three events as
equal to $12 multiplied by the number of seats in the luxury box,
multiplied by three. This method applies whether or not the luxury
box is occupied fully during the event, and without regard to
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whether amounts paid for the luxury box nominally constitute pay-
ments for the seats or rentals for the luxury box.

However, in determining the amount charged for nonluxury box
seats, only prices charged for a genuine category of such seats are
taken into account. Consider, for example, the case of a sports
arena that, in order to increase the deductions allowable with re-
spect to skyboxes, reserved a small group of seats for which it
charged $50 even though those seats were not significantly better
than the seats that it offered for $12. In such a case, the $50 price
would be disregarded as not bona fide. Similarly, the skybox disal-
lowance rule cannot be circumvented by charging inflated amounts
for food and beverages provided in the skybox.

Under the Act, the skybox deduction disallowance rule is phased
in. Under the phase-in provision, amounts disallowed for taxable
years beginning in 1987 and 1988 are, respectively, one-third and
two-thirds of the amounts that otherwise would be disallowed
under the skybox provision if the provision were fully effective in
those years. Assume, for example, that a calendar-year taxpayer
rents a stadium skybox with 10 seats for eight events during 1987
at a total cost of $15,000 (with no additional separate charge for
tickets), that the face value of a nonluxury box seat (determined as
stated above) is $12, that all seats are occupied by business custom-
ers of the taypayer and the taypayer is present at each event, and
that the total cost otherwise would be allowable as a business de-
duction. Under the Act as in effect following the phase-in, the tax-
payer could deduct 80 percent of the face value ticket amounts (i.e.,
80 percent of $960). For 1987, only one-third of the nonticket
amount ($15,000 less $960) is disallowed, pursuant to the phase-in;
ie., $4,680 is disallowed. Thus, the taxpayer could deduct 80 per-
cent of $9,360 ($14,040 less $4,680), or $7,488, plus 80 percent of the
ticket amount, or $768. The total 1987 deduction for ticket and non-
ticket amounts would be $8,256.

For taxable years beginning after 1989, the Act generally disal-
lows deductions for any costs of rental or other use of a skybox at a
sports arena if the taxpayer (or a related party) uses the skybox for
more than one event.

e. Travel as a form of education

Under the Act, no deduction is allowed for expenses for travel as
a form of education. This rule applies when a travel deduction oth-
erwise would be allowable only on the ground that the travel itself
constitutes a form of education. Thus, for example, this provision
disallows deductions for transportation or other travel expenses (in-
cluding meals and lodging) incurred by a teacher of French who
travels to and in France in order to maintain general familiarity
with the French language and culture.

This disallowance rule does not apply to otherwise allowable de-
ductions claimed with respect to travel that is a necessary adjunct
to engaging in an activity that gives rise to a business deduction
relating to education. For example, this disallowance rule does not
apply where a scholar of French literature travels to Paris in order
to do specific library research that cannot be done elsewhere, or to
take courses that are offered only at the Sorbonne, in circum-
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_sli;?nces such that the nontravel research or course costs are deduct-
ible. '

f. Charitable deductions for travel expenses

The Act places limitations on charitable deductions for the cost
of travel away from home, effective for taxable years beginning
after December 31, 1986.45 Under this rule (sec. 170(k)), no charita-
ble deduction is allowed for transportation and other travel ex-
penses (including costs for meals and lodging) incurred in perform-
ing services away from home for a charitable organization unless
there is no significant element of personal pleasure, recreation, or
vacation in the travel away from home. The same limitation ap-
plies under prior and present law with respect to medical deduc-
tions for lodging costs away from home (sec. 213(d)(2)(B)).

This rule applies only with respect to expenses relating to travel
by a taxpayer or by a person associated with the taxpayer (e.g., a
family member). The rule does not apply to the extent that the tax-
payer pays for travel by third parties who are participants in the
charitable activity. For example, this disallowance rule does not
apply to travel expenditures personally incurred by a troop leader
for a tax-exempt youth group who takes children (unrelated to the
taxpayer) belonging to the group on a camping trip. Similarly, the
disallowance rule does not apply where an officer of a local branch
of a national charitable organization travels to another city for the
organization’s annual meeting and spends the day attending meet-
ings, even if the individual’s evening is free for sightseeing or en-
tertainment activities. However, the disallowance rule applies in
the case of any reciprocal arrangement (e.g., when two unrelated
taxpayers pay each other’s travel expenses, or members of a group
contribute to a fund that pays for all of their travel expenses).

The disallowance rule applies whether the travel expenses are
paid directly by the taxpayer, or indirectly through reimbursement
by the charitable organization. For this purpose, any arrangement
whereby a taxpayer makes a payment to a charitable organization
and the organization pays for his or her travel expenses is treated
as a reimbursement.

In determining whether travel away from home involves a signif-
icant element of personal pleasure, recreation, or vacation, the fact
that a taxpayer enjoys providing services to the charitable organi-
zation will not lead to denial of the deduction. For example, a troop
leader for a tax-exempt youth group who takes children belonging
to the group on a camping trip may qualify for a charitable deduc-
tion with respect to his or her own travel expenses if he or she is
on duty in a genuine and substantial sense throughout the trip,
even if he or she enjoys the trip or enjoys supervising children. By
contrast, a taxpayer who only has nominal duties relating to the
performance of services for the charity, who for significant portions
of the trip is not required to render services, or who performs ac-
tivities similar to activities that many individuals perform while on

45 A taxpayer cannot circumvent this effective date by “setting aside’” amounts, or paying
amounts, prior to January 1, 1987, to a fund or account that is to be used to finance travel costs
after December 31, 1986 that would be nondeductible expenditures under the Act.
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vacations paid out of after-tax dollars, is not allowed any charitable
deduction for travel costs.

The disallowance rule in the Act has no effect on deductions
other than charitable deductions that may be claimed with respect
to travel on behalf of a charitable organization. For example, the
rule does not affect the eligibility for deduction under section 162
of an employee business expense incurred by an employee of a
charitable organization.

g. Expenses for nonbusiness conventions, etc.

Under the Act, no deduction is allowed for expenses related to
attending a convention, seminar, or similar meeting unless such
expenses qualify under section 162 as ordinary and necessary ex-
penses of carrying on a trade or business of the taxpayer. Thus, the
Act disallows deductions for expenses of attending a convention,
etc. where the expenses, but for the provision in the Act, would be
deductible under section 212 (relating to expenses of producing
income) rather than section 162.

The disallowed expenses to which the provision relates typically
include such items as travel to the site of such a convention, regis-
tration or other fees for attending the convention, and personal
living expenses, such as meals, lodging, and local travel, that are
incurred while attending the convention or other meeting. This dis-
allowance rule does not apply to expenses incurred by a taxpayer
in attending a convention, seminar, sales meeting, or similar meet-
ing relating to the trade or business of the taxpayer that are de-
ductible under section 162.

In adopting this provision, the Congress also was concerned that
some taxpayers may be claiming deductions under section 162 for
travel and other costs of attending a convention, seminar, or simi-
lar meeting (“‘convention”) at which each convention participant is
furnished individually with video tapes of lectures, etc. on topics
related to the taxpayer’s trade or business, to be viewed at the con-
venience of the participant, and at which no other significant busi-
ness-related activities occur during the time allotted for the con-
vention. In such situations, the taxpayer does not participate in ac-
tivities normally conducted at a business-related convention, such
as participating in meetings, discussions, workshops, lectures, or
exhibits held during the day, and simply views the tapes at his or
her own convenience. Because permitting deductions for travel,
meal, or entertainment costs associated with such minimal busi-
ness-related activities would allow taxpayers to treat expenditures
that essentially are for vacation, recreation, or other personal pur-
pose as business expenses, the Congress clarified that no deduction
is allowable under section 162 for travel or related:costs (such as
meals, lodging, or local transportation) of attending such a conven-
tion.

This clarification does not disallow deductions for the travel and
other costs of attending a convention that involves activities other-
wise deductible under present law which are related to the taxpay-
er’s trade or business merely because the convention utilizes video-
taped or televised materials where the participants must attend a
convention session in person to view the video-taped materials, as-
suming that the generally applicable requirements for deducting
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expenses of attending a convention are satisfied.4® Under those re-
quirements, traveling expenses to and from the convention destina-
tion are deductible only if the trip is related primarily to the tax-
payer’s trade or business. If the trip is primarily personal in
nature, deductions are allowable only for expenses (if any) incurred
while at the destination that are properly allocable to the taxpay-
er’s trade or business.

The determination of whether a trip is related primarily to the
taxpayer’s trade or business, rather than being primarily personal
in nature, depends on the facts and circumstances in each case. An
important factor in determining whether the trip is primarily per-
sonal is the amount of time during the period of the trip tﬂat is
spent on personal activities compared to the amount of time spent
on activities directly relating to the taxpayer’s trade or business
(Treas. Reg. sec. 1.162-2(b)).

By way of illustration, assume that a four-day convention is held
at a resort or vacation location, that the convention sessions
(whether or not utilizing video-taped materials) are scheduled
solely for two hours each evening, and that the taxpayer does not
engage in any nonconvention business activities during the day. In
such a case, a taxpayer could not deduct any away-from-home ex-
penses (travel, lodging, or meals) incurred on his or her trip be-
cause the travel is not related primarily to the taxpayer’s trade or
business, but could deduct any expenses properly allocable to the
convention sessions, subject to the rule described above relating to
furnished video-taped materials.

h. Luxury water travel

The Act places limitations on the amount of any otherwise allow-
able deduction for costs of travel by ocean liner, cruise ship, or
other form of luxury water transportation. This rule applies, for
example, in the case of a taxpayer who has business reasons for
i:}'aveling from New York City to London and who travels by ocean
iner.

Under the Act, the deduction allowable in the case of luxury
water travel cannot exceed twice the highest amount generally al-
lowable with respect to a day of travel to employees of the execu-
tive branch of the Federal Government while away from home but
serving in the United States, multiplied by the number of days the
taxpayer was engaged in luxury water travel. For example, if
during a particular taxable year the highest applicable Federal per
diem amount is $126 for travel in the United States, a taxpayer’s
deduction for a six-day trip cannot exceed $1,512 ($252 per day
times six days). The applicable per diem amount generally is the
highest travel amount applying for an area in the conterminous
United States; however, any limited special exception to this
amount (e.g., a higher limit that applied only to high-ranking exec-
utive personnel) would be disregarded.

If the portion of the expenses of luxury water travel that are for
meals or entertainment are separately stated, the amounts so sepa-

46 Also, this clarification does not disallow deductions for costs, other than travel, meal, or
entertainment expenses, of renting or using business-related video-taped materials that are de-
ductible trade or business expenses under section 162.
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rately stated are reduced by 20 percent, under the percentage re-
duction rule, prior to application of this per diem limitation. How-
ever, in the absence of separately stated meal or entertainment
charges, taxpayers are not required to allocate a portion of the
total amount charged for luxury water travel to meals or enter-
tainment unless the amounts to be allocated are clearly identifia-
ble. This special rule, applicable only in the case of luxury water
travel, applies in light of the fact that the Act imposes a flat dollar
limitation on deductibility of all travel—for transportation, lodging,
and meals—incurred in luxury water transportation.

The per diem limitation for luxury water travel does not apply in
the case of any expense allocable to a convention, seminar, or other
meeting that is held on any cruise ship. Thus, the per diem limita-
tion does not alter the application of the rule (sec. 274(hX2)) under
which deductions for conventions held aboard cruise ships are
wholly denied or, in certain special cases, allowed. to. the extent not
in excess of $2,000 per individual. Under the Act, the statutory ex-
ceptions to the business meal percentage reduction rule (described
above) are also exceptions to the per diem rule with respect to
luxury water travel.

Effective Date

The provisions are effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provisions are estimated to increase fiscal year budget re-
ceipts by $1,180 million in 1987, $2,068 million in 1988, $2,397 mil-
lion in 1989 $2,787 million in 1990, and $3,070 million in 1991.

2. Floor on deductibility of miscellaneous itemized deductions;
modifications to certain employee business expense deductions
(sec. 132 of the Act and sec. 62 and new sec. 67 of the Code) 7

Prior Law

In general

The list of itemized deductions on Schedule A of Form 1040 in-
cludes a category labeled miscellaneous deductions, following the
listings for medical expenses, charitable donations, interest, taxes,
and casualty and theft losses. Under prior law, this category gener-
ally included four types of deductions: (1) certain employee business
expenses (sec. 162); (2) expenses of producing income (sec. 212); (3)
expenses related to filing tax returns (sec. 212); and (4) expenses of
adopting children with special needs (sec. 222).

Employee business expenses

An employee business expense is a cost incurred by an employee
in the course of performing his or her job. Examples. of such costs

47 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee one%says and Means on December 7, 1985, sec. 132; H. Rep. 99-426, gg 108-111; H.R.
3838, as reported by the Senate Committee on Finance on May 29, 1986, secs. 132-33; S. Rep. 99-
313, pp. 77-80; and H. Rep. 99-841, Vol. II (September 18, 1986) pp. 32-34 (Conference Report).
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include an employee’s expenditures for subscriptions to profession-
al journals or continuing education courses, union or professional
dues, costs of professional uniforms, costs of looking for new em-
ployment, and expenses allowable for business use of the employ-
ee’'s home. Ordinary and necessary employee business expenses
generally are deductible.

Employee business expenses generally can be claimed only as
itemized deductions. However, under prior law four types of em-
ployee business expenses were deductible above-the-line in calculat-
ing adjusted gross income, and thus were directly available to non-
itemizers: (1) certain expenses paid by an employee and reimbursed
under an arrangement with the employer; (2) employee travel ex-
penses incurred while away from home; (3) employee transporta-
tion expenses incurred while on business; and (4) business expenses
of employees who are outside salespersons (sec. 62(2)).48 In addi-
tion, the section 217 moving expense deduction was allowable
above-the-line to employees or self-employed individuals.

Certain deductions for employee business expenses also are sub-
ject to specific limitations or restrictions. For example, a taxpayer’s
business use of his or her home (whether or not the taxpayer is in
the business of being an employee) does not give rise to a deduction
for the business portion of expenses related to operating the home
(e.g., depreciation and repairs) unless the taxpayer uses a part of
the home regularly and exclusively as the principal place of busi-
ness or as a place of business used by patients, clients, or customers
(sec. 280A).4® Educational expenses are deductible only if the edu-
cation (1) is required by the employer, by law, or by regulations, or
(2) maintains or improves skills required to perform the taxpayer’s
present occupation.®® Costs of looking for new employment are de-
ductible only if they relate to employment in the taxpayer’s
present occupation.” Also, special substantiation requirements must
be met in order to deduct certain employee expenses, such as trav-
eling expenses (sec. 274(d)).

Investment expenses

In general, expenses of producing income other than rental or
royalty income are treated as itemized deductions if the related ac-
tivity does not constitute a trade or business. (Trade or business ex-
penses and expenses of producing rental or royalty income are de-
ductible above-the-line.) Among the types of investment expenses
that may be eligible, in particular circumstances, for deduction are
investment counsel and trust administration fees, subscriptions to
investment advisory publications, and attorneys’ fees incurred in
collecting income.

48 For this purpose, the term outside salesperson meant an individual who solicits business as
a full-time salesperson for his or her employer away from the employer’s place of business. The
term outside salesperson did not include a taxpayer whose principal activities consist of service
and delivery, such as a bread driver-salesperson, However, an outside salesperson could perform
incidental inside activities at the employer’s place of business, such as writing up and transmit-
ting orders and spending short periods at the employer’s place of business to make and receive
telephone calls (Treas. Reg. sec. 1.62-1(h)).

49 See secs. 143(b) and 143(c) of the Act, amending the rules relating to home office deduc-
t

ions.
50 See sec. 142 of the Act, disallowing deductions for travel as a form of education.
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Other miscellaneous itemized deductions

Tax counsel and assistance fees, as well as appraisal fees paid to
determine the amount of a casualty loss or a charitable contribu-
%i{)zxtg)t))f property, may be claimed as itemized deductions (sec.

Expenses incurred with respect to a hobby—i.e., an activity that
may generate some gross income but that the taxpayer conducts
for personal recreational reasons, rather than with the goal of
earning a profit—are deductible as itemized deductions to.the
extent such expenses would be deductible regardless of profit moti-
vation (e.g., certain interest and taxes) or to the extent of income
from the hobby.5! Gambling losses are deductible as itemized de-
ductions to the extent of gambling gains.

Reasons for Change

The Congress concluded that the prior-law treatment of employ-
ee business expenses, investment expenses, and other miscellane-
ous itemized deductions fostered significant complexity, and that
some of these expenses have characteristics of voluntary personal
expenditures. For taxpayers who anticipated claiming such item-
ized deductions, prior law effectively required extensive record-
keeping with regard to what commonly are small expenditures.
Moreover, the fact that small amounts typically were involved pre-
sented significant administrative and enforcement problems for the
Internal Revenue Service. These problems were exacerbated by the
fact that taxpayers frequently made errors of law regarding what
types of expenditures were properly allowable under prior law as
miscellaneous itemized deductions.52

Since many taxpayers incur some expenses that are allowable as
miscellaneous itemized deductions, but these .expenses commonly
are small in amount, the Congress concluded that the complexity
created by prior law was undesirable. At the same time, the Con-
gress concluded that taxpayers with unusually large employee busi-
ness or investment expenses should be permitted an itemized de-
duction reflecting that fact. Similarly, in the case of medical ex-
penses and casualty losses, a floor is provided (under prior and
present law) to limit those deductions to unusual expenditures that
may significantly affect the individual's disposable income.

Accordingly, the Congress concluded that the imposition of a two-
percent floor on miscellaneous itemized deductions constituted a
desirable simplification of the tax law. This floor will relieve tax-
payers of the burden of recordkeeping unless they expect to incur
expenditures in excess of the floor. Also, the percentage floor will
relieve the Internal Revenue Service of the burden of auditing de-
ductions for such expenditures when not significant in aggregate
amount.

51 See sec. 143(a) of the Act, amending the rules relating to hobby losses.

52 Common taxpayer errors have included disregarding the restrictions on home office deduc-
tions, and on the types of education expenses that are deductible; claiming a deduction for safe
deposit expenses even if used only to store personal belongings; and deducting the cost of sub-
scriptions to widely read publications outlining business information without a sufficient busi-
ness or investment purpose.
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The use of a deduction floor also takes into account that some
miscellaneous expenses are sufficiently personal in nature that
they would be incurred apart from any business or investment ac-
tivities of the taxpayer. For example, membership dues paid to pro-
fessional associations may serve both business purposes and also
have voluntary and personal aspects; similarly, subscriptions to
publications may help taxpayers in conducting a profession and
also may convey personal and recreational benefits. Taxpayers pre-
sumably would rent safe deposit boxes to hold personal belongings
such as jewelry even if the cost, to the extent related to investment
assets such as stock certificates, were not deductible.

The Congress also concluded that the distinction under prior law
between employee business expenses (other than reimbursements)
that were allowable above-the-line, and such expenses that were al-
lowable only as itemized deductions, was not supportable in most
instances. The reason for allowing these expenses as deductions
(i.e., the fact that they may constitute costs of earning income) and
the reasons for imposing a percentage floor apply equally to both
types of expenses. However, the Congress concluded that it would
not be appropriate to apply the new percentage floor to the moving
expense deduction (which is subject to separate dollar limitations
under sec. 217) or to the new deduction for certain impairment-re-
lated work expenses of handicapped individuals (which applies only
in limited circumstances).

Explanation of Provisions

Under the Act, all employee business expenses, other than reim-
bursed expenses described in section 62(a)(2)(A) and the new deduc-
tion for certain performing artists, are allowed only as itemized de-
ductions. Thus, under the Act, unreimbursed employee- travel ex-
penses incurred away from home, employee transportation ex-
" penses incurred while on business, business expenses of employees
who are outside salespersons, and employee moving expenses no
longer are deductible above-the-line in calculating adjusted gross
income. Also, the section 217 moving expense deduction is allow-
able to a self-employed individual only as an itemized deduction.

The Act also provides that, subject to certain exceptions, the
total of all the taxpayer’s miscellaneous itemized deductions, in-
cluding employee business- expenses that are not deductible above-
the-line, are subject under the Act to a floor of two percent of the
taxpayer’s adjusted gross income. Thus, for example, if an itemizer
with AGI of $30,000 incurs miscellaneous itemized deductions total-
ing $757, the allowable amount of such deductions is $157.

owever, the two-percent floor does not apply to the following
miscellaneous itemized deductions, if otherwise allowable: impair-
ment-related work expenses for handicapped employees (new Code
sec. 67(d)); 53 moving expenses (sec. 217); the estate tax in the case
of income in respect to a decedent (sec. 691(c)); certain adjustments
where a taxpayer restores amounts held under a claim of right

53 The term “impairment-related work expenses” means expenses of a handicapped individual
(as defined in sec. 190(bX3)) for attendant care services at the individual’s place of employment
that are necessary for such individual to be able to work; provided such expenses are otherwise
deductible under sec. 162.

72236 0 - 87 - 4
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(sec. 1341); amortizable bond premium (sec. 171); certain costs of co-
operative housing corporations (sec. 216); deductions allowable in
connection with personal property used in a short sale; certain ter-
minated annuity payments (new Code sec. 72(b)X3)); and gambling
losses to the extent of gambling winnings (sec. 165(d)). In addition,
it is intended that the two-percent floor is not applicable to deduc-
1(:;1((;)11124a110wab1e to estates or trusts under sections 642(c), 651, and

The Act did not modify the above-theline deduction under sec-
tion 62(a)(2)(A) for certain reimbursed expenses (allowable under
secs. 161-196 of the Code) paid or incurred by the taxpayer, in con-
nection with performing services as an employee, under a reim-
bursement or other expense allowance arrangement with his or her
employer. Thus, the Act did not alter the prior-law rules55 relating
to an employee who incurs expenses solely for the benefit of the
employer and who is reimbursed for those expenses under an ar-
rangement with the employer (regardless of whether the employer
or a third party for whom the employee performs a benefit as an
employee of the employer actually provides the reimbursement).5
These rules provide that such an employee need not report on the
employee’s tax return either the expenses or the reimbursement (to
the extent the reimbursement does not exceed the expenses). The
Congress intended that this nonreporting rule is to be continued.

If the employee has a reimbursement or other expense allowance
arrangement with his or her employer, but under the arrangement
the full amount of such expenses is not reimbursed, the unreim-
bursed portion paid by the employee is allowable only to the extent
(if any) otherwise allowable as an itemized deduction (e.g., after
taking into account the percentage reduction rule for meals and
entertainment expenses, if applicable to the expense), and subject
to the two-percent floor provided by the Act.57

8¢ A technical correction may be necessary so that the statute reflects this intent. Such a
. grectlon was included in the version of H. Con. Res. 395 that passed the Senate in the 99th

85 See Treas. Reg. secs. 1.162-17(b), 1.2714-5T(D), and 1.274-5(e). For rules relating to reporting
and substantiation of certain reimbursements of persons other than employees, see Reg. secs.
1.274-5T(h) and 1.274-5().

8¢ The Congress intended that the Treasury make explicit in these regulations that these re-
imbursements by third parties are to be treated as expenses described in sec. 62(a)2)XA).

57 Under the Act, it is intended that the Treasury Department issue regulations or other
gu.\ coordinating the treatment of employee business expenses and the provisions in sec.

62(h), relatuig to travel expenses away from home of State legislators. Under the intended
rules; any-excess of the allowable amount as determined under see. 162(h) over the amount actu-
ally reimbursed to the legislator electing that provision would be allocated between meals and
other travel expenses in accordance with the ratio of meals and other travel expenses under the
Federal per diem reimbursement rules for travel in the United States. The reimbursed amount
would be deductible pursuant to sec. 62(aX2XA), and 80 percent of the amount allocated to meals
would be deductible by itemizers as an em loyee business expense (subject to the new two-per-
cent floor under miscellaneous itemized deductions).

As in the text above, the. two-petcent floor applies after application of the percent-
age reduction rule and prior to any deduction limitation that is specifically expressed in dollars.
For example, with regard to away-from-home expenses of Members of Congress, the two-percent
floor applies prior to application of the statutory $3,000 limitation (sec. 162(a)). In addition, if a
Member has expenses sub]ect to the $3,000 limitation and other miscellaneous ite! mlzed deduc-
tlons, the amounts disallowed by the two-percent floor are disallowed proportionately. For exam-
ge, assume that a Member with adjusted gross income of $100,000 has $5,000 awayfrom

ome expenses (qualifying for the deduction, disregarding agshcahon of the $3,000 limit and the
two-percent floor, but after application of the 80-percent rule for meal and entertainment ex-
penses) and $5,000 of other miscellaneous itemized deductions, for a total of $10,000 of potential
deductions subject to the two-percent floor. Application of the two-percent floor would limit

Continued
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Pursuant to Treasury regulations, the two-percent floor is to
apply with respect to indirect deductions through pass-through en-
tities (including mutual funds) other than estates, nongrantor
trusts, cooperatives, and REITs (sec. 67(c)). The floor also applies
with respect to indirect deductions through grantor trusts, partner-
ships, and S corporations by virtue of grantor trust and pass-
through rules.

In the case of an estate or trust, the Act provides that adjusted
gross income is to be computed in the same manner as in the case
of an individual, except that the deductions for costs that are paid
or incurred in connection with the administration of the estate or
trust and that would not have been incurred if the property were
not held in such trust or estate are treated as allowable in arriving
at adjusted gross income and hence are not subject to the floor. The
regulations to be prescribed by the Treasury Department relating
to application of the floor with respect to indirect deductions
through certain pass-through entitles are to include such reporting
requirements as may be necessary to effectuate this provision.

Under the Act, an actor or other individual who performs serv-
ices in the performing arts (a “performing artist”) is allowed a new
above-the-line deduction for his or her employee business expenses
(allowable under sec. 162) during a year if the performing artist for
that year (1) had more than one employer (excluding any nominal
employer)®® in the performing arts, (2) incurred allowable section
162 expenses as an employee in connection with such services in
the performing arts in an amount exceeding 10 percent of the indi-
vidual’s gross income from such services, and (3) did not have ad-
justed gross income, as determined before deducting such expenses,
exceeding $16,000. In general, if the performing artist is married at
the close of the taxable year, this deduction is available only if the
taxpayer and his or her spouse file a joint return for the year, and
only if the combined adjusted gross income of the taxpayer and his
or her spouse (as determined before deducting such expenses)
shown on the return does not exceed $16,000. (Code sec. 62(b)).

Effective Date

The provisions apply to taxable years beginning after December
31, 1986.

Revenue Effect

The provisions are estimated to increase fiscal year budget re-
ceipts by $694 million in 1987, $4,630 million in 1988, $4,716 million
in 1989, $5,039 million in 1990, and $5,383 million in 1991.

these deductions to $8,000, and the amount disallowed because of the two-percent floor would be
disallowed Oggopomonately Thus, after application of the two-percent floor, the Member could
deduct $4,000 of the away-from-| home expenses and $4,000 of the miscellaneous itemized deduc-
tions. The former amount . (i.e.,, the away-from-home expenses) is further limited to $3,000 be-
cause of the special limitation on deducting Member’s expenses. Thus, the Member could deduct
a total of $7,000 of miscellaneous itemized deductions. See 132 Cong. Rec. H8357 (daily ed. Sept.
25, 1986) (statement of Mr. Rostenkowski).

58 The Code provides that an employer is treated as nominal if the amount received by the
individual for his or her services as an employee in the performing arts for such employer
during the taxable year is less than $200.
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3. Changes in treatment of hobby losses (sec. 143(a) of the Act
and sec. 183 of the Code) 5°

Prior Law

Expenses arising from hobbies (i.e., activities not engaged in for
profit) are allowed only as itemized deductions. Except for expenses
that are deductible without reference to whether they are incurred
in an activity designed to produce income (e.g., certain residential
mortgage interest and real property taxes), hobby expenses are de-
ductible only to the extent not exceeding the amount of hobby
income for the year (Code sec. 183). These rules apply, for example,
to activities such as horse breeding, farming, and researching a res-
taurant or travel guide, if the taxpayer's motivations are recre-
ational rather than profit-oriented.

A facts and circumstances test generally applies to determine
whether a particular activity constitutes a hobby. However, statu-
tory rules provided under prior law that if the gross income from
an activity exceeded the deductions attributable thereto for two or
more out of five consecutive years (seven consecutive years in the
case of an activity which consisted in major part of the breeding,
training, showing, or racing of horses), then the activity was pre-
sumed to be engaged in for profit rather than as a hobby. The pre-
sumption that an activity was not a hobby if it was profitable in
two out of five consecutive years (or seven consecutive years, for
certain horse activities) could be overcome by the Internal Revenue
Service under-the general facts and circumstances test.

Reasons for Change

The Congress was concerned that the statutory presumption
under prior law regarding whether an activity was being engaged
in for profit may have unduly benefited some taxpayers who en-
gaged in activities as hobbies, but who could structure their earn-
ings and expenses so as to realize a profit in at least two out of five
consecutive years. For example, the prior-law presumption could
apply even if the taxpayer realized a substantial net loss over five
years that reflected a willingness to incur losses as the cost of per-
sonal recreation, rather than unexpected business difficulties. Even
though the Internal Revenue Service could overcome the statutory
presumption, some abuse nonetheless could arise, in light of the
subjective nature of a general facts and circumstances test. Howev-
er, in the case of horse breeding, training, showing, and racing ac-
tivities, the Congress concluded that the prior-law rules should con-
tinue to apply. o

Explanation of Provision

Under the Act, for activities other than those consisting in major
part of horse breeding, training, showing, or racing, the statutory
presumption of being engaged in for profit applies only if the activ-

59 For le%’slative background of the provision, see: H.R. 3838, as rfggted bi' the House Com-
mittee on Ways and Means on December 7, 1985, sec. 143; HRe& 99 ; pp. 130-82; H.R. 3888,
as reported by the Senate Committee on Finance on May 29, 1986, sec. 143(13; S. Rep. 99-313, pp.
80-81; and H. Rep. 99-841, Vol. II (September 18, 1986) pp. 35-36 (Conferenice Report).
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ity is profitable in three out of five consecutive years. As under
prior law, this presumption can be overcome by the Internal Reve-
nue Service under the general facts and circumstances test.

As in the case of other expenses that under prior and present
law are deductible as miscellaneous itemized deductions, deduc-
tions for hobby expenses—other than costs that are deductible
without reference to whether they are incurred in an activity de-
signed to produce income (such as certain taxes)—are subJect to the
two-percent floor under section 132 of the Act.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986. -

Revenue Effect

The provision relating to the statutory presumption is estimated
to increase fiscal year budget receipts by a negligible amount.

4. Changes in restrictions on deductions for business use of home
(secs. 143(b) and (c) of the Act and sec. 280A of the Code) 8°

Prior Law
In general

A taxpayer’s business use of his or her home may give rise to a
deduction for the business portion of expenses related to operating
the home - (e.g., depreciation and repairs). However, deductions are
allowed only with respect to a part of the home that is used exclu-
sively and regularly either as the principal place of business for a
trade or business of the taxpayer or as a place of business used to
meet or deal with patients, clients, or customers in the normal
course of the taxpayer’s trade or business, or if the part of the
home used for business purposes constitutes a separate structure
not attached to the dwelling unit (Code sec. 280A). In the case of an
employee, a further requirement for a deduction is that the busi-
ness use of the home must be for the convenience of the employer
(sec. 280A(cX1)).

For an employee, any deductions for depreciation or operating
expenses of a home allowable under these rules generally must be
claimed as itemized deductions. If an employee receives employer
reimbursements for home office costs and includes the reimburse-
ments in gross income, the home office expenses generally are re-
ported on Form 2106 and are deductible ‘“above-the-line” as an ad-
justment to gross income; under prior law, an employee who consti-
tuted an “outside” salesperson similarly deducted such amounts
above-the-line. Self-employed individuals claim any allowable de-
ductions for home office expenses above-the-line on Schedule C of
Form 1040.

80 For ] tive background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985 sec 143(0)' H. Re§699—426 pp. 132-35; H.R.
8838, as reported by the Senate Committee o g' sec. 143; S. Rep. 99—313
pp. 81-85; and H. I{e'p 99-841, Vol. ]I(September 18 1986)p 5(Conference Report)
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Renfal use of home

The general business-use requirements described above do not
apply in the case of rental use of a part of the home (e.g., when the
taxpayer rents a room to a lodger). In a recent Tax Court case in-
terpreting prior law (Feldman v. Comm’r, 84 T.C. 1 (1985), aff4d,
791 F.2d 781 (9th Cir. 1986)), this rental exception was applied, and
the general requirements for. the .deduction held inapplicable,
where an employer nominally rented a portion of the employee’s
home used by the employee in performing services for the employ-
er. The court permitted the taxpayer to deduct home office ex-
penses without requiring regular and exclusive use of the home
either as the taxpayer’s principal place of business or as a place to
meet or deal with patients, clients, or customers, notwithstanding
the court’s finding that the rental was not an arm’s length ar-
rangement and was made for more than the fair rental value of
the space that nominally was rented.

Limitations on deduction

Deductions for home office costs that are allowed solely because
there is a qualifying business use of the home are limited to the
amount of the taxpayer’s gross income derived from the business
use of the home during the taxable year. Costs in excess of the lim-
itation cannot be carried over and used as deductions in other tax-
able years. This limitation has no effect on deductions (such as cer-
tain home mortgage interest and real property taxes) that are al-
lowable in the absence of business use.

The Internal Revenue Service has issued proposed regulations
defining gross income derived from the business use of the home as
gross income from the business activity in the unit reduced by ex-
penditures required for the activity but not allocable to the use of
the unit itself, such as expenditures for supplies and compensation
paid to other persons.®! However, in Scott v. Comm’r, 84 T.C. 683
(1985), the Tax Court rejected this interpretation of prior law, hold-
ing that gross income from the use of the home means gross
income from the business activity itself, i.e., not reduced by any
outside expenditures required for the activity. o

Under the Tax Court’s interpretation, deductions for business
use of one’s home could be used to create or increase a net loss
from the activity and thus, in effect, to offset income from unrelat-
ed activities. For example, assume that a taxpayer derived gross
income of $1,000 from an activity, and incurred expenses of $1,500
that related to the activity but that did not relate to use of the
home (e.g., expenses for supplies, secretaries, and messengers).
Under the Tax Court’s interpretation of prior law, the taxpayer
would be permitted to deduct up to $1,000 in home office costs that
are not otherwise deductible (e.g., rent or depreciation), despite the
fact that there was no net income from the activity. -

Reasons for Change

The provision of the Act placing a two-percent floor under mis-
cellaneous itemized deductions (see Part 1.E.2., above) partially alle-

81 Proposed Treas. Reg. sec. 1.280A-2(iX2Xiii), 48 Fed. Reg. 33325 (July 21, 1983).
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viates concerns of the Congress about the rules governing home
office deductions claimed by employees. However, to the extent
home office expenses remain deductible by self-employed persons or
to some extent by employees, the Congress concluded that the fol-
lti)vlvmg mod1ficat10ns to the deductibility of such expenses are desir-
able

Requirements for deduction

The Congress concluded that taxpayers should not be able to cir-
cumvent the limitations on home office deductions by arranging for
their employers to rent portions of their homes. The allowance of
such arrangements would significantly narrow the applicability of
section 280A and could encourage tax avoidance of the sort that
section was intended to prevent.

Section 280A was enacted because of concerns that some taxpay-
ers were converting nondeductible personal and living expenses
into deductible business expenses simply because they found it con-
venient to perform some work at home.®2 The Congress recognized
that in some instances a legitimate cost resulting from business use
of a home could conceivably be disallowed under the restrictions of
section 280A; however, any such instances would be difficult to
identify and define.

Further, the Congress believed that allowing deductions for use
of a taxpayer’s residence inherently involves the potential for
abuse. In enacting section 280A, the Congress had concluded that
absent limitations, taxpayers could claim home office deductions
even when no marginal cost of maintaining the home was incurred
by the taxpayer as a result of the business use. Thus, the Congress
had concluded that home office deductions should be disallowed in
the absence of specified circumstances indicating a compelling
reason for business use of the home, and in any event should not
be permitted to offset taxable income derived from unrelated ac-
tivities.

Under the interpretation of prior-law section 280A applied by the
Tax Court in the Feldman decision, the Congress concluded the
statute would fail to achieve its intended purpose. Allowing em-
ployees to use lease arrangements with employers as a method of
circumventing the restrictions on home office deductions might en-
courage some taxpayers to arrange sham transactions whereby a
portion of salary is paid in the form of rent. Moreover, it is ques-
tionable whether lease transactions between an employer and em-
ployee are generally negotiated at arm’s length, particularly if
such a transaction could provide added tax deductions to the em-
ployee at no additional cost to the employer. Accordingly, the Con-
gress concluded that no home office deductions should be allowable
(except for expenses such as certain home mortgage interest and
real property taxes that are deductible absent business use) if the
employee rents a portion of his or her home to the employer.

62 See Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1976 (JCS-
33-76), at 139.
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Limitations on deduction

In general.—The Scott decision would permit taxpayers to use
home office deductions to create or increase a net loss from the
business activity, and thus to offset unrelated income. The Con-
gress believed that a home office deduction to which section 280A
applies should not be used to reduce taxable income from the activ-
ity to less than zero. In adopting the provisions of the Act, the Con-
gress reemphasized that section 280A was enacted because of con-
cerns about allowing deductions for items which have a substantial
personal component relating to the home, which most taxpayers
cannot deduct, and which frequently do not reflect the incurring of
significantly increased costs as a result of the business activity, and
that the provision should be interpreted to carry out its objectives.

Carryover.—The Congress concluded that the application of sec-
tion 280A under prior law might be unduly harsh in one respect.
Deductions that are disallowed because they exceed the statutory
limitation (i.e., the amount of income from the business activity)
cannot be carried forward to subsequent taxable years and claimed
to the extent of subsequent income from the home office activity.
However, since the purpose of this limitation is to deny the use of
home office deductions to offset unrelated income, the Congress
concluded that deduction carryforwards should be allowed, subject
to the general limitation that the home office deductions in any
year cannot create or increase a net loss from the business activity.

Explanation of Provisions
Requirements for deduction

The Act provides that no home office deduction is allowable by
reason of business use where an employee leases a portion of his or
her home to the employer.¢? For this purpose, an individual who is
an independent contractor is treated as an employee, and the party
for whom such individual is performing services is treated as an
employer. In the case of a lease that is subject to this rule, no home
office deductions are allowed except to the extent that they would
be allowable in the absence of any business use (e.g., certain home
mortgage interest expense and real property taxes).

Limitations on deduction

In general.—The Act limits the amount of a home office deduc-
tion (other than expenses that are deductible without regard to
business use, such as certain home mortgage interest expense and
real property taxes) to the taxpayer’s gross income from the activi-
ty, reduced by all other deductible expenses attributable to the ac-
tivity but not allocable to the use of the unit itself. Thus, home
office deductions are not allowed to the extent that they create or
increase a net loss from the business activity to which they relate.

Carryover.—The Act provides a carryforward for those home
office deductions that are disallowed solely due to the income limi-
tation on the amount of an otherwise allowable home office deduc-

e3 Also, payments to an employee from his or her employer that constitute wages are not
exempted from withholding requirements and employment taxes merel,y because the employer
and employee label such payments as “rent” under a “rental” or “lease” agreement.
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tion. Deductions that meet the general requirements of section
280A but that are disallowed solely because of the income limita-
tion may be carried forward to subsequent taxable years, subject to
the continuing application of the income limitation to prevent the
use of such deductions to create or increase a net loss in any year
from the business activity.

Effective Date

The provision is effective for taxable years begmmng after De-
cember 31, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by a negligible amount.



F. Repeal of Political Contributions Tax Credit (Sec. 112 of the
Act and sec. 24 of the Code) 4

Prior Law

Individual taxpayers could claim a nonrefundable income tax
credit equal to one-half the amount of their contributions during
the year to political candidates and certain political campaign orga-
nizations (Code sec. 24). The maximum allowable credit was $50 for
an individual and $100 for a married couple filing a joint return.

Reasons for Change

The Congress concluded that, as part of the approach of the Act
to reduce tax rates through base-broadening, it was appropriate to
repeal the political contributions tax credit. The Congress also un-
derstood that data compiled by the Internal Revenue Service sug-
gest that a significant percentage of persons claiming the credit
have sufficiently high incomes to make contributions in after-tax
dollars, without the benefit of the credit. Also, the credit provided
no incentive for individuals with no income tax liability for the
year. The small credit amount allowable per return under the
dollar limitations made verification costly in relation to the tax li-
ability at issue.

Explanation of Provision
The Act repeals the credit for political contributions.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $327 million in 1988, $341 million in 1989, $354 million in 1990,
and $368 million in 1991.

64 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 112; H. Rep. 99-426, pp. 95-96; House floor
amendment, 131 Cong. Rec. H 12731 (Dec. 17, 1985); H..R. 3838, as reported by the Senate Com-
mittee on Finance on May 29, 1986, sec. 112; S. Rep. 99-313, p. 86; and H. Rep. 99-841, Vol. I
(September 18, 1986) p. 37 (Conference Report).
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TITLE II—CAPITAL COST PROVISIONS

A. Depreciation; Regular Investment Tax Credit; and Finance
Leases (Secs. 201, 202, 203, 204, 211, 212, and 213 of the Act and
secs. 38, 46, 57, 168, 178, 179, 280F, 312(k), 467, 1245, 1250, and
new sec. 49 of the Code)?

Prior Law
~ Accelerated depreciation

Overview

The Economic Recovery Tax Act of 1981 (“ERTA”) enacted the
Accelerated Cost Recovery System (“ACRS”) for tangible deprecia-
ble property placed in service after 1980. Under ACRS, the cost or
other basis of eligible property (without reduction for salvage
value) was recovered using an accelerated method of depreciation
over a predetermined recovery period. Before ACRS was enacted,
an asset’s cost (less salvage value) was recovered over its estimated
useful life. The pre-ACRS rules remain in effect for property placed
in service by a taxpayer before 1981, and for property not eligible
for ACRS.

Under ACRS, the allowable recovery. deduction in each taxable
year was determined by applying a statutory percentage to the
property’s original cost (adjusted, as described below, for invest-
ment tax credit allowed).

Personal property

The statutory percentages for personal property were based on
the 150-percent declining balance method for the early recovery
years, switching to the straight-line method at a time to maximize
the recovery allowance. Alternatively, taxpayers could elect to use
the straight-line method over the applicable ACRS recovery period
(or over a longer recovery period) with respect to one or more class-
es of ACRS property placed in service during a taxable year (sec.
168(b)3)(A)). Under a “half-year” convention, the statutory tables
and straight-line alternatives provided a half-year recovery allow-
ance for the first recovery year, whether the property was placed
in service early or late in the year. No recovery allowance was al-
lowed in the taxable year in which a taxpayer disposed of an asset.

The cost of eligible personal property was recovered over a three-
year, five-year, 10-year, or 15-year recovery period, depending on
the recovery class of the property.

1 For leglelatwe background of the provision, see: H.R. 3838, as re| rted b the House Com-
mltteeo aysa.nd on December 7, 19855ece201211 H.Rep. 26? 137-190; H.R.
Senate Committee on Finance on May 29, 1986 213; S. Rep 99-

313 pp 117 d H.Rep 99-841, Vol. I (September 18, 1936), pp. 3866 (Conference Report).
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The classification of personal property under ACRS generally
was based on the Asset Depreciation Range (“ADR”) system of the
law in effect before 1981. Under the ADR system, a present class
life (“midpoint’’) was provided for all assets used in the same activi-
ty, other than certain assets with common characteristics (e.g.,
automobiles). Property with an ADR midpoint life of four years or
less (such as automobiles, light general purpose trucks, certain spe-
cial tools, and over-the-road tractor units), racehorses more than
two years old when placed in service, other horses more than 12
years old when placed in service, and property used in connection
with research and experimentation were included in the three-year
class. The 10-year class included long-lived public utility property
with an ADR midpoint life from 18.5 to 25 years, certain burners
and boilers, and railroad tank cars. Longer-lived public utility prop-
erty having an ADR midpoint life over 25 years was in the 15-year
class. Personal property not included in any other class was as-
signed to the five-year class.

Taxpayers were required to reduce the basis of assets by 50 per-
cent of the amount of regular or energy investment tax credits al-
lowed with respect to personal property (and the reduced basis was
used to compute recovery deductions). With respect to the regular
investment tax credit, a taxpayer could elect a 2-percentage point
reduction in the credit in lieu of the half-basis adjustment.

Real property

The statutory percentages for real property were based on the
175-percent declining balance method (200-percent for low-income
housing described in prior law section 1250(a)}1)XBXi){iv)), switching
to the straight-line method at a time to maximize the deduction.
For the year of acquisition and disposition of real property, the re-
covery allowances were based on the number of months during
those years that the property was in service. Under a “mid-month
convention, real property (other than low-income housing) placed
in service or disposed of by a taxpayer at any time during a month
was treated as having been placed in service or disposed of in the
middle of the month. ‘ ,

For real property placed in service after May 8, 1985, the cost
was recovered over a 19-year recovery period (15 years for low-
income housing), although longer recoveelx' periods could be elected.

Generally, low-income housing included projects eligible for vari-
ous Federal, State, and local housing programs and projects where
85 percent of the tenants are eligible for, but do not necessarily re-
ceive, subsidies under Section 8 of the Housing Act of 1937.

Component cost recovery was noglfermitted under ACRS. Thus,
the same recovery period and method had to be used for a building
as a whole, including all structural components. A substantial im-
provement (generally, one that is made over a two-year period at a
cost that is at least 25 percent of a building’s unadjusted basis) was
treated as a separate building, the cost of which was separately re-
covered when the improvement was placed in service.

If the 15-percent or 20-percent investment tax credit for rehabili-
tation expenditures was allowed, the basis of real property was re-
duced by the amount of credit earned (and the reduced basis was
used to compute recovery deductions). The basis of real property
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was reduced by 50 percent of the 25-percent credit allowed for the
rehabilitation of a certified historic structure. In addition, if a
credit for rehabilitation expenditures was allowed, the straight-line
method of cost recovery had to be used with respect to the rehabili-
tation expenditures. :

Recapture

With certain limited exceptions, gain from the disposition of de-
preciable property was “recaptured”’ as ordinary income to the
extent of previously allowed ACRS deductions (sec. 1245). For resi-
dential real property that was held for more than one year, gain
was treated as ordinary income only to the extent the depreciation
deductions allowed under the prescribed accelerated method ex-
ceéded the deductions that would have been allowed under the
straight-line method (prior law sec. 1250(bX1)). In addition, recap-
ture for qualified low-income housing was phased out after such
property had been held for a prescribed number of months, at the
rate of one percentage point per month (prior law sec. 1250(aX1)B)).
For nonresidential real property held for more than one year,
there was no recapture if the taxpayer elected to recover the prop-
erty’s cost using the straight-line method over the apﬁylicable ACRS
recovery periods (prior law sec. 1245(a)X5XC)). If accelerated depre-
ciation was claimed with respect to nonresidential real property,
the full amount of the depreciation deductions previously taken (to
the extent of gain) was recaptured.

Application of different depreciation methods for certain purposes

In general, ACRS recovery allowances were reduced for property
that is (1) used predominantly outside the United States (“foreign-
use properti"’), (2) leased to a tax-exempt entity, including a foreign
person—unless more than 50 percent of the gross income derived
from the property was subject to U.S. tax—(“tax-exempt use prop-
erty”), or (3) financed with industrial development bonds the inter-
est on which is exempt from taxation.

Different depreciation methods were also used for purposes of
computing earnings and profits of a domestic corporation and ap-
plying the minimum tax provisions.

Foreign-use property

The rationale for reducing ACRS deductions for foreign-use prop-
etl;tf' is that the investment incentive is intended to encourage cap-
ital investment in the United States and should not be available to
property used predominantly outside the United States.

The. recovery A-Beriod for foreign-use personal property was equal
to the asset’s ADR midpoint life (12 years for property without a
midpoint life), and the 200-percent declining balance method could
be used. The recovery period for foreign-use real property was 35
years, and the 150-percent declining balance method could be used.
A taxpayer could elect to use the straight-line method over the ap-
plicable recovery period or certain longer periods.

Communications satellites, as defined in section 48(aX2)XB), were
excluded from the definition of foreign-use property. Other space-
craft (and interests therein) were not specifically excluded from the
definition of foreign-use property.
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“Tax-exempt use property

The policy underlying the restriction on tax-exempt use property
is to provide tax-reducing incentives only to those who are subject
to income tax, and to deny them to tax-exempt entities, including
foreign entities.

Depreciation deductions for tax-exempt use property were com-
puted using. the straightline method and disregarding salvage
value. The cost of tax-exempt use personal property was generally
recovered over the longer of the asset’'s ADR midpoint life (12 years
if the property had no ADR midpoint life)-or 125 percent of the
lease term. The recovery period for qualified technological property
subject- to these rules was five years. The recovery period for tax-
exempt use real property was the longer of 40 years or 125 percent
of the lease term. A taxpayer could elect to recover the cost of tax-
exempt use property over an optional extended recovery period.
The rules for tax-exempt use property overrode the rules relating
to foreign-use property. ,

Property financed with industrial development bonds

Except in the case of property placed in service in connection
with projects for residential rental property, the cost of property
that was financed with tax-exempt industrial development bonds
was recovered using the straight-line method over either the appli-
cab}gd ACRS recovery period or an optional extended recovery
period.

Computation of earnings and profits

If an accelerated depreciation method were used for purposes of
computing earnings and profits, the acceleration of depreciation de-
ductions would reduce a corporation’s earnings and profits, and
thereby facilitate the distribution of tax-free dividends. For this
reason, domestic corporations were required to compute earnings
and profits using the straight-line method over recovery periods
that were longer than the standard ACRS recovery periods.

The extended recovery periods used to compute earnings and
profits were: (1) five years for three-year property, (2) 12 years for
five-year property, (3) 25 years for 10-year property, (4) 35 years for
15-year public utility property, and (5) 40 years for 19-year real
property and low-income housing. o

Minimum taxes

The minimum tax provisions are designed to prevent taxpayers
with substantial economic income from avoiding tax liability by
using certain exclusions, deductions, and credits (referred to as
“items of tax preference”). In applicable cases, the excess of ACRS
deductions over depreciation deductions that would have been al-
lowed had the taxpayer used the straight-line method over a pre-
scribed recovery period were treated as items of tax preference. For
purposes of this rule, the prescribed recovery periods were: (1) five
years for three-year property, (2) eight years for five-year property,
(8) 15 years for 10-year property, (4) 22 years for 15-year public util-
ity property, (5) 15 years for low-income housing, and (6) 19 years
for real property other than low-income housing. These rules ap-
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plied to personal property subject to a lease and 19-year real prop-
erty and low-income housing (prior law sec. 57(a)(12)). Further, per-
sonal property subject to a lease was not taken into account for
corpgzg;uons other than personal holding companies (as defined in
sec

Luxury automobiles and mixed-use property

ACRS deductions were subject to fixed limitations for automo-
biles and reduced for certain property (including automobiles) used
for both personal and business purposes (prior law sec. 280F). For
luxury automobiles, depreciation deductions were limited to $3,200
for the first year in the recovery period, and $4,800 for each suc-
ceeding year. For mixed-use property used 50 percent or more for
personal purposes, capital costs—to the extent of business use—
were recovered using the straight-line method of depreciation over
the same recovery periods that were used for purposes of comput-
ing the earnings and profits of a domestic corporation. ACRS was
available for mixed-use property used more than 50 percent for
business purposes, but only with respect to the portion of the prop-
erty’s basis attributable to business use.

Mass assel vintage accounts

In general, taxpayers computed depreciation deductions, as well
as gain or loss on disposition, on an asset-by-asset basis. A taxpayer
could elect to establish mass asset vintage accounts for assets in
the same recovery class and placed in service in the same taxable
year. Under proposed Treasury regulations, the definition of mass
assets eligible for this treatment was limited to assets (1) each of
which is minor in value relative to the total value of such assets,
(2) that are numerous in quantity, (3) that are usually accounted
for only on a total dollar or quantity basis, and (4) with respect to
which separate identification is impractical (Prop. Treas. reg. sec.
1.168-2(h)2)).

Lessee-leasehold improvements

In general, if a lessee made improvements to property, the lessee
was entitled to recover the cost of the improvement over the short-
er of the ACRS recovery period applicable to the property or the
portion of the term of the lease remaining on the date the property
was acquired. If the remaining lease term was shorter than the re-
covery period, the cost was amortized over the remaining term of
the lease. For purposes of these rules, under prior law section 178,
if the remaining term of a lease was less than 60 percent of the
improvement’s ACRS recovery period, the term of a lease was
treated as including any period for which the lease could be re-
newed pursuant to an option exercisable by the lessee, unless the
lessee established that it was more probable that the lease would
not be renewed. In any case, a renewal period had to be taken into
account if there was a reasonable certainty the lease would be re-
newed. Section 178 also provided rules relating to the amortization
of lease acquisition costs.



94
Public utility property

In general

In general, a regulatory commission allows a public utility to
charge customers rates that are sufficient to recover the utility’s
cost of service. A public utility’s cost of service includes its annual
operating expense and the capital expense allocable to a year. The
capital expense that can be passed through to customers consists of
an annual depreciation charge for equipment and also a rate of
return on the capital invested in the equipment and other property
(which capital is referred to as the “rate base”).

ACRS distinguished between long-lived public utility equipment
and other equipment. Further, as described below, public utilities
were required to use a “normalization” method of accounting for
ACRS deductions.

Definition of public utility property.—In general, public utility
property was defined as property used predominantly in the trade
or business of furnishing or selling:

(1) electrical energy, water, or sewage disposal services,

(2) gas or steam through a local distribution system,

(3) telephone services,

(4) other communication services if furnished or sold by the Com-
munications Satellite Corporation for purposes authorized by the
Communications Satellite Act of 1962 (47 U.C.C. sec. 701), or

(5) transportation of gas or steam by pipeline,

%)f;xfhe rates are established or approved by certain regulatory
ies.

Normalization accounting

'~ A public utility could use ACRS only if a “normalization”
.method of accounting was used for purposes of establishing the
utility’s cost of service and reflecting operating results in its regu-
lated books of account. Normalization required that (1) a utility’s
tax expense for ratemaking purposes be computed as if the depre-
ciation deduction were computed in the same manner as the rate-
making allowance for depreciation (which is generally based on the
straight-line method over relatively long useful lives), (2) the de-
ferred taxes (i.e., the difference between the actual tax expense
computed using ACRS and that computed for ratemaking purposes)
be reflected in a reserve (and thus be available for capital invest-
ment), and (8) the regulatory commission not exclude from the rate
base an amount that is greater than the amount of the reserve for
the period used in determining the tax expense as part of the util-
ity’s cost of service (see Treas. reg. sec. 1.167(1)-1, which interprets a
similar provision of pre-ACRS law).

Normalization prevented the immediate lowering of rates
charged to customers as a result of the cost savings from ACRS.
Rather, current tax reductions were flowed through to customers
over the period of tax deferral.

Expensing of up to $5,000 of personal property

A taxpayer (other than a trust or estate) could elect to deduct
the cost of up to $5,000 of qualifying personal property in the year
the property was placed in service, in lieu of recovering the cost
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under ACRS (prior law sec. 179). In general, qualifying property
had to be acquired by purchase for use in a trade or business, and
eligible for the investment tax credit (although no investment
credit was allowed for the portion of the cost expensed under this
rule). The $5,000 limit was scheduled to increase to $7,500 for tax-
able years beginning in 1988 and 1989, and to $10,000 for years be-
ginning after 1989,

If expensed property was converted to nonbusiness use within
two years of the time the property was placed in service, the differ-
ence between the amount expensed and the ACRS deductions that
would have been allowed for the period of business use was recap-
tured as ordinary income.

Anti-churning rules

Under rules enacted as part of ACRS, taxpayers were prevented
from bringing property placed in service before January 1, 1981
under ACRS by certain post effective date transactions (referred to
as “churning transactions”). In general, churning transactions in-
clude those in which either the owner or user of property before
January 1, 1981 (or a related party) is the owner or user immedi-
ately after the transaction. Taxpayers subject to the anti-churning
rules compute depreciation under the law in effect before 1981.

Regular investment tax credit

General rule

A credit against income tax liability was allowed for up to 10
percent of a taxpayer’s investment in certain tangible depreciable
property (generally, not including buildings or their structural
components) (secs. 38 and 46). The amount of the regular invest-
ment credit was based on the ACRS recovery class to which the
property was assigned. The 10-percent credit was allowed for eligi-
ble property in the five-year, 10-year, or 15-year public utility prop-
erty class. Three-year ACRS property was eligible for a six-percent
regular credit (even if the taxpayer elected to use a longer recovery
period). The maximum amount of a taxpayer’s investment in used

roperty that was eligible for the regular investment credit was
§125,00 per year; the limitation on used property was scheduled to
increase to $150,000 for taxable years beginning after 1987.

Generally, the investment credit was claimed for the taxable
year in which qualifying property was placed in service. In cases
where property was constructed over a period of two or more years,
an election was provided under which the credit could be claimed
on the basis of qualified progress expenditures (“QPEs”) made
during the period of construction before the property was complet-
ed and placed in service. Investment credits claimed on QPEs were
subject to recapture if the property failed to qualify for the invest-
ment credit when placed in service.

The amount of income tax liability that could be reduced by in-
vestment tax credits in any year was limited to $25,000 plus 85 per-
cent of the liability in excess of $25,000 (sec. 38(c)). Unused credits
for a taxable year could be carried back to each of the three pre-
ceding taxable years and then carried forward to each of the 15 fol-
lowing taxable years (sec. 39).
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Public .utility property

Public utility property was eligible for the regular investment
credit only if the tax benefits of the credit were normalized in set-
ting rates charged by the utility to customers and in reflecting op-
erating results in regulated books of account (sec. 46(f). The invest-
ment credit was denied for public utility property if the regulatory
commission’s treatment of the credit resulted in benefits being
flowed through to customers more rapidly than under either (1) the
ratable flow-through method or (2) the rate base reduction method.

Under the ratable flow-through method (sec. 46(f)2)), utilities
passed through to customers a pro rata portion of the credit during
each year of the useful life of the asset. The regulatory commission
could not require that the utility reduce its rate base by the
amount of the credit. Therefore, even though the credit itself was
flowed through to customers over the life of the asset, the utility’s
shareholders were allowed to earn a return on that amount of the
cost of the equipment which had, in effect, been supplied by the
Federal government through the regular investment credit.

Under the rate base reduction method (sec. 46(fX1)), the utility’s
rate base was reduced by the amount of the credit, so the share-
holders were prevented from earning a return on that part of the
cost of the equipment which was paid for by the credit. Under this
method, the regulatory commission could not require that the utili-
ty flow through to customers any part of the credit itself, or allow
the utility to charge customers for the depreciation expense on the
entire cost of the equipment, including the part paid for by the in-
vestment credit.

Finance leases

Overview

The law contains rules to determine who owns an item of proper-
ty for tax purposes when the property is subject to an agreement
that the parties characterize as a lease. Such rules are important
because the owner of the property is entitled to claim tax benefits
including cost recovery deductions and investment tax credits with
respect to the property. These rules attempt to distinguish between
true leases, in which the lessor owns the property for tax purposes,
and conditional sales or financing arrangements, in which the user
of the property owns the property for tax purposes. These rules
generally are not written in the Internal Revenue Code. Instead
they evolved over the years through a series of court cases and rev-
enue rulings and revenue procedures issued by the Internal Reve-
nue Service. Essentially, the law is that the economic substance of
a transaction, not its form, determines who is the owner of proper-
ty for tax purposes. Thus, if a transaction is, in substance, simply a
financing arrangement, it is treated that way for tax purposes, re-
gardless of how the parties choose to characterize it. Under these
rules, lease transactions cannot be used solely for the purpose of
transferring tax benefits; they have to have nontax economic sub-
stance.



97

Finance lease provisions

The Tax Equity and Fiscal Responsibility Act of 1982 provided
rules (finance lease rules) that liberalized the leasing rules with re-
spect to certain property. Under the finance leasing rules, the fact
that (1ythe lessee had an option to purchase the property at a fixed
price of 10 percent or more of its original cost to the lessor, or (2)
the property could be used only by the lessee (referred to as “limit-
ed use property”’), could not be taken into-account in determining
whether the agreement was a lease.

A qualified agreement under the finance lease rules had to be a
lease determined without taking into account the fact that it con-
tained a 10-percent fixed price purchase option or that the property
was limited use property. Thus, the transaction had to have eco-
nomic substance independent of tax benefits. The lessor had to rea-
sonably expect to derive a profit independent of tax benefits. In ad-
dition, the transaction, without taking into account the fact the
agreement contains a fixed price purchase option or that the prop-
erty is limited use property, could not otherwise be considered a fi-
nancing arrangement or conditional sale.

The finance lease rules were to have been generally effective for
agreements entered into after December 31, 1983, with three tem-
porary restrictions intended to limit the tax benefits of finance
leasing in 1984 and 1985. First, no more than 40 percent of proper-
ty placed in service by a lessee during any calendar year beginning
before 1986 was to qualify for finance lease treatment. Second, a
lessor could not have used finance lease rules to reduce its tax li-
ability for any taxable year by more than 50 percent. This 50-per-
cent lessor cap was to apply to property placed in service on or
before September 30, 1985. Third, the investment tax credit for
property subject to a finance lease and placed in service on or
before September 30, 1985, was only allowable ratably over 5 years,
rather than entirely in the year the property was placed in service.

Notwithstanding these general rules, finance leasing was to be
available for up to $150,000 per calendar year of a lessee’s farm
property for agreements entered into after July 1, 1982, and before
1984. Furthermore, the 40-percent lessee cap, 50-percent lessor cap,
and 5-year spread of the investment credit did not apply to this
amount of farm property. ,

The Tax Reform Act of 1984, however, postponed the effective
date of the finance lease rules to generally apply to agreements en-
tered into after December 31, 1987, and extended the three restric-
tions. Thus, the 40-percent lessee cap was extended to property
placed in service by a lessee during any calendar year beginning
before 1990; the 50-percent lessor cap was extended through Sep-
tember 30, 1989; and the 5-year spread of the investment credit for
property subject to a finance lease was extended to property placed
1in service on or before September 30, 1989.

The Tax Reform Act of 1984 provided transitional rules which
exempted property from the 4-year postponement if, before March
7, 1984, (1) a binding contract to acquire or construct the property
was entered into by or for the lessee, (2) the property was acquired
by the lessee, or (3) construction of the property was begun by or
for the lessee. In addition, the Act exempted from the 4-year post-
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ponement property that is placed in service before 1988 and is (1) a
qualified lessee’s automotive manufacturing property (limited to an
aggregate of $150 million of cost basis per lessee) or (2) property
that was part of a coal-fired cogeneration facility for which certifi-
cation and construction permit applications were filed on specified
dates. The special rules relating to the availability of finance leas-
ing for up to $150,000 per calendar year of a lessee’s farm property
were extended to cover agreements entered into before 1988,

Reasons for Change

ACRS provides a small number of depreciation classes and rela-
tively short recovery periods. The Congress chose to maintain this
structure, while adopting improvements. For example, the Con-
gress believed ACRS could be made more neutral by increasing the
recovery period for certain long-lived equipment, and by extending
the recovery period of real property. Another modification ap-
proved by the Congress provides equal recovery periods for the
long-lived assets of regulated and nonregulated utilities. Under
prior law, nonregulated utilities received more favorable deprecia-
tion treatment, which may have resulted in an unfair competitive
advantage where they provided essentially the same services as
regulated utilities.

The Congress concluded that some further acceleration in the
rate of recovery of depreciation deductions should be provided to
compensate partly for the repeal of the investment tax credit. The
Act increases the rate of acceleration from 150-percent declining
balance to 200-percent declining balance for property in the 3-year,
5-year, T-year, and 10-year classes. Together with the large tax rate
reductions, investment incentives will remain high and the na-
tion’s savings can be utilized more efficiently. An efficient capital
cost recoveri system is essential to maintaining U.S. economic
growth. As the world economies become increasingly competitive, it
is most important that investment in our capital stock be deter-
mined by market forces rather than by tax considerations.

Under prior law, the tax benefits of the combination of the in-
vestment tax credit and accelerated depreciation were more gener-
ous for some equipment than if the full cost of the investment were
deducted immediately—a result more generous than exempting all
earnings on the investment from taxation. At the same time, assets
not qualifying for the investment credit and accelerated deprecia-
tion bore much higher effective tax rates. The output attainable
from our capital resources was reduced because too much invest-
ment occurred in tax-favored sectors and too little investment oc-
curred in sectors that were more productive but which were tax-
disadvantaged. The nation’s output can be increased simply by a
reallocation of investment, without requiring additional saving.

The Congress concluded that the surest way of encouraging the
efficient allocation of all resources and the greatest possible eco-
nomic growth was by reducing statutory tax rates. A large reduc-
tion in the top corporate tax rate was achieved by repealing the in-
vestment tax credit without reducing the corporate tax revenues
collected. One distorting tax provision was replaced by lower tax
rates that provide benefits to all investment. A neutral tax system
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allows the economy to most quickly adapt to changing economic
needs.

Explanation of Provisions
1. Depreciation

Overview

The Act modifies ACRS for property placed in service after De-
cember 31, 1986, except for property covered by transition rules.
The cost of property placed in service after July 31, 1986, and
before January 1, 1987, which is not transition-rule property, may,
at the election of the taxpayer on an asset-by-asset basis, be cov-
ered under the modified rules.

The Act provides more accelerated depreciation for the revised
three-year, five-year and 10-year classes, reclassifies certain assets
according to their present class life (or “ADR midpoints’), and cre-
ates a seven-year class, a 20-year class, a 27.5-year class, and a 31.5-
year class. The Act prescribes depreciation methods for each ACRS
class (in lieu of providing statutory tables). Eligible personal prop-
erty and certain real property are assigned among the three-year
class, five-year class, seven-year class, 10-year class, 15-year class,
or 20-year class.

The depreciation method applicable to property included in the
three-year, five-year, seven-year, and 10-year classes is the double
declining balance method, switching to the straight-line method at
a time to maximize the depreciation allowance. For property in the
15-year and 20-year class, the applicable depreciation method is the
150-percent declining balance method, switching to the straight-
line method at a time to maximize the depreciation allowance. The
cost of section 1250 real property generally is recovered over 27.5
years for residential rental property and 31.5 years for nonresiden-
tial property, using the straight-line method.

Under the Act, if a lessee makes improvements to leased proper-
ty, the cost of the leasehold improvement is recovered under the
same rules that apply to an owner of property.

General rules

The Act reclassifies certain assets based on midpoint lives under
the ADR system, as in effect on January 1, 1986 (Rev. Proc. 83-35,
1983-1 C.B. 745). Certain ADR classifications are made on the basis
of regulated accounts (e.g., ADR class 49.14, regarding electric utili-
ty transmission and distribution plants). Under the Act, if an asset
is described in a particular ADR class, it is assigned to an ACRS
class without regard to whether the taxpayer who owns the asset is
subject to regulation (e.g., for property described in ADR class
49.14, without regard to whether the taxpayer is a public utility or
an unregulated company). As under prior law, the salvage value of .
property is treated as zero; thus, the entire cost or other basis of
eligible property is recovered under the Act.

Eligible property

Property eligible for modified ACRS generally includes tangible
depreciable property (both real and personal), whether new or
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used, placed in service after December 31, 1986. Eligible property
does not include (1) property that the taxpayer properly elects to
depreciate under the unit-of-production method or any other
method not expressed in terms of years (other than the “retire-
ment replacement betterment” method or similar method), (2) any
property used by a public utility (within the meaning of section
167(1)(3XA)) if the taxpayer does not use a normalization method of
accounting, (3) any motion picture film or video tape, (4) any sound
recording described in section 28(0(cX2), or (5) any property subject
to ACRS as in effect before enactment of the Act or pre-ACRS de-
preciation rules (by application of an effective date or transitional
rule or the anti-churning rule). As under present law, intangible
property may be amortizable under section 167.

The legislative history clarifies that under present law cargo con-
tainers have an ADR midpoint of six years and this present class
life shall be used in applying the provisions of the Act.2

As under prior law, property that the taxpayer properly elects to
depreciate under the unit-of-production method or any other
method not expressed in terms of years (other than the retirement-
replacement-betterment method or similar method), will be so de-
preciated. For example, ‘depreciation is allowable with respect to
landfills on a unit basis (without regard to whether the space for.
dumping waste was excavated by the taxpayer), to the extent cap-
ital costs are properly allocable to the space to be filled with waste
rather than to the underlying land.

Normalization requirements for public utility property

The Act continues the rule that public utility property is eligible
for ACRS only if the tax benefits of ACRS are normalized in set-
ting rates charged by utilities to customers and in reflecting oper-
ating results in regulated books of account. In addition to requiring
the normalization of ACRS deductions, the Act provides for the
normalization of excess deferred tax reserves resulting from the re-
duction of corporate income tax rates (with respect to prior depre-
ciation or recovery allowances taken on assets placed in service
before 1987).

If an excess deferred tax reserve is reduced more rapidly or to a
greater extent than such reserve would be reduced under the aver-
age rate assumption method, the taxpayer will not be treated as
using a normalization method of accounting with respect to any of
its assets. Thus, if the excess deferred tax reserve is not normal-
ized, the taxpayer must compute its depreciation allowances using
the depreciation method, useful life determination, averaging con-
vention, and salvage value limitation used for purposes of setting
rates and reflecting operating results in regulated books of account.

The excess deferred tax reserve is the reserve for deferred taxes
computed under prior law over what the reserve for deferred taxes
would be if the tax rate in effect under the Act had been in effect
for all prior periods. The average rate assumption method is the
method which reduces the excess deferred tax reserve over the re-
maining regulatory lives of the property that gave rise to the re-

2 H. Rep. 99-841, Vol. II (September 18, 1986), p. 40.
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serve for deferred taxes. Under this method, the excess deferred
tax reserve is reduced as the timing differences (i.e., differences be-
tween tax depreciation and regulatory depreciation with respect to
each asset or group of assets in the case of vintage accounts) re-
verse over the life of the asset. The reversal of timing differences
generally occurs when the amount of the tax depreciation taken
with respect to an asset is less than the amount of the regulatory
depreciation taken with respect to the asset. The excess deferred
tax reserve is multiplied by a formula that is designed to insure
that the excess is reduced to zero at the end of the regulatory life
of the asset that generated the reserve.

The Congress did not intend that the provisions apply retroac-
tively to any excess deferred tax reserve generated from previous
reductions in corporate tax rates; such excess deferred tax reserves
will continue to be treated under prior law.

Classification of assets and recovery periods

For purposes of assigning assets to ACRS classes (and applying
the alternative depreciation system, described below), the Act pre-
scribes ADR midpoint lives for the following assets: (1) Semiconduc-
tor manufacturing equipment (described in ADR class 36.0), 5
years; (2) computer-based telephone central office switching equip-
ment and related equipment (described in ADR class 48.12) the
functions of which are those of a computer or peripheral equip-
ment (as defined in section 168(iX2XB)) in their capacity as tele-
phone central office equipment, 9.5 years; (3) Railroad track, 10
years; (4) Single-purpose agricultural and horticultural structures
within the meaning of sec. 48(p) (described in ADR class 01.3), 15
years; (5) Telephone distribution plant (e.g., telephone fiber optic
cable) (described in ADR class 48.14) and comparable equipment, 24
years (comparable equipment means equipment used by non-tele-
phone companies for two-way exchange of voice and data communi-
cations (equivalent of telephone communications)}—comparable
equipment does not include cable television equipment used pri-
marily for one-way communication); (6) Municipal waste-water
treatment plant, 24 years; and (7) Municipal sewers, 50 years.

Personal property

Three-year class.—The Act retains the three-year class for prop-
erty with an ADR midpoint of four years or less, but excludes auto-
mobiles, light general purpose trucks, and property used in connec-
tion with research and experimentation. Property used in connec-
tion with research and experimentation is included in the five-year
class described below.

Five-year class.—The Act modifies the five-year class to include
property with ADR midpoint lives of more than four but less than
ten years, and adding automobiles, light trucks, qualified techno-
logical equipment, computer-baseed telephone central office switch-
ing equipment, research and experimentation property, and ileo-
thermal, ocean thermal, solar, and wind energy properties, and bio-
mass properties described in section 48(]) that are used in connec-
tion with qualifying small power production facilities. .

Telephone central office switching equipment and related equip-
ment (described in ADR class 48.12) is computer-based only if its
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functions are those of a computer or peripheral equipment (as de-
fined in section 168(i)(2)B)) in its capacity as telephone central
office switching equipment. The identical qualities of this comput-
er-based equipment and computers are the basis for placing the
computer-based equipment in the five-year class along with com-
puters (rather than excluding such property because of its 18-year
ADR midpoint life). Telephone central office switching equipment
does not include private branch exchange (PBX) equipment.

Seven-year class.—The Act creates a new class for assets with
ADR midpoints of at least 10 years but less than 16 years, and
adding single-purpose agricultural or horticultural structures and
property with no ADR midpoint that is not classified elsewhere.

Ten-year class.—The Act modifies the ten-year class to include
only property with ADR midpoints of at least 16 years but less
than 20 years.

15-year class.—Under the Act, the 15-year class includes property
with ADR midpoints of at least 20 years and less than 25 years,
and adding municipal wastewater treatment plants, and telephone
distribution plant and comparable equipment used for the two-way
exchange of voice and data communications. '

20-year class.—The Act creates a 20-year class for property with
ADR midpoints of 25 years and more, other than section 1250 real
property with an ADR midpoint of 27.5 years and more, and adding
municipal sewers.

Depreciation methods.—The cost of property in the three-year,
five-year, seven-year, or ten-year class is recovered using the 200-
percent declining balance method, switching to the straight-line
method at a time to maximize the deduction.

The cost of property included in the 15-year or 20-year class is
recovered using the 150-percent declining balance method, switch-
ing to the straight-line method at a time to maximize the deduc-
tion. )

Real property

The Act provides different recovery periods for residential rental
property and nonresidential real property.

Residential rental property.—Residential rental property is de-
fined as a buildl;:f or structure (including manufactured homes
that are residential rental property, elevators, and escalators) with
respect to which 80 dpercent or more of the gross rental income is
rental income from dwelling units. The term “dwelling unit” is de-
fined as a house or apartment used to provide living accommoda-
tions, but does not include a unit in a hotel, motel, inn, or other
establishment more than one-half of the units in which are used on
a transient basis. If-any portion of a building or structure is occu-
pied by the taxpayer, the gross rental income from such property
shall include the rental value of the portion so occupied. -

The cost of residential rental property is recovered using the
straight-line method of depreciation, and a recovery period of 27.5
years.

.Nonresidential real property.—Nonresidential real property is de-
fined as section 1250 class property that either has no ADR mid-
point or has an ADR midpoint of 27.5 years or more, and that is
not residential rental property (including elevators and escalators).
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The cost of nonresidential real property is recovered using the
straight-line method of depreciation and a recovery period of 31.5
years.

Optional depreciation method

The Act repeals the provision that permitted taxpayers to elect
use of the straight-line method over an optional recovery period.
The election to use the straight-line method over the applicable
ACRS recovery period is retained. Further, a taxpayer is permitted
to elect use of an alternative depreciation system based on ADR
fx‘nid}:‘(élﬁts,"ts3(described below) for property that is otherwise eligible
or .

Changes in classification :

The Secretary, through an office established in the Treasury De-
partment is authorized to monitor and analyze actual experience
with all tangible depreciable assets, to prescribe a new class life for
any property or class of property (other than real property) when
appropriate, and to prescribe a class life for any propert tgat does
not have a class life. If the Secretary prescribes a new class life for
property, such life will be used in determining the classification of
the property. The prescription of a new class life for property will
not change the ACRS. class structure, but will affect the ACRS
class in which the property falls. Any classification or reclassifica-
tion would be prospective.

Any class life prescribed under the Secretary’s authority must
reflect the anticipated useful life, and the anticipated decline in
value over time, of an asset to the industry or -other group. Useful
life means the economic life span of property over all users com-
bined ahd not, as under prior law, the typical period over which a
taxpayer holds the property. Evidence indicative of the useful life
of property, which the gecretary is expected to take into account in
prescribing a class life, includes the depreciation practices followed
by taxpayers for book purposes with respect to the property, and
useful lives experienced by taxpayers, according to their reports. It
further includes independent evidence of minimal useful life—the
terms for which new property is leased, used under a service con-
tract, or financed—and independent evidence of the decline in
value of an asset over time, such as is afforded by resale price data.
If resale price data is used to prescribe class lives, such resale price
data should be adjusted downward to remove the effects of histori-
cal inflation. This adjustment provides a larger measure of depre-
ciation than in the absence of such an adjustment. Class lives using
this data would be determined such that the present value of
straight-line depreciation deductions over the class life, discounted
at an appropriate real rate of interest, is equal to the present value
of what the estimated decline in value of the asset would be in the
absence of inflation.

Initial studies are expected to concentrate on property that now
has no ADR midpoint. Additionally, clothing held for rental and

3 In addition, the Congress intended taxpayers to have an election to use the 150-percent de-
clining balance method, switching to the straight-line method, over ADR midpoints, permitted
for purposes of the minimum tax.
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scientific instruments (especially those used in connection with a
computer) should be studied to determine whether a change in
class life is a];;propriate.

Certain other assets specifically assigned a recovery period (in-
cluding horses in the three-year class, qualified technological equip-
ment, computer-based central office switching equipment, research
and experimentation property, certain renewable energy and bio-
mass properties, semiconductor manufacturing equipment, railroad
track, single-purpose agricultural or horticultural structures, tele-
phone distribution plant and comparable equipment, municipal
wastewater treatment plants, and municipal sewers) may not be as-
signed a longer class life by the Treasury Department if placed in
- service before January 1, 1992. Additionally, automobiles and light

trucks may not be reclassified by the Treasury Department during
this ﬁve-gear period. Such propertg' placed in service after Decem-
ber 31, 1991, and before July 1, 1992, may be prescribed a different
class life if the Secretary has notified the Committee on Ways and
Means of the House of Representatives and the Committee on Fi-
nance of the Senate of the proposed change at least 6 months
before the date on which such change is to take effect.

Averaging conventions ‘

The following avera%'.ng conventions apply to depreciation com-
putations made under both ACRS (as modified b t]ge Act) and the
new alternative depreciation system (described {elow). The recov-
ery period begins on the date property is placed in service under
the applicable convention.

Half-year convention

In general, a half-year convention applies under which all prop-
erty placed in service or disposed of diiring a taxable year is treat-
ed as placed in service or disposed of at the midpoint of such year.
As a result, a half-year of depreciation is allowed for the first year
property is placed in service, regardless of when the property is
placed in service during the year, and a half-year of depreciation is
allowed for the year in which property is disposed of or is other-
wise retired from service. No depreciation is allowed in the case of
property acquired and disposed of in the same year. In the case of a
taxable year less than 12 months, property is treated as being in
service for half the number of months in such taxable year.

To illustrate the application of the half-year convention, assume
that a taxpayer places in service a $100 asset that is assigned to
the five-year class. ACRS deductions, beginning with the first tax-
able year and ending with the sixth year, are $20, $32, $19.20,
$11.52, $11.52, and $5.76. If the asset were disposed of in year two,
the ACRS deduction for that year would be §16.

Mid-month convention

In the case of both residential rental property and nonresidential
real property, a mid-month convention applies. Under the mid-
month convention, the depreciation allowance for the first year
property is placed in service is based on the number of months the
property was in service, and property placed in service at any time
during a month is treated as having been placed in service in the
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middle of the month. Further, property disposed of by a taxpayer
at any time during a month is treated as having been disposed of
in the middle of the month.

Special rule where substantial property placed in service
* during last three months of year

A mid-quartér convention is applied to all property if more than
40 percent of all depreciable property placed in service by a taxpay-
er during a taxable year is placed in service during the last three
months of the taxable year. The mid-quarter .convention treats all
property placed in service during any quarter of a taxable year as
placed in service on the midpoint of such quarter.

Where property is placed in service by a partnership, the 40-per-
cent test generally will be applied at the partnership level, except
in the case of partnerships that are formed or availed of to avoid
the mid-quarter convention.

Where the taxpayer is a member of an affiliated group (within
the meaning of sec. 1504),% all such members aré treated as one
taxpayer for purposes of the 40-percent determination. The re-
quired determination is made by reference to the parent corpora-
tion’s taxable year. Further, it was intended that transfers of prop-
erty between members of the same affiliated group filing a consoli-
dated return be disregarded for purposes of the 40-percent determi-
nation.

For example, using the mid-quarter convention, a $100 asset in
the five-year class e11g1ble for the 200-percent declining balance
method that is placed in service during the first quarter of a tax-
able year would receive deductions beginning in taxable year 1 and
g111d318ng in taxable year 6 of $35, $26, $15.60, $11.01, $11 01, and

For taxable years straddling January 1, 1987, in whlch property
is placed in service subject both to pnor-law ACRS and to the Act,
the 40-percent determination is made with respect to all such prop-
erty. The mid-quarter convention, however, applies only to proper-
ty subject to the Act.

Alternative depreciation system

In general

In general, an alternative depreciation system is provided for
property that (1) is used predominantly outside the United States
(“foreign-use” property), (2) is leased to or otherwise used by a tax-
exempt entity, including a foreign person unless more than 50 per-
cent of the gross income derived from the property by such person
is subject to U.S. tax (“tax-exempt use” property), (3) is financed di-
rectly or indirectly by an obligation the interest on which is
exempt from taxation under section 103(a), to the extent of such fi-
nancing (“tax-exempt bond financed” property), (4) is imported
from a foreign country with respect to which an Executive Order is
in effect because the country maintains trade restrictions or en-
gages in other discriminatory acts, or (5) with respect to which an

4 The Congress intended the determination (of whether a corporation is a member of an affili-
ated group) to be made by reference to section 1504(b) (which excludes certain corporations).
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election to decelerate depreciation deductions is made. In these
cases, depreciation allowances are computed under the alternative
depreciation system, which provides for straight-line recovery
(without regard to salvage value) and use of the applicable averag-
ing conventions described above. ,

The recovery period under the alternative system generally is
equal to the property’'s ADR midpoint life (12 years for personal
property with no ADR midpoint life, and 40 years for real proper-
ty—including real property that is section 1245 proxeDrty with no
-ADR midpoint). In the case of property for which an ADR midpoint
is prescribed by the Act, the prescribed midpoint is used as the re-
covery period under the alternative depreciation system. In addi-
tion, qualified technological equipment (as defined under the rules
for tax-exempt use property), automobiles, and light purpose trucks
are treated as having a recovery period of five years. ‘

The alternative depreciation system is used for purposes of com-
puting the earnings and profits of a corporation, as well as for pur-
poses of computing the portion of depreciation allowances treated
as an item of tax preference under the alternative minimum tax
applicable to corporations and individuals. The Act also modifies
the treatment of depreciation deductions for luxury automobiles
and mixed-use property.

Foreign-use property

As under prior law, foreign-use property generally is defined as
property that is used outside the United States more than half of a
taxable year. In addition to retaining the exceptions to this general
rule that were applicable under prior law, the Act provides a new
exception for any satellite or other space craft (or any interest
therein) held by a U.S. person if such property is launched from
within the United States.

Tax-exempt use property

The Act retains the rules for tax-exempt use property, including
the rules that (1) increase the recovery period used for purposes of
computing d(le})reciation to a period not less than 125 percent of the
lease term, if this period would be longer than the depreciation
period otherwise applicable to the property, and (2) treat qualified
technological equipment with a lease term that exceeds five years
.as having a recovery period of five years.

For purposes of ?t’atermining whether property is tax-exempt use
property, in the case of a corporation the stock of which is publicly
traded on an established securities market, the test of whether 50
percent or more (in value) of the stock of such corporation is held
bﬁr tax-exempt entities is made by reference to tax-exempt entities
that hold 5 percent or more (in value) of the stock in such corpora-
tion.

Tax-exempt bond financed property :

The Act modifies the definition of tax-exempt bond financed
property to include any property to the extent financed “directly or
indirectly” by an obligation the interest on which is exempt from

tax under section 103(a). Only the portion of the cost of property
that is attributable to tax-exempt financing is recovered using this
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method. If only a part of a facility is financed with tax-exempt
bonds, the tax-exempt bond financed portion will be allocated to
the portlon of the property that is first placed in service. An excep-
tion is provided to recover the cost of low-income housing ﬁna.nced
with tax-exempt bonds over 27.5 years.

Minimum tax

For purposes of the depreciation preference under the minimum
tax, the cost of property other than section 1250 real property
(unless it is real property with an ADR midpoint of less than 27.5
years) is recovered using the 150-percent declining balance method,
switching to the stra.lght-hne method. The cost of section 1250 real
property and other property for which the straight-line method is
either required or elected to be used for regular tax purposes is re-
covered using the straight-line method for minimum tax purposes.

Luxury automobiles and mixed-used property

The Act conforms the fixed limitations applicable to automobiles
80 that the price range of affected cars is unchanged. The new limi-
tations are: $2 560 for the first recovery year, $4, 100 for the second
recovery year; $2,450 for the third recovery year; and $1,475 for
each succeeding taxable year in the recovery period. In addition,
the Act clarifies that the fixed limitations apply to all deductions
claimed for depreciation of automobiles, not just ACRS deductions.

For mixed-use property that is used 50 percent or more for per-
sonal purposes, depreciation deductions are computed under the al-
ternative depreciation system.

Certain imported property

The Act authorizes the President to provide by Executive Order
for the application of the alternative depreciation system to certain
property that is imported from a country maintaining trade restric-
tions or engaging in discriminatory acts. For purposes of this provi-
sion, the term imported property means any property that is com-
pleted outside the United gtestes or less than 50 percent of the
basis of which is attributable to value added within the United
States. In applg;ng this test, the term “United States” is treated as
including the mmonwealth of Puerto Rico and the possessions of
the United States.

The Act authorizes reduced depreciation for property that is im-
ported from a foreign country that (1) maintains non-tariff trade
restrictions that substantially burden U.S. commerce in a manner
inconsistent with provisions of trade agreements, including vari-
able import fees, or (2) engages in discriminatory or other acts or
policies unjustifiably restricting U.S. commerce (including toler-
ance of international cartels). If the President determines that a
country is engaging in the proscribed actions noted above, he or
she may provide for the application of alternative depreciation to
any article or class of articles manufactured or produced in such
foolr"glgn country for such period as may be provided by Executive

er

In general, the terms of the provision relating to certain import-
ed property are substantially identical to those of section 48(aX7)
relating to the investment tax credit.
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Election to use alternative depreciation system

A taxpayer may irrevocably elect to apply the alternative system
to any class of property for any taxable year. If the election is
made, the alternative system applies to all property in the ACRS
class placed in service during the taxable year. For residential
rental property and nonresidential real property, this election may
be made on a property-by-property basis. The election to use the al-
ternative system is in addition to the irrevocable election to recov-
er costs using the straight-line method over the ACRS recovery
period (described above).

General asset accounts

The Act continues the Secretary’s regulatory authonty to permit
a taxpayer to maintain one or more mass asset accounts for any
property in the same ACRS class and placed in service in the same
year. As under prior law, unless otherwise provided in regulations,
the full amount of the proceeds realized on disposition of property
from a mass asset account are to be treated as ordinary income
(without reduction for the basis of the asset). As a corollary, no re-
duction is to be made in the depreciable basis remaining in the ac-
count. The limitations on the ability to establish mass asset ac-
counts under prior law, as proposed in Treasury regulations, result-
ed, in part, from a concern about the mechanics of recapturing in-
vestment tax credits on dispositions of property from an account.
To facilitate the application of the recapture rules without requir-
ing that individual assets be identified, the proposed regulations
provide mortality dispersion tables that cannot be applied easily to
diverse assets. In view of the repeal of the investment tax credit,
the primary reason for restricting a taxpayer’s ability to establish
vintage accounts is set aside. Accordingly, the Act contemplates
that the definition of assets eligible for inclusion in mass asset ac-
counts will be expanded to include diverse assets.

Lessee leasehold improvements

'The cost of leasehold improvements made by a lessee is to be re-
covered under the rules applicable to other taxpayers, without
regard to the lease term. On termination of the lease, the lessee
who does not retain the improvements is to compute gain or loss by
reference to the adjusted basis of the unprovement at that time.

In light of the treatment of a lessee’s capital costs, the only
future relevance of section 178 will be in determinin, the amortiza-
tion period for lease acquisition costs. Accordingly, Act makes con-
forming changes to section 178. Under revised section 178, the term
of a lease is determined by including all renewal options as well as

other pe‘li'lod for which the parties reasonably expect the lease
e renewe

Treatment of certain transferees

A special rule applies after the transfer of any prope rty in a non-
recognition transaction described in section 332, 351, 361, 371(a),
374(a), 7121, or 731 (other than the case of a termination of a part-
nership under 708(b)1XB). In any such case, the transferee is
treated as the transferor for purposes of computing the deprecia-
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tion deduction 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. Thus, the transferee of property in one of the trans-
actions described above “steps into the shoes” of the transferor to
the extent the property’s basis is not increased as the result of the
transaction.> The Congress intended the special rule to apply to
any transaction between members of the same affiliated group
during any taxable year for which a consolidated return is made by
such group. To the extent the transferee’s basis exceeds the proper-
ty’s basis in the hands of the transferor (e.g., because the transfer-
or recognized gain in the transaction), the transferee depreciates
the excess under the general ACRS rules.

Additions or improvements to property

The Act preserves the prohibition against use of the component
method of depreciation. The recovery period for any addition or im-
provement to real or personal property begins on the later of (1)
the date on which the addition or improvement is placed in service,
or (2) the date on which the property with respect to which such
addition or improvement is made is placed in service. Any ACRS
deduction for an addition or improvement to a property is to be
computed in the same manner as the deduction for the underlying
property would be if such property were placed in service at the
same time as such addition or improvement. Thus, for example, the
cost of a post-effective date improvement to a building that consti-
tutes nonresidential real property is recovered over 31.5 years
using the straight-line method (i.e., the same recovery edperiod and
method that would apply to the building if it were placed in service
after the effective date, unless a transitional rule applies to such
improvement). :

Expensing in lieu of cost recovery

The Act continues the provision under which a taxpayer (other
than a trust or estate) can elect to treat the cost of qualifying pro
erty as an expense that is not chargeable to capital account, wit!
four modifications. The costs for which the election is made are al-
lowed as a deduction for the taxable year in which the qualifying
pr?erty is placed in service.

nder the first modification, the dollar limitation on the amount
that can be expensed is $10,000 a year ($5,000 in the case of a mar-
ried individual filing a separate return).

The second modification limits the amount eligible to be ex-
pensed for any taxable year in which the aggregate cost of qualify-
ing property placed in service during such taxable year exceeds
$200,000. For every dollar of investment in excess of $200,000, the
$10,000 ceiling is reduced by $1.

The third modification limits the amount eligible to be expensed
to the taxable income derived from an active trade or business. For
purposes of this rule, taxable income from the conduct of an active
trade or business is computed without regard to the cost of the ex-
pensed property.

5 The Congress intended this rule to apply to transfers of property that was subject to section
168 as in effect before the amendments made by the Act in t]ge hanrz of the transferor.
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Costs that are disallowed as a result of the limitation based on
taxable income are carried forward to the succeeding taxable year
(and added to the amount eligible to be expensed under this provi-
sion for that year).

Under the fourth modification, if property is converted to nonbu-
siness use at any time before the end of the recovery period, the
difference between the amount expensed and the ACRS deductions
that would have been allowed for the period of business use is re-
captured as ordinary income. :

.Disposition of assets and recapture

As under prior law, if a taxpayer uses ACRS to recover the costs
of tangible property (other than residential rental property and
nonresidential real property), all gain on the disposition of such
property is recaptured as ordinary income to the extent of previ-
ously allowed depreciation deductions. For purposes of this rule,
any deduction allowed under section 179 (relating to the expensing
of up to $10,000 of the cost of qualifying property), 190 (relating to
the expensing of the costs of removing certain architectural and
transportation barriers), or 193 (relating to tertiary injectant ex-
penses) is treated as a depreciation deduction.

There is no recapture of previously allowed depreciation deduc-
tions in the case of residential rental property and nonresidential
real property. ’

2. Regular investment tax credit
The Act repeals the regular investment tax credit.

3. Finance leases
The Act repeals the finance lease rules.

Effective Dates
In general

The provisions that modify ACRS apply to all property placed in
service after December 31, 1986. The provision that repeals the reg-
ular investment tax credit is effective for property placed in service
after December 31, 1985. Repeal of the finance lease rules is effec-
tive for property placed in service after December 31, 1986. The Act

provides an election to apply the modified ACRS to certain
property that is placed in service after July 31, 1986; such an elec-
tion would disquali roperty under the investment tax credit
transitional rules. elections made under section 168 of the Code,
as amended, are irrevocable and must be made on the first tax
return for the taxable year in which the property is placed in serv-
ice. ,

Transitional rules

The Act provides certain exceptions to the general effective
dates, in the case of property constructed, reconstructed, or ac-
quired pursuant to a written contract that was binding as of March
1, 1986, (December 31, 1985, for purposes of the investment tax
credit) or in other transitional situations discussed below. Except in
the case of qualified solid waste disposal facilities and certain satel-
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lites (described below), the application of the transitional rules is
conditioned on proIperty being placed in service by a prescribed
date in the future. In addition, special rules are provided for invest-
ment credits claimed on transitional property, for tax-exempt bond
financed property, and for the finance lease rules.

Taxpayers may have difficulty in identifying under their ac-
counting systems whether a particular item placed in service on or
after January 1, 1987, (1986, for the investment tax credit) was ac-
quired pursuant to a contract that was binding before March 2,
1986, (January 1, 1986, for the investment tax credit) or meets the
rule for self-constructed property. The problem arises where a tax-

yer regularly enters into contracts for (or manufactures itself)
arge stocks of identical or similar items of property to be placed in
service as needed. The taxpayer’s accounting system may not iden-
tify the date on which the contract for an item’s acquisition was
entered into (or the date on which manufacture commenced). In
such a situation, a taxpayer is to assume that the first items placed
in service after December 31, 1986, (1985, for the investment tax
credit) were those they had under a binding contract on that date.
A similar rule is to apply to self-constructed property.

Except as otherwise provided, for purposes of tge depreciation
transitional rules, the rules describe«f below do not apply to any
property unless the property has an ADR midpoint of seven s'ears
or more and is placed in service before the applicable date, deter-
mined according to the following: (1) for property with an ADR
midpoint less than 20 years (other than computer-based telephone
central office switching equipment), January 1, 1989, and (2) for
property with an ADR midpoint of 20 years or more, residential
rental property, and nonresidential real property, January 1, 1991.

For purposes of the investment tax credit transitional rules, the
applicable placed-in-service dates are: (1) for é)roperty with an ADR
midlgoint less than five years, July 1, 1986, (2) for property with an
ADR midpoint of at least five but less than seven years and includ-
ing computer-based telephone central office switehing. equipment,
January 1, 1987, (3) for property with an ADR midpoint of at least
seven but less than 20.years (other than computer-based telephone
central office switching equipment), January 1, 1989, and (4) for
11>§8;1>erty with an ADR midpoint of 20 years or more, January 1,

For purposes of a placed-in-service requirement, if any transition-
al rule substitutes an applicable date for a project, then the substi-
tute date is used. Further, all property included in a taxpayer-spe-
cific transitional rule under section 204(a) of the Act is treated as
having an ADR midpoint of 20 years; thus, all such property quali-
fies for the placed-in-service window that closes on December 31,
1990. Similarly, property that is incorporated into an equipped
building or plant facility need not independently satisfy the placed-
in-service requirements. Instead, such property would qualify for
transition relief as part of the equipped building or plant facility—
as long as the equipped building or plant facility is placed in serv-
ice by the applicable date prescribed for the buildin% or facility.

For purposes of the general effective dates, if at least 80 percent
of a target corporation’s stock is acquired on or before December
31, 1986, (December 31, 1985, for purposes of the investment tax

72-236 0 - 87 -5



112

credit) and the acquiring corporation makes a section 338 election
to treat the stock purchase as an asset purchase after the relevant
date, then the deemed new target corporation is treated as having
purchased the assets before the general effective date.

As under prior law, property that is leased to a tax-exempt
entity and was not ‘“tax-exempt use property” within the meaning
of Section 168(j) of the Code (as in effect immediately prior to the
enactment of the Act) because of the application of a transitional
rule contained in Section 31(g) of the Tax Reform Act of 1984 will
not become “tax-exempt use property”’ within the meaning of Sec-
tion 168(h) (as amended by the Act) merely by reason of a transfer
of the property subject to the lease so long as the lessee does not
change, but only to the extent the transfer would have received
similar protection under the 1984 Act.

Anti-churning rules

The Act expands the scope of the prior law anti-churning rules to
prevent taxpayers from bringing certain property placed in service
after December 31, 1980, under the modified ACRS. The expanded
anti-churning rules apply to all ACRS property, other than residen-
tial rental property and nonresidential real property, where the
result would be to qualify such property for more generous depre-
ciation than would be available under prior law. In determining
whether property would qualify for more generous depreciation,
the Congress intended that taxpayers compare ACRS deductions
for the first taxable year (whether a short year or a full year), as-
suming a half-year convention. The Act retains the anti-churning
rules applicable to progerty that was originally placed in service

before January 1, 1981.

Regarding the applicable depreciation regime if the anti-churn-
ing rules apply, for property that was originally placed in service
before January 1, 1981, the Congress intended the pre-1981 depre-
ciation rules to apply. For property originally placed in service
after December 31, 1980, the Congress intended ACRS—before
amendment by the Act—to apply. Further, the anti-churning rules
are intended to apply to property placed in service after July 31,
1986, but before January 1, 1987, with respect to which an election
is made to apply the modified ACRS.

Binding contracts

The amendments made by the Act do not apply to property that
is constructed, reconstructed, or acquired by a taxpayer pursuant
to a written contract that was binding as of March 1, 1986 (Decem-
ber 31, 1985, for investment tax credits), and at all times thereaf-
ter. If a taxpayer transfers his rights in any such property under
construction or such contract to another taxpayer, the Act does not
apply to the property in the hands of the transferee, as long as the
property was not placed in service by the transferor before the

~ ® The anti-churning rules are not implicated by the conversion of property from personal use

to business use; however, the Congress did not intend such property to ? ify for more gener-
ous prior-law depreciation upon conversion to business use. For example, a taxpayer who ac-
quired a residence for personal use before January 1, 1987, and converted the residence to busi-
ness use after that date, will depreciate the property under the amendments made by the Act if
prior-law depreciation would be more generous.
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transfer by the transferor. For purposes of this rule, if by reason of
sales or exchanges of interests in a partnership, there is a deemed
termination and reconstitution of a partnership under section
708(bX1XB), the partnership is to be treated as having transferred.
its rights in the property under construction or the contract to the
new partnership.

The general binding contract rule applies only to contracts in
which the construction, reconstruction, erection, or acquisition of
property is itself the subject matter of the contract.

A contract is binding only if it is enforceable under State law
against the taxpayer, and does not limit damages to a specified
amount (e.g., by use of a liquidated damages provisions). A contrac-
tual provision that limits damages to an amount equal to at least
five percent of the total contract price is not treated as limiting
damages.

For purposes of the general binding contract rule, a contract
under which the taxpayer is granted an option to acquire property
is not ta be treated as a binding contract to acquire the underlying
property. In contrast, a contract under which the taxpayer grants
an irrevocable put (i.e., an option to sell) to another taxpayer is
treated as a binding contract as the grantor of such an option does
not have the ability to umlaterally rescind the commitment. In
general, a contract is binding even if subject to a condition, as long
as the condition is. not within the control of either party or a prede-
cessor. (except in the limited circumstances described below). A con-
tract that was binding as of March 1, 1986 (or December 31, 1985,
in the case of the investment tax credit) will not be considered
binding at all times thereafter if it is substantlally modlfied after
that date.

A binding contract to acquire a component part of a larger prop-
erty will not be treated as a binding contract to acquire the larger
property under the general rule for binding contracts. For example,
if a written binding contract to acquire an aircraft engine was en-
tered into before March 2, 1986, there would be a binding contract
to acquire only the engine, not the entire aircraft.

Design changes to a binding contract to construct a project that
are made for reasons of technical or economic efficiencies of oper-
ation and that cause an insignificant increase in the original price
will not constitute substantial modifications of the contract so as to
affect the status of the project under the binding contract rule. In
addition, a supplementary contract that stands on its own and is
not protected by the binding contract rule, for example, to build an
addition to a project protected by the binding contract rule, will
not adversely affect the status of the portion of the project subject
to a separate binding contract.

The general binding contract rule does not apply to supply agree-
ments with manufacturers, where such contracts fail to specify the
amount or design specifications of property to be purchased; such
contracts are not to be treated as binding contracts until purchase
orders are actually placed. A purchase order for a specific number
of properties, based on the pricing provisions of the supply agree-
ment, will be treated as a binding contract.
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Self-constructed property

The Act is inapplicable to property that is constructed or recon-
structed by the taxpayer, if (1) the lesser of §1 million or five per-
cent of the cost of the property was incurred or committed, (i.e., re-
quired to be incurred pursuant to a written binding contract in
effect) as of March 1, 1986 (December 31, 1985, for purposes of the
investment tax credit) and (2) the construction or reconstruction
began by that date. For purposes of this rule, a taxpayer who
serves as the engineer and general contractor of a project is to be
treated as constructing the property. For purposes of this rule, the
construction of property is considered to begin when physical work
of a significant nature starts. Construction of a facility or equip-
ment is not considered as begun if work has started on minor parts
or components. Physical work does not include preliminary activi-
ties such as planning or designing, securing financing, exploring,
researching, or developing.

For purposes of the rule for self-constructed property, in the con-
text of a building, the term “property” includes only the building
shell, its structural components, and the normal and customary
components that are purchased from others and installed without
significant modification (e.g., light fixtures) (see the discussion
below, relating to equipped buildings, for the treatment of machin-

- ery and equipment to be used in the completed building).

Example.—Prior to January 1, 1986, an aircraft manufacturer
entered into binding contracts with third parties for the construc-
tion of aircraft subassemblies to be included by the manufacturer
in the construction of the completed aircraft. The cost to the air-
craft manufacturer of these subassemblies is approximately
$300,000, which together with the costs of other components of the
aircraft which the manufacturer had incurred or was required to
incur pursuant to a written binding contract on December 31, 1985,
exceeds 5 percent of the cost of the aircraft. These subassemblies
were designed for this model of aircraft, were specifically ordered
for the aircraft and are essential to its operation, and include wing
trailing edges, ailerons and tabs, and rudders and tabs. The subcon-
tractors commenced physical construction of these subcomponents
prior to January 1, 1986. Prior to the date the aircraft is placed in
service, the manufacturer will transfer it to its wholly-owned sub-
sidiary that is included in the same consolidated tax return as the
manufacturer.

The aircraft qualifies for the investment tax credit under the
transitional rule for self-constructed property. Construction of the
aircraft would be considered to have begun by the aircraft manu-
facturer when the subcontractors commenced physical construction
of the subassemblies on behalf of the manufacturer pursuant to the
binding written contract.? ' :

Equipped buildings . :

Where construction of an equipped building began on or before
March 1, 1986 (December 31, 1985, for purposes of the investment

7 Floor Statement by Senator Packwood, Cong. Rec. S 13955-56 (Se}:tember 27, 1986); Floor
Statement by Mr. Rostenkowski, Cong. Rec. H 8360 (September 25, 1986).
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tax credit), pursuant to a written specific plan, and more than one-
half the cost of the equipped building (including any machinery
and equipment for it) was incurred or committed before March 2,
1986 (January 1, 1986, for the investment tax credit) the entire
equipped building project and incidental appurtenances are except-
ed from the Act’s application.® This rule is not limited to manufac-
turing facilities. Where the costs incurred or committed before
March 2, 1986 (January 1, 1986, for the investment tax credit) do
not equal more than half the cost of the equipped building, each
item of machinery and equipment and the building is treated sepa-
rately for purposes of determining whether the item qualifies for
transitional relief, :

Under the equipped building rule, the Act will not apply to
equipment and machinery to be used in the completed building,
and also incidental machinery, equipment, and structures adjacent
to the building (referred to here as appurtenances) which are neces-
sary to the planned use of the building, where the following condi-
tions are met:

(1) The construction (or reconstruction or erection) or acquisition
of the building, machinery, and equipment was pursuant to a spe-
cific written plan of a taxpayer in existence on March 1, 1986 (De-
cember 31, 1985, for the investment tax credit); and

(2) More than 50 percent of the adjusted basis of the building and
the equipment and machinery to be used in it (as contemplated by
the written plan) was attributable to property the cost of which
was incurred or committed by March 1, 1986 (December 31, 1985,
for the investment tax credit), and construction commenced on or
befgre) March 1, 1986 (December 31, 1985, for the investment tax
credit). ‘

The written plan for an equipped building may be modified to a
minor extent after March 1, 1986 (December 31, 1985, for the in-
vestment tax credit) and the property involved may still come
under this rule; however, there cannot be substantial modification
in the plan if the equipped building rule is to apply. The plan re-
ferred to must be a definite and specific plan of the taxpayer that
is available in written form as evidence of the taxpayer’s inten-
tions. : ‘

The equipped building rule can be illustrated by an example
where the taxpayer has a plan providing for the construction of a
$100,000 building with $80,000 of machinery and equipment to be
placed in the building and used for a specified manufacturing proc-
ess. In addition, there may be other structures or equipment, here
called appurtenances, which are incidental to the operations car-
ried on in the building, that are not themselves located in the
building. Assume that the incidental appurtenances have further
costs of $30,000. These appurtenances might include, for example,
an adjacent railroad siding, a dynamo or water tower used in con-
nection with the manufacturing process, or other incidental struc-
tures or machinery and equipment necessary to the planned use of

8 For example, if property with a class life of less than 7 years is incorporated into an
equipped building, then such property would not independently need to satisfy the placed-in-
service requirements. Instead, such propert{’ would qualify for transition relief as part of the

equipped building—as long as the equipped building is placed in service by the prescribed date.
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the building. Of course, appurtenances, as used here, do not include
a plant needed to supply materials to be processed or used in the
building under construction. In this case, if construction of the
building is under a binding contract and property but no equip-
ment had been ordered, and the appurtenances had not been con-
structed or placed under binding order, the equipped building rule
would apply. This is true because the building cost represents more
than 50 percent of the total $180,000. As a result, the machinery
and equipment, even though not under binding contract, is eligible
for the rule. In this connection, it should be noted that the addi-
tional cost of appurtenances, $30,000, is not taken into account for
purposes of determining whether the 50-percent test is met. Never-
theless, the Act would not apply to these al.f)d]_ylgrtenances since the
50-percent test is met as to the equipped building. o

Plant facilities

" The Act also provides a plant facility rule that is comparable to
the equipped building rule (described above), for cases where the fa-
cility is not housed in a building. For purposes of this rule, the
term “plant facility” means a facility that does not include an
building (or of which buildings constitute an insignificant portion{
and that is a self-contained single operating unit or processing op-
eration—located on a single site—identifiable as a single unitary
project as of March 1, 1986.

If pursuant to a written specific plan of a taxpayer in existence
as of March 1, 1986 (December 31, 1985, for the investment tax
credit), the taxpayer constructed, reconstructed, or erected a plant
facility, the construction, reconstruction, or erection commenced as
of March 1, 1986 (December 31, 1985, for the investment tax credit),
and the 50-percent test is met, then the conference agreement will
not apply to property that makes up the facility. For this purpose,
construction, etc., of a plant facility is not considered to have begun
until it has commenceg at the site of the plant facility. (This latter
rule does not apply if the facility is not to be located on land and,
therefore, where the initial work on the facility must begin else-
where.) In this case, as in the case of the commencement of con-
struction of a building, construction begins only when actual work
at the site commences; for example, when work begins on the exca-
vation for footings, etc., or pouring the pads for the facility, or the
driving of foundation pilings into the ground. Preliminary work,
such as clearing a site, test drilling to determine soil condition, or
excavation to change the contour of the land (as distinguished from
excavation for footings), does not constitute the beginning of con-
struction, reconstruction or erection.

The application of the plant facility rule is clarified where the
original construction of a power plant is pursuant to a written spe-
cific plan of a taxpayer in existence as of March 1, 1986 (December
31, 1985, in the case of the investment tax credit), and both the
original construction and more than one-half of the total cost of the
property to be used at the power plant has been incurred or com-
. mitted by such date. The plant facility rule will apply to the power
ﬂlant even though the type of fuel to be utilized at the plant may

ave changed subsequent to the original plan and other changes
may be made to accommodate the change in the fuel source, as
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long as more than one-half of the total cost of the plant, including
all conversion costs, were incurred. or committed by March 1, 1986.
The plant facility rule also will apply to the plant in the hands of a
transferee, upon its transfer prior to the time that construction is
completed and before it is placed in service.

Special rules for sale-leasebacks within three months

Property is treated as meeting the requirements of a transitional
or general effective date rule if (1) the property is placed in service
by a taxpayer who acquired the property from a person in whose
hands the property would qualify under a transitional or general
effective date rule, (2) the property is leased back by the taxpayer
to such person, and (3) the leaseback occurs within three months
after such property was originally placed in service, but no later
than the applicable date. The special rule for sale-leasebacks is in-
tended to apply to any property that qualifies for transitional relief
under the Act or that was originally placed in service by the lessee
under the sale-leaseback before the general effective date. This rule
would apply where a taxpayer acquires property from a manufac-
turer, places the property in service by leasing it to the ultimate
user, and subsequently engages in a sale-leaseback within three
months after the property was originally placed in service under
the initial lease.

In the case of a facility that would otherwise qualify for transi-
tional relief as an equipped building (described above), if a portion
of such equipped building is sold and leased back in accordance
with the requirements of the special rule for sale-leasebacks, both
the leased and retained portions will continue to qualify for transi-
tional relief as an equipped building.

Special rules for tax-exempt bond financed property

The provision restricting ACRS deductions for property financed
with tax-exempt bonds applies to property placed in service after
December 31, 1986, to the extent such property is financed (directly
or indirectly) by the proceeds of bonds issued after March 1, 1986.
The revised restrictions on ACRS deductions do not apply to facili-
ties placed in service after December 31, 1986, if—

(1) the original use of the facilities commences with the taxpayer
and the construction (including reconstruction or rehabilitation)
gommenced before March 2, 1986, and was completed after that

ate;

(2) a binding contract to incur significant expenditures for the
construction (including reconstruction or rehabilitation) of the
property financed with the bonds was entered into before March 2,
1986, was binding at all times thereafter, and some or all of the
expenditures were incurred after March 1, 1986; or

(3) the facility was acquired after March 1, 1986, pursuant to a
binding contract entered into before March 2, 1986, and that is
binding at all times after March 1, 1986.

For purposes of this restriction, the determination of whether a
binding contract to incur significant expenditures existed before
March 2, 1986, is made in the same manner as under the rules gov-
erning the redefinition of industrial development bonds.
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The restrictions on ACRS deductions for bond-financed propert;
do not apply to property placed in service after December 31, 1986,
to the extent that the property is financed with tax-exempt bonds
issued before March 2, 1986. ACRS deductions for such property
may be determined, however, under the rules generally provided
by the Act. For purposes of this exception, a refunding issue issued
after March 1, 1986, generally is treated as a new issue and the
_taxpayer must use the alternative depreciation method provided by
the Act for costs that are unrecovered on the date of the refunding
issue. ~

In cases where a change of recovery method is required because
of a refunding issue, only the remaining unrecovered cost of the
property is required to be recovered using the alternative deprecia-
tion system Brovided by the Act. Therefore, no retroactive adjust-
ments to ACRS deductions previously claimed are required when a
pre-March 2, 1986, bond issue is refunded where no significant ex-
{)ggélitures .are made with respect to the facility after December 31,

Contract with persons other than a person who will construct or
supply the property

The Act provides transitional relief for certain situations where
written binding contracts require the construction or acquisition of
property, but the contract is not between the person who will own
the pl"Igﬁerty and the person who will construct or supply the prop-
erty. This rule applies to written service or supply contracts and

eements to lease entered into before March 2, 1986 (January 1,
1986, in the case of the investment tax credit). An example of a
case to which this rule would apply would be lease agreements
under which a grantor trust is obligated to provide property under
a finance lease (to the extent continued under the bill). This rule
applies to cable television franchise agreements embodied in whole
or in part in municipal ordinances or similar enactments before
March 2, 1986 (Janu 1, 1986, for the investment tax credit).

This transitional rule is applicable only where the specifications
and amount of the property are readily ascertainable from the
terms of the contract, or from related documents. A supply or serv-
ice contract or agreement to lease must satisfy the requirements of
a binding contract (discussed above). A change in the method or
amount of compensation for services under the contract, without
more, will not be considered a substantial modification of the con-
tract if, taken as a whole, the change does not affect the scope or
function of the project. This rule does not provide transitional
relief to property in addition to that covered under a contract de-
scribed above, which additional property is included in the same
project but does not otherwise qualify for transitional relief.

As a further example, where a taxpayer before January 1, 1986
entered into a written binding contract to construct a wastewater
treatment facility and to provide wastewater treatment services,
the subsequent amendment of the contract to (1) extend the date
for completion of construction by a short period (eg., three
months), (2) provide for a letter of credit or other financial protec-
tion against defaults of the service provider, (3) add a pledge of net
revenue and a sewer use rate covenant by the service recipient, (4)
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cause the service recipient’s options to purchase the facility to
comply with “‘service contract” definitional requirements of the In-
ternal Revenue Code, (5) merely clarify rights and remedies in the
event of performance defaults, and (6) treat the obligations of the
taxpayer to accept and treat wastewater as separate obligations
(and treat similarly the obligation of the service recipient to pay
for such services) would not in the aggregate constitute a “substan-
tial modification,” if the taxpayer’s obligations to provide
wastewater treatment services and to construct or acquire the facil-
ity are not affected thereby.

Development agreements relating to large-scale multi-use urban
Dprojects

The Act does not apply to property that is included in a “quali-
fied urban renovation project.” The term qualified urban renova-
tion project includes certain grojects that satisfy the following re-
quirements as of March 1, 1986 (December 31, 1985, for the invest-
ment tax credit): the project is described in the Act and (1) was
publicly announced by a political subdivision, for the renevation of
an urban area in its jurisdiction, (2) was either the subject of an
agreement for development or a lease between such political subdi-
vision and the primary developer of the project, or was undertaken
pursuant to the political subdivision’s grant of development rights
to a primary developer-purchaser; or (3) was identified as a single
unitary project in the internal financing plans of the primary de-
veloper, and (4) is not substantially modified at any time after
March 1, 1986 (December 31, 1985, for the investment tax credit).

Federal Energy Regulatory Commission application or action

The requirements of the general binding contract rule will be
treated as satisfied with respect to a project if, on or before March
1, 1986 (for purposes of depreciation and the investment tax credit),
the Federal Energy Regulatory Commission (“FERC”) licensed the
project or certified the project as a “quali.fly_’ing facility” for pur-
poses of the Public Utility Regulato olicies Act of 1978
(“PURPA”). A project that a developer simply put FERC on
notice as a qualifying facility is not certified as a qualifying facili-

ty.

This rule will not apply if a FERC license or certification is sub-
stantially amended after March 1, 1986. On the other hand, minor
modifications will not affect the application of this rule (e.g., tech-
nical changes in the description of a project, extension of the dead--
line for placing property in operation, changes in equipment or'in
the configuration of equipment).

FERC does not distinguish between an application to. amend an
existing certificate and one to have a project recertified and re-
sponds in both cases by “recertifying” the project. The Congress in-
tends that substance should control over form, and property will
remain transitional property if no substantial change occurs. Simi-
larly, a- mere change-in status from a “qualifying small power pro-
duction- facility” te a “qualifying cogeneration facility,” under
PURPA, without more, would not affect application of the transi-
tional rule. The following paragraph provides guidance about how
the “substance over form” rule applies in typical cases.
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The requirements of the transitional rule for FERC Certification
will not be violated under the following circumstances: (1) after
FERC certification, the introduction of efficiencies results in a re-
duction of the project cost and an increase in net electricity output,
and the FERC certificate is amended to reflect the higher electrici-
ty output, (2) a project was originally certified as three separate fa-
cilities, but the taxpayer determines that it is more efficient to
have a single powerhouse, and the FERC certification is amended
to have the facilities combined under a single certificate.

The Act also provides transitional relief for hydroelectric projects
of less than 80 megawatts if an application for a permit, exemp-
tion, or license was filed with FERC before March 2, 1986 (for pur-
poses of depreciation and the investment tax credit).

Qualified solid waste disposal facilities

The Act does not apply to a qualified solid waste disposal facility
if, before March 2, 1986 (for purposes of depreciation and the in-
vestment tax credit) (1) there is a written binding contract between
a service recipient and a service provider, providing for the oper-
ation of such facility and the payment for services to be provided
by the facility, or (2) a service recipient, governmental unit, or any
entity related to such an entity made a financial commitment of at
least $200,000 to the financing or construction of the facility.

For purposes of this rule, a qualified solid waste disposal facility
is a facility (including any portion of the facility used for power
generation or resource recovery) that provides solid waste disposal
services for residents of part or all of one or more governmental
units, if substantially all of the solid waste processed at such facili-
ty is collected from the general public. This rule does not apply to
replacement property. For example, assume a taxpatyer/service pro-
vider enters into a long-term service contract before January 1,
1986, and a facility is initially placed in service after that date.
Assume that the taxpayer finds it necessary to replace the facility
20 years later, pursuant to its obligation to provide continuing serv-
ices under the pre-1987 service contract. The sﬁecial rule will apply
only to the first facility necessary to fulfill the taxpayer’s obliga-
tions under the service contract.

For purposes of this provision, a contract is to be considered as
binding notwithstanding the fact that the obligations of the parties
are conditioned on factors such as the receipt of permits, satisfac-
tory construction or performance of the facility, or the availability
of acceptable financing. A change in the method or amount of com-
pensation for services under the contract will not be considered a
substantial modification of the contract if, taken as a whole, the
change does not materially affect the scope or function of the
project. : :

A service recipient or governmental unit or a related party is to
be treated as having made a financial commitment of at least
$200,000 for the financing or construction of a facility if one or
more entities have issued bonds or other obligations aggregating
more than 10 percent of the anticipated capital cost of such facility,
the proceeds of which are identified as being for such facility or for
a group of facilities that include the facility, and if the proceeds of
such bonds or other obligations to be applied to the development or
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financing of such facility are at least $200,000 in the aggregate. Al-
ternatively, the test would be satisfied if one or more entities have
expended in the aggregate at least $200,000 of their funds, or uti-
lized or committed at least $200,000 of their assets, toward the de-
velopment or financing of such facility (e.g., for the cost of feasibili-
ty studies and consultant-fees). If a governmental entity acquires a
site for a facility by purchase, option to purchase,® purchase con-
tract, condemnation, or entering into an exchange of land, it shall
be considered to have made a financial commitment equal to the
fair market value of such site for purposes of this rule. For pur-
poses of this provision, entities are related if they are described in
section 168(h)(4)XAXi).

Other exceptions

The Act also provides other special transitional rules of limited
application.

Property treated under prior tax Acts.—The Act does not apply to
(1) those mass commuting vehicles exempted from the application
of the tax-exempt leasing rules under DEFRA, (2) a qualified les-
see’s automotive manufacturing property that was exempted from
deferral of the finance lease rules,1° (3) a qualified lessee’s farm
property that was exempted from deferral of the finance lease
rules, or (4) property described in section 216(bX3) of TEFRA. Prop-
erty that qualifies under one of these provisions is also intended to
be excepted from the 35-percent reduction of the investment credit
and the full-basis adjustment (described below).11

Master plans.—Under the special rule for master plans for inte-
grated projects, (1) in the case of multi-step plans described in sec.
204(aX5XE) of the Act, the rule will include executive approval of a
plan or executive authorization of expenditures under the plan
before March 2, 1986, and (2) in the case of single-step plans de-
scribed in sec. 204(aX5XE) of the Act, the rule will include project-
specific designs for which expenditures were authorized, incurred
or committed before March 2, 1986.

A master plan for a prOJect will be considered to exist on March
1, 1986 if the general nature and scope of the project was described
in a written document or documents in existence on March 1, 1986,
or was otherwise clearly identifiable on that date. Each of the
projects described in this rule had a master plan in existence on
March 1, 1986, and the existence of such a plan is not intended to
be a separate requirement for transitional relief for property com-
prising these projects.

9 In the case of an option to purchase, the governmental entity will be treated as hnvmg made
? t;lggncwl commitment only if an amount is paid for the option and such consideration is for-

eitable.

10 Property that qualified for exemption from deferral of the finance lease rules under the
general transition rule included in section 12(cX1) of the 1984 Act (by virtue of a binding con-
tract entered into before March 7, 1984) falls within the general binding contract rule in section
203(bX1) of the Act. Thus, the finance lease rules would continue to apply to this property if the
pro?erty is placed in service by the applicable date.

See Floor Statement by Mr. Rostenkowski, Cong. Rec. E3393 (October 2, 1986). Technical
corrections are recommended to clarify this result, as well as the intent to conform the refer-
ence to section 209%(dX1XB) of TEFRA (re]atmtgheto finance leases of farm e%\:lpment.) in section
204(b) to the reference in 204(a)4) (to includ reference to further amendments made by the
Tax Reform Act of 1984).
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Satellites.—The Act provides transitional relief (including excep-
tions to the placed-in-service requirements) for certain satellites.
Solely for purposes of the special rule for satellites, a binding con-
tract for the construction or acquisition of two satellites by a joint
venture shall be sufficient if such contract was in existence on July
2, 1986, and is for the construction or acquisition of the same satel-
lites that were the subject of a contract to acquire or construct in
effect on January 28, 1986, to which one of the joint venturers (or
-one of its affiliates) was a party.

The satellite transition rule was drafted with the understanding
that in many instances launch agreements were executed years in
advance of launch and that substitution of satellites in such agree-
ments was, and is, a common practice within the industry. The
Congress intended to recognize the possibility of alternative launch
agreements. For example, NASA launch manifests revisions, made
pursuant to an Executive Order of the President, were announced
on October 3, 1986, and necessitated such alternative launch agree-
ments. Under the satellite transition rule, it is not necessary that
the agreement in existence on January 28, 1986, be the same agree-
ment under which launch actually occurs.

Commercial passenger airliners.—The Act extends the placed-in-
service window for one year (through 1989) for commercial passen-
ger airliners described in ADR class 45.0.

Special rules applicable to the regular investment credit

Full basis adjustment

A taxpayer is required to reduce the basis of property that quali-
fies for transition relief (“transition property”) by the full amount
of investment ¢redits earned with respect to the transition property
(after application of the phased-in 35-percent reduction, described
below).12 The full-basis adjustment requirement also applies to
credits claimed on qualified progress expenditures made after De-
cember 31, 1985. Further, the full-basis adjustment requirement ap-
plies to all depreciable property, regardless of whether such proper-
ty is eligible for ACRS. The lower basis will be used to compute de-
preci?;;ion deductions, as well as gain or loss on disposition of prop-
erty.

Reduction of ITC carryforwards and credits claimed under
transitional rules

These rules apply only to the portion of an investment credit at-
tributable to the regular percentage (other than the portion thereof
attributable to qualified timber property). Thus, for example, 100

12 Under a literal interpretation of the statute, a full basis adjustment is required with re-
spect to the ene: percentage (as modified by section 421(a) of the Act), but only where the
underlying asset constitutes “transition property” within the meaning of new section 49.
Congress did not intend this result; the full-basis adjustment rule only tlpzp es to the portion of
an investment credit attributable to the regular percentage. Cf. Section 421(b) of the Act (which
explicitly incorporates the full-basis adjustment rule for application to certain energy credits al-
lowed under the affirmative commitment provisions).

13 The Congress intended that if a credit for which a full basis adjustment was required (1) is
recaptured, there will be an upward basis aﬁustment of 100 percent of the recapture amount, or
(2) expires at the end of the carryover period, a deduction will be allowed for 100 percent of the
unused credit.
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percent of ITC carryovers may continue to be allowed for funding
of an investment tax credit employee stock ownership plan.

Under the Act, the investment tax credit allowable for car-
ryovers and transition property is reduced by 35 percent.14¢ The re-
duction in the investment tax credit is phased in with the corpo-
rate rate reduction to provide an approximately equal deduction
equivalent value of the credit. The 35-percent reduction is fully ef-
fective for taxable years beginning on or after July 1, 1987. Taxpa
ers having a taxable year that straddles July 1, 1987 will be sub-
ject to a partial reduction that reflects the reduction for the por-
tion of their year after that date. For example, for a taxpayer using
the calendar year as a taxable year, the reduction for 1987 is 17.5
percent. For taxable years that straddle July 1, 1987, the Congress
intended that the amount added to carryforwards (under new sec-
tion 49(cX4)BXii)) bear the same ratio to the carryforwards from
the taxable year (before inclusion of the additional amount) as the
reduction of the credit under new section 49(cX3) bears to the sum
of the current year credit for the taxable year and the carryfor-
wards to the taxable year, less the reduction of the credit under
new section 49(cX3). Further, new section 49%(cX3) should be taken
into account in applying new section 49(cX4XA) (providing that the
amount of the reduction shall not be allowed as a credit for any
taxable year).

Thus, a taxpayer utilizing the investment tax credit in any year
receives approximately the same deduction equivalent value of the
investment tax credit. Combined with the full basis adjustment,
these provisions ensure that taxpayers placing property in service
in the same taxable year are treated similarly.

Example.—Assume a taxpayer places transition property in serv-
ice on January 1, 1987, generating a $100 regular investment tax
credit. In the first 1nstance, the credit is reduced by 17.5 percent to
$82.50. Because of the application of the 75% limitation on general
business tax credits, assume further that only $60 of the credit is
used in 1987. Thus, $22.50 is carried forward to 1988. Further, an
additional amount equal to $4.77 (determined as described above) is
carried forward to 1988. The entire $27.27 ($22.50 + $4.77) is then
reduced by 35 percent.

The amount by which the credit is reduced will not be allowed as
a credit for any other taxable year. For purposes of determining
the extent to which an investment credit determined under section
46 is used in a taxable year, the regular investment credit is as-
sumed to be used first. This rule is inapplicable to credits that a
taxpayer elects to carryback 15 years under the special rules de-
scribed below.

As described above, a full basis adjustment is required with re-
spect to the reduced amount of the investment tax credit arising in
the year property is placed in service. Thus, for transition property
placed in service after 1987 and eligible for a 6.5 percent invest-

14 The Congress intended to apply the phased-in 35-percent reduction to investment tax cred-
its used in a taxable g'ear beginning after December 31, 1986, irrespective of when the property
with res) to which the credlt is claimed was plaoed in service, or whether the credit was
carried forward pursuant to sections 38 and 39, or some other section (e.g., section 465 or prior
law section 168(1)];
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ment tax credit, the basis reduction would be with respect to the
6.5 percent credit, not the unreduced 10-percent credit.

e phased-in 35-percent reduction is to be applied to the invest-
ment tax credit before application of the general 75-percent limita-
tion. Further, the amount of investment tax credit carryovers sub-
ject to reduction shall first be adjusted to reflect credits that were
recaptured.

Section 48(d) election

A taxpayer in whose hands property qualifies for transitional
relief can make an election under section 48(d) to pass the credit
claimed to a lessee. In applying section 48(d)5), which coordinates
the section 48(d) election with the section 48(q) basis adjustment,
Congress intended the income inclusion to equal 100 percent of the
credit allowed to the lessee.'®

Estimated tax payments

The repeal of the regular investment tax credit for property
placed in service after December 31, 1985, presents an issue about
the manner in which estimated tax payments should be calculated
for payment due dates occurring before the date of enactment of
this Act. In general, for example, a corporation calculates estimat-
ed tax by determining its expected regular tax liability, less any al-
lowable tax credits. Any underpayment of estimated corporate tax
generally results in the imposition of penalties.

The Act provides a general provision that waives estimated tax
penalties for underpayments that are attributable to changes in
the law that increase tax liabilities from the beginning of 1986 (sec.
1543 of the Act).'® Individual taxpayers have until April 15, 1987,
and corporations until March 15, 1987 (the final filing dates for cal-
endar years returns) to pay 1986 income tax liabilities without in-
curring additions to tax due to underpayments.

Elective 15-year carryback for certain taxpayers

Certain companies can elect a 15-year carryback of 50 percent of
investment tax credit carryforwards in existence as of the begin-
ning of a taxpayer’s first taxable year beginning after December
31, 1985. The amount carried back is treated as a payment against
the tax imposed by chapter 1 of the Internal Revenue Code, made
on the last day prescribed by law (without regard to extensions) for
filing a return of tax under chapter 1 of the Code for the first tax-
able year beginning on or after January 1, 1987. The amount car-
ried back would reduce tax liability for the first taxable year begin-
ning after December 31, 1986; to the extent the amount carried
back exceeds the tax liability for such year, any excess could be
claimed as a refund under generally applicable rules. Carryfor-
wards taken into account under the carryback rule are not taken
into account under section 38 for any other taxable year. General-
ly, taxpayers eligible to elect the 15-year carryback are domestic

1= A technical corection may be necessary so that the statute reflects this intent.

1® It should be noted that the Statement of Managers for the depreciation provisions (on page
1I-64) is incorrect in stating that tax@yers have only 30 da{isr r the date of enactment to
avoid 9penalties for underpayments. floor statement by . Rostenkowski, 132 Cong. Rec.
H.8359 (September 25, 1986).
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corporations whose raw steel production in the United States
during 1983 exceeded 1.5 million tons. A similar election is avail-
able to qualified farmers, except a $750 limitation applies.

The amount claimed as a payment against the tax for the first
taxable year beginning on or after January 1, 1987 cannot exceed
the taxpayer’s net tax liability. The net tax liability is the amount
of tax liability for all taxable years during the carryback period
(not including minimum tax liability), reduced by the sum of cred-
its allowable (other than the credit under section 34 relating to cer-
tain fuel taxes). The carryback period is the period that (1) begins
with the taxpayer’s 15th taxable year preceding the first taxable
year from which there is a credit included in the taxpayer’s exist-
ing carryforward (in no event can such period begin before the first
taxable year ending after December 31, 1961), and (2) ends with the
corporation’s last taxable year beginning before January 1, 1986.

Normalization requirement for public utility property

If the tax benefits of previously allowed investment tax credits
on public utility property are not normalized, then certain invest-
ment tax credits will be recaptured. In general, the amount recap-
tured is the greater of (1) all investment tax credits for open tax-
able years of the taxpayer or (2) unamortized credits of the taxpay-
er or credits not previously restored to rate base (whether or not
for open years), whichever is applicable. If such credits have not
been utilized and are being carried forward, the  carryforward
amount is reduced in lieu of recapture. These rules apply to viola-
tions of the relevant normalization requirements occurring in tax-
able years ending after December 31, 1985. Similar principles apply
to the failure to normalize the tax benefits of previously allowed
employee stock ownership plan credits.

General treatment of QPEs

Neither the repeal of the regular investment credit nor the
phased-in 35-percent reduction of credits affects QPEs claimed with
respect to the portion of the basis of any progress expenditure
property attributable to progress expenditures for periods before
January 1, 1986. The fact that the property on which QPEs are
claimed is placed in service after 1985 is immaterial. Carryovers of
credits attributable to QPEs are subject to the general rules provid-
ing for a reduction in carryforwards. If a taxpayer elected to take a
reduced rate of credit on a QPE basis in lieu of the 50-percent basis
adjustment of prior law, the portion of basis attributable to such
QPEs, claimed for periods before 1986, will not be reduced and such
election will not apply to any other portion of such basis. After De-
cember 31, 1985, QPEs cannot be claimed unless it is reasonable to
expect that the property will be placed in service before the appli-
cable date. The determination of whether it is reasonable to expect
that the placement-in-service requirement will be met is to be
made on a year-by-year basis, beginning with the first taxable year
that includes January 1, 1986. For any taxable year in which rea-
sonable expectations change, no QPEs will be allowed, and previ-
ously claimed post-1985 QPEs will be recaptured. Further, if the
property is not placed in service on or before the last applicable
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date, post-1985 QPEs will be recaptured in the taxable year that in-
cludes such date.

Special rules for television and motion picture films

Special transitional rules apply to television and motion picture
films for purposes of the investment credit (but not depreciation).
For purposes of the general binding contract rule, (1) construction
is treated as including production, (2) in accordance with industry
practice, written contemporaneous evidence of a binding contract is
treated as a written binding contract, and (3) in the case of any tel-
< evision film, a license agreement or agreement for production serv-
ices between a television network and a producer (1nclud1ng writ-
ten evidence of such an agreement as provided in (2) above) is
treated as a binding contract to produce property. For these pur-
poses, license agreement options are binding contracts as to the op-
tionor (non-exercising party) but not as to the optionee (exercising
party).1® In addition, a special rule is provided for certain films
produced pursuant to a permanent financing arrangement de-
scribed by the bill. For purposes of the placed-in-service require-
ment, films and sound recordings are treated as having ADR mid-
points of 12 years.

Finance leases

The finance lease rules continue to apply to any transaction per-
mitted by reason of section 12(cX2) of DEFRA or section 209(dX1XB)
of TEFRA.

Revenue Effect

The provisions are estimated to increase fiscal year budget re-
ceipts by $18,879 million in 1987, $21,413 in 1988, $30,501 million in
1989, $37,692 million in 1990, and $46,802 million in 1991.

18 For example, television films produced by a film producer pursuant to a license agreement
with a television network (including cable) that was in writing and binding on December 31,
1985, or produced in-house by a television network using production services provided pursuant
to an agreement for production services between the network and a producer that was in writ-
ing and binding on that date, will be eligible for credit if placed in service before January 1,
1989. (In accordance with industry practice, written contemporaneous evidence of a binding con-
tract is treated as a written binding contract.) Televmlon films not the subject of a contract bind-
ing on December 31, 1985, that are placed in service after December 31, 1985, but before Janu-

ary 1, 1989, are ehglble for credit only if the lesser of $1 million or 5 percent of the cost of
producmg such films was incurred or committed by December 31, 1985, and production began by
that date.



B. Limitation on General Business Credit

Prior Law

The general business tax credit earned by a taxpayer could be
used to reduce up to $25,000 of tax liability, plus 85 percent of tax
liability in excess of $25,000.

Explanation of Provision

The Act reduces the 85-percent limitation on the general busi-
ness credit to 75 percent.

Effective Date

The provision is effective for taxable years that beg'm after De-
cember 31, 1985,

. Revenue Effect

The effect of this provision is included in the estimate for the
corporate minimum tax.

azn



C. Research and Development

1. Tax credit for increasing research expenditures; university
Iéa%ic)fesearch credit (sec. 231 of the Act and sec. 30 of the
ode)!?

Prior Law
Expensing deduction

Under prior and present law, a taxpayer may elect to deduct.cur-
rently the amount of research or experimental expenditures in-
curred in connection with its trade or business (sec. 174), notwith-
standing the general rule that business expenditures to develop or
create an asset that has a useful life extending beyond the taxable
year must be capitalized. (Alternatively, the taxpayer may elect to
treat these expenditures as deferred expenses and deduct them
over a period of not less than 60 months on a straight-line basis.)
This provision was enacted in the 1954 Code in order to eliminate
the need to distinguish research from business expenses for deduc-
tion purposes, and to encourage taxpayers to carry on research and
experimentation activities.!® ‘

The Code does not specifically define “research or experimental
expenditures” eligible for the section 174 deduction election, except
to exclude certain costs. Treasury regulations (sec. 1.174-2(a)) define
“research or experimental expenditures” to mean ‘“research and
development costs in the experimental or laboratory sense.” The
regulations provide that this includes generally “all such costs inci-
dent to the development of an experimental or pilot model, a plant
process, a product, a formula, an invention, or similar property,
and the imirovement of already existing property of the type men-
tioned.” Other research or development costs—i.e., research or de-
velopment costs not “in the experimental or laboratory sense”’—do
not qualify under section 174.

The section 174 election does not apply to expenditures for the
acquisition or improvement of depreciable property, or land, to be
used in connection with research.!® Thus, for example, the total

17 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means.on December 7, 1985, sec. 231; H.Rep. 99-426, pp. 176-85; H.R. 3838,
as regorted bﬁ the Senate Committee on Finance on May 29, 1986, sec. 1301; S.Rep. 99-313, pp.
693-702; and H.Rep. 99-841, Vol. II (September 18, 1986), pg. 68-76 (Conference Report).

18 H. Rpt. No. 1337, 83d Cong., 2d Sess. at 28 (1954); S. Rpt. 1622, 83d Cong., 2d Sess. at 33
(1954); Snow v. Comm’r, 416 U.S. 500 (1974) (citing Congressional intent to encourage research by
both “oncoming” and “ongoing” businesses); Green v. Comm’r, 83 T.C. 667 (1984) (intent of sec.
174 was to encourage “up-and-coming” small businesses to engage in research, not to allow pas-
sive investor entities to obtain current deductions).

19 The statute also excludes expenditures to ascertain the existence, location, extent, or qual-
ity of mineral deposits, including oil and gas, from eligibility for section 174 elections (sec.
1’?4(‘1)). However, expenses of developing new and innovative methods of extracti%% minerals
from the ground may be eligible for sec. 174 elections (Rev. Rul. 74-67, 1974-1 C.B. 63). Certain

xpenses for development of a mine or other natural deposit (other than an oil or gas well) may . -

e
be deductible under sec. 616.
(128)
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cost of a research building or of equipment used for  research
cannot be deducted currently under section 174 in the year of ac-
quisition. However, the amount of depreciation (cost recovery) al-
lowance for a year with respect to depreciable property used for re-
search may be deducted in that year under sections 167 and 168,

The present regulations further provide that qualifying research
expenditures do not include expenditures ‘“such as those for the or-
dinary testing or inspection of materials or products for quality
control or those for efficiency surveys, management studies, con-
sumer surveys, advertising, or promotions.” Also, the section 174
election cannot be applied to costs of acquiring another person’s
patent, model, production, or process or to research expenditures
incurred in connection with literary, historical, or similar projects
(Reg. sec. 1.174-2(a)).

Incremental tax credit

Under a provision enacted in the Economic Recovery Tax Act of
1981, a taxpayer could claim a nonrefundable 25-percent income
tax credit for certain research expenditures paid or incurred in car-
rying on an existing trade or business.2® The credit applied only to
the extent that the taxpayer’s qualified research expenditures for
the taxable year exceeded the average amount of the taxpayer’s
yearly qualified research expenditures in the specified base period
(generally, the preceding three taxable years). Under prior law, the
credit was not available for expenses paid or incurred after Decem-
ber 31, 1985.

Research expenditures eligible for the incremental credit under
prior law consisted of (1) in-house expenditures by the taxpayer for
research wages and supplies used in research, plus certain amounts
paid for research use of laboratory equipment, computers, or other
personal property; (2) 65 percent of amounts paid by the taxpayer
for contract research conducted on the taxpayer’s behalf; and (8) in
the case of a corporate taxpayer, 65 percent of the taxpayer’s ex-
penditures (including grants or contributions) pursuant to a writ-
ten research agreement for basic research to be performed by uni-
versities or certain scientific research organizations.

The prior-law credit provision adopted the definition of research
used for purposes of the section 174 expensing provision, but sub-
ject to three exclusions: (1) expenditures for research which is con-
ducted outside the United States; (2) research in the social sciences
or humanities; and (3) research to the extent that it is funded by
any grant, contract, or otherwise by another person (or any govern-
mental entity).

Under prior and present law, the credit is available for incre-
mental qualified research expenditures for the taxable year wheth-
er or not the taxpayer has elected under section 174 to deduct cur-
rently research expenditures. The amount of any section 174 deduc-
tion to which the taxpayer is entitled is not reduced by the amount
of any credit allowed for qualified research expenditures.

20 Ag enacted in the 1981 Act, the credit was set forth in section 44F of the Code. The Deficit
Reduction Act of 1984 renumbered the credit provision as Code section 30. The Tax Reform Act
of 1986 renumbered the credit, as amended, as section 41 of the Code.
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Under prior law, the incremental research credit was not subject
to the general limitation on use of business credits (85 percent of
tax liability over $25,000).

Reasons for Change

Three-year extension, reduction in rate of credit.—When the in-
cremental research credit was enacted in 1981, the Congress ex-
pressed serious concern about the then substantial relative decline
in total U.S. expenditures for research and experimentation. The
purpose of enacting the credit was to encourage business firms to
perform the research necessary to increase the innovative qualities
and efficiency of the U.S. economy. An expiration date for the
credit was deemed desirable in order to enable the Congress to
evaluate the operation of the credit, and to determine whether it
should be extended and, if so, what modifications would be neces-
sary to make the credit more effective.

The Congress concluded that an additional three-year extension
of the credit is desirable in order to obtain more complete and com-
prehensive information to evaluate whether the credit should be
further extended or modified. In the context of the base broadening
and rate reduction provisions of the Act, and the continued allow-
ance of full expensing of research expenditures, the credit rate is
reduced to 20 percent. V

Eligibility of certain computer-use costs.—Under prior law, ex-
penditures for renting research equipment were eligible for the
credit, but depreciation allowances for purchased research equip-
ment were not. The Congress believed that such inconsistent treat-
ment should not be continued, and that the taxpayer’s investment
decision to purchase or lease should not be skewed by availability
of the credit. The Act makes such rental costs, etc. ineligible for
the credit, except for certain payments by the taxpayer to another
person for the use of computer time in research. Continued eligibil-
ity for the latter payments is intended to benefit small businesses
that cannot afford to purchase or lease their own computers for re-
search purposes, and hence is intended to apply where the taxpay-
er is not the principal user of the computer.

Research definition for credit purposes.—After reviewing avail-
able information and testimony on the actual use of the credit to
date, the Congress concluded that the statutory credit provision
should set forth an express definition of qualified research ex-
penses for purposes of the credit. The Congress believed that the
definition has been applied too broadly in practice, and some tax-
payers have claimed the credit for virtually any expenses relating
to product development. According to early data on the credit re-
ported by the Treasury Department, research by these taxpayers
often does not involve any of the attributes of technological innova-
tion.

Accordingly, the Act targets the credit to research undertaken
for the purpose of discovering information that is technological in
nature and when applied is intended to be useful in developing a
new or improved business component for sale or use in carrying on
the taxpayer’s trade or business. In addition, research is eligible for
the extended credit only when substantially all the activities un-
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dertaken in developing or improving the business component con-
stitute elements of a process of experimentation relating to func-
tional aspects of the business component. The Act provides exclu-
sions from the credit for certain research or nonresearch activities,
and limits allowance of the credit for the costs of developing cer-
tain internal-use computer software to such software meeting a
high threshold of innovation.

University basic research.—The Congress believed it is desirable
to provide increased tax incentives for corporate cash expenditures
for university basic research where such expenditures do not
merely represent a switching of donations from general university
giving and where certain other maintenance-of-effort levels are ex-
ceeded. By contrast to other types of research or product develop-
ment, where expected commercial returns attract private invest-
ment, basic research typically does not produce sufficiently imme-
diate commercial applications to make investment in such research
self-supporting. Because basic research typically involves greater
risks of not achieving a commercially viable result, larger-term
projects, and larger capital costs than ordinary product develop-
ment, the Federal Government traditionally has played a lead role
in funding basic research, principally through grants to universi-
ties and other nonprofit scientific research organizations. In addi-
tion, the research credit as modified by the Act provides increased
tax incentives for corporate funding of university basic research to
the extent that such expenditures reflect a significant commitment
by the taxpayer to basic research.

Credit use limitation.—The Congress concluded that the general
limitation on use of business credits (under the Act, 75 percént of
tax liability over $25,000) should apply to the research credit.

Explanation of Provisions

Three-year extension; reduction in rate of incremental credit

The Act extends the incremental research tax credit for three ad-
ditional years, i.e., for qualified research expenditures paid or in-
curred through December 31, 1988, at a credit rate of 20 percent.

Eligibility of certain computer-use costs

The Act generally repeals the prior-law provision treating
amounts paid by the taxpayer to another person for the right to
use personal property in qualified research as generally eligible for
the credit. However, the Act provides that, under regulations to be
prescribed by the Treasury Department, amounts paid or incurred
by the taxpayer to another person for the right to use computer
time in the conduct of qualified research are eligible for the incre-
mental credit. This provision is intended to benefit smaller busi-
nesses that cannot afford to purchase or lease their own computers
for research purposes, and hence is intended to apply where the
taxpayer is not the principal user of the computer. Consistent with
the prior-law limitations on credit-eligibility of research equipment
rental costs, such computer-use payments are not eligible for the
credit to the extent that the taxpayer (or a person with which the
taxpayer must aggregate expenditures in computing the credit) re-
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ceives or accrués any amount from any other person for computer
use.

In computing the incremental research credit for a taxable year
beginning after December 31, 1985 (when rental costs will not be
eligible for the credit), a taxpayer may' exclude from the base-
period amount with respect to such year any rental costs, etc.
(other than for computer-use costs of a type remaining eligible for
the credit in post-1985 years) that were allowable as qualified re-
search expenses under section 30(b)2)(AXiii) (as then in effect) in a
base-period year.2!

Definition of research for credit purposes

In general

The Act targets the credit to research undertaken for the pur-
pose of discovering information that is technological in nature and
the application of which is intended to be useful in developing a
new or improved business component for sale or use in carrying on
the taxpayer’s trade or business. In addition, research is eligible for
the extended credit only where substantially all the activities un-
dertaken in developing or improving the business component con-
stitute elements of a process of experimentation relating to func-
tional aspects of the business component. The Act provides exclu-
sions from the credit for certain research or nonresearch activities.
The costs of developing certain internal-use software are eligible
for the credit only if specified requirements are met.

No inference is intended from the provisions of the Act defining
research eligible .for the credit as to the scope of the term “re-
gee%rch‘ or experimental” for purposes of the section 174 expensing

uction.

Research

As under prior law, the Act limits research expenditures eligible
for the incremental credit to “research or experimental expendi-
tures” eligible for expensing under section 174. Thus, for example,
the credit is not available for (1) expenditures other than “research
and development costs in the experimental or laboratory sense,” (2)
expenditures “such as those for the ordinary testing or inspection
of materials or products for quality control or those for efficiency
surveys, management studies, consumer surveys, advertising, or
promotions,” (8) costs of acquiring another person’s patent, model,
production, or process, or (4) research expenditures incurred in con-
nection with literary, historical, or similar projects (Treas. Reg. sec.
1.174-2(a)).22 The term research includes basic research.

Under the Act, research satisfying the section 174 expensing defi-
nition is eligible for the credit only if the research is undertaken
for the purpose of discovering information (a) that is technological
in nature, and also (b) the application of which is intended to be

21 Except pursuant to the rule stated in the text for the exclusion of certain rental costs from
base-period expenditures, the Act does not authorize modifications to base-period computations
for taxable years beginning prior to 1986 (see text below under “Effective Date”).

22 Ag noted above, sec. 174 also excludes from eligibility for exlieensing (1) expenditures for the
acquisition or improvement of depreciable Eroperty, or land, to be used in connection with re-
search, and (2) expenditures to ascertain the existence, location, extent, or quality of mineral

deposits, including oil and gas.
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useful in the development of a new or improved business compo-
nent of the taxpayer. In addition, such research is eligible for the
credit only if substantially all of the activities of the research con-
stitute elements of a process of experimentation for a functional
purpose. The Act also expressly sets forth exclusions from eligibil-
ity for the credit for certain research activities that might other-
wise qualify and for certain nonresearch activities.

Technological nature

The determination of whether the research is undertaken for the
purpose of discovering information that is technological in nature
depends on whether the process of experimentation utilized in the
research fundamentally relies on principles of the physical or bio-
logical sciences, engineering, or computer science2® —in which case
the information is deemed technological in nature—or on other
principles, such as those of economics—in which case the informa-
tion is not to be treated as technological in nature. For example,
information relating to financial services or similar products (such
as new types of variable annuities or legal forms) or advertising
does not qualify as technological in nature.

Process of experimentation

The term process of experimentation means a process involving
the evaluation of more than one alternative designed to achieve a
result where the means of achieving that result is uncertain at the
start. This may involve developing one or more hypotheses, testing
and analyzing those hypotheses (through, for example, modeling or
simulation), and refining or discarding the hypotheses as part of a
sequential design process to develop the overall component.

Thus, for example, costs of developing a new or improved busi-
ness component are not eligible for the credit if the method of
reaching the desired objective (the new or improved product char-
acteristic) is readily discernible and applicable as of the beginning
of the research activities, so that true experimentation in the scien-
tific or laboratory sense would not have to be undertaken to devel-
op, test, and choose among viable alternatives. On the other hand,
costs of experiments undertaken by chemists or physicians in de-
veloping and testing a new drug are eligible for the credit because
the researchers are engaged in scientific experimentation. Similar-
1y, engineers who design a new computer system, or who design im-
proved or new integrated circuits for use in computer or other elec-
tronic products, are engaged in qualified research because the
design of those items is uncertain at the outset and can only be de-
termined through a process of experimentation relating to specific
design hypotheses and decisions as described above.

Functional purposes

Under the Act, research is treated as conducted for a functional
purpose only if it relates to a new or improved function, perform-

23 Research does not rely on the principles of computer science merely because a computer is
employed. Research may be treated as undertaken to discover information that is technological
in nature, however, if the research is intended to expand or refine existing principles of comput-
er science.
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ance, or reliability or quality. Activities to assure achievement of
the intended function, performance, etc. of the business component
undertaken after the beginning of commercial production of the
component are not eligible for the credit. The Act also provides
that research relating to style, taste, cosmetic, or seasonal design
factors shall in no event be treated as conducted for a functional
purpose and hence is not eligible for the credit.

Application of tests

The term business component means a product, process, comput-
er software, technique, formula, or invention that is to be held for
sale, lease, or license, or is to be used by the taxpayer in a trade or
business of a taxpayer. If the requirements described above for
credit eligibility are not met with respect to a product, etc. but are
met with respect to one or more elements thereof, the term busi-
ness component means the most significant set of elements of such
product, etc. with respect to which all requirements are met.

Thus, the requirements for credit eligibility are applied first at
the level of the entire product, etc. to be offered-for sale, etc. by the
taxpayer. If all aspects of such requirements are not met at that
level, the test applies at the most significant subset of elements of
the product, etc. This shrinking back of the product is to continue
until either a subset of elements of the product that satisfies the
requirements is reached, or the most basic element of the product
is reached and such element fails to satisfy the test. Treasury regu-
lations may prescribe rules for applying these rules where a re-
search activity relates to more than one business component.

A plant process, machinery, or technique for commercial produc-
tion of a business component is treated as a different component
than the product being produced. Thus, research relating to the de-
velopment of a new or improved production process is not eligible
for the credit unless the definition of qualified research is met sep-
arately with respect to such production process research, without
takol"ing into account research relating to the development of the
product.

Internal-use computer software

Under a specific rule in the Act, research with respect to com-
puter software that is developed by (or for the benefit of) the tax-
payer primarily for the taxpayer’s own internal use is eligible for
the credit only if the software is used in (1) qualified research
(other than the development of the internal-use software itself) un-
dertaken by the taxpayer, or (2) a production process that meets
the requirements for the credit (e.g., where the taxpayer is develop-
ing both robotics and software for the robotics to be used in a man-
ufacturing process, and the taxpayer’s research costs of developing
the robotics are eligible for the credit). Any other research activi-
ties with respect to internal-use software are ineligible for the
credit except to the extent provided in Treasury regulations. Ac-
cordingly, the costs of developing computer software are not eligi-
ble for the credit where the software is used internally, for exam-
ple, in general and administrative functions (such as payroll, book-
keeping, or personnel management) or in providing noncomputer
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services (such as accounting, consulting, or banking services),
except to the extent permitted by Treasury regulations.

The Congress intended and expected that these regulations will
make the costs of new or improved internal-use software eligible
for the credit only if the taxpayer can establish, in addition to sat-
isfying the general requirements for credit eligibility, (1) that the
software is innovative (as where the software results in a reduction
in cost, or improvement in speed, that is substantial and economi-
cally significant); (2) that the software development involves signifi-
cant economic risk (as where the taxpayer commits substantial re-
sources to the development and also there is substantial uncertain-
ty, because of technical risk, that such resources would be recov-
ered within a reasonable period); and (3) that the software is not
commercially available for use by the taxpayer (as where the soft-
ware cannot be purchased, leased, or licensed and used for the in-
tended purpose without modifications that would satisfy the first
two requirements just stated). The Congress intended that these
regulations are to apply as of the effective date of the new specific
statutory rule relating to internal-use software; i.e, internal-use
computer software costs that qualify under the three-part test set
forth in this paragraph are eligible for the research credit even if
incurred prior to issuance of such final regulations.

The specific rule in the Act relating to internal-use computer
software is not intended to apply to the development costs of 'a new
or improved package of software and hardware developed together
by the taxpayer as a single product, of which the software is an in-
tegral part, that is used directly by the taxpayer in providing tech-
nological services in its trade or business to customers. For exam-
ple, the specific rule would not apply where a taxpayer develops to-
gether a new or improved high technology medical or industrial in-
strument containing software that processes and displays data re-
ceived by the instrument, or where a telecommunications company
develops a package of new or improved switching equipment plus
software to operate the switches. In these cases, eligibility for the
incremental research tax credit is to be determined by examining
the combined hardware-software product as a single product, and
thus the specific rule applicable to internal-use computer software
would not apply to the combined hardware-software product.

In the case of computer software costs incurred in taxable years
before the effective date for the new specific statutory rule, the eli-
gibility of such costs for the research credit is to be determined in
the same manner as the eligibility of hardware product costs. The
Congress expected and was assured by the Treasury Department
tl;)hap guidance to this effect would be promulgated on an expedited

asis.

Excluded activities

The Act specifies that expenditures incurred in certain research,
research-related, or nonresearch activities are excluded from eligi—
bility for the credit, without reference to the requirements de-
scribed above relating to technological information, process of ex-
perimentation, and functional purposes.

Post-production research activities.—The Act provides that any
research with respect to a business component conducted after the
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beginning of commercial production of the component does not con-
stitute qualified research eligible for the credit. Thus, no expendi-
tures relating to a business component are eligible for the credit
after the component has been developed to the point where it
either meets the basic functional and economic requirements of the
taxpayer for such component or is ready for commercial sale or
use.2¢ For example, the credit is not available for such expendi-
tures as the costs of preproduction planning for a finished business
component, tooling-up for production, trial production runs, trou-
ble-shooting involving detecting faults in production equipment or
processes, accumulation of data relating to production processes,
and the cost of debugging product flaws.

By way of further illustration, the credit is not available for costs
of additional clinical testing of a pharmaceutical product after the
product is made commercially available to the general public. How-
ever, the clinical testing in the United States of a product prior to
production for sale in this country, or clinical testing seeking to es-
tablish new functional uses, characteristics, indications, combina-
tions, dosages, or delivery forms as improvements to an existing
product, is eligible for the credit. Thus, research (e.g., body chemis-
try research) undertaken on a product approved for one specified
indication to determine its effectiveness and safety for other poten-
tial indications is eligible for the credit. Similarly, testing a drug
currently used to treat hypertension for a new anti-cancer applica-
tion, and testing an antibiotic in combination with a steroid to de-
termine its therapeutic value as a potential new anti-inflammatory
drug, are eligible for the credit.

Adaptation.—The Act provides that research related to the adap-
tation of an existing business component to a particular customer’s
requirement or need is not eligible for the credit. Thus, for exam-
ple, the costs of modifying an existing computer software item for a
particular customer are not eligible for the credit. However, the
mere fact that a business component is intended for a specific cus-
tomer does not disqualify otherwise qualified research costs of the
item (assuming that the research is not funded by the customer).

Surveys, studies, certain other costs.—The Act provides that the
credit is not available for the costs of efficiency surveys; activities
(including studies) related to management functions or-techniques;
-market research, market testing, or market development (including
advertising or promotions); routine data collections; or routine or
ordinary testing or inspection of materials or business components
for quality control. Management functions and techniques include
such items as preparation of financial data and analysis, develop-
ment of employee training programs and management organization

24 The exclusion from credit-eligibility for activities with respect to a business component
after the beginning of commercial production of the component does not preclude the costs of
improvements in an existing product from eligibility for the credit. Thus, for example, the ex-
penses of an automobile manufacturer in developing, through a process of experimentation, a
more efficient and reliable diesel fuel injector are eligible for the incremental research tax
credit even though the research expenses are incurred during or after production by the manu-
facturer of automobile engines containing the existing (unimproved) diesel fuel injector. Howev-
er, the costs of any activities of the automobile manufacturer with respect to the im roved
diesel fuel injector after the beginning of commercial production ef the improved diesel fuel in-
jector are not eligible for the research credit.
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plans, and management-based changes in production processes
(such as rearranging work stations on an assembly line).

Duplication.—The Act provides that the credit does not apply to
research related to the reproduction of an existing business compo-
nent (in whole or in part) of another person from a physical exami-
nation of the component itself or from plans, blueprints, detailed
specifications, or publicly available information with respect to
‘such component. While such “reverse engineering” activities thus
are not eligible for the credit, the exclusjon for duplication does not
apply merely because the taxpayer examines a competitor’s prod-
uct in developing its own component through a process of other-
wise qualified experimentation requiring the testing of viable alter-
natives and based on the knowledge gained from such tests.

Additional exclusions.—As under prior law, the Act excludes
from eligibility for the credit expenditures for research (1) that is
conducted outside the United States; (2) in the social sciences (in-
cluding economics, business management, and behavioral sciences),
arts, or humanities; or (3) to the extent funded by any person (or
governmental entity) other than the taxpayer, whether by grant,
contract, or otherwise.

Effect on section 174 definition

No inference is intended from the rules in the Act defining re-
search for purposes of the incremental credit as to the scope of the
term “research or experimental” for purposes of the section 174 ex-
pensing deduction.

University basic research credit

In general

Under prior law, research expenditures entering into the compu-
tation of the incremental research credit included 65 percent of a
corporation’s expenditures (including grants or contributions) pur-
suant to a written research agreement for basic research to be per-
formed by universities or certain scientific research organizations.
Under the Act, a 20-percent tax credit applies to the excess of (1)
100 percent of corporate cash payments for university basic re-
search over (2) the sum of (a) the greater of two fixed research
floors plus (b) an amount reflecting any decrease in nonresearch
giving to universities by the corporation as compared to such
giving during a fixed base period, as adjusted for inflation.25

Qualifying payments

For purposes of the credit, qualifying basic research payments
are cash payments paid during the taxable year pursuant to a writ-
ten agreement between the taxpayer corporation?® and a universi-
ty or certain other qualified organizations for basic research to be
performed by the qualified organization (or by universities receiv-

25 The Act provides a single research credit (Code sec. 41), consisting of a 20-percent incre-
mental component and a 20-percent university basic research component. For convenience, this
explanation generally refers to these components as the incremental research credit and the
university basic research credit.

26 For this purpose, the term corporation does not include S corporations (sec. 1361(a)), person-
al holding companies (sec. 542), or service organizations (sec. 414(mX3)).
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ing funds through certain initial recipient qualified organizations).
Such corporate payments for university basic research are deemed
to satisfy the trade or business test for the research credit, whether
or not the basic research is in the same field as an existing trade or
business of the corporation.

Under the Act, qualifying basic research payments. include both
grants or contributions for basic research by the corporate taxpay-
er that constitute charitable contributions under section 170, and
also contract payments for basic research to be performed by the
qualified organization on behalf of the corporation. Such payments
are not eligible for a credit unless and until actually paid by the
corporation to a qualified organization. Thus, an accrual-basis cor-
poration may not treat amounts incurred, but not actually paid
during the taxable year, for university basic research as eligible for
the credit in that year.

Under the Act, only cash payments may qualify as a basic re-
search payment. No amount (basis or value) on account of contribu-
tions or transfers of property is eligible for either the incremental
credit or the basic research credit, whether or not such property
constitutes scientific equipment eligible for an augmented charita-
ble deduction under section 170(eX4).

As under prior law, the term basic research is defined in the Act
as any original investigation for the advancement of scientific
knowledge not having a specific commercial objective. However, ex-
penditures for basic research in the social sciences (including eco-
nomics, business management, and behavioral sciences), arts, or
humanities and basic research conducted outside the United State
are excluded from eligibility for the credit. ‘

Qualified organizations

To be eligible for a credit, the corporate payments must be for
basic research to be conducted by a qualified organization. For this
purpose, the term qualified organization generally includes colleges
or universities, tax-exempt scientific research organizations, and
cﬁrtaAin tax-exempt conduit or grant organizations, as specified in
the Act.

The first category of qualified organizations consists of education-
al institutions that both are described in Code section
170(b)1)(AXii) and constitute institutions of higher education
within the meaning of section 3304(f).27 The second category con-
sists of tax-exempt organizations that (1) are organized and operat-
ed primarily to conduct scientific research, (2) are described in sec-
tion 501(cX3) (relating to exclusively charitable, educational, scien-
tific, etc., organizations), and (3) are not private foundations. Also,

27 An educational organization is described in sec. 1TO(MX1XAXi) “if its ?nmary function is
the presentation of formal instruction and it normally maintains a ar faculty and curricu-
lum and normally has a regularly enrolled body of pupils or students in attendance at the place
where its educational activities are regularly carried on.” The term includes public or private
colleges and universities (Treas. Reg. sec. 1.170A-9(b)1)).

Sec. 3304(f) defines “institution of higher education” as an educational institution which (1)
admits as regular students only individuals havi.l:gc: certificate of graduation from a high
school, or the recognized equivalent of such a certificate; (2) is legally authorized to provide a
program of education beyond high school; (3) provides an educational program for it which
awards a bachelor’s or higher degree, or provides a program which is acceptable for full credit
toward such a degree, or offers a program of training to prepare students for gainful employ-
ment in a recognized occupation; and (4) is a public or other nonprofit institution.
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certain tax-exempt grant funds that qualified under prior law con-
tinue to qualify under the Act.

In addition, the Act treats as a qualified organization any tax-
exempt organization that is organized and operated primarily to
promote scientific research by colleges or universities pursuant to
written research agreements, that expends on a current basis sub-
stantially all its funds (or substantially all the basic research pay-
ments received by it) through grants to or contracts with colleges
and universities for basic research, and that is either (a) described
in section 501(cX3) and is not a private foundation or (b) described
in section 501(cX6) (trade associations).

Computation rules for revised basic research credit

Under the Act, the university basic research credit applies to the
excess of (1) 100 percent of corporate cash payments for universit;
basic research over (2) the sum of the minimum basic researc
amount plus the maintenance-of-effort amount.

a The minimum basic research amount is the greater of two fixed
oors— :

(a) the average of all credit-eligible basic research expenditures
under Code section 30(eX1) (as in effect during the base period) for
the three taxable years immediately preceding the taxpayer’s first
taxable year beginning after December 31, 1983; or

(b) one percent of the average of the sum of all in-house research
expenses, contract research expenses, and credit-eligible basic re-
search expenditures under Code section 30(e)1) (as in effect during
the base period) for each of the three taxable years immediately
grecgiiirllgg%he taxpayer’s first taxable year beginning after Decem-

er 31, .

In the case of a corporation that was not in existence for at least
one full taxable year during this fixed base period, the Act provides
that the minimum basic research amount for the base period shall
not be less than 50 percent of the basic research payments for the
current taxable year. If the corporation was in existence for one
full taxable year or two full taxable years during such base period,
the fixed floor is to be computed with respect to such year or years.

The maintenance-of-effort amount means, with respect to the
taxpayer’s current taxable year, the excess of the average of the
nondesignated university donations paid by the taxpayer during
the three taxable years immediately preceding the taxpayer’s first
taxable year beginning after December 31, 1983, as adjusted under,
the Act to reflect inflation, over the amount of nondesignated uni-
versity donations paid by the taxpayer in the current taxable year.
The term nondesignated university donation means all amounts
paid by the taxpayer to all colleges or universities for which a
charitable deduction was allowable (under sec. 170) and that were
not taken into account in computing the research credit.

Any amount of credit-eligible basic research payments to which
the revised university basic research credit applies does not enter
into the computation of the incremental credit. Any remaining
amount of credit-eligible basic research payments—i.e., the amount
to which the revised credit does not apply because it does not
exceed the qualified organization base period amount—is treated as
contract research expenses, for purposes of section 41(a)(1), in com-
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puting the taxpayer’s incremental credit (and in subsequent years
enters into the base period amounts for purposes of computing the
incremental credit).

Credit limitations

The Act makes the research credit subject to the general busi-
ness credit limitation (Code sec. 38), as amended by the Act (i.e., 75
percent of tax liability over $25,000).

Effective Date

The extension of the credit is effective for taxable years ending
after December 31, 1985. Under the Act, the credit will not apply to
amounts paid or incurred after December 31, 1988,28

The modifications to the credit made by the Act are effective for
taxable years beginning after December 31, 1985, except that the
modifications relating to the university basic research credit are ef=
fective for taxable years beginning after December 31, 1986. In
computing the research credit for taxable years beginning after De-
cember 31, 1985, base-period expenditures for taxable years begin-
ning before January 1, 1986 are to be determined under the prior-
law credit definition of qualified research that was applicable in
such base-period years and are not to be redetermined under the
definition of qualified research in the Act.2?

Revenue Effect

The provision is estimated to decrease fiscal year budget receipts
by $1,429 million in 1987, $1,183 million in 1988, $833 million in
1989, $429 million in 1990, and $259 million in 1991.

2. Augmented charitable deduction for certain donations of scien-
tific equipment (sec. 23l(f) of the Act and sec. 170(e)(4) of the
Code)3°

Prior Law

Under prior and present law, the amount of charitable deduction
otherwise allowable for donated property generally must be re-
duced by the amount of any ordinary gain that the taxpayer would
have realized had the property been sold for its fair market value
,at the date of the contribution (Code sec. 170(e)). Under a special
rule, corporations are allowed an augmented charitable deduction
for certain donations of newly manufactured scientific equipment
to a college or university for research use in the physical or biologi-
cal sciences (sec. 170(eX4)).

28 The Act provides that in the case of any taxable year which begins before January 1, 1989,
and ends after December 31, 1988, any amount for any base period with to such ta.xable
year ghall be the amount which bears the same ratio to such amount for such base period as the
number of days in such taxable year before January 1, 1989, bears to the total number of days
in such t.axabfs

29 Base-peri expend.ltures for such years may be redetermined to exclude certain rental-:
coets (see text accompanying note 21 above

80 For legislative background of the provmon, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 231(f); H.Rep 99-426, p. 185; and H.Rep.
99-841, Vol. I (September 18, 1986), pp. 76-77 (Conference Report).
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Reasons for Change:

The Congress believed that the prior-law provision concerning
certain charitable donations of newly manufactured scientific
equipment to universities for research use should be extended to
include such donations to tax-exempt scientific research organiza-
tions.

Explanation of Provigion

Under the Act, the category of eligible donees under section
170(e)4) is expanded to include organizations described in Code sec-
tion 41(eX6)B), i.e., tax-exempt organizations that (1) are organized
and operated primarily to conduct scientific research, (2) are de-
scribed in section 501(c}3) (relating to exclusively charitable, educa-
tional, scientific, etc., organizations), and (3) are not private founda-
tions.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1985.

Revenue Effect

The revenue effect of this provision is included with the revenue
effect for item 1 above.

3. Tax credit for orphan drug clinical testing (sec. 232 of the Act
and sec. 28 of the Code)3?

Prior Law

A 50-percent, nonrefundable tax credit is allowed for a taxpayer’s
qualified clinical testing expenses paid or incurred in the testing of
certain drugs (generally referred to as “orphan drugs”) for rare dis-
eases or conditions (Code sec. 28). Prior law defined a rare disease
or condition is one that occurs so infrequently in the United States
that there is no reasonable expectation that businesses could
recoup the costs of developing a drug for it from U.S. sales of the
drug. These rare diseases and conditions include Huntington’s dis-
ease, myoclonus, ALS (Lou Gehrig’s disease), Tourette’s syndrome,
and Duchenne’s dystrophy (a form of muscular dystrophy).

Under prior law, the orphan drug credit would not have been
available for amounts paid or incurred after December 31, 1987.

Reasons for Change

The Congress decided to extend the orphan drug credit for three
additional years, to be consistent with the longer authorization
period for research grants for development of vaccines or drugs to
treat rare diseases.

31 For le%slatlve background of the rovmlon see: H.R. 3838, as reported by the House Com-
mittee on ays and Means on Decem 1985 sec. 283; H. Eg.g 26, p. 230; Senate floor
amendment, 132 Cong. Rec. 8 7793 (June 18 1986), and H. Rep. 41, Vol. I (éeptember 18,
1986), p. 77 (Conference Report).
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Explanation of Provision

The Act extends the orphan drug credit for three addltlonal
years (i. e, through December 31, 1990).32

Effective Date '

93%’)" provision is effective on the date of enactment (October 22,
1 X

Revenue Effect

The provision is estimated to decrease fiscal year budget receipts
by $7 million in 1988, $15 million in 1989, $§15 million in 1990, and
$8 million in 1991.

32 See also sec. 1879(b) of the Act, making certain changes to the definition of rare disease or
condition in Code sec. 28(dX1).



D. Rapid Amortization Provisions

1. Trademark and trade name expenditures (sec. 241 of the Act
and sec 177 of the Code)3?

Prior Law

Prior law permitted taxpayers to elect to amortize over a period
of at least 60 months expenditures for the acquisition, protection,
expansion, registration, or defense of a trademark or trade name,
other than an expenditure which was part of the consideration for
an existing trademark or trade name.

Reason for Change

The special amortization provision for trademark and trade
name expenditures was enacted in 1956, in part because of a per-
ception that certain large companies whose in-house legal staff
handled trademark and trade name matters were able in some
cases to deduct compensation with respect to these matters, be-
cause of difficulties of identification, while smaller companies that
retained outside counsel were required to capitalize such ex-
penses.3* However, in reconsidering this provision, Congress did
not believe that the possibility that some taxpayers may fail accu-
rately to compute nondeductible expenses was a justification for
permitting rapid amortization. Furthermore, to the extent such
mischaracterization occurs, a five-year amortization provision only
partially alleviates any unfairness. There is no basis for a presump-
tion that a trademark or trade name will decline in value, or that
investment in trademarks and trade names produces special social
benefits that market forces might inadequately reflect. Congress
believed that a tax incentive for trademark or trade name expendi-
tures is therefore inappropriate.

Explanation of Provision

The Act repeals the election. Trademark and trade name expend-
itures must be capitalized and recovered on a disposition of the
asset. No amortization or depreciation is allowed with respect to
such expenditures.

Effective Date

The provision is generally effective for expenditures paid or in-
curred after December 31, 1986.

33 For le‘gmlatlve background of the provision, see: H.R. 3838, as reported by the House Com-
mJttee on Ways and Means on December 7, 1985, sec. 221; H Rep. 99-426, 1‘71 172; H.R. 3838,
I¥ the Senate Committee on Finance on Ma 986 sec. 254 S.Rep. 99-313, pp.
256-2 ; and H.Rep. 99-841, Vol. II (; &t:smber 18, 1986),p ‘78 (Conference Report
34 See S. Rep. 1941, 84th Cong. 2d ., PP 89 (1
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However, prior law applies to expenditures incurred: (1) pursuant
to a written contract that was binding as of March 1, 1986; or (2)
with respect to development, protection, expansion, registration or
defense of trademarks or trade names commenced as of March 1,
1986, if the lesser of $1 million or 5 percent of cost has been in-
curred or committed by that date, provided in each case the trade-
mark or trade name is placed in service before January 1, 1988.

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $4 million in 1987, $13 million in 1988, $25 million in 1989, $41
million in 1990, and $58 million in 1991.

2. Qualified railroad grading and tunnel bores (sec. 242 of the Act
and sec. 185 of the Code)3®

Prior Law

Under prior law, domestic railroad common carriers could elect
to amortize the cost of qualified railroad grading and tunnel bores
over a 50 year period. ‘‘Qualified railroad grading and tunnel
bores” included all land improvements (including tunneling) neces-
sary to provide, construct, reconstruct, alter, protect, improve, re-
place, or restore a roadbed of right-of-way for railroad track.

Reason for Change

The special amortization provision for railroad grading and
tunnel bore expenditures were enacted in 1969 to encourage invest-
ment in light of uncertainties about the useful life of such proper-
ty. The scope of the provision was extended in 1976, to cover ex-
penditures for pre-1969 property. However, Congress believed that
continuation of the benefit is inconsistent with tax reform.

Explanation of Provision

The election is repealed. No amortization or depreciation deduc-
tion for railroad grading and tunnel bores will be allowed.

In addition, special ACRS treatment is provided for a particular
railroad disaster and involuntary conversion treatment of insur-
ance proceeds in that case is specified.

The repeal of the election generally applies to expenses paid or
incurred on or after January 1, 1987. However, prior law continues
to apply to expenditures incurred: (1) pursuant to a written con-
tract that was binding as of March 1, 1986; or (2) with respect to
construction, reconstruction, alteration, improvement, replacement
or restoration commenced as of March 1, 1986, if the lesser of $1
million or 5 percent of cost has been incurred or committed by that
date, provided in each case the improvements are placed in service
before January 1, 1988.

35 For l%xslatwe background of the provision, see: H.R. 3838, as b‘; e o
mittee on and Means on December 7, 1985, sec. 224; H. Resg
reported by the Senate Committee on Finance on May 29 1986, sec. 202(g)- and p 99-841
Vol. II (September 18, 1986), pp. 79-80 (Conference Report).
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Revenue Effect

This provision is estimated to decrease fiscal year budget receipts
by less than $5 million in each of the years 1987 through 1991.

3. Bus operating authorities; freight forwarders (sec. 243 of the
Act and section 266 of the Economic Recovery Tax Act of
1981)36

Prior.' Law

Prior to enactment of the Bus Regulatory Reform Act of 1982,
intercity bus operators were required to obtain an operating au-
thority from the Interstate Commerce Commission (ICC) before pro-
viding service on a particular route. Because the ICC issued only a
limited number of bus operating authorities, persons wishing to
enter a route often purchased an existing bus company with the de-
sired operating authority, paying substantial amounts for these op-
. erating authorities. Thus, the value of bus operating rights consti-
tuted a substantial part of a bus operator’s assets and a source of
loan collateral.

The 1982 statute greatly eased entry into the intercity bus indus-
try. Because of this, the value of bus operating authorities dimin-
ished significantly, to the point where they are now essentially
worthless.

A deduction is allowed for any loss incurred in a trade or busi-
ness during the taxable year, if the loss is not compensated for by
insurance or otherwise (Code sec 165(a)). In general, the amount of
the deduction equals the adjusted basis of the property giving rise
to the loss (sec. 165(b)). Treasury regulations provide that, to be de-
ductible, a loss must be evidenced by a closed and completed trans-
action (i.e., must be “realized”), and must be fixed by an identifia-
ble event (Treas Reg. sec. 1.165-1(b)).

As a general rule, no deduction is allowed for a decline in value
of property absent a sale, abandonment, or other disposition. Thus,
for a loss to be allowed as a deduction, generally the business must
be discontinued or the property must be abandoned (Treas. Reg.
sec. 1.165-2)). Further, if the property is a capital asset and is sold
or exchanged at a loss, the deduction of the resulting capital loss is
subject to limitations (secs. 1212, 1211, and 165(f)).

The courts have denied a loss deduction where the value of an
operating permit or license decreased as the result of legislation ex-
panding the number of licenses or permits that could be issued. In
the view of several courts,?” the diminution in the value of a li-
cense or permit would not constitute an event giving rise to a de-
ductible loss if the license or permit continues to have value as a
right to carry on a business.

38 For legislative background of the provision, see: H.R. 3838, as reported by the Senate Com-
mittee on Finance on M. g 29, 1986, sec. 635; S.Rep. 99-313, pp. 251 9; and H.Rep. 99-841, Vol. II
(September 18, 1986), p. 8! (Conference Re rt).

37 See, e.g. Consol tedﬂ'e ht Lines, Inc. v. Comm’r, 31 B.T.A. 576 (1938), affd, 101 F.2d 813
(9th Cll') cert denied, 308 U.S. 562 (1939) (denial of loss deduction attributable to loss of mono
oly due to State dereg'ulatxon of the interstate motor carrier industry); Monroe W. Beatty, 46 T.
835 (1966) (no deduction allowed for diminution in value of liquor license reeultmg from cha.nga
in State law limiting grant of such licenses).
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Reasons for Change

The owners of bus operating authorities face a situation similar
to that faced by owners of trucking company operating authorities
after enactment of the Motor Carrier Act of 1980. That statute de-
regulated the trucking industry; as a result, motor carrier operat-
ing authorities lost significant value. In the Economic Recovery
Tax Act of 1981, the Congress enacted a provision allowing truck-
ing companies an ordinary deduction ratably over five years for
I%SSS in value of motor carrier operating authorities (sec. 166 of the
1981 Act).

Explanation of Provision

The Act allows an ordinary deduction ratably over a 60-month -
period for taxpayers who held one or more bus operating authori-
ties on November 19, 1982 (the date of enactment of the Bus Regu-
latory Reform Act of 1982). The amount of the deduction is the ag-
gregate adjusted bases of all bus operating authorities that were
held by the taxpayer on November 19, 1982, or acquired after that
date under a contract that was binding on that date.

The Act provides a similar rule for surface freight forwarders
that were deregulated pursuant to the Surface Freight Forwarder
Deregulation Act of 1986.

The 60-month period for bus operating authorities begins on No-
vember 1, 1982, or, at the taxpayer’s election, the first month of the
taxpayer’s first taxable year beginning after that date. The Act re-
quires that adjustments be made to the bases of authorities to re-
flect amounts allowable as deductions under the Act. :

Under regulations to be prescribed by the Treasury, a taxpayer
(whether corporate or noncorporate) holding an eligible bus operat-
ing authority would be able to elect to allocate to the authority a
portion of the cost to the taxpayer of stock in an acquired corpora-
tion (unless an election under section 338 is in effect). The election
would be available if the bus operating authority was held (directly
or indirectly) by the taxpayer at the time its stock was acquired. In
such a case, a portion of the stock basis would be allocated to the
authority only if the corporate or noncorporate taxpayer would
have been able to make such an allocation had the authority been
distributed in a liquidation to which prior-law section 334(b)X2) ap-
plied. The election would be available only if the stock was ac-
quired on or before November 19, 1982 (or pursuant to a binding
contract in effect on such date).

Effective Date

The provision for bus operating authorities is effective retroac-
tively for taxable years ending after November 18, 1982. The Act
extends the period of limitations for filing claims for refund or
credit of any overpayment of tax resulting from this provision, if
such claim is presented on or before the date that is one year after
the date of enactment of the Act. In such a case, a claim for refund
or credit may be made or allowed if filed on or before the date that
is eighteen months after such date.
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Revenue Effect

The provision is estimated to reduce fiscal year budget receipts
by $20 million in 1987.

4. Removal of architectural and transportation barriers to the
handicapped and elderly (sec. 244 of the Act and sec. 190 of
the Code)38

Prior Law
Prior law allowed electing taxpayers to deduct currently up to
$35,000 of qualifying capital expenditures for the removal of archi-
tectural and transportation barriers to the handicapped and elder-
ly. This rule applied to expenses paid or incurred in order to make
more accessible to and usable by the handicapped and elderly any
facility or public transportation vehicle owned or leased by the tax-

payer for use in a trade or business. The election was not available
in taxable years beginning after December 31, 1985.

Reasons for Change

Congress believed it desirable to continue to encourage the re-
moval of architectural and transportation barriers to the handi-
capped and elderly, inasmuch as the social benefits of such expend-
itures may not be fully taken into account in private calculations
of benefits and costs. .

Explanation of Provision

The Act reinstates on a permanent basis, effective for expenses
incurred in taxable years beginning after 1985, the provision that
allows the expensing of up to $35,000 of costs incurred in the re-.
moval of architectural and transportation barriers to the handi-
capped and elderly.

Effective Date

The provision, effective on October 22, 1986 (date of enactment of
t}fl‘e A{:;:) 5applies to expenses incurred in taxable years beginning
after 1985.

Revenue Effect

The provision is estimated to decrease fiscal year budget receipts
by $26 million in 1987, $18 million in 1988, $19 million in 1989, $20
million in 1990, and $21 million in 1991.

38 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on.-Ways and Means on December 7, 1985, sec. 225; H.Rep. 99-426, p. 175; H.R. 3838, as
reported by the Senate Committee on Finance on May 29, 1986, sec. 1707; S.Rep. 99-313, p. 882;
-and H.Rep. 99-841, Vol. Il (September 18, 1986), p. 81 (Conference Report).



E. Real Estate Provisions

1. Tax credit for rehabilitation expenditures (sec. 251 of the Act
and secs. 46(b), 48(g), and 48(q) of the Code)3®

Prior Law

A three-tier investment tax credit was provided for qualified re-
habilitation expenditures. The credit was 15 percent for nonresi-
dential buildings at least 30 years old, 20 percent for nonresidential
buildings at least 40 years old, and 25 percent for certified historic
structures (including residential buildings). A certified historic
structure was defined as a building (and its structural components)
that is listed in the National Register of Historic Places, or is locat-
ed in a registered historic district and certified by the Secretary of
the Interior as being of historic significance to the district.

The rehabilitation credit was available only if the taxpayer elect-
ed to use the straight-line method of cost recovery with respect to
the rehabilitation expenditures. If the 15- or 20-percent investment
credit was allowed for qualified rehabilitation expenditures, the
basis of the property was reduced by the amount of credit earned
(and the reduced basis was used to compute cost recovery deduc-
tions) (sec. 48(q)(1) and (3)). The basis was reduced by 50 percent of
the 25-percent credit allowed for the rehabilitation of certified his-
toric structures.

Qualified rehabilitation expenditures were eligible for the credit
only if incurred in connection with a substantial rehabilitation that
satisfied an external-walls requirement. The test of substantial re-
habilitation generally was met if the qualified expenditures during
a 24-month measuring period exceeded the greater of the adjusted
basis of the building as of the first day of the 24-month period, or
$5,000. (In  phased rehabilitations, the 24-month measuring period
was extended to 60 months.) S

The external-walls requirement provided generally that at least
75 percent of the existing external walls of the building had to be
retained in place as external walls in the rehabilitation process. An
alternative test provided that the external-walls requirement was
met if (1) at least 75 percent of the external walls were retained in
place as either internal or external walls, (2) at least 50 percent of
such walls were retained in place as external walls, and (3) at least
75 percent of the building’s internal structural framework was re-
tained in place.

In the case of rehabilitations of certified historic structures, cer-
tain additional rules applied. In particular, the Secretary of the In-

3¢ For legislative background of the provision, see: H.R. 3838, as Qg_eforted by the House Com-
mittee onAe\g‘aays and Means on December 7, 1985, sec. 232; H. Reg 26, p¥. 185-190; H.R. 3838,
as reported by the Senate Committee on Finance on May 29, 1986, sec. 1412; S.Rep. 99-313, pp.
752-766; and ﬁ.Rep. 99-841, Vol. II (September 18, 1986), pp. 82-83 (Conference Report).

(14%)
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terior had to certify that the rehabilitation was consistent with the
historic character of the building or the historic district in which
the building was located. In fulfilling this statutory mandate, the
Secretary of the Interior’s Standards for Rehabilitation were ap-
plied. See 36 CFR Part 67.7 (March 12, 1984).

Qualified rehabilitation expenditures generally included any
amounts properly chargeable to capital account of a building in
connection with a rehabilitation, but did not include the following:

(1) the cost of acquiring a building or an interest in a building
(such as a leasehold interest);

: ()2) tl:ia cost of facilities related to a building (such as a parking
ot); an

(8) the cost of enlarging an existing building.

Lessees were entitled to the credit for qualified expenditures in-
curred by the lessee if, on the date the rehabilitation was complet-
ed, the remaining lease term (without regard to renewal periods)
was at least as long as the applicable recovery period (generally 19
years; 15 years in the case of low-income housing). Under regula-
tions prescribed by the Secretary of the Treasury, the substantial
rehabilitation test for a lessee was generally applied by comparmg
the lessee’s qualified rehabilitation expenditures to the lessor’s ad-
justed basis in the building (i.e., the lessee stepped into the shoes of
the lessor).

The rehabilitation credit was subject to recapture if the rehabili-
tated building was disposed of or otherwise ceased to be qualified
investment credit property with respect to the taxpayer during the
five years following the date the property was placed in service. If
the Department of the Interior decertified a rehabilitation of a cer-
tified historic structure during the recapture period, the property
ceased to be qualified investment credit property.

Reasons for Change

In 1981, the Congress restructured and increased the tax credit
for rehabilitation expenditures. The Congress was concerned that
the tax incentives provided to investments in new structures (e.g.,
accelerated cost recovery) would have the undesirable effect of re-
ducing the relative attractiveness of the prior-law incentives to re-
habilitate and modernize older structures, and might lead investors
to neglect older structures and relocate their businesses.

The Congress concluded that the incentives granted to rehabilita-
tions in 1981 remain justified. Such incentives are needed because
the social and aesthetic values of rehabilitating and preservi
older structures are not necessarily taken into account in investors
profit projections. A tax incentive is needed because market forces
might otherwise channel investments away from such projects be-
cause of the extra costs of undertaking rehabilitations of older or
historic buildings.

The Congress also sought to focus the credit particularly on his-
' toric and certain older buildings, to insure that the credits accom-
plish their intended objectives of preserving such historic and older
buildings. In addition, the Congress was concerned that the exist-
ing credit percentages would be too high in the context of the lower
overall rates provided in the Act. For example, the 25-percent
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credit under prior law offset tax on 50 cents of income for every $1
of rehabilitation expenditures made by an individual taxpayer in
the top 50-percent bracket. A credit of 14 percent would accomplish
the same offset to income with a top bracket of 28 percent. Similar-
ly reduced credits would reproduce the same offsets to income as
the current 15-percent and 20-percent rehabilitation credits.

Explanation of Provision

Two-tier credit

The Act replaces the existing three-tier rehabilitation credit with
a twotier credit for qualified rehabilitation expenditures. The
credit percentage is 20 percent for rehabilitations of certified his-
toric structures and 10 percent for rehabilitations of buildings
g::?er fi};)%ré certified historic structures) originally placed in service
ore . -

Retention of certain rules

As under prior law, the 10-percent credit for the rehabilitation of
buildings that are not certified historic structures is limited to non-
residential buildings, but the 20-percent credit for rehabilitation of
historic buildings is available for both residential and nonresiden-
tial buildings.

The prior law provisions that determine whether rehabilitation
expenditures qualify for the credit were generally retained. In gen-
eral, no changes were made regarding the substantial rehabilita-
tion test, the specific types of expenditures that do not qualify for
the credit, the provisions applicable to certified historic structures
and tax-exempt use property, or the recapture rules. -

No expenditure will be eligible for credit unless the taxpayer re-
covers the costs of the rehabilitation using the straight-line method
of depreciation.Further, expenditures incurred by a lessee will not
qualify for the credit unless the remaining lease term, on the date
the rehabilitation is completed, is at least as long as the recovery
period under ACRS (generally 27.5 years for residential real prop-
erty or 31.5 years for nonresidential real property).

External-walls requirement

The external-walls requirement was significantly modified. The
provision that requires 75 percent of the existing external walls to
be retained in place as external walls was deleted and replaced by
the alternative test provided by prior law that requires the reten-
tion in place of (1) at least 75 percent of the existing external walls
(including at least 50 percent as external walls) as well as (2) at
least 75 percent of the building’s internal structural framework.
Thus, unlike the situation that could occur under prior law, a
building that is completely gutted cannot 3ualify for the rehabilita-
tion credit under the Act. In general, a building’s internal structur-
al framework includes all load-bearing internal walls and any
other internal structural sup{forts, including the columns, girders,
beams, trusses, spandrels, and all other members that are essential
to the stability of the building. ’ :

Because the Secretary of the Interior’s Standards for Rehabilita-
tion insure that certified historic structures are properly rehabili-
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tated, the external-walls requirement for such buildings was delet-
ed to provide the Secretary of the Interior with appropriate flexi-
bilty. Rehabilitations eligible for the 20-percent credxj)t must'contin-
ue to be true rehabilitations, however, and not substantially new
construction. Therefore, the Secretary of the Interior is expected to
continue generally to deny certification to rehabilitations if less
than 75 percent of the external walls are retained in place.

Basis reduction

The Act deletes the limited exception that required a basis reduc-
tion for only 50 percent of the credit in the case of certified historic
structures. Thus, a full basis adjustment is required for both the
ten-percent and 20-percent rehabilitation credits.

Effective Date

The modifications to the rehabilitation credit are §enerally appli-
cable to property placed in service after December 31, 1986.

A general transitional rule provides that the modifications to the
rehabilitation credit (other than certain reductions in the credit
percentage—see below) will not apply to property placed in service
before January 1, 1994, if the property is placed in service (as reha-
bilitation property) as part of either a rehabilitation completed pur-
suant to a written contract that was binding (under applicable
state law) on March 1, 1986. This rule also applies to a rehabilita-
tion with respect to property (including any leasehold interest) that
was acquired before March 2, 1986, or was acquired on or after
such date pursuant to a written contract that was binding on
March 1, 1986, if (1) parts 1 (if necessary) and 2 of the Historic
Preservation Certification Application were filed with the Depart-
ment of the Interior (or its designee) before March 2, 1986, or (2)
the lesser of $1,000,000 or five percent of the cost of the rehabilita-
tion (including/I only qualified rehabilitation expenditures) is in-
curred before March 2, 1986, or is required to be incurred pursuant
to a written contract that was binding on March 1, 1986.4°

If a taxpayer transfers his rights in property under rehabilita-
tion or under a binding contract to another taxpayer, the modifica-
tions do not apply to the property in the hands of the transferee, as
long as the ¥roper11::y was not placed in service before the transfer
by the transferor. For purposes of this rule, if by reason of sales or
exchanges of interests in a partnership, there is a deemed termina-
tion and reconstitution of a partnership under section 708(bX1(B),
the partnership is to be treated as having transferred its rights in
the property under rehabilitation or the binding contract to the
new partnership.

If property that qualifies under a transitional rules is placed in
service after December 31, 1986, the applicable credit percentages
are reduced from 15 to ten, and 20 to 13, respectively. The credit
percentage is not reduced for property that qualifies for the 25-per-
cent credit.!

40 A technical correction may be necessary to clarify that—under this rule—the rehabilitation
need not be completed pursuant to a written contract that was binding on March 1, 1986.

41 Similarly, pmﬁl;ty that qualifies for the 25-percent credit under a transitional rule is not
subject to the full basis adjustment requirement. A technical correction may be needed to ac-
complish this result.
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Property that qualifies for transitional relief from the amend-

ments relating to the rehabilitation tax credit is also excepted from
the depreciation changes made by section 201 of the Act.

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $43 million in 1987, $165 million in 1988, $581 million in 1989,
$1,371 million in 1990, and $1,779 million in 1991.

2. Tax credit for low-income rental housing (sec. 252 of the Act
and sec. 42 of the Code)!

Prior Law

No low-income rental housing tax credit was provided under
prior law, but other tax incentives for low-income housing were
available. These tax incentives consisted principally of special ac-
celerated deprecmtlon, five-year amortization of rehabilitation ex-
penses, expensing of construction period interest and taxes, and
tax-exempt bond financing for multifamily residential rental prop-
erty. v

Reasons for Change

Congress was concerned that the tax preferences for low-income
rental housing available under prior law were not effective in pro-
viding affordable housing for low-income individuals. Congress be-
lieved a more efficient mechanism for encouraging the production
of low-income rental housing could be provided through the low-
income rental housing tax credit. v

The primary tax preferences provided for low-income housing
under prior law were tax-exempt bond financing, accelerated cost
recovery deductions, five-year amortization of rehabilitation ex-
penditures, and special deductions for construction period interest
and taxes. These preferences - operated in an uncoordinated
manner, resulted in subsidies unrelated to the number of low-
income individuals served, and failed to guarantee that affordable
hg}x;mg would be provided to the most needy low-income individ-
u

A ma]or shortcoming of the prior-law tax subsidies was that,
beyond a minimum threshold requirement of low-income housing
units that were required to be served, the degree of subsidy was not
directly linked to the number of units serving low-income persons.
As a result, there was no incentive to provide low-income units
beyond the minimum required. Under the tax credit, however, the
amount of the low-income housing tax credit which an owner may
receive is directly related to the number of rental units made avail-
able to low-income individuals. By providing tax credits which are
based on the number of units serving low-income persons, an incen-

1 For legislative background of the provision, see: H.R. 3838, as reported by the Senate Com-
mittee on Finance on May 29, 1986, sec. 1413; S.Rep. 99-313, pp. 757-768; Senate floor amend-
ment, 132 Cong. Rec. $8146-8158 (June23 1986) and H.Rep. 99-841 Vol. H(September 18, 1986),
pp. 85-103 (Conference Report).
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tive exists to provide a greater number of housing units for more
low-income individuals.

Another weakness of the Federal tax subsidies available under.
prior law was that they were not targeted to persons of truly low-
income. For example, a study by the General Accounting Office?
(GAO) of tax-exempt bond financed residential rental projects
found that above-average income renters could qualify under prior
law as “low” or “moderate” income for two reasons. First, persons
with incomes as high as 80 percent of area median income were eli-
gible to occupy units reserved for low- and moderate-income ten-
ants. This income ceiling was relatively high, particularly when
compared with the median income of renters. Second, the Treasury
Department did not require household incomes to be adjusted for
family size until after 1985. Congress believed that the low-income
housing tax credit (as well as tax-exempt bond financing for low-
income housing, discussed in Title XIII) should be provided only for
households with incomes not exceeding 50 percent or 60 percent of
area median income. Congress further believed that these income
limits should be adjusted for family size. These provisions better
target affordable housing to those persons most in need of assist-
ance.

Another shortcoming of the tax subsidies under prior law was
that none limited the rents that could be charged to low-income in-
dividuals. The same GAO study found, for example, that while 96
percent of individuals with incomes over 80 percent df area median
income (the prior-law ceiling on “low” or “moderate” income) paid
rents of less than 30 percent of their income, only 37 percent of in-
dividuals with incomes below 80 percent of area median paid rents
of less than 30 percent of their income. The low-income housing tax
credit limits the rent that may be charged to a low-income tenant,
and therefore ensures that the subsidized housing is affordable to
low-income individuals. In return for providing housing at reduced
rents, owners of rental housing receive a tax credit designed to
compensate them for the rent reduction.

Congress believed that the low-income housing tax credit (and
tax-exempt bonds, as retargeted) will more effectively serve both
low-income individuals and owners willing to provide affordable
low-income housing than the multiple, uncoordinated tax prefer-
ences for low-income housing under prior law.

Explanation of Provisions

Overview

The 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. New con-
struction and rehabilitation expenditures for low-income housing
projects placed in service in 1987 are eligible for a maximum nine
percent credit, paid annually for ten years. The acquisition cost of
existing projects and the cost of newly constructed projects receiv-

2 United States- General Accounting Office, Report to the Chairman, Joint Committee on Tax-
g)ti%n,bﬂentallgiso&wing: Costs and Benefits of Financing with Tax-Exempt Bonds (GAO/RCED-86-
, February R
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ing other Federal subsidies placed in service in 1987 are eligible for
a maximum four percent credit, also paid 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
percent for the two types of credits.

The credit amount is based on the qualified basis (defined below)
of the housing units serving the low-income tenants. Low-income
tenants for purposes of the low-income housing tax credit are de-
fined as tenants having incomes equal to or less than either 50 per-
cent or 60 percent of area median income, adjusted for family size.
The' qualifying income for a particular property depends on the
minimum percentage of units that the owner elects to provide for
low-income tenants. Rents that may be charged families in units on
which a credit is claimed may not exceed 30 percent of the applica-
ble income qualifying as “low”, also adjusted for family size.

To qualify for the credit, residential rental property must comply
continuously with all requirements of the credit throughout a 15-
year compliance period. A credit allocation from the appropriate
State or local credit authority must be received by the owner of
property eligible for the low-income housing tax credit, unless the
property is substantially financed with the proceeds of tax-exempt
bonds subject to the new private activity bond volume limitation.
These provisions are further explained in the following sections.

Credit amount and credit period

The Act provides two separate credit amounts: (1) a 70-percent
present value credit for qualified new construction and rehabilita-
tion expenditures (in excess of specified minimum amounts per
unit) that are not federally subsidized and (2) a 30-percent present
value credit for other qualifying expenditures. Expenditures quali-
fying for the 30-percent present value credit consist of the cost of
acquisition of an existing building (including certain rehabilitation
expenditures which are incurred in connection with acquisition and
which do not exceed prescribed minimum amounts), and federally
subsidized new construction or rehabilitation expenditures. .

A taxpayer’s credit amount in any taxable year is computed by
applying the appropriate credit percentage to the appropriate
qualified basis amount in such year, as defined below.® Except as
desc_:(l"l"ibed below, both credits are claimed annually over a 10-year
period.

The credit period is the 10-year period beginning with the tax-
able year in which the building is placed in service or, at the elec-
tion of the taxpayer, the succeeding taxable year. The credit may
not be claimed for a taxable year in which the building is not in
compliance with all requirements of the credit.

3 Congress understood that in certain cases low-income rental housin,ﬁ.etax credit projects
would be owned indirectly through partnerships. Congress intended that asury Department
regulations will include rules treating partnerships as if they were taxpayers where appropriate
to carry out the objectives of the tax credit. Congress intended, for example, that the partner-
ship be treated as the taxpayer for purposes of determining whether a buil is new (sec.
42(1)(4)). Where a partner’s interest changes during a taxable year, it is intended that each part-
ner’s distributive share of the tax credit be determined under general partnership allocation
rules (see sec. 706), i.e., by the use of a method tirescnbed in Treasury Department regulations
ﬂll)?t takes into account the varying interests of the partners in the partnership during such tax-
able year.
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Credit percentage

For buildings placed in service in 1987, the credit percentages
are 9 percent annually over 10 years for the 70-percent present
value credit, and 4 percent annually over 10 years for the 30-per-
cent present value credit.

For buildings placed in service after 1987, these credit percent-
ages are to be adjusted monthly by the Treasury Department to re-
flect the present values of 70 percent and 30 percent at the time
the building is placed in service. Treasury’s monthly adjustments
of the credit percentages are to be determined on a discounted
after-tax basis, based on the average of the annual applicable Fed-
eral rates (AFR) for mid-term and long-term obligations for the
month the building is placed in service. The after-tax interest rate
is to be computed as the product of (1) the average AFR and (2) .72
(one minus the maximum individual Federal income tax rate). The
discounting formula assumes each credit is received on the last day
of each year and that the present value is computed as of the last
day of the first year. For example, if 72 percent of the average AFR
for a given month were 5.85 percent, the 70-percent and 30-percent
present value credit percentages for buildings placed in service in
that month would be 8.92 percent and 3.82 percent. (For the 70-per-
cent present value credit, this is derived as .0892 = (.70).0585)/
[1.0585-1/(1.0585)%].) In a project consisting of two or more buildings
placed in service in different months, a separate credit percentage
may apply to each building.%

For buildings originally placed in service after 1987, C_ongress in-
tended that the taxpayer, with the consent of the housing credit
agency, may irrevocably elect to use the credit percentage deter-
mined using the above method for the month in which the taxpay-
er receives a binding commitment for a credit allocation from the
credit agency or, in the case of a tax-exempt bond financed project
for which no allocation is required, the month in which the tax-
exempt bonds are issued.®

The credit percentage for rehabilitation expenditures (in excess
of a prescribed minimum amount) is determined when rehabilita-
tion is completed and the rehabilitated property is placed in serv-
ice, but no later than the end of the 24-month period for which
such expenditures may be aggregated.® These rehabilitation ex-
penditures are treated as a separate new building for purposes of
the credit.

The credit percentage for rehabilitation expenditures that are in-
curred in connection with the acquisition of an existing building
(and which do not exceed prescribed minimum amounts) is the
same percentage as is used for the acquired building, i.e., the per-

4 As discussed below, a credit percentage equal to two-thlrds of the credit percentage for the
initial qualified basis is applicable to additions to qualified bas

5 A technical amendment may be needed so that the statute reﬂects this mtent and the intent
of Congress that such an election would be binding on the taxpayer and all successors in inter-
est.

8 Congress intended that the election to determine the credit percentage at the time a binding
commitment for a credit allocation is received, described above, also apply in the case of credits
attributable to rehabilitation expenditures (in excess of a prescribed minimum amount). A tech-
nical amendment may be needecre so that the statute reflects this intent.
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centage determined when the acquired building is placed in serv-
ice.

Qualified basis
In general

The qualified basis amounts with respect to which the credit
amount is computed are determined as the proportion of eligible
basis in a qualified low-income building attributable to the low-
income rental units. This proportion is the lesser of (1) the.propor-
tion of low-income units to all residential rental units or (2) the
proportion of floor space of the low-income units to the floor space
of all residential rental units. Generally, in these calculations, low-
income units are those units presently occupied by qualifying ten-
ants, whereas residential rental units are all housing units, wheth-
er or not presently occupied.

The qualified basis for each building is determined on the last
day of each taxable year, beginning in the taxable year in which
the building is placed in service or, if the taxpayer elects, the fol-
lowing taxable year. :

Special rules for determining qualified basis

The Treasury Department may provide regulations for projects
consisting of two or more buildings. Unless prescribed in regula-
tions, the qualified basis of a project consisting of two or more
buildings is determined separately for each building. Common fa-
cilities in such a project must be allocated in an appropriate
manner to all buildings (whether existing or to be constructed) in
the project.

The first year the credit is claimed, the allowable credit amount
is determined using an averaging convention to reflect the number
of months units comprising the qualified basis were occupied by
low-income individuals during the year. For example, if half of the
low-income units included in qualified basis were first occupied in
October and the remaining half were occupied in December, a cal-
endar year taxpayer would adjust the allowable first-year credit to
reflect that these units were occupied on average only one-sixth of
the year. To the extent there is such a reduction of the credit
amount in the first year, an additional credit in the amount of
such reduction is available in the eleventh taxable year. (This first-
year adjustment does not affect the amount of qualified basis with
respect to which the credit is claimed in subsequent years of the
10-year credit period.)

Additions to qualified basis

The qualified basis of a building may be increased subsequent to
the initial determination only by reason of an increase in the
number of low-income units or in the floor space of the low-income
units (as opposed to by reason of increases in the eligible basis).
Credits claimed on such additional qualified basis are determined
using a credit percentage equal to two-thirds of the applicable
credit percentage allowable for the initial qualified basis. As de-
scribed below under the description of the State credit ceiling, an
allocation of credit authority must be received for credits claimed
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on additions to qualified basis, in the same manner as for credits
claimed on the initial qualified basis. Unlike credits claimed on the
initial qualified basis, credits claimed on additions to qualified
basis are allowable annually for the portion of the required 15-year
compliance period remaining after eligibility for such credits
arises, regardless of the year such additional qualified basis is de-
termined. The additional qualified basis is determined by reference
to the original adjusted basis (before deductions for depreciation) of
the property.

The credit amount on the additional qualified basis is adjusted in
the first year such additions are made using an averaging conven-
tion to reflect the number of months units comprising the addition-
al qualified basis were occupied by low-income individuals during
the year. Any reduction of the credit amount in the first year may
not be claimed in a later year. (This first-year adjustment does not
affect the amount of additional qualified basis with respect to
whi.<c:)l(11 ;:he credit is claimed in subsequent years of the compliance
period.) .

Eligible basis

Eligible basis consists of (1) the cost of new construction, (2) the
cost of rehabilitation, or (3) the cost of acquisition of existing build-
ings acquired by purchase (including the cost of rehabilitation, if
any, to such buildings incurred before the close of the first taxable
year of the credit period which do not exceed a prescribed mini-
mum amount). Only the adjusted basis of the depreciable property
may be included in eligible basis.” The cost of land is not included
in adjusted basis.

Generally, the eligible basis of a building is determined at the
time the building is placed in service. For this purpose, rehabilita-
tion expenditures (in excess of $2,000 per unit) are treated as
placed in service at the close of the period for which rehabilitation
expenditures are aggregated, not to exceed 24 months. In the case
of rehabilitation expenditures incurred in connection with the ac-
quisition of an existing building (and which do not exceed a pre-
scribed minimum amount), the capital expenditures incurred
through the end of the first year of the credit period may be in-
cluded in eligible basis. .

For purposes of the low-income housing credit, the term residen-
tial rental property generally has the same meaning as residential
rental property within Code section 142(d).® Thus, residential
rental property includes residential rental units, facilities for use
by the tenants, and other facilities reasonably required by the
project. Eligible basis may include the cost of such facilities and
amenities (e.g., stoves, refrigerators, air conditioning units, etc.)
only if the included amenities are comparable to the cost of the
amenities in the low-income units. Additionally, the allocable cost
of tenant facilities, such as swimming pools, other recreational fa-

7 The adjusted basis is determined bg taking into account the adjustments described in section
1016 (other than par: a%l; (2) and (3) of sec. 1016(a), relating to depreciation deductions), in-
cluding, for example, the basis adjustment provided in section 48(q) for any rehabilitation cred-
its allowed under section 38.

8 See, however, the discussion below on single room occupancy housing as property eligible for
the low-income housing credit.
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cilities, and parking areas, may be included provided there is no
separate fee for the use of these facilities and they are made avail-
able on a comparable basis to all tenants in the project. (See gener-
ally, Treas. Reg. sec. 1.103-8(b)4Xiii).)

Except as described below, costs of the residential rental units in
a building which are not low-income units may be included in eligi-
ble basis only if such units are not above the average quality stand-
ard of the low-income units. Similarly, rehabilitation expenditures
may not be included in eligible basis if such expenditures improve
any unit in the building beyond comparability with the low-income
units. Units are of comparable quality if the construction or acqui-
sition costs are comparable and if such units are provided in a
similar proportion for both the low-income and other tenants. Con-
gress intended that, at the election of the taxpayer, the cost of a
unit which would otherwise be excluded from eligible basis may be
included in eligible basis if (1) the excess cost of such unit over the
average cost of the low-income units does not exceed 15 percent of
the average cost of the low-income units and (2) the excess cost is
excluded from eligible basis.®?

Residential rental property may qualify for the credit even
though a portion of the building in which the residential rental
units are located is used for a commercial use. No portion of the
cost of such nonresidential rental property included in a project
may be included in eligible basis. Congress intended that the costs
of such a mixed-use facility be allocated according to any reasona-
ble method that properly reflects the proportionate benefit to be
derived, directly or indirectly, by the nonresidential rental proper-
ty and the residential rental units. (See, e.g., Prop. Treas. Reg. sec.
1.103-8(bX4Xv).)

Certain rehabilitation expenditures.—The qualified basis attribut-
able to rehabilitation expenditures, unless incurred in connection
with the acquisition of an existing building, must. equal at least
$2,000 per low-income unit.1® The $2,000 minimum is computed as
an average based on all qualifying expenditures in the building,
rather than on a unit-by-unit determination. Qualified basis is de-
termined in the same fractional manner as for new construction or
acquisition costs even if -all rehabilitation expenditures are made
only to low-income units. Rehabilitation expenditures may be in-
cluded in eligible basis without a transfer of property. Rehabilita-
tion expenditures may be aggregated only for such expenditures in-
curred during any 24-month period. Where rehabilitation is limited
to a group of units, Treasury may provide regulations treating a
group of units as a separate new building.

Where rehabilitation expenditures are paid or incurred by a
person (or persons) and the taxpayer acquires the property attrib-
utable to such expenditures (or an interest therein) before such
property is placed in service, the taxpayer will be treated as having
paid or incurred the expenditures (see Treas. Reg. sec. 1.167(k)
1(bX1) and (2)). The portion of the basis of the property not attribut-
able to rehabilitation expenditures may not be included in the eli-

® A technical amendment may be needed so that the statute reflects this intent.
10 See, below, in the case of rehabilitation(l:eee?enditures incurred in connection with the acqui-
sition of an existing building that do not ex the $2,000 per unit minimium.
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gible basis relating to the rehabilitated property, but may be in-
cludable in the eligible basis relating to acquisition costs, as de-
scribed below. ,

Acquisition of existing buildings.—The cost of acquisition of an
existing building may be included in eligible basis and any rehabili-
tation expenditures to such a building incurred before the close of
the first year of the credit period may at the election of the taxpay-
er also be included in eligible basis, without a minimum rehabilita-
tion requirement. These costs may be included in eligible basis,
however, only if the building or a substantial improvement (a cap-
ital expenditure of 25 percent or more of the adjusted basis of the
building to which five-year rapid amortization was elected or to
which ACRS applied (as in effect before the enactment of this Act))
to the building has not been previously placed in service within 10
years and if the building (or rehabilitated property within the
building) is not subject to the 15-year compliance period.

A building that is transferred in a transfer where the basis of
the property in the hands of the new owner is determined in whole
or part by the adjusted basis of the previous owner (for example, by
a gift of property) is considered not to have been newly placed in
service for purposes of the 10-year requirement.!! Further, Con-
gress intended that a building which has been acquired by a gov-
ernmental unit or certain qualified 501(c}3) or 501(cX4) organiza-
tions would not be treated as placed in service by that governmen-
tal unit or organization for purposes of the 10-year requirement if
the acquisition occurs more than 10 years from the date the build-
ing or a substantial improvement to the building has last been
placed in service.!2 Congress also intended that a building acquired
by foreclosure by taxpayers other than a governmental unit or
501(cX3) organization would not be treated as newly placed in serv-
ice by that taxpayer for purposes of the 10-year requirement if the
foreclosure occurs more than 10 years from the date the building
or a substantial improvement to the building has last been placed
in service and the property is resold within a short period.!® Any
other transfer will begin a new 10-year period.

The Treasury Department may waive the 10-year requirement
for any building substantially assisted, financed or operated under
the H{ID section 8, section 221(dX3), or section 236 programs, or
under the Farmers' Home Administration section 515 program
when an assignment of the mortgage secured by property in the
project to HUD or the Farmers Home Administration otherwise
would occur or when a claim against a Federal mortgage insurance
fund would occur.

Federal granis and other subsidies.—Eligible basis may not in-
clude in any taxable year the amount of any Federal grant, regard-
less of whether such grant is included in gross income. A Federal
grant includes any grant funded in whole or in part by the Federal
government, to the extent funded with Federal funds. Examples of
grants which may not be included in eligible basis include grants

11 Congress intended that inherited property not be treated as being newly placed in service
for purposes of the 10-year requirement. A technical amendment may be needed so that the
statute reflects this intent.

12 A technical amendment may be needed so that the statute reflects this intent.

13 A technical amendment may be needed so that the statute reflects this intent.
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funded by Community Development Block Grants, Urban Develop-
ment Action Grants, Rental Rehabilitation Grants, and Housing
Development Grants.

. If any portion of the eligible basis attributable to new construc-
tion or to rehabilitation expenditures is financed with Federal sub-
sidies, the qualified basis is eligible only for the 30-percent present
value credit, unless such Federal subsidies are excluded from eligi-
ble basis. A Federal subsidy is defined as any obligation the inter-
est on which is exempt from tax under section 103 or a direct or
indirect Federal loan, if the interest rate on such loan is less than
the. applicable Federal rate. A Federal loan under the Farmers’
Home Administration section 515 program is an example of such a -
Federal subsidy, as is a reduced interest rate loan attributable in
part to Federal grant funds lent to a building owner.

The determination of whether rehabilitation expenditures are
federally subsidized is made without regard to the source of financ-
ing for the construction or acquisition of the building to which the
rehabilitation expenditures are made. For example, a Federal loan
or tax-exempt bond financing that is continued or assumed upon
purchase of existing housing is disreéirded for pu of the
credit on rehabilitation expenditures. Congress intended that tax-
exempt financing or a below market loan to provide construction
financing for any building will not be treated as a Federal subsidy
- if such loan is repaid and any underlying obligation (e.g., tax-
9xe1111pt bond) is redeemed before the building is placed in serv-
ice.

Minimum set-aside requirement for low-income individuals

In general

A residential rental project providing low-income housing quali-
fies for the credit only if (1) 20 percent or more of the aggregate
residential rental units in the project are occupied by individuals
with incomes of 50 percent or less of area median income, as ad-
justed for family size, or (2) 40 percent or more of.the %g'regate
residential rental units in the project are occupied by individuals
with incomes of 60 percent or less of area median income, as ad-
justed for family size.l® (This requirement is referred to as the
“minimum set-aside” requirement.)

- A special set-aside may be elected for projects that. satisfy a
stricter requirement and that significantly restrict the rents on the
low-income units relative to the other residential units in the build-
ing (the “deep-rent skewing” set-aside). Projects qualify for this
rule only if, as part of the general set-aside requirement, 15 per-
cent or more of all low-income units are occupied by individuals
having incomes of 40 percent (rather than 50 percent.or 60 percent)
or less of area median income, and the average rent charged to ten-
ants in the residential rental units which are not low-income units
is at least 300 percent of the average rent charged to low-income
tenants for comparable units. Under this special rule, a low-income

i A technical amendment may be needed so that the statute reflects this intent.

15 A gpecial set-aside requirement providing that 25 percent or more of the units are occupied
by individuals with incomes of 60 percent or less of area median income is provided for New

ork City (see sec. 142(dX6)).
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tenant will continue to qualify as such, as long as the tenant’s
income does not exceed 170 percent of the qualifying income. Addi-
tionally, if a project to which this special set-aside requirement ap-
plies ceases to comply with the requirement because of increases in
existing tenants’ mcomes, no penalties are 1mposed if each avail-
able low-income unit is rented to tenants having incomes of 40 per-
cent or less of area median income, until the project is again in
compliance.18 .

All units comprising the minimum set-aside in a project must be
suitable for occupancy and used on a nontransient basis, and are
subject to the limitation on gross rent charged to residents of set-
aside units. (See the discussion of the gross rent limitation, below.)

The owner of each project must irrevocably elect the minimum
set-aside requirement (including the deep-rent skewing set-aside de-
scribed above) at the time the project is placed in service. In the
case of a project consisting of a single building, the set-aside re-
quirement must be met within 12 months of the date the building
(or rehabilitated property) is placed in service, and complied with
continuously thereafter for a period ending 15 years after the first
day of the first taxable year in which the credit is claimed.

"Special rules apply to projects consisting of multiple buildings
placed in service on different dates. Unless prescribed by regula-
tions, the initial building, within 12 months of being placed in serv-
ice, must meet the set-aside requirement determined only by refer-
ence to those units in the initial building. When a second or subse-
quent building is placed in service, the project must meet the set-
aside requirement with respect to the units in all buildings placed-
in-service up to that time within 12 months of the date the second
or subsequent building is placed in service.!” The project must
comply with this expanded requirement continuously thereafter for
a period ending 15 years after the later of (1) the first day of the
taxable year in which the expanded requirement is met or (2) if a
credit is claimed with respect to the building, the first day of the
taxable year in which the credit period begins with such build-
ing.18% Subsequent buildings are subject to separate 15-year compli-
ance periods. After the 15-year period has expired on an initial
building, but while other buildings in the same project are still sub-
ject to the compliance period, the project must continue to meet
the set-aside requirement determined by reference to all buildings
in the project or, at the taxpayer’s election, all buildings subject to
the compliance period.

18 Congress intended that for projects electing this stricter set-aside requirement the defini-
tion of gross rent is that used generally for purposes of the low-income credit. A technical
amendment may be needed so that the statute reflects this intent.

17 Congress intended that if within 12 months of the date a first building is placed in service,
(1) the first building does not meet the set-aside requirement with respect to the first building
and (2) a second building is placed in service, then the project is a qualified low-income project if
the set-aside requirement is satisfied with respect to both buildings within 12 months of the
placed-in-service date of the first building. A technical amendment may be needed so that the
statute reflects this intent. Congress intended that similar rules apply by Treasury Department
regulations in the case of projects with more than two buildings.

18 Until the expanded requirement is met, the set-aside requirements determined by reference
to all previously existing buildings must be continuously satisfied.
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Continuous compliance required

The determination of whether a tenant qualifies for purposes of
the low-income set-aside is made on a continuing basis, both with
regard to the tenant’s income and the qualifying area income,
rather than only on the date the tenant initially occupies the unit.
An increase in a tenant’s income may result, therefore, in a unit
ceasing to qualify as occupied by a low-income person. However, a
qualified low-income tenant is treated as continuing to be such not-
withstanding de minimis increases in his or her income. Under this
rule, a tenant qualifying when initially occupying a rental unit will
be treated as continuing to have such an income provided his or
her income does not increase to a level more than 40 percent in
excess of the maximum qualifying income, adjusted for family size.
If the tenant’s income increases t6 a level more than 40 percent
above the otherwise applicable ceiling (or if the tenant’s family size
decreases so that a lower maximum family income applies to the
tenant} that tenant is no longer counted in determining whether
the project satisfies the set-aside requirement.!® No penalty is as-
sessed in such an event, however, provided that each residential
rental unit that becomes vacant (of comparable or smaller size to
the 'units no longer satisfying the applicable income requirement)
is rented to tenants satisfying the qualifying income until the
project is again in compliance. (For a discussion of the rules for
complying with the set-aside requirements, see the discussion of
the compliance period and penalty for noncompliance, below.)

Vacant units, formerly occupied by low-income individuals, may
continue to be treated as occupied by a qualified low-income indi-
vidual for purposes of the set-aside requirement (as well as for de-
termining qualified basis) provided reasonable attempts are made
to rent the unit and no other units of comparable or smaller size in
the project are rented to nonqualifying individuals (see the section
“Compliance period and penalty for noncompliance,” below).

In no case is a unit considered to be occupied by low-income indi-
viduals if all of the occupants of such unit are students (as deter-
mined under sec. 151(¢X4)), no one of whom is entitled to file a joint
income tax return.

Adjustments for family size

As stated above, the Act requires that adjustments for family
size be made in determining the incomes used to qualify tenants as
having low income. In general, these adjustments are the same as
the adjustments presently made under section 8 of the United
States Housing Act of 1937. Thus, for a project which qualifies by
setting aside 20 percent of the units for tenants having incomes of
50 percent or less of area median income, a family of four general-
ly will be treated as meeting this standard if the family has an
income of 50 percent or less of the area median income; a family of
three having an income of 45 percent or less generally will qualify;
a family of two having an income of 40 percent or less generally

19 In the case of projects electing the deep-rent skewing set-aside, a tenant’s income may in-
crease to T0 percent more than the maximum qualifying income.
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will qualify; and, a single individual having an income of 35 per-
cent or less generally will qualify. ‘

Congress was aware that, in certain cases, the use of section 8
guidelines may result in qualifying incomes below the amounts re-
flected by these percentages because of dollar ceilings that are ap-
plied under the section 8 program. Income limits may be adjusted
by the Treasury Department for areas with unusually low family
income or high housing costs relative to family income-in a manner
consistent with determinations of very low income families and
area median gross income under section 8 to reflect the 50-percent
and 60-percent income levels.

Gross rent limitation

The gross rent paid by families in units included in qualified
basis may not exceed 30 percent of the applicable qualifying
income, adjusted for family size. Gross rent includes the cost of any
utilities, other than telephone. If any utilities are paid directly by
the tenant, the maximum rent that may be paid by the tenant is to
be reduced by a utility allowance prescribed by the Treasury De-

partment, r taking into consideration the procedures for
making such adjustments under section 8 of the United Sta
Housing Act of 1937. :

The gross rent limitation applies only to payments made directly
by the tenant. Any rental assistance payments made on behalf of
the tenant, such as through section 8 of the United States Housing
Act of 1937 or any comparable Federal rental assistance, are not
included in gross rent. Congress further intended that any compa-
rable State or local government rental assistance not be included
in gross rent.20

Low-income unit

A low-income unit includes any unit in a qualified low-income
building if the individuals occupying such unit meet the income
limitation elected for the project for purposes of the minimum set-
aside requirement and if the unit meets the gross rent require-
ment, as well as meeting all other requirements applicable to units
satisfying the minimum set-aside requirement.

Qualified low-income housing projects and qualified low-income
buildings ,

A qualified low-income building is a building subject to the 15

ear compliance period and which is part of a qualified low-income
ousing project.

A qualified low-income housing project is a project that meets
the minimum set-aside requirement and other requirements with
respect to the set-aside units at all times that buildings comprising
the project are subject to the 15-year compliance period. A qualified
low-income housing project includes a qualified low-income build-
ing containing residential rental units and other property that is
functionally related and subordinate to the function of providing

20 A technical amendment may be needed so that the statute reflects this intent. Such an
amendment was included in the versions of H. Con. Res. 395 which passed the House of Repre-
sentatives and Senate in the 99th Congress.
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residential rental units. A project may include multiple buildings
having similarly constructed housing units, provided the buildings
are located on the same tract of land, are owned by the same
person for Federal income tax purposes, and are financed pursuant
to a common plan of financing.

Residential rental units must be for use by the general public
and all of the units in a project must be used on a nontransient
basis. Residential rental units are not for use by the general public,
for -example, if the units are provided only for members of a social
organization or provided by an employer for its employees. Gener-

-ally, a unit is considered to be used on a nontransient basis if the

initial lease term is six months or greater. Additionally, no hospi-
tal, nursing home, sanitarium, lifecare facility, retirement home
prov1dmg significant services other than housing, dormitory, or
" trailer park may be a qualified low-income project. Factory-made
‘housing' which is permanently fixed to real property may be a
qualified low-income building (see Treas. Reg. sec. 6a.103A—2(d)(4)(i)
on factory-made housing).

Unlike the requirements for units in projects financed with tax-
exempt bonds, certain single room occupancy housing used on a
nontransient basis may qualify for the credit, even though such
housing may provide eating, cooking, and sanitation facilities on a
shared basis. An example of housing that may qualify for the
credit is a residential hotel used on a nontransient basis that is
available to all members of the public.

Compliance period and penalty for noncompliance

Qualified residential rental projects must remain as rental prop-
erty and must satisfy the minimum set-aside requirement, de-
scribed above, throughout a prescribed compliance period. Low-
income units comprising the qualified basis on which additional
credits are based are required to comply continuously with all re-
quirements in the same manner as units satisfying the minimum
set-aside requirement. Units in addition to those meeting the mini-
mum set-aside requirement on which a credit is allowable also
must continuously comply with this requirement.

The Act defines the compliance period for any building as the
period beginning on the first day of the first taxable year of the
credit period of such building and ending 15 years from such date.
The minimum set-aside requirement must be met, in all cases,
within 1 year of the date the building (or rehabilitated property) is
placed in service.

Within 90 days of the end of the first taxable year for which the
credit is claimed and annually for each taxable year thereafter
during the compliance period, the taxpayer must certify to the Sec-
retary that the project has continuously complied throughout the
year with the set-aside requirement and report the dollar amount
of the qualified basis of the building and the maximum applicable
percentage and qualified basis permitted to be taken into account
by the housing credit agency. Additionally, the certification must
include the date (including the taxable year) in which the building
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was 2p11aced in service and any other information required by Treas-
ury.

- The penalty for any building subject to the 15-year compliance
period failing to remain part of a qualified low-income project (due,
for example, to noncompliance with the minimum set-aside re-
quirement or the gross rent requirement or other requirements
with respect to the units comprising the set-aside) is recapture of
the accelerated portion of the credit, with interest, for all prior
years. .

Generally, any change in ownership by a taxpayer of a building
subject to the compliance period is also a recapture event. An ex-
ception is provided if the seller posts a bond with the Treasury De-
partment (in an amount prescribed by Treasury) and provided it
can reasonably be expected that such building will continue to be
operated as a qualified low-income building for the remainder of
the compliance period. For partnerships consisting of more than 35
individual taxpayers, at the partnership’s election, no change in
ownership will be deemed to occur provided within a 12-month
period at least 50 percent (in value) of the original ownership is un-
changed.22

In the year of a recapture event, no credit is allowable for the
taxpayer subject to recapture. Additionally, the accelerated portion
of credits paid in earlier years is recaptured with interest, from the
date the recaptured amount was claimed, at the overpayment rate
established under section 6621. The accelerated portion of the
credit in any year is the amount of credits determined for the year,
less the amount which would have been determined for the year if
all credits had been allowed ratably over the 15-year compliance
period (with no further discounting). Because credits on the initial
qualified basis of a building are claimed ratably over a 10-year
credit period rather than the 15-year compliance period, the
amount of credit recaptured for noncompliance during the first 11
years is one-third of the credit determined for the year, plus inter-
est. In the absence of additions to qualified basis and previous re-
capture events, the credits are recaptured in the following amounts
(in addition to interest): one-third for violations after year 1 and
before expiration of year 11; four-fifteenths for violations after year
11 but before expiration of year 12; three-fifteenths for violations
after year 12 but before expiration of year 13; two-fifteenths for
violations after year 13 but before expiration of year 14; and one-
1li5fteenth for violations after year 14 but before expiration of year

Because credits claimed on additions to qualified basis are paid
ratably over the remainder of the compliance period (the credit
percentage is two-thirds of the otherwise applicable percentage),
there is no accelerated portion of credits attributable to additions
to qualified basis and, therefore, no recapture of these amounts.

21 Congress intended that the penalty under sec. 6652(j) shall apply for failure to provide such
information. A technical amendment may be needed so that the statute reflects this intent.

22 Congress intended that the presence of corporate partners not disqualify the partnershi
from this special exception mw ed the d;;a].rtnership is at least 50 percent owned by at least 3!
individual taxpayers. A technical amendment may be needed so that the statute reflects this
intent.
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The penalty for a decrease in the qualified basis of a building,
while still remaining part of a qualified low-income project, is re-
capture of the credits with respect to the accelerated amount
claimed for all previous years on the amount of the reduction in
qualified basis.

Owners and operators of low-income housing projects on which a
credit has been claimed must correct any noncompliance with the
set-aside requirement or with a reduction in qualified basis within
a reasonable period after the noncompliance is discovered or rea-
sonably should have been discovered. If any noncompliance is cor-
rected within a reasonable period, there is no recapture. Congress
did not intend, however, that tenants be evicted to return a project
to compliance. Rather, Congress intended that each - residential
rental unit of comparable or smaller size that becomes vacant
while a project is not in compliance must be rented to a tenant
having a qualifying income before any units in the project are
rented to tenants not so qualifying until the project again is in
compliance. In general, therefore, the event that gives rise to the
penalty for noncompliance (i.e., recapture or a reduction in the al-
lowable credit) will be rental of a unit to other than a low-income
tenant (on other than a temporary basis) during any period when

" . the project does not comply with the set-aside requirement or with

the qualified basis amounts on which the credit is computed (or
would not qualify as a result of that rental).

An example of how the recapture provisions operate follows:

Example.— Assume credits are claimed for a project based on a
qualified basis of 30 percent of the basis of the project being alloca-
ble to units occupied by individuals with incomes of 50 percent or
less of area median income and, at a later date, a qualified basis of
only 25 percent of the basis of the project is allocable to units occu-
pied by individuals with incomes of 50 percent or less of median
income due to vacancies filled by tenants with nonqualifying in-
comes. Because the minimum set-aside requirement is not violated,
recapture occurs only on. the accelerated portion of the credit
amounts allocable to the 5-percent basis of the project no longer el-
igible for the credit.

If the maximum credit for which a project is eligible increases
and subsequently decreases, a last-in, first-out rule is applied in de-
termining which credits are recaptured. For example, consider a
building that initially claimed a credit based on a qualified basis of
25 percent of the basis of the building allocable to units occupied
by individuals with incomes of 50 percent or less of area median
income, and in year 3 began receiving a credit based on an addi-
tional 10 percent of the basis of the building (i.e., a total of 35 per-
cent). The credit amount on the additions to qualified basis is com-
puted by reference to two-thirds of the credit percentage. If in year
5 only 30 percent of the ba51s of the building qualifies, there is no
recapture of previous years’ credits because there is no accelerated
portion of the credit amounts attributable to the 5 percent of the
additions to qualified basis claimed since year 3.

Congress intended that there be no recapture for de minimis
changes in the qualified basis by reason of changes in the floor
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space fraction.23 A reduction in qualified basis by reason of a casu-
alty loss is not a recapture event provided such property is restored
by reconstruction or replacement within a reasonable period.

State low-income housing credit authority limitation

Generally, any building eligible for the credit must receive an al-
location of credit authority from the State or local credit agency in
whose jurisdiction the qualifying low-income housing project is lo-
cated. (An exception is provided for buildings financed with the
proceeds of tax-exempt bonds that received an allocation pursuant
to the new private activity bond volume limitation.) The aggregate
amount of such credits allocated within the State is limited by the
State annual low-income credit authority limitation. In all cases,
credit allocations are counted against a State’s annual credit au-
thority limitation for the calendar year in which the credits are al-
located. Congress intended that credits may be allocated only
during the calendar year in which the building or rehabilitated
property is placed in service, except in the case of (1) credits
claimed on additions to qualified basis and (2) credits allocated in a
later year pursuant to an earlier binding commitment made no
later than the year in which the building is placed in service.24¢
Under this latter exception, for example, a building placed in serv-
ice in 1987 may receive a binding commitment in 1987 to receive a
credit allocation of a specified amount in 1989. In 1989 this amount
is subtracted from the State credit authority limitation. The credit
period and compliance period with respect to the building begin in
the taxable year in which the building is placed in service or, by an
irrevocable election of the taxpayer, the succeeding taxable year.

An election by the taxpayer to defer the start of the credit period
for one year does not affect when the allocation must occur. (See
also, the discussion below for credits claimed on additions to quali-
fied basis). The credit amount allocated to a building applies for
the year the allocation is made and for all future years of the com-
pliance period.

~

Allowable credit authority

General rules—The annual credit authority limitation for each
State is equal to $1.25 for every individual who is a resident of the
State (as determined by the most recent estimate of the State’s
population released by the Bureau of the Census before the begin-
ning of the year to which the limitation applies). For purposes of
the credit authority limitation, the District of Columbia and U.S.
possessions (e.g., Puerto Rico, the Virgin Islands, Guam, and Amer-
ican Samoa) are treated as States.

Special set-aside for qualified nonprofit organizations.—A portion
of each State’s credit authority limitation is set aside for exclusive
use by qualified nonprofit organizations. This set-aside is equal to
$0.125 per resident of the State. This set-aside amount may not be
~ changed by State action, either legislative or gubernatorial. In ad-

23 A technical amendment may be needed so that the statute reflects this intent.

24 A technical amendment may be needed so that the statute reflects this intent. Credits allo-
cated pursuant to an earlier binding commitment are counted against the State’s annual credit
authority limitation in the calendar year of the allocation.
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dition to the special set-aside, qualified nonprofit organization
projects may be allocated any additional amount of a State’s re-
maining credit authority.

To qualify for allocations from this set-aside, an organization
must be a section 501(cX3) or 501(cX4) organization, one of the
exempt purposes of which includes the fostering of low-income
housing, and the qualifying project with respect to which the cred--
its are allocated must be one in which such organization materially
participates (within the meaning of the passive loss rule). Among
the operations in which the organization must be involved in on a
regular, continuous, and substantial basis, in addition to the con-
tinuing operation of the project, is the development of the project.

Credits subject to the credit authority limitation

Generally, credits subject to the State credit authority limitation
include any credits attributable to expenditures not financed with
tax-exempt bonds subject to the new private activity bond volume
limitation.

In the case of a building financed with the proceeds of tax-
exempt bonds subject to the bond volume limitation (Code sec. 146),
if 70 percent or more of the aggregate basis of the building and
land on which the building is located is financed with such pro-
ceeds, no portion of the credits attributable to such building is sub-
ject to the credit authority limitation.

If less than 70 percent of the aggregate basis of the building and
land on which the building is located is financed with tax-exempt
bonds subject to the bond volume limitation, only credits attributa-
ble to those bond-financed expenditures are not subject to the
credit authority limitation.

Allocation of credit authority limitation among the State and
other qualified governmental units therein

In general.—Each State’s credit authority limitation is allocated
among the various governmental units within the State pursuant
to three alternative procedures.

Under the first procedure, each State’s credit authority limita-
tion is allocated in its entirety to the State housing agency until
either the governor or the legislature makes a different allocation.
If more than one such agency exists, they are treated as one
agency. In the absence of a qualified State agency, no allocation
may occur until provided by either the governor or the legislature.

Under the second procedure, the governor of each State is pro-
vided authority to allocate the State’s credit authority limitation
among all of the governmental units and other issuing authorities.
This authority and any allocation rules established by the governor
terminate as of the effective date of any overriding State legisla-
tion. g

Under the third procedure, the State legislature may enact a law
providing for a different allocation than that provided under the
first or second procedures. Under this authority, the State legisla-
ture may allocate all or any portion of the State limitation to any
governmental unit or other issuing authority in the State.
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Congress intended that any allocation procedure established by
the governor or State legislature give balanced consideration to the
low-income housing needs of the entire State.

Congress desired to clarify -that gubernatorial proclamations
issued before the date of enactment of the Act (October 22, 1986) or
State legislation enacted before that date is recognized for purposes
of allocating the credit authority limitations, provided that the
proclamation or legislation refers to the low-income housing tax
credit authority limitation.

Congress further intended that a State be permitted to allocate
available credit authority to a local issuer until a specified date
during each year (e.g.; November 1) at which time the authority, if
unused, may revert to the State for reallocation. ‘Similarflty,'a' State
statute may provide discretionary authority to a public official (e.g.,
the governor) to allocate the State’s credit authority limitation. Be-
cause the credit authority limitation is an annual amount, howev-
er, any authority that has not been used for credits issued before
the end of the calendar year expires.

Special rule for constitutional home rule subdivisions.—The Act
provides a special allocation rule for certain political subdivisions
with home rule powers under a State constitution (Illinois). The
home rule subdivisions to which the special allocation rule applies
are those home rule subdivisions that are granted home rule
powers by the beginning of the calendar year in which the credits
are issued pursuant to a State constitution that was adopted in
1970 and became effective on July 1, 1971. In that State, a full por-
tion of the State credit authority limitation is allocated to each:
home rule subdivision based upon the ratio that the population of
that home rule subdivision bears to the population of the entire
" State. As is true of the other credit authority limitation determina-
tions, this allocation is made using the most recent population esti-
mate from the Bureau of the Census released before the begi‘nniﬁ
of the calendar year to which the credits relate. The amount so al-
located to home rule subdivisions may not be altered by the Kower
to provide a different allocation otherwise granted by the Act to
the governor or the State legislature. However, a home rule subdi-
vision may agree to a different allocation.

The portion of a State’s credit authority limitation not allocated
to constitutional home rule subdivisions then is allocated under es-
sentially the same three procedures described in the previous sec-
tion. Thus, under the first procedure, the remaining State credit
authority limitation is allocated to the State housing agency.
Under the second and third procedures described above, the gover-
nor or the State legislature may allocate the State limitation other
than that allocated to home rule subdivisions to any governmental
units (including home rule subdivisions).

For purposes of the rules on State action establishing allocation
rules for the credit authority limitation, a mayor of a constitution-
al home rule subdivision is treated as a governor, and a city coun-
cil is treated as a State legislature.

Constitutional home rule subdivisions are treated as States for
purposes of the credit authority limitation set-aside for qualified
nonprofit organizations. Pursuant to their general -authority to
alter credit allocation, described above, these subdivisions may
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agree with the State in which they are located to exchange author-
ity to allocate credits for qualified nonprofit organizations for au-
thority to allocate credits for other projects.

Allocation of set-aside amount for qualified nonprofit organiza-
tions.—As described above, a portion of each State’s credit author-
ity limitation is set aside exclusively for projects of qualified non-
profit organizations. Although the overall amount of credit author-
ity set aside for these credits may not be reduced by any State
action, a State may enact a statute determining which credit au-
thorities in the State may allocate these credits and may allocate
the entire set-aside amount to those authorities. Similarly, before
any legislation, a governor may determine which authorities. may
allocate. credits under the set-aside. The amount of the remaining
credit authority limitation allocated to all other authorities must,
of course, be adjusted to take into account any reallocation of the
set-aside amount.

Determination of credit amount allocation

A building must receive low-income credit authority from the
credit agency in whose jurisdiction the qualifying low-income build-
ing is located. The credit agency’s remaining authority is reduced
by the credit percentage multiplied by the amount of qualified
basis granted by the credit agency for the building. The credit
agency may grant a smaller credit percentage and a smaller quali-
fied basis amount at the time the allocation is made than the maxi-
mum percentage and amount that would otherwise be allowed.
Congress intended that the credit agencies reduce the maximum
available credit percentage when the financing and rental assist-
ance for a project from all sources is sufficient to provide the con-
tinuing operation of the qualifying low-income builging without the
maximum credit. ‘ ~ '

A credit agency’s credit authority is reduced by the maximum
amount of credit granted, whether or not the property ultimately is
eligible for this maximum amount, and without regard to the aver-
aging convention used in the first year of the credit period.

If a building is granted more credits than would be claimed in
the first year of the credit period, without regard to the averaging
convention, such amounts are not restored to the credit agency’s
authority. Such amounts may, however, be used in a later year b
the owner of the building to the extent the credit determined wit
ree?ect to the building is increased as a result of additions to quali-
fied basis (but not beyond the amount allocated by the agency, and
without regard to the reduced percentage applicable to such addi-
tit(,)(l)ls).) (See also, the discussion on additions to qualified basis,
above.

Example 1.—Assume in calendar year 1987 a newly constructed
building is placed in service and that the building’s qualified basis,
before consideration of the credit authority limitation, is deter-
mined to be $100,000 in that year. The credit agency may allocate
any amount of qualified basis to the building, but the taxpayer
may treat as his qualified basis only the lesser of (1) the qualified
basis of the building, before- consideration of the credit authority
limitation, or (2) the qualified basis allocated to the building by the
credit agency. If the credit agency allocated $100,000 of qualified
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basis and the maximum 9 percent credit percentage to the build-
li)ngg$ S3;1(1)e 0agency' s remaining 1987 credit authority would be reduced
y $9,000.

Example 2.—Assume $120,000 in qualified basis and a credit per-
centage of 9 percent were initially authorized by a credit agency in
1987 for a qualified low-income building and that in 1987, the first
year of the credit period, the building’s qualified basis was
$100,000. The credit agency’s remaining 1987 credit authority is re-
duced by $10,800. If in year two of the credit period the qualified
basis of the building increases by up to $20,000 due to an increase
in the number of low-income units, additional credits may be
claimed with respect to this addition to qualified basis without re-
quiring additional credit authority from the credit agency. The
credit percentage applicable to the additional qualified basis is two-
thirds of the credit percentage applicable to the initial qualified
basis. Credits on the additions to qualified basis may be claimed
over the remainder of the compliance period.

If the qualified basis of a building is greater than the qualified
basis allocated to it by the credit agency, credits may not be
claimed on the excess portion unless additional low-income housing
credits are allocated to the building by the credit agency. The
credit authority of the credit agency is reduced for the calendar
year of any such additional allocations.

Generally, no carryover authority for unused credit authority is
permitted. A limited exception is provided for buildings placed in
service in 1990, if expenditures of 10 percent or more of total
project costs are incurred before January 1, 1989. Credit authority
for such property may be carried over from the 1989 credit alloca-
tion for the credit agency. Congress intended that, for allocations
made after 1987, if a building cannot be placed in service in the
year for which the allocation was made for reasons beyond the con-
trol of the taxpayer, then upon approval by the Treasury Depart-
ment, the credit allocation will be valid if the building is placed in
service in the succeeding year.2% :

Credit agencies are permitted to enter into binding commitments
to allocate future credit authority for years before the sunset date
to buildings not yet placed in service by binding contracts or other
means.

Should a credit agency issue more credits than its credit author-
ity limitation provides, credits will be denied to those buildings last
2dlocated credits until the credit authority limitation is not exceed-

Credit administration

Credit agencies allocating credits may not condition allocation of
credits to the source of financing for the qualifying low-income
building. The Act authorizes the Treasury Department to prescribe
regulations that may require credit recipients to pay a reasonable
fee to cover administrative expenses of the credit agency. The fact
that credits must be allocated on a building-by-building basis does
not preclude a credit agency from charging a single fee for process-

25 A technical amendment may be needed so that the statute reflects this intent.
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ing credits for a single project with multiple buildings or for multi-
ple projects of a common taxpayer.

Agencies allocating credits must file reports with the Treasury
Department containing (1) the maximum applicable percentage and
qualified basis of each building, (2) the fees, if any, charged to
credit recipients, (3) the aggregate amount of credits issued, and (4)
other information required by Treasury. The time and manner of
filing such reports and other information required are to be speci-
fied by the Treasury Department.

Transferability

A new owner of a building during its 15-year compliance period
is eligible to continue to receive the credit as if the new owner
were the original owner, using the same qualified basis and credit
percentages as used by the original owner. Rehabilitation expendi-
tures on such property may qualify for a credit in the same
manner as rehabilitation expenditures on other qualifying proper-
ty. The accelerated portion of credits claimed in previous years wi
be recaptured upon a transfer, subject to the election of the origi-
nal owner to post a bond. All dispositions of ownership interests in
buildings are treated as transfers for purposes of recapture, except
for a special rule for certain partnerships. (There is no election for
thedne\;v owner to assume the recapture liability for prior year
credits.

At-risk limitation

Property with respect to which a low-income housing tax credit
is claimed is subject to an at-risk limitation similar to the invest-
ment tax credit at-risk rules in the case of nonqualified nonre-
course financing. An exception is provided for lenders related to
the buyer of the low-income housing property. Another exception
provides that the general investment tax credit at-risk rule, limit-
ing the amount of nonrecourse financing to 80 percent of the credit
base of the property, does not apply in the case of the low-income
housing tax credit.2®

A further exception is provided for financing (including seller fi-
nancing) not in excess of 60 percent of the basis of the property
that is lent by 501(cX3) and 501(c)X4) organizations whose exempt
purpose includes fostering low-income housing. Further, if the rate

. of interest for any financing qualifying for this exception is below
the applicable Federal rate at the time the financing is incurred,
less 1 percentage point, then the qualified basis to which such fi-
nancing relates shall be reduced to reflect the present value of the
payments of principal and interest, using as the discount rate such
applicable Federal rate. The credit is recaptured if the financing
provided by such organizations is not repaid with interest by the
end of the 15-year credit compliance period.

Coordination with other provisions

The credit is subject to the rules of the géneral business credit,
including the maximum amount of income tax liability that may

28 This exception was enacted in the Omnibus Budget Reconciliation Act of 1986, P.L. 99-509.
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be reduced by a general business tax credit in any year. Unused
credits for any taxable year may be carried back to each of the 3
preceding taxable years and then carried forward to each of the 15
following taxable years. Congress intended that no credits be car-
ried back to taxable years ending prior to January 1, 1987.27

For purposes of the rules in the Act limiting passive loss deduc-
tions, the credit (but not losses) is treated as arising from rental
real estate activities in which the taxpayer actively participates.
Credits may be used to offset tax on up to $25,000 of nonpassive
income, subject to a phaseout between $200,000 and $250,000 of ad-
justed gross income (disregarding passive losses).

The basis of property for purposes of depreciation is not reduced
by the amount of low-income credits claimed.

Effective Date

The credit is effective for buildings placed in service after Decem-
ber 31, 1986, and before January 1, 1991, other than (1) property to
which the depreciation rules of prior-law apply or (2) property with
respect to which any investor is eligible for passive losses under the
special transitional exception contained in section 502 of the Act.
Congress further intended that no property to which the provision
of prior law allowing five-year amortization of rehabilitation ex-
penditures applies may be included in eligible basis.28 As stated
above, all buildings eligible for the credit must be placed in service
before January 1, 1991.2¢ A building placed in service in 1990 is
eligible for the credit, however, only if expenditures of 10 percent
or more of the reasonably expected cost of the building are in-
curred before January 1, 1989. Under a special rule, described
above, credit authority for such property placed in service in 1990
may be carried over from the 1989 volume allocation for any credit

agency.
' Revenue Effect

The low-income rental housing tax credit is estimated to reduce
fiscal year budget receipts by $67 million in 1987, $324 million in
11988, $705 million in 1989, $1,011 million in 1990, and $1,139 mil-
ion in 1991,

27 A technical amendment may be needed so that the statute reflects this intent.

28 A technical amendment may be needed so that the statute reflects this intent.

29 The Act contains a general rule preventing the allocation of credit authority to buildings
placed in service after 1990. Congress intended that tax-exempt bond-financed projects be treat-
ed in the same manner as other projects, and are not eligible for the credit if placed in service
after 1990. A technical amendment may be needed so that the statute reflects this intent. Such
an amendment was included in the versions of H. Con. Res. 395 which passed the House of Rep-
resentatives and Senate in the 99th Congress.



F. Merchant Marine Capital Construction Fund (Sec. 261 of the
Act and new sec. 7518 of the Code)3°

Prior Law

The Merchant Marine Act of 1936

The Merchant Marine Act of 1936, as amended, provides federal
income tax incentives for U.S, taxpayers who own or lease vessels
operated in the foreign or domestic commerce of the United States
or in U.S. fisheries; these provisions were not contained in the In-
ternal Revenue Code of 1954.

In general, qualified taxpayers were entitled to deduct from
income certain amounts deposited in a capital construction fund
pursuant to an agreement with the Secretary of Transportation or,
in the case of U.S. fisheries, the Secretary of Commerce. Earnings
from the investment or reinvestment of amounts in a capital con-
struction fund were excluded from income.

The tax treatment of a withdrawal from a capital construction
fund depended on whether it was “qualified.” A nonqualified with-
drawal of previously deducted or excluded monies by a taxpayer
from a fund generated income to the taxpayer. A qualified with-
drawal did not generate income to the taxpayer. A qualified with-
drawal was a withdrawal for the acquisition, construction, or re-
construction of a qualified vessel, or for the payment of principal
on indebtedness incurred in connection with the acquisition, con-
struction, or reconstruction of such a vessel. A qualified vessel was
defined as a vessel (including barges and containers) constructed or
reconstructed in the United States, documented under U.S. laws,
and which is to be operated in the U.S., foreign, Great Lakes, or
noncontiguous domestic trade, or in U.S. fisheries.

A nonqualified withdrawal of previously deducted or excluded
monies from a fund generated income to the taxpayer. In addition,
interest on the tax liability attributable to a nonqualified with-
drawal was payable from the date of deposit.

Capital cost recovery

Because provision was made for the deduction (or exclusion) of
certain amounts deposited in a capital construction fund and their
tax-free withdrawal in the case of a qualified withdrawal, the
amount of funds withdrawn reduced the tax basis of the qualified
vessel. This provision was designed to prevent double deductions,
which would occur if a taxpayer was permitted to take depreciation
deductions for amounts the taxpayer had already deducted from—
or never included in—income.

30 For l%islative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways
99-841, Vol. IT (September 18, 1986), p. 104 (Conference Report).
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and Means on December 7, 1985, sec. 13; H.Rep. 99426, pp. 190-195; and H.Rep. -
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Investment tax credit

In general, the amount of investment tax credit for eligible prop-
erty was determined with reference to the basis. A taxpayer could
compute the investment tax credit for a qualified vessel (i.e., one
that was financed in whole or in part by qualified withdrawals
from a capital construction fund) by including at least one-half of
qualified withdrawals in basis.

Reasons for Change

The Congress concluded that the provision of tax benefits for
U.S. shipping through the Capital Construction Fund mechanism is
appropriate. Aid to U.S. shipping industries is necessary to assure
an adequate supply of ships in the event of war. The Congress has
adhered to a policy of providing tax incentives to the domestic ship-
ping industry for many years, and there was a concern that the
elimination of such incentives, coupled with reduced appropriations
for maritime construction, could injure the industry.

The incentive under prior law may not have functioned properly
as an incentive for U.S. shipbuilding. Consequently, the Congress
determined that additional requirements should be imposed to
insure that capital construction funds are used for the intended
purpose. The Congress was also concerned about the ability of tax-
payers to avoid taxation on nonqualified withdrawals by making
such withdrawals in years for which there are net operating losses
(or other tax attributes that reduce the tax attributable to the
withdrawal).

The Congress became aware during its tax reform hearings that
Treasury’s proposal to terminate the Capital Construction Fund
(CCF) could have a serious adverse impact on the financial report-
ing requirements of CCF holders. The Congress did not intend that
the modifications to the CCF program be viewed as requiring any
change in the financial statement presentation of income taxes by
CCF holders. These taxpayers should be allowed to provide future
financial statements necessary for ship financing on a basis consist-
ent with that anticipated at the time these taxpayers entered into
CCF agreements with the Federal government. -

Explanation of Provision

In general

The Act coordinates the application of the Internal Revenue
Code of 1986 with the capital construction fund program of the
Merchant Marine Act of 1936, as amended. In addition, new re-
quirements are imposed, relating to (1) the tax treatment of non-
qualified withdrawals, (2) certain reports to be made by the Secre-
taries of Transportation and Commerce to the Secretary of the
Treasury, and (3) a time limit on the amount of time monies can
remain in a fund without being withdrawn for a qualified purpose.

For purposes of the definition of the term “qualified withdraw-
als,” under new section 7518(e) (sec. 607(f) of the Merchant Marine
Act, 1936), the phrase “acquisition, construction, or reconstruction
of a qualified vessel” is to be interpreted as including acquisition
through either purchase or lease of an agreement vessel for a

72-236 0 ~ 87 - 7
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period of five years or more. This interpretation parallels the struc-
ture of: (1) the scope of eligibility to establish a capital construction
fund under section 607(a) of the Merchant Marine Act, 1936 (which
permits deposits into a CCF fund by either an owner/lessor or the
lesee of an eligible vessel, or both, subject to certain limitations),
and (2) the scope of qualified withdrawals for vessel acquisition
through either purchase (in the form of a downpayment toward the
purchase price) or payment of long-term indebtedness on an agree-
ment vessel. This interpretation is also consistent with current in-
dustry acquisition practices reflecting a long-term trend toward
vessel acquisition through lease rather than purchase.

Inclusion in Internal Revenue Code

The tax provisions relating to capital construction funds are re-
codified as part of the Internal Revenue Code of 1986. For purposes
of the Internal Revenue Code of 1986, defined terms shall have the
meaning given such terms in the Merchant Marine Act of 1936, as
amended, as in effect, on the date of enactment of the Act.

Tax treatment of nonqualified withdrawals

The maximum rate of tax (34 percent for corporations and 28
percent for individuals) is to be imposed on nonqualified withdraw-
als made after December 31, 1986; This penalty is in addition to in-
terest payable from the date the amount withdrawn was reported.

If a taxpayer makes a nonqualified withdrawal out of a capital
construction fund, the income tax payable by the taxpayer for the
year of withdrawal is generally to be increased by such amount as
is necessary to assure that the tax liability with respect to the non-
qualified withdrawal is determined by reference to the top malgin-
al tax rates appiicable to ordinary income and capital gains. Spe-
cial rules are provided to limit the application of this provision in
c}alse? where the taxpayer derived no tax benefit from depositing
the funds. :

Departmental reporis to Treasury

The Secretary of Transportation and the Secretary of Commerce
are required to make annual reports to-the Secretary of the Treas-
ury regarding the establishment, maintenance, and termination of
capital construction funds. These reports will also include determi-
nations of whether a fundholder has failed to fulfill a substantial
obligation under a capital construction fund agreement. Under
joint regulations, and after notice and opportunity for hearing, if
the Secretary determines that a substantial obligation is not being
fulfilled, he or she may treat the entire fund—or any portion there-
of—as a nonqualified withdrawal.

25-year limit on deposits

The Act imposes a 25-year limit on the amount of time monies
can remain in a fund without being withdrawn for a qualified pur-
pose. This rule applies to all deposits, including those made before
the general effective date. The 25-year period begins to run on the
later of the date of deposit or January 1, 1987.

Monies that are not withdrawn after a 25-year period are treated
as nonqualified withdrawals, according to the following schedule:
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for the 26th year, the fundholder would be treated as having with-
drawn 20 percent; for the 27th year, 40 percent; for the 28th year,
60 percent; for the 29th year, 80 percent, and for the 30th year, 100
percent. For purposes of this rule, if a taxpayer commits an
amount to the construction or acquisition of identified vessels pur-
suant to a binding contract entered inta before the close of a tax-
a}k:le year, the amount so committed is not treated as remaining in
the fund.

Effective Date

The provision is effective for taxable years beginning after De-
cember 31, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $3 million in 1987, $5 million in 1988, $4 million in 1989, $4 mil-
lion in 1990, and $4 million in 1991.



TITLE III—CAPITAL GAINS AND LOSSES

A. Individual Capital Gains and Losses (Secs. 301 and 302 of the
Act and secs. 1(j) and 1202 of the Code) !

Prior Law

Individual and other noncorporate taxpayers could deduct from
gross income 60 percent of the amount of any net capital gain for
the taxable year, i.e., 60 percent of the excess of net long-term cap-
ital gain over net short-term capital loss. As a result, the highest
tax rate applicable to a noncorporate taxpayer’s net capital gain
was 20 percent (the 50 percent maximum individual tax rate times
the 40 percent of net capital gain included in adjusted gross
income).

Capital losses of individuals were deductible in full against cap-
ital gains. In addition, a maximum of $3,000 of capital losses was
deductible against ordinary income. However, only 50 percent of
net long-term capital losses in excess of net short-term capital
gains could be deducted from ordinary income. Excess losses could
be carried forward to future years.

Reasons for Change

The Congress believed that as a result of the Act’s reduction of
individual tax rates on such forms of capital income as business
profits, interest, dividends, and short-term capital gains, the need
to provide a reduced rate for net capital gain is eliminated. This
will result in a tremendous amount of simplification for many tax-
payers since their tax will no longer depend upon the characteriza-
tion of income as ordinary or capital gain. In addition, this will
eliminate any requirement that capital assets be held by the tax-
payer for any extended period of time in order to obtain favorable
treatment. This will result in greater willingness to invest in assets
that are freely traded (e.g., stocks) and make investment decisions
more neutral.

The Congress believed that the top rate on individual capital
gains should not exceed the maximum rates set forth in the Act,
and therefore the Act provides that the maximum tax rate on cap-
ital gains will not exceed the top individual rate that the Act pro-
vides in the event that the top individual rate is increased by a
subsequent public law (unless that law specifically increases the
capital gains tax).

1 For legislative background of the provision, see; H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 241; H.Rep. 99-426, pp. 196-197; H.R. 3838,
as reported by the Senate Committee on Finance on May 29, 1986, secs. 401 and 402; S.Rep. 99-
313, pp. 169-170; and H.Rep. 99-841, Vol. II (September 18, 1986), pp. 105-106 (Conference Report).
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Explanation of Provision

The Act repeals the net capital gain deduction for individuals.?

The Act also provides that the tax imposed by section 1 on an
individual, estate, or trust cannot exceed the sum of (1) a tax com-
puted at the rates under section 1 on the greater of (a) the taxpay-
er’s taxable income reduced by the amount of net capital gain or
(b) the amount of the taxpayer’'s taxable income which is taxed at a
rate below 28 percent; (2) a tax of 28 percent on the amount of the
taxpayer’s taxable income in excess of the amount determined
under (1) above; and (3) any additional tax resulting from the grad-
ual phaseout of the benefits of the 15 percent bracket and the per-
sonal exemptions. If for any taxable year beginning after 1987, the
highest individual rates (under the tax rate schedules set forth in
subsections (a), (b), (c), (d) or (e) of section 1) do not exceed 28 per-
cent, then this limitation will have no application.

The maximum rate on long-term capital gain in 1987 is 28 per-
cent.

Capital losses are allowed in full against capital gain as under
prior law. Capital losses are also allowed against up to $3,000 of or-
dinary income and the excess of net long-term capital loss over net
short-term capital gain is allowed in full for this purpose. As under
prior law, capital losses may be carried forward.

The prior statutory structure for capital gains is retained in the
Code to facilitate reinstatement of a long-term capital gains rate
differential if there is a future tax rate increase.

Effective Date

This provision applies to taxable years beginning after December
31, 1986, regardless of whether the sale or other transaction giving
rise to the gain occurred in a prior year. Thus, if long-term capital
gain is properly taken into income under the taxpayer’s method of
accounting in taxable years beginning after December 31, 1986, it
is subject to the repeal of the net capital gain deduction. For exam-
ple, the repeal of the net capital gain deduction applies to long-
term capital gains recognized on the installment method in taxable
years beginning after December 31, 1986, without regard to when
the sale was made. Gains recognized in taxable years beginning
after December 31, 1986, with respect to installment sales made
before January 1, 1987, are thus subject to the new provisions.

2 The Act includes a conforming amendment to Code section 170(eX1XB), relating to certain
charitable contributions of l1))1'operty. Under prior law, the deduction for contributions by individ-
uals of unrelated-use tangible personal property, or of any appreciated property donated to cer-
tain private nonoperating ant-ma.kinf) foundations, essentially was limited to the donor’s
basis in the property plus the excludable amount of ag long-term capital gain which would
have been realized if the property had been sold. (The deductible amount for such contributions
by corporations also is limited.) In conformity to the repeal of the capital gains exclusion for
individuals, the Act essentially limits the deductible amount of such contributions by individ-
uals to the donor’s basis in the property. (A related change is made to the deductible amount of
such contributions by corporations.) No change is made to the reduction rule in section
170(e)X1XA) for contributions of ordinary-income property or to the exception to the reduction
rule in section 170(eX5) for contributions of qualified appreciated stock to certain private founda-
tions. Under the Act (as under prior law), the amount of charitable deduction allowable to an
itemizer for a donation of stock to a public charity equals (for regular tax purposes) the full fair
market value of the stock at the time of the donation if the donor has held the stock for the
long-term capital gain holding period, or the donor’s basis in the stock if the donor has not held
the stock for the long-term capital gain holding period (Code section 170(e)).
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In the case of a pass-through entity that is not itself liable for
tax, the provision applies to gain properly taken into account by
the partner or other taxable beneficial owner in such person’s tax-
able years beginning after December 31, 1986. For example, in the
case of a calendar year individual partner in a partnership that
has a fiscal year ending January 31, 1987, the repeal of the net cap-
ital gain deduction would apply to such partner’s share of gain re-
sulting from a cash sale by the partnership during the partner-
ship’s fiscal year ending January 31, 1987, regardless of whether
the sale occurred prior to, or on or after, January 1, 1987. Similar-
ly, the new- provision would apply to such partner’s share of any
gain properly taken into account by the partnership on the install-
ment method during the partnership’s fiscal year ending January
31, 1987, regardless of whether the installment sale occurred in an
earlier partnership fiscal year.

Long-term capital loss properly taken into account in taxable
years beginning after December 31, 1986 is likewise subject to the
new provisions. For example, in the case of a calendar year individ-
ual taxpayer with no capital gain properly taken into account in
1987, a long-term capital loss carryover from an earlier taxable
year is allowed in full as an offset to 1987 ordinary income, up to
the $3,000 limit.

Revenue Effect

The revenue effect of this provision is included with the revenue
effect for individual rate changes (title I, Part A).



B. Corporate Capital Gains (Sec. 311 of the Act and sec. 1201 of
the Code) 3

Prior Law

An alternative tax rate of 28 percent applied to a corporation’s
net capital gain (the excess of net long-term capital gain over net
short-term capital loss) if the tax computed using that rate was
lower than the corporation’s regular tax (sec. 1201). Corporate cap-
ital losses were deductible only against capital gain. Capital losses
generally could be carried back 3 years and forward 5 years.

Reasons for Change

Under prior law, large corporations obtained preferential treat-
ment of capital gains income (28 percent alternative rate compared
to 46 percent regular rate). The Congress was of the view that cor-
porate capital gain should not be taxed at preferential rates, in
light of the overall reduction in rates. Thus, the Act taxes corpo-
rate capital gains at the regular corporate tax rates.

Explanation of Provision

The Act makes the alternative tax inapplicable to taxable years
for which the new corporate tax rates are fully effective (i.e., tax-
able years beginning on or after July 1, 1987). Thus, corporate net
capital gain for such years is taxed at regular corporate rates Gi.e.,
generally a maximum 34 percent under the Act). In the event that
the maximum rate under Code section 11 is increased by a subse-
quent public law, the Act provides that a 34% alternative rate will
be applicable unless such law changes that rate.

For taxable years which include periods prior to the time the
new rates are fully effective, the alternative tax rate on gain prop-
erly taken into account under the taxpayer’s method of accounting
after December 31, 1986 is 34 percent. The Act provides that for
any taxable year beginning on or after January 1, 1987, and before
July 1, 1987, the alternate rate applicable to the net capital gain
will be 34 percent. For taxable years beginning in 1986 and ending
in 1987, a 28 percent rate will apply to the lesser of: (1) the net
capital gain for the taxable year or (2) the net capital gain that is
included in income under the taxpayer’s method of accounting
before January 1, 1987; any remaining net capital gain will be
taxed at 34 percent.

The Act does not change the capital loss provisions.

3 For legislative background of the provision, see: H.R. 3838 as reported by the House Commit-
tee on Ways and Means on December 7, 1985, secs. 301 and 302; H.Rep. 99-426, pp. 231-233; and
H.Rep. 99-841, Vol. II (September 18, 1986), pp. 106-107 (Conference Report).
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The Act also contains two special rules (applicable to all taxpay-
ers, whether or not corporations) in conjunction with the repeal of
the special capital gains rates. First, the Act provides that income
from coal and domestic iron ore royalties (under sec. 631(c)) will be
eligible for percentage depletion for any taxable year in which the
maximum rate of tax on net capital gain is not less than the maxi-
mum rate on ordinary income. Second, the Act provides that any
election to treat the cutting of timber as a disposition under section
631(a) made for a taxable year beginning before January 1, 1987,
may be revoked on a one-time basis by the taxpayer without the
permission of the Secretary of the Treasury. Any revocation of an
election made in accordance with this provision will not be consid-
ered in determining whether a future election under section 631(a)
by the taxpayer is allowed. If a taxpayer revokes an election with-
out consent in accordance with this provision, and thereafter
makes an election under section 631(a), any future revocations will
require the permission of the Secretary of the Treasury.

Effective Date

The provision applies to taxable years beginning after December
31, 1986, regardless of whether the sale or other transaction giving
rise to the gain occurred in a prior year. Thus, so long as gain is
properly taken into income under the taxpayer’s method of ac-
counting in a taxable year beginning after December 31, 1986, it is
subject to the provision. A transitional rule described above also
applies the provision to taxable years beginning in 1986 and ending
in 1987, in the case of gain properly taken into account under the
taxpayer’s method of accounting on or after January 1, 1987.4

The provision applies to long-term capital gains recognized on
the installment method in periods subject to the new alternative
tax rates, without regard to when the sale was made. Installment .
sale gains properly taken into account under the installment
method after December 31, 1986 are thus subject to the new provi-
sions without regard to whether the sale was made prior to that
date or in a prior taxable year.

In the case of a pass-through entity that is not itself liable for
tax, the provisions apply to gain properly taken into account by the
partner or other taxable beneficial owner after December 31, 1986.
For example, a calendar year corporate partner in a partnership
that has a fiscal year ending January 31, 1987 would be subject to
the new provision, and would have a 34 percent alternative tax
rate, with respect to such partner’s share of long-term capital gain
resulting from a cash sale by the partnership during the partner-
ship’s fiscal year ending January 31, 1987, regardless of whether
the sale occurred prior to, or on or after, January 1, 1987. Similar-
ly, the new provision would apply to such partner’s share of any

4 Congress intended the application of the alternative tax to long-term capital gain to depend
solely on when gain is properly taken into income under the taxpayer’s method of accounting.
Thus, for example, the alternative tax rates applicable to a particular item of long-term caagita.l
gain under these provisions (28 percent or 34 percent, as the case may be) determines the alter:
native tax on such gain. However, in determining whether such alternative tax is less than the
tax otherwise payable, the otherwise applicable rules of section 15 of the Code shall apply in
determining the section 11 rates in the case of a corporate taxpayer whose taxable year includes
but does not begin on July 1, 1987. (See Title VI, Part A).
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long-term capital gain properly taken into account by the partner-
ship on the installment method during the partnership’s fiscal year
ending January 31, 1987, regardless of whether the installment
sale occurred in an earlier partnership fiscal year.

Revenue Effect

The revenue effect of this provision is included with the revenue
effect for the corporate rate changes (Title VI, Part A).



C. Incentive Stock Options (Sec. 321 of the Act and sec. 422A of
the Code) 5

Prior Law

Under present and prior law, an employee is not taxed on the
grant or exercise of an incentive stock option, and the employee is
generally taxed at capital gains rates when the stock received on
the exercise of the option is sold. No deduction is taken by the em-
ployer when the option is granted or exercised.

Under prior law, in order to qualify as an incentive stock option,
among other requirements, the options must have been exercisable
in the order granted, and the employer could not grant the employ-
ee such options to acquire stock with a value of more than $100,000
(increased by certain carryover amounts) in any one year.

Reasons for Change

The Congress wished to eliminate certain restrictions on incen-
tive stock options so that it will be easier for employers, particular-
ly small and relatively new companies, to use the options as a
means of attracting and motivating talented employees.

The rule requiring options to be exercisable only in the order
granted can make incentive stock options unavailable to companies
which have experienced a decline in stock prices.

The Congress believed that limiting the amount of incentive
stock options an employer may grant to an employee in a year un-
necessarily restricts the ability of smaller companies to offer a com-
prehensive compensation package which it may need to offer tal-
ented employees if it is to compete with larger, more established
corporations for such employees.

Explanation of Provision

The Act repeals the requirement that incentive stock options
must be exercisable in the order granted.

The Act also changes the $100,000 limit to provide that under
the terms of the plan the aggregate fair market value (determined
at the time the option is granted) of the stock with respect to which
incentive stock options are exercisable for the first time by any in-
dividual during any calendar year may not exceed $100,000.

Effective Date
The provision applies to options granted after December 31, 1986.

S For legislative background of the provision, see: H.R. 3838 as reported by the Senate Com-
mittee on Finance on May 29, 1986, sec. 411; S.Rep. 99-313, p. 171; and H.Rep. 99-841, Vol. II
(September 18, 1986), p. 107 (Conference Report).
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Revenue Effect

The provision is estimated to reduce fiscal year budget receipts
for 1987 through 1991 by less than $5 million annually.



D. Tax Straddles (Sec. 331 of the Act and sec. 1092 of the Code) ¢

Prior Law

In general, if a taxpayer realizes a loss on the disposition of one
or more positions in a straddle, the amount of the loss that can be
deducted is limited to the excess of the loss over the unrecognized
gain (if any) in offsetting positions (sec. 1092). An exception to the
loss deferral rule applies to a straddle consisting of stock that is
~ offset by a qualified covered call. For purposes of this exception, a
call option is not treated as qualified if gain from the disposition of
the underlying stock is included in gross income in a taxable year
subsequent to the year in which the option is closed, and the stock
is not held for more than 30 days following the date on which the
option is closed. This rule is intended to prevent taxpayers from
using covered call options to defer tax on income from unrelated
transactions (by realizing a loss on the option in one year, and de-
ferring realizing any gain on the related stock until the next year).

Reasons for Change

Under prior law, the exception to the loss deferral rule for quali-
fied covered call options applies even where the straddle is used to
defer tax on income from unrelated transactions. Such deferral
may occur where gain from closing the option is included in gross
income in a taxable year subsequent to the year in which the stock
is disposed of at a loss. The Act amends the definition of a qualified
covered call to exclude a covered call option in these circum-
stances.

Explanation of Provision

Under the Act, the qualified covered call exception to the loss de-
ferral rule is denied to a taxpayer who fails to hold a covered call
option for 30 days after the related stock is disposed of at a loss,
where gain on the option is included in the subsequent year.

Effective Date

19%‘flile provision applies to positions established after December 31,

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by less than $5 million in each of fiscal years 1987 through 1991.

8 For legislative background of the provision, see: H.R. 3838 as rego by the Senate Com-
mittee on Finance on May 29, 1986, sec. 422; S.Rep. 99-313, pp. 172-173 .Rep. 99-841, Vol.
II (September 18, 1986), p. 108 (Conference Report)
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TITLE IV—AGRICULTURE, NATURAL RESOURCES, AND
ENERGY

A. Agriculture Provisions

1. Special expensing provisions: soil and water conservation;
clearing land (secs. 401 and 402 of the Act and secs. 175 and
182 of the Code) !

Prior Law .
Expenditures for soil and water conservation

Under prior (and present) law, a taxpayer may elect to deduct
certain expenditures for the purpose of soil or water conservation
that would otherwise be added to the taxpayer’s basis in the land
on which the conservation activities occur (Code section 175). This
deduction is limited in any one year to 25 percent of the gross
income derived by the taxpayer from farming. Any excess amount
is carried forward to succeeding taxable years.

Under prior law, expenditures deductible under section 175 in-
cluded amounts paid for grading, terracing, and contour furrowing,
the construction of drainage ditches, irrigation ditches, dams and
ponds, and the planting of wind breaks. Also, assessments levied by
a soil or water conservation drainage district were deductible
under this provision to the extent those expenditures would have
constituted deductible expenditures if paid directly by the taxpay-
er. The cost of acquiring or constructing depreciable machinery
and facilities, however, were not eligible for expensing under this
provision. In the case of depreciable items such as irrigation
pumps, concrete dams, or concrete ditches, the taxi)ayer was al-
lowed to recover costs only through cost recovery allowances, and
only if the taxpayer owned the asset.

Expenditures for clearing land

Under prior law, a taxpayer engaged in the business of farming
could elect to deduct currently amounts paid or incurred during
the taxable year to clear land for use in farming (section 182). For
any taxable year, this deduction could not exceed the lesser of
$5,000 or 25 percent of the taxable income derived from farming.

Reasons for Change

Congress was concerned that certain Federal income tax provi-
sions might be affecting prudent farming decisions. In particular,

1 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, secs. 921-922; H. Rep. 99-426, pp. 649-651;
H.R. 3838, as reported by the Senate Committee on Finance on Ma’?' 29, 1986, secs. 701-702; S.
Rep. 99-313, pp. 264-265; Senate floor amendment, 132 Cong. Rec. S7827 (June 18, 1986); and H.
Rep. 99-841, Ggl. 1I (September 18, 1986), pp. 110-111 (Conference Report).
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Congress was concerned that these provisions were contributing to
an increase in acreage under production, which in turn encouraged
the overproduction of agricultural commodities. Congress believed
that to the extent possible, the tax code should be neutral with re-
spect to these business decisions. To eliminate tax biases, therefore,
Congress determined that certain of the special farming expensing
provisions should be repealed or restricted.

Explanation of Provisions

Soil and water conservation expenditures

The Act limits the soil and water conservation expenditures that
may be deducted currently to amounts incurred that, in addition to
satisfying the requirements of prior law, are consistent with a con-
servation plan approved by the Soil Conservation Service (SCS) of
the Department of Agriculture. If there is no SCS conservation
plan for the area in which property to be improved is located,
amounts incurred for improvements that are consistent with a plan
of a State conservation agency are deemed to satisfy the Federal
standards. Finally, the Act provides that expenditures for general
earth moving, draining, and/or filling of wetlands, and for prepar-
ing land for installation and/or operation of a center pivot irriga-
tion system may not be deducted under this provision.

Expenditures for clearing land

The Act repeals the provision of prior law that allowed expendi-

- tures for clearing land in preparation for farming to be deducted in

the year paid or incurred. However, expenditures for routine brush

- clearing and other ordinary maintenance activities relating to

property used in farming continue to be deductible currently, to

the extent they constitute ordinary and necessary business ex-
penses under sec. 162.

Effective Date

The amendment to the provision relating to soil and water con-
servation expenditures is effective for expenditures after December
31, 1986. The repeal of the provision relating to land clearing ex-
penses is effective for expenditures after December 31, 1985.

Revenue Effect

These provisions are estimated to increase fiscal year budget re-
ceipts by $50 million in 1987, $37 million in 1988, $34 million in
1989, $33 million in 1990, and $32 million in 1991.

2. Dispositions of converted wetlands and highly erodible crop-
lands (sec. 403 of the Act and new sec. 1257 of the Code)?

Prior Law
Under prior law, gain realized on the sale or other disposition of
a capital asset was subject to tax at preferential rates. The term

2 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 923; H. Rep. 99-426, pp. 651-652; H.R.

Continued
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capital asset (under both prior and present law) does not include
property used in a taxpayer’s trade or business that is of a charac-
ter subject to depreciation (sec. 1221(2)). However, gain from the
sale of such property (“section 1231 assets’’) may be taxed on the
same basis as gain from the sale of a capital asset if gains on all
sales of section 1231 assets during a taxable year exceed losses on
such sales. '

If losses from the sale or exchange of section 1231 assets during a
taxable year exceed the gains from such sales or exchanges, the net
losses are treated as ordinary losses. Ordinary losses are deductible
in full for tax purposes, while deductions for capital losses are sub-
ject to limitations.

Reasons for Change

Congress was concerned about the environmental impact of the
conversion of the nation’s wetlands and erodible lands to farming
uses, and wished to discourage such conversions,

Explanation of Provision

Under the Act, any gain realized on the disposition of “converted
wetland” or “highly erodible cropland” is treated as ordinary
income, and any loss realized on the disposition of such property is
treated as a long-term capital loss.? For this purpose, the term

“converted wetland” means land that is converted wetland within
the meaning of section 1201(4) of the Food Security Act of 1985 (16
U.S.C. 3801(4)), provided such land is held by the person who origi-
nally converted the wetland, a person who uses the land for farm-
ing at any time following the conversion, or by a person whose ad-
justed basis in the property is determined by reference to the basis
of a person in whose hands the property was converted wetland.*
In general, the Food Security Act defines converted wetland as
land that has been drained or filled for the purpose of making the
production of agricultural commodities possible, if the production
would not have been possible but for such action.

The term “highly erodible cropland” means any highly erodible
cropland as defined in section 1201(6) of the Food Security Act of
1985 (16 U.S.C. 3801(6)) that is used by the taxpayer at any time for
farming purposes other than the grazing of animals. In general,
highly erodible cropland is defined as land that (1) is classified by
the Department of Agriculture as class IV, VI, VII, or VIII land
under its land capability classification system, or (2) that would
have an excessive average annual rate of erosion in relation to the
soil loss tolerance level, as determined by the Secretary of the Ag-
riculture.

3838, as reported by the Senate Committee on Finance on May 29, 1986, sec. 703; S. Rep. 99-313,
pp. 266-267; and H. Rep 99-841, Vol. II (September 18, 1986), pp. 111~ 112 (Conferenoe Report).
$ Since other provisions of the ‘Act (see Title IIT) eliminated the preferential rates applicable to
individual and corporate capital gains, after 1986 the principal effect of this provision on gains
is to prevent a taxpayer from offsetting the gains against capital losses.
4 Thus, land that has been converted could become eligible for section 1231 treatment in the
hands of, for example, a subsequent purchaser or legatee, provided the purchaser or legatee has
used the property only for nonfarming purposes.
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Effective Date

The provision is effective for dispositions of converted wetland .
zlagg6highly erodible cropland first used for farming after March 1,

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by a negligible amount.

3. Prepayments of farming expenses (sec 404 of the Act and sec.
464 of the Code)s

Prior Law
In general

Under prior (and present) law, a taxpayer generally is allowed a
deduction in the taxable year which is the proper taxable year
under the method of accounting used in computing taxable income
(sec. 461). The two most common methods of accounting are the
cash receipts and disbursements method and the accrual method. If
the taxpayer’s method of accounting does not clearly reflect
income, however, the computation of taxable income must be made
under the method which, in the opinion of the Internal Revenue
Serv1ce, clearly reflects income (sec. 446(b)). Furthermore, the
income tax regulations provide that if an expenditure results in the
creation of an asset having a useful life which extends substantial-
ly beyond the close of the taxable year, such an expenditure may
not be deductible, or may be deductible only in part, for the tax-
able year in which paid by a taxpayer using the cash receipts and
disbursements method of accounting, or in which incurred by a tax-
payer using the accrual method of accounting (see Treas. Reg. sec.
1.461-1(a)(1) and (2).)

Prior law was unclear as to the proper timing of a deduction for
prepaid expenses other than interest. No specific statutory provi-
sion expressly permitted exi)lenses to be deducted in full when paid
by a taxpayer using the cash receipts and disbursements method of
accounting. Such deductions were prohibited, however, to the
extent that they resulted in a material distortion of income.

Generally, the courts examined all the facts and circumstances
in a particular case to determine whether allowing a full deduction
for the prepayment would result in a material distortion of income.
In determining whether an expenditure resulted in the creation of
an asset having a useful life extending substantially beyond the
end of the taxable year, thé court in Zaninovich v. Commissioner,
616 F.2d 429 (9th Cir. 1980), adopted a “one-year” rule. Under this
rule, prepayments generally could be deducted if they did not pro-
vide benefits extending beyond one year. Thus, under this decision,
it might be possible for a calendar-year, cash-basis taxpayer
making a lease payment attributable to the following year to claim
a deduction in the year of the payment.

s For legislative background of the provision, see: HR. 3838, as ’?orted bﬁ the Senate Com-
mittee on ance on May 29, 1986, sec. 704; S.Rep. 99-313 pp. 267-270; and H.Rep. 99-841, Vol.
II (September 18, 1986), p. 114 (Conference Report)
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Certain cash method tax shelters may not deduct expenses before
the time when economic performance occurs (e.g., when the goods
are delivered or services performed). An exception is provided
where economic performance occurs within 90 days of the end of
the taxable year (sec. 461(i)(2)).

Special rules applicable to farming syndicates

Under prior law, certain limitations were imposed on deductions
in the case of farming syndicates. A farming syndicate could deduct
amounts paid for feed, seed, fertilizer, or other similar farm sup-
plies only in the year in which such items were actually used or
consumed or, if later, in the year such amounts were otherwise al-
lowable as a deduction. A farming syndicate was defined generally
as a partnership or any other enterprise (other than a corporation
which was not an S corporation) engaged in farming if (i) interests
in the partnership or enterprise were offered for sale in any offer-
ing required to be registered with any Federal or State agency or
(ii) if more than 35 percent of the losses during any period were
allocable to limited partners or limited entrepreneurs (i.e., persons
who did not actively participate in the management of the enter-
prise).

Reasons for Change

Many farming tax shelters had been established to defer taxation
of nonfarming income by prepaying farming expenses allocable to
the following and subsequent years. Such tax shelters distorted the
measurement of taxable incomes of their investors and affected
farming operations that were not established for tax reasons. Con-
gress believed that, in order to avoid these distortions, limits
should be placed on the deductibility of prepaid expenses of certain
farming tax shelters that did not fall within the definition of a
farming syndicate.

Congress understood, however, that because -of the seasonal
nature of farming, numerous everyday business expenses are pre-
paid. Accordingly, the Act applies the limitations only to the extent
that more than 50 percent of the farming expenses (exclusive of
prepaid supplies) for the year are prepaid. In addition, in order to
assure that farmers with continuous year-round or full-time farm-
ing activities are not subject to the limitations, the Act provides ex-
ceptions where a farmer has more than 50 percent prepaid ex-
penses because of unusual or extraordinary circumstances. Con-
gress believed that these rules will limit the application of the new
restrictions to cases where the abuse is serious. In addition, Con-
gress believed that the new rules will not impose any significant
additional accounting burden on farmers.

Explanation of Provision

Under the Act, in the case of farmers eligible to use the cash
method of accounting, the deductibility of prepayments for feed,
seed, fertilizer, or other farm supplies may be limited in the same
manner as prepayments made by a farming syndicate were limited
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under prior law.52 In addition, certain costs incurred in producing
poultry may be subject to capitalization and amortization under
special rules. The limitations apply only to the extent prepayments
for supplies (or poultry expenses) exceed 50 percent of the taxpay-
er’s total deductible farming expenses. This excess amount may not
be deducted any earlier than the taxable year of actual use or con-
sumption of the supplies to which it relates.

For purposes of the 50-percent test, deductible farm expenses in-
clude the operating expenses of the farm, such as ordinary and nec-
essary expenses within the meaning of section 162, interest and
taxes paid, depreciation allowances on farm equipment, and other
similar expenses.® However, payments for feed, seed, fertilizer, or
other supplies are deductible farm expenses only to the extent they
are not prepayments, i.e., the supplies are consumed in the year of
payment.

e Act provides two exceptions to the provision.? First, the pro-
vision does not apply to an eligible farmer—a “farm-related tax-
payer’-who fails to satisfy the 50-percent test due to a change in
business operations directly attributable to extraordinary circum-
stances, including government crop diversion programs and circum-
stances described in Code section 464(d) (supplies on hand at the
end of the taxable year due to fire, storm, or other casualty, dis-
ease, or drought). Second, the provision does not apply to farm-re-
lated taxpayers whose prepaid supplies do not exceed the 50-per-
cent threshold applied by aggregating prepayments and expenses
(other than prepayments) for the three preceding taxable years.

A farm-related taxpayer includes (1) any person whose principal
residence is on a farm, (2) any person with a principal occupation
of farming, and (8) any family member of persons described in (1)
or (2). The exceptions apply only to farming activities attributable
to the farm on which the residence is located, or to farms included
in the “principal occupation” of farming activities.

Congress did not intend that farmers will be required generally
to take year-end inventories of prepaid items as a result of this pro-
visions of the Act.

In adopting these limitations, Congress did not intend to modify
or supersede the general rule that prepaid expenses are not deduct-
ible if that deduction would result in a material distortion of
income.

Effective Date

The provision applies to amounts paid or incurred after March 1,
1986, in taxable years beginning after that date.

Sa Under the Act, farming syndicates (as defined under secs. 464 of prior law) are now re-
quired to use the accrual method of accounting. (See, new sec. 448.)

¢ Generally these are the expenses reported on Schedule F of the taxpayer’s Federal income
tax return. Farm expenses do not include costs that must be inventoried or capitalized, e.g., the
purchase price of an animal purchased for subsequent resale.

7 Prepaid expenses of taxpayers eligible for one of these exceptions may be deducted to the
same extent as under prior law, without regard to the 50-percent limitation.
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Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $14 million in 1987, $30 million in 1988, $10 million in 1989, $11
million in 1990, and $14 million in 1991.

4. Discharge of indebtedness income for certain farmers (sec. 405
of the Act and secs. 108 and 1017 of the Code)®

Prior Law

Under prior and present law, gross income is defined to include
income from discharge of indebtedness (sec. 61). If a solvent taxpay-
er received income from discharge of trade or business indebted-
ness, prior law provided the taxpayer an election to exclude that
income if the taxpayer’s basis in depreciable property was reduced
(secs. 108 and 1017). If the amount of the discharge of indebtedness
income exceeded a solvent taxpayer’s available basis, the taxpayer
recognized income in an amount of the excess.

Under prior (and present) law, if an insolvent taxpayer receives
income from discharge of indebtedness, the income is excluded (to
the extent it does not exceed the amount of the taxpayer’s insol-
vency).? The taxpayer’s tax attributes must be reduced by the
amount of the excluded income. Reduction is required in the fol-
lowing attributes (in the following order): net operating losses and
carryovers, general business credit carryovers, capital loss car-
ryovers, basis of property,!° and foreign tax credit carryovers. An
insolvent taxpayer may elect to reduce basis in depreciable proper-
ty before reducing net operating losses or other attributes.

If the amount of the insolvent taxpayer’s discharge of indebted-
ness income (not in excess of the amount of its insolvency) exceeds
its available tax attributes, the excess is disregarded, i.e., is not in-
cludible in income.

Reasons for Change

Congress was aware of enacted and pending legislation intended
to alleviate the credit crisis in the farming sector, and of potential
tax problems that might undermine the effectiveness of this legis-
lation. For example, programs providing Federal guarantees on
limited amounts of farm indebtedness in exchange for a lender’s
agreement to reduce the total amount of a farmer’s indebtedness
when that farmer had a high debt-to-equity ratio (but was not in-
solvent) were under consideration. Congress was concerned that
such farmers would recognize large amounts of discharge of indebt-
edness income as a result of these loan write-downs—forcing them
to forfeit their farmland rather than participate in programs de-
signed to enable them to continue in farming.

8 For legislative backg-round of the provision, see: H.R. 3838, as reported by the Senate Com-
mittee one%“lsnance on May 29, 1986, sec. 706; S.Rep. 99-313, pp. 271 -272; Senate floor amendment,
132 Cong. Rec. S7827 (June 1%, 1986); and H.Rep. 99-841, Vo). II (September 18, 1986), pp. 115-116
(Conference Report).

® The amount of a taxpayer’s insolvency is the excess of its liabilities over the fair market
value of its assets.

10 The reduction in basis is limited to the excess of the aggregate bases of the taxpayer’s prop-
erty over the taxpayer’s aggregate liabilities immediately after the discharge.
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Explanation of Provision

Under the Act, certain solvent taxpayers realizing income from
the discharge of certain farming-related indebtedness may reduce
tax attributes, including basis in property, under rules similar to
those applicable to insolvent taxpayers. The discharged indebted-
ness must have been incurred directly in connection with the oper-
ation of a farming business by a taxpayer who satisfies a gross re-
ceipts test.!! The gross receipts test is satisfied if the taxpayer’s ag-
gregate gross receipts from farming for the three years preceding
the year of the discharge are 50 percent or more of his aggregate
gross receipts from all sources for the same period.12

If a taxpayer elects to exclude income under this provision, the
excluded amount must be applied to reduce tax attributes of the
taxpayer in the following order: (1) net operating losses, (2) general
business credits, (3) capital loss carryovers, (4) foreign tax credit
carryovers, (5) basis in property other than land used or held for
use in the trade or business of farming, and (6) basis in land used
or held for use in the trade or business of farming.

The amount of the exclusion under this provision may not exceed
the aggregate amount of the tax attributes of the taxpayer speci-
fied above. Accordingly, income must be recognized to the extent
th% amount of the discharged indebtedness exceeds his available at-
tributes.!3

Effective Date

The provision applies to discharge of indebtedness income real-
ized after the April 9, 1986, in taxable years ending after that date.

Revenue Effect

This provision is estimated to decrease fiscal year budget receipts
by $9 million in 1987, $10 million in 1988, $8 million in 1989, $7
million in 1990, and $5 million in 1991.

11 Ag under prior law, discharges of nonrecourse “loans” made by the Commodity Credit Cor-
poration in connection with governmental crop price support programs; or other similar transac-
tions that in substance constitute a sale of a farm product, are not within the scope of section
108 and hence are ineligible for relief under this provision.

12 A technical amendment may be necessary to clarify that this was the intended operation of
the gross receipts test.

13 A technical amendment may be necessary to conform the Congress’ intent that the relief
for solvent farmers be as described above.



B. Oil, Gas, Geothermal, and Hard Mineral Properties

1. Intangible drilling costs and mining exploration and develop-
ment costs (sec. 411 of the Act and secs. 263, 291, 616, and 617
of the Code)14

Prior Law
Intangible drilling and development costs

General rules

Under prlOl‘ and present law, intangible drilling and develop-
ment costs (“IDCs”) may either be deducted in the year paid or in-
curred (“expensed”) or else may be capitalized and recovered
through depletion or depreciation deductions (as appropriate), at
the election of the operator. In general, IDCs include expenditures
by the operator incident to and nec for the drilling and the
preparation of wells for the production of oil or gas (or geothermal
energy), which are neither for the purchase of tangible property
nor part of the acquisition price of an interest in the property.
IDCs include amounts paid for labor, fuel, repairs, hauling, sup-
plies, etc., to clear and drain the well site, construct an access road,
and do such survey and geological work as is necessary to prepare
for actual drilling. Other IDCs are paid or incurred by the property
operator for the labor, etc., necessary to construct derricks, tanks,
pipelines, and other physmal structures necessary to drill the wells
and prepare them for production. Finally, IDCs may be paid or ac-
crued to drill, shoot, F acture, and clean the wells. IDCs also in-
clude amounts paid or accrued by the property operator for drilling
or de¥glopment work done by contractors under any form of con-
tract.

Only persons holding an operating interest in a property are en-
titled to deduct IDCs. This includes an operating or working inter-
est in any tract or parcel of oil, gas, or geothermal property, either
as a fee owner, or under a lease or any other form of contract
granting workmg or operating rights. In general, the operating in-
terest in an oil or gas property must bear the cost of developing
and operating the property. The term operating interest does not
include royalty interests or similar interests such as production
payment rights or net profits interests.

f IDCs are capitalized, a separate election may be made to
deduct currently IDCs paid or incurred with respect to nonproduc-

14 For legislative background of the provision, see: H.R. 3838, as rted by ‘the House Com-
Pﬁ’m and Means on December 7, 1985, secs. 251 and 262 . Rep. 99-426, pp. 200-204,
213 215 H R. 3838 as reported by the Senate Committee on Finance on Ma 29, 1988 secs. 715
716; S. Rep 99-313 pp. 280-282; and H. Rep. 99-841, Vol. II (September 18, 1986), pp. 120-125
(Conference Repo
Reg sec. 1.612-4 (pertaining to oil and gas wells) and sec. 1.612-5 (pertaining to
geothermal wells).
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tive wells (“dry holes”), in the taxable year in which the dry hole is
completed. Thus, a taxpayer has the option of capitalizing IDCs for
productive wells while expensing those relating to dry holes.

Treatment of foreign IDCs

Domestic and foreign IDCs generally were subject to the same
tax rules under prior law.

Twenty-percent reduction for integrated producers

In the case of a corporation which is an “integrated oil compa-
ny”,1¢ the allowable deduction with respect to IDCs that the tax-
payer has elected to expense was reduced by 20 percent. The disal-
lowed amount was required to be amortized over a 36-month
period, starting with the month in which the costs were paid or in-
curred. Amounts paid or incurred with respect to non-productive
wells (dry hole costs) remain fully deductible when the non-produc-
tive well is completed, under prior and present law.

Mining exploration and development costs

General rules

Under prior and present law, taxpayers may elect to expense ex-
ploration costs associated with hard mineral deposits (sec. 617).
Taxpayers also may expense development costs associated with the
preparation of a mine for production (sec. 616).

Mining exploration costs are expenditures for the purpose of as-
certaining the existence, location, extent, or quality of any deposit
of ore or other depletable mineral, which are paid or incurred by
the taxpayer prior to the development of the mine or deposit.
When the mine reaches the producing stage, adjusted exploration
expenditures (but not development costs) either: (1) are included in
income (i.e., recaptured) and recovered through cost depletion; or
(2) at the election of the taxpayer, reduce depletion deductions with
respect to the property. Adjusted exploration expenditures with re-
spect to a property are expensed exploration costs attributable to
the property, reduced by the excess of (a) percentage depletion
which would have been allowed but for the deduction for expensed
exploration costs,!” over (b) cost depletion for the corresponding
period. Exploration costs also are subject to recapture if the proper-
ty isdgl)isposed of by a taxpayer after expensing these amounts (secs.
617(d).

Development costs include expenses incurred for the develop-
ment of a property after the existence of ores or other minerals in
commercially marketable quantities has been determined. These
costs typically include costs for construction of shafts and tunnels
and, in some cases, costs for drilling and testing to obtain addition-
al information for mining operations.

16 An mtegrated oil company, for purposes of this provision, is any producer that is not an
mdependent gf ucer (as defined for the purposes of percentage depletion (sec. 613A) and the
crude oil windfall profit tax).

17 Because percentage depletion deductions are limited to 50 percent of net income from the
property, deductions which reduce net income (e.g., the deduction for expensed exploration costs)
may reduce the value of percentage depletion to the taxpayer.
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Treatment of foreign exploration costs

Foreign exploration costs could not be expensed under prior law
to the extent that such expensing would cause the cumulative for-
eign and domestic exploration costs which had been expensed by
the taxpayer, in the taxable year and in previous taxable years, to
exceed $400,000. Exploration costs which had been expensed by per-
sons transferring mineral properties to the taxpayer were also
taken into account for this purpose.

Twenty-percent reduction for corporations

For corporations, 20 percent of exploration and development
~ costs that the taxpayer had otherwise elected to expense were: re-
quired to be capitalized and recovered using the schedule for 5-year
accelerated cost recovery system (“ACRS”) property (sec. 291). For
deposits located in the United States, such expenses also qualified
for the investment tax credit.

Reasons for Change

Domestic production of oil, gas, and ocher minerals is currently
depressed and subject to serious international competition. Con-
gress believed that the tax incentives provided for IDCs and mining
expenses are appropriate only with respect to domestic exploration.
Accordingly, the Act requires that IDCs and mining exploration
and development costs incurred outside the United States be recov-
ered using 10-year amortization, which is the normative recovery
period for excess IDCs and mining exploration and development
costs under the minimum tax, or (at the taxpayer’s election) as
part of the cost depletion basis.

The Act increases the reduction in expensible IDCs of integrated
oil companies from 20 to 30 percent, and requires nonexpensed
amounts to be recovered over a 5 year period. A similar change is
made in the treatment of corporate mining expenses. These
changes are consistent with the general philosophy of the Act in
reducing corporate tax preferences, and provide consistency in the
treatment of oil- and mining-related expenses. Congress believed
that increasing the section 291 reduction, rather than (e.g.) denying
expensing for specified types of IDCs or mining costs, would reduce
the tax preference for these industries without unduly limiting the
incentive for any particular production.

Explanation of Provision

Domestic costs.—Under the Act, 30 percent of domestic IDCs of
integrated producers are to be amortized ratably over a 60-month
period, beginning in the month the costs are paid or incurred (sec.
291). The remaining 70 percent of integrated producer IDCs, togeth-
er with all domestic IDCs of other taxpayers, are eligible for ex-
pensing as under prior law. This provision does not affect the
ogtion to deduct dry hole costs in the year the dry hole is complet-
ed.

In addition, 30 percent of domestic mining development and ex-
ploration costs of corporations are to be amortized ratably over a
60 month period (under sec. 291). The remaining 70 percent, togeth-
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er with similar costs of noncorporate taxpayers, are eligible for ex-
pensing as under prior law.

Foreign costs.—Under the Act, IDCs and mining exploration and
development costs incurred with respect to properties located out-
side the United States are recovered (1) over a 10-year straight-line
amortization schedule, beginning in the year the costs are paid or
incurred, or (2) at the taxpayer’s election, by adding these costs to
the basis for cost depletion.1®8 No change is intended in the treat-
ment of property subject to an allowance for depreciation (see
Treas. Reg. secs. 1.612-4(b), 1.612-5(b), 1.616-1(b)(2) and 1.617-1(bX2)).

For purposes of this provision, the United States includes the 50
states, the District of Columbia, and those continental shelf areas
which are adjacent to United States territorial waters and over
which the United States has exclusive rights with respect to the ex-
ploration and exploitation of natural resources (sec. 638(1)).

The section 291 reductions, discussed above, do not apply to costs
covered by this provision. The provision does not affect the option
to deduct dry well costs in the year the dry well is completed.

Effective Date

These provisions are effective for costs paid or incurred after De-
cember 31, 1986. A transitional rule is provided with respect to cer-
tain IDCs incurred in connection with North Sea oil, pursuant to a
license interest acquired on or before December 31, 1985.

Révenue Effect

The provisions with respect to intangible drilling costs (including
foreign and domestic costs) are estimated to increase fiscal year
budget receipts by $70 million in 1987, $118 million in 1988, $119
million in 1989, $114 million in 1990, and $54 million in 1991.

The provisions with respect to mining exploration and develop-
ment costs (including foreign and domestic costs) are estimated to
increase fiscal year budget receipts by $23 million in 1987, $34 mil-
lion in 1988, $28 million in 1989, $24 million in 1990, and $21 mil-
lion in 1991.

18 The prior law rule limiting the expensing of foreign exploration costs where cumulative
expensed exploration costs exceed $400,000 (sec. 617(h) of prior law) remains in effect for costs
paid or incurred prior to the effective date.



2. Modification of percentage depletion rules

a. Denial of percentage depletion for lease bonuses and ad-
vance royalties (sec. 412(a) of the Act and secs. 613 and
613A of the Code)!?

Prior Law

Depletable costs incurred with respect to an oil, gas, or geother-
mal property are recovered using cost or percentage depletion,
whichever results in the higher deduction for the year in question.
Under the cost depletion method, the taxpayer deducts that portion
of the adjusted basis of the property which is equal to the ratio of
units produced and sold from that property during the taxable year
to the number of units as of the taxable year. Under percentage
depletion, 15 percent of the taxpayer’s gross income from an oil- or
gas-producing property is allowed as a deduction in each taxable
year. The amount deducted using percentage depletion may not
exceed 50 percent of the net income from that property in that
year (the “net-income limitation”). Additionally, the deduction for
all oil and gas properties may not exceed 65 percent of the taxpay-
er’s overall taxable income.2°

The Tax Reduction Act of 1975 repealed the percentage depletion
allowance for oil and gas production, except with respect to limited
quantities produced by independent producers and royalty owners.
Effective January 1, 1984, the percentage depletion rate for oil and
gas produced by independent producers and royalty owners de-
clined to a permanent level of 15 percent, and the quantity of oil
and gas eligible for percentage depletion was limited to 1,000 bar-
rels per day.

Following the 1975 depletion amendments, disagreement arose
whether lease bonuses, advance royalties, and other amounts paid
in advance of actual production from an oil or gas property contin-
ued to be entitled to percentage depletion. In January, 1984, the
Supreme Court held that a bonus or advance royalty paid to a
lessor in a year in which no oil or gas is produced was subject to
percentage depletion, notwithstanding the 1,000 barrel per day lim-
itation contained in the 1975 legislation (Commissioner v. Engle,
464 U.S. 206 (1984)). The Court left open the possibility that the
Treasury Department could promulgate regulations giving effect to
the 1,000 barrel per day limitation in such cases.

In June, 1984, the IRS announced the manner for determining
percentage depletion by recipients of bonuses and advance royal-

1% For legislative background of the provision, see: H.R. 3838 as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 263; H. Rep. 99-426, pp. 204-208; and H.
Rep. 99-841, Vol. II (September 18, 1986), p. 122 (Conference Report.)

20 The 65-percent limitation, and the limitations imposed by the 1975 legislation (discussed
below), do not apply to geothermal wells.
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ties. According to this announcement, a bonus or advance royalty
was to be taken into account for depletion purposes in the same
year that the payment was includible in income (i.e., generally the
year received). Bonus or advance royalty payments were to be con-
verted to barrel-equivalents based on the average price of oil or gas
produced from the property during the taxable year (if no oil or gas
was produced or sold from the property, based on representative
market or field prices), with percentage depletion being allowed
only for the equivalent of 1,000 barrels per day of oil production.
No percentage depletion allowance was provided for in any year
other than the year in which the bonus or advance royalty was in-
cludible in income (I.R. Ann. 84-59, IRB 1984-23, June 4, 1984).

Reasons for Change

In retaining percentage depletion for oil and gas properties, Con-
gress wished to provide an incentive only with respect to actual
production. Accordingly, Congress decided to specify that no per-
centage depletion is available for lease bonuses, advance royalties,
or other payments that are not directly related to the actual pro-
duction from a property. This provision reverses the holding in
Commuissioner v. Engle, supra, which required that some form of
percentage depletion be allowed for such payments.

Explanation of Provision

The Act provides that percentage depletion is not allowed for
lease bonuses, advance royalties, or any other amount payable
without regard to actual production from the property. This rule
applies to oil, gas, and geothermal properties.

Effective Date

The provision applies to amounts received or accrued after
August 16, 1986.

Revenue Effect

The provision is estimated to increase fiscal year budget receipts
by $20 million in 1987, $49 million in 1988, $45 million in 1989, $45
" million in 1990, and $45 million in 1991.

b. Excess percentage depletion for coal and iron ore (sec.
412(b) of the Act and sec. 291 of the Code)2!

Prior Law

Prior and present law allow percentage depletion for hard miner-
als at rates ranging from 5 to 22 percent of gross income from the
property. The percentage depletion rate for coal is 10 percent; the
rate for iron ore is 15 percent for domestic deposits and 14 percent
for deposits located outside the United States. The amount deduct-
ed for any mineral may not exceed 50 percent of the net income

21 For le%slative background of the provision, see: H.R. 3838 as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 261; H. Rep. 99-426, pp. 211-213; and H.
Rep. 99-841, V{)l. 1I (September 18, 1986), pp. 125-126 (Conference Report).



201

from the property in any taxable year. Percentage depletion is
computed without regard to the taxpayer’s basis in the property.

Under prior law, for corporations only, the excess of percentage
depletion for coal (including lignite) and iron ore over the adjusted
basis of the property was reduced by 15 percent (sec. 291).

Reasons for Change

Excess percentage depletion for coal and iron ore was reduced by
15 percent under TEFRA, as part of a general cutback in corporate
tax preferences. This reduction remained at 15 percent after 1984,
when other section 291 cutbacks were increased to 20 percent. Con-
gress decided to increase this reduction from 15 to 20 percent as
part of the general policy of the Act in reducing corporate tax pref-
erences.

Explanation of Provision

The Act increases the reduction in excess coal and iron ore per-
centage depletion for corporations (under section 291) from 15 to 20
percent.

Effective Date

Thssgrovision applies to taxable years beginning'after December
31, 1986.

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $11 million in 1987, $16 million in 1988, $15 million in 1989, $16
million in 1990, and $17 million in 199].



3. Gain from disposition of interests in oil, gas, geothermal, or
other mineral properties (sec. 413 of the Act and secs. 617 and
1254 of the Code)?22

Prior Law

Under prior and present law, recapture rules characterize as or-
dinary income a portion of gain upon the disposition of assets when
certain deductions previously have been allowed with respect to
those assets. Under prior law, these recapture rules included the
recapture of mining exploration (but not development) costs and in-
tangible drilling costs, in excess of the amounts which would have
been deductible as cost depletion if these items had been capital-
ized (secs. 617(d) and 1254).

Reasons for Change

Congress believed that if an amount has been allowed as an ex-
pense, and if upon the disposition of the asset with respect to
which the deduction was allowed it is determined that the amount
allowed exceeded the actual decline in value of the asset, capital
gains treatment generally should be denied. This principle is ap-
plied to depreciation of personal property, and also should apply to
depletable property.

Explanation of Provision

Under the Act, the prior law rules of section 1254 are expanded
to apply not only to intangible drilling costs (IDCs) but also to de-
pletion, to the extent the depletion deduction has reduced the ad-
justed basis of the property. Thus, upon the disposition of an oil,
gas, or geothermal property, the amount of gain, if any, that is
treated as ordinary income will include not only excess IDCs, but
rather all IDCs and depletion (to the extent depletion has reduced
adjusted basis) with respect to the property.23

The Act also provides the same rules for mining-related costs.
Under these rules, all expensed mining exploration and develop-
ment costs (to the extent not included in income upon reaching the
producing stage), as well as depletion to the extent it has reduced
adjusted basis, will be subject to recapture upon disposition of
mining property.

22 For legislative background of the provision, see: H.R. 3838 as reported by the House Com-
mittee on Ways and Means on December 7, 1985, secs. 243 and 262; H. Rep. 99-426, pp. 198-199;
and H. Rep. 99-841, Vol. II (September 18, 1986), pp. 123-124, 126 (Conference Report).

23 While generally conforming capital gain tax rates to the tax rates on ordinary income, the
Act retains provisions of prior law relating to the capital gain/ordinary income distinction. (See
Title III, above.)
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Effective Date

The provision applies to property placed in service by the taxpay-
er after December 31, 1986, except if acquired pursuant to a writ-
ten contract binding on September 25, 1985, and at all times there-
after.24

Revenue Effect

The revenue effect of this provision is included in the estimates
relating to intangible drilling costs and mining exploration and de-
velopment costs (Part B.1., above).

24 Where a property is placed in service before January 1, 1987, by a corporation and the
property is transferred after 1986 to a second corporation ﬁlmg a consolldated return with the
transferor corporation, a subsequent disposition by the second corporation in a year in which
the two corporations continue to file a consolidated return will not be subject to the new provi-
sion, so long as any additional depletion available to the group by reason of a stepped-up basis
results in a corresponding current recognition of ordinary income (e.g., as in a deferred inter-
company sale under Treas. Reg. 1.1502-13). The subsequent disposition outside the group will
remain subject to the recapture of certain expensed IDCs as provided under prior law.



C. Energy-Related Tax Credits and Other Incentives

1. Business energy tax credits (sec. 421 of the Act and sec. 46(b) of
the Code)25

a. Extension of credits

Prior Law

The business energy investment tax credits were enacted in addi-
tion to the regular investment tax credit to provide an additional
tax credit designated as an incentive to purchase specified property
or equipment that would reduce current demand for scarce petrole-
um resources. Credits for certain energy property expired after
1982. Energy credits were available through 1985 for the following
energy property at the following rates: solar—15 percent; geother-
mal—15 percent; wind—15 percent; ocean thermal—15 percent;
biomass—10 percent; and small scale hydroelectric—11 percent.

Reasons for Change

Business energy investment tax credits were enacted in the
Energy Tax Act of 1978 and the Crude Oil Windfall Profit Tax Act
of 1980 in order to stimulate the development and business applica-
tion of a broad variety of property which utilized or produced
energy sources which were perceived to be alternatives to petrole-
um, natural gas, and their products. Generally, the methods and
sources of producing or utilizing alternative forms of energy were
well known but, because of price and other advantages of systems
using fossil fuel, they were not experiencing widespread applica-
tion. The energy tax credits were intended to increase demand for
alternate energy sources, thus stimulating technological advances
in the production of equipment to produce such fuels and in the
design and operating efficiency of the property using a renewable
energy source.

Even though the regular and energy investment tax credits gen-
erally are repealed as part of the process of broadening the income
tax base and increasing the importance of economic and market
variables in making investment decisions, Congress believes that it
is desirable to retain energy tax credits for certain renewable
energy source property in order to maintain an after-tax price dif-
ferential between renewable and fossil fuel sources. The steep de-
cline in 1986 in petroleum prices has eliminated the incentive to
purchase or produce the equipment required to exploit renewable

25 For legislative background of this subtitle, see: H.R. 3838, as reported by the House Com-

mittee on eig‘asys and Means on December 7, 1985, secs. 271-275; HReé) 99-426, pp. 216-227; H.R.

8838, as reported by the Senate Committee on Finance on May 29, 1986, secs. 711-714; S. Rep. 99-

%23, pg. 2?2—2’79; and H. Rep. 99-841, Vol. II (September 18, 1986), pp. 128-133 (Conference
port).
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fuel sources. Without the offsetting stimulus from the tax credit to
use or produce renewable fuels, the experience gained in the pro-
duction and use of such fuels and the technological competence de-
veloped in their production during the past decade will dissipate
and will not be readily available if a fossil fuel shortage recurs.
The retained credits are extended through 1987 or 1988 at progres-
sively reduced rates to permit renewable energy technologies to
phase into the experience of operating in competitive markets.

Explanation of Provision

Congress extended the energy tax credit for solar energy proper-
ty at 15 percent in 1986, 12 percent in 1987, and 10 percent in 1988.

The energy tax credit for geothermal energy property is ex-
tended at 15 percent in 1986 and 10 percent in 1987 and 1988.

Present law is not changed with respect to dual purpose solar or
geothermal energy property. Congress, however, noted with respect
to this matter that there are administrative issues which the Secre-
tary of the Treasury should resolve under the regulatory authority
provided in the Energy Tax Act of 1978 and in subsequent Acts
that have provisions relating to energy tax credits.

The energy tax credit for biomass property is extended at 15 per-
cent in 1986 and at 10 percent in 1987.

The energy tax credit for ocean thermal property is extended at
15 percent through 1988,

It was intended that the 50-percent basis adjustment which is re-
quired when an energy tax credit is allowed under section 48(g)
would continue in effect for the business energy tax credits which
are extended under the Act.28

b. Affirmative commitment rules

Prior Law

The expired 10-percent credit for certain alternative energy prop-
erty continues to be available for long-term projects which meet
_rules requiring (1) completion of engineering studies and applica-
tion for all required permits before 1983, (2) binding contracts for
50 percent of special project equipment before 1986, and (3) project
completion before 1991.

Reasons for Change

The affirmative commitment rules are specially constructed tran-
sition rules to meet long gestation periods required for planning
and constructing such projects as elaborate chemical production
complexes. In addition, energy tax credits are subject to the same
50-percent basis reduction as is the regular investment tax credit.
Therefore, Congress believes that the energy tax credits earned
under the affirmative commitment rules should be treated in the
same manner as regular investment tax credits for transition prop-
erty.

" 26 A technical correction may be needed so that the statute reflects this intent.
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Explanation of Provision

The Act provides that energy tax credits earned under the af-
firmative commitment rules are treated in the same manner as the
regular investment tax credit for transition property, i.e., they are
available with a basis adjustment of 100 percent of the credit
amount. In addition, such transition property also may be subject
to a 35-percent reduction of the regular investment credit. (See
Tigf I)I., item A.2, above, repeal of the regular investment tax
credit.

Effective Date

The Act provides that the extended energy tax credits apply to
property placed in service after December 31, 1985.

Modification of the affirmative commitment rules also applies
after December 31, 1985.

2. Neat alcohol fuels (sec. 422 of the Act and sec. 404(b) of the
Code?

Prior Law

A 9-cents-per-gallon exemption from the excise tax on special
motor fuels is provided through 1992 for neat methanol and etha-
nol fuels which are not derived from petroleum or natural gas. A 4-
1/2 cents exemption is provided if the fuels are derived from natu-
ral gas. Neat alcohol fuels are at least 85 percent methanol, etha-
nol, and other alcohol.

Gasohol, which is a mixture of gasoline and ethanol that con-
tains at least 10 percent ethanol, is eligible for a 6-cents-per-gallon
exemption from the excise tax on gasoline. In addition, an income
tax credit of 60 cents per gallon of ethanol is allowed for ethanol
used for blending with gasoline.

Explanation of Provision
The 9-cents-per-gallon exemption is reduced to 6 cenﬁs.
Effective Date
This provision applies to sales or use after December 31, 1986.

3. Taxicab fuels tax exemption (sec. 422 of the Act and sec.
6427(e) of the Code)28

Prior Law

A 4-cents-per-gallon partial exemption from the motor fuels
excise taxes (9 cents for gasoline and special motor fuels and 15
cents for diesel fuel) was provided for fuels used in qualifying taxi-
cabs through September 30, 1985. The exemption was effectuated
through a credit or refund (without interest). Qualifying taxicabs
must meet certain group-ride requirements.

27 See footnote 25 (above), under Business Energy Tax Credits, for legislative background.
28 See footnote 25 (above), under Business Energy Tax Credits, for legislative background.
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Reasons for Change

Congress believed that continuation of this credit helps to en-
courage efficient use of this form of motor transportation.

Explanation of Provision

The 4-cents-per-gallon partial exemption from motor fuels excise
tlngégs for qualified taxicabs is extended through September 30,

Effective Date
This provision is effective as of October 1, 1985.

Revenue Effect of Items 1-3

The changes in energy tax credits and related energy incentives
(items 1, 2 and 3) are estimated to decrease fiscal year budget re-
ceipts by $227 million in 1987 and $58 million in 1988, and to in-
crease fiscal year budget receipts by $1 million in 1989, $13 million
in 1990, and $9 million in 1991.

4, Duty on imported alcohol fuels (sec. 423 of the Act and general
headnote 3(a) and item 901.50 of the Appendix of the Tariff
Schedules of the United States) 2°

Prior Law

A 60-cents-per-gallon duty is imposed through 1992 on alcohol
imported into the United States for use as a fuel.

Ethg'l alcohol may enter the United States duty-free, if it is im-
ported from a Caribbean Basin Initiative (CBI) country, under the
terms of the Caribbean Basin Economic Recovery Act (CBERA).

Reasons for Change

Congress is concerned that the simple distillation process for de-
hydrating ethyl alcohol does not represent the type of economic ac-
tivity that will increase employment and productivity in the Carib-
bean area in the way that was intended in the CBI program. Use of
the process, instead, has become a tactic to circumvent the 60-
i:ents-per-gallon duty and to thwart the intent of the U.S. customs
aws.

Explanation of Provision

Under the Act, ethyl alcohol (or an ethyl alcohol mixture) may
be admitted into the United States duty-free, if it is an indigenous
product of a U.S. insular possession or CBI beneficiary country.

Ethyl alcohol (or ethyl alcohol mixture) may be treated as being
an indigenous product of an insular possession or beneficiari; coun-
try only if the ethyl alcohol (or a mixture) has been both dehydrat-
ed and produced by a process of full-scale fermentation within that
insular possession or beneficiary country. Alternatively, ethyl alco-
hol (or a mixture) must have been dehydrated within that insular

2¢ See footnote 25 (above), under Business Energy Tax Credits, for legislative background.

72-236 0 - 87 - 8
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possession or beneficiary country from hydrous ethyl alcohol that
includes hydrous ethyl alcohol which is wholly the product or man-
ufacture of any insular possession or beneficiary country and
which has a value not less than (1) 30 percent of the value of the
ethyl alcohol or mixture, if entered during calendar year 1987, (2)
60 percent of the value of the ethyl alcohol or mixture, if entered
- during calendar year 1988, and (3) 75 percent of the value of the
ethyl alcohol or mixture, if entered after December 31, 1988.

Transitional exemptions are provided during 1987 and 1988 for
up to 20 million gallons per year each produced by certain azeo-
tropic distillation facilities: (1) located in a CBI country or insular
possession and in operation on January 1, 1986; or (2) the equip-
ment for which was, on January 1, 1986, ready for shipment to and

- installation in a CBI country. An additional transitional exemption
is provided during 1987 to a facility in the Virgin Islands that re-
ceived authorization prior to May 1, 1986, to operate a full-scale
fermentation facility.

In enacting this provision, Congress expresses its disapproval of
rulings by the Customs Service that have found the mere dehydra-
tion of industrial-grade ethanol into fuel-grade ethanol to consti-
tute a substantial transformation sufficient to qualify the dehydrat-
ed ethanol as a product of a CBI country or insular possession and
therefore entitled to duty-free treatment. By discouraging such
pass-through operations, the conferees seek to encourage meaning-
ful economic investment in CBI countries and insular possessions.

Effective Date

The limitation on duty-free entry of ethyl alcohol that is not an
.indigenous product of an insular possession or a beneficiary coun-
try is effective beginning on January 1, 1987. The two subsequent
increases in the indigenous product’s minimum value requirement
are effective, respectively, on January 1, 1988, and January 1, 1989.

Revenue Effect

The limitation on duty-free entry of ethyl alcohol is estimated to
increase fiscal year budget receipts by less than $5 million each
fiscal year. '



TITLE V—TAX SHELTERS; INTEREST EXPENSE

A. Limitations on Losses and Credits from Passive Activities
(secs. 501 and 502 of the Act and new sec. 469 of the Code)?

Prior Law

In general, no limitations were placed on the ability of a taxpay-
er to use deductions from a particular activity to offset income
from other activities. Similarly, most tax credits could be used to
offset tax attributable to income from any of the taxpayer’s activi-
ties.

There were some exceptions to this general rule. For example,
deductions for capital losses were limited to the extent that there
were not offsetting capital gains.? For purposes of the alternative
minimum tax applying to individuals, expensed intangible drilling
costs could be used to reduce net oil and gas income to zero, but
could not offset other income of the taxpayer. Foreign tax credits
could be used to reduce tax on foreign source income, but not U.S.
source income. Research and development credits could be used by
individuals to reduce tax liability attributable to research and de-
velopment activities, but not taxes attributable to other income of
the taxpayer.

In the absence of more broadly applicable limitations on the use
of deductions and credits from one activity to reduce tax liability
attributable to other activities, taxpayers with substantial sources
of positive income could eliminate or sharply reduce tax liability by
using deductions and credits from other activities, frequently by in-
vesting in tax shelters. Tax shelters commonly offered the opportu-
nity to reduce or avoid tax liability with respect to salary or other
positive income, by making available deductions and credits, possi-
bly exceeding real economic costs or losses currently borne by the
taxpayer, in excess or in advance of income from the shelters.

Reasons for Change

Congress concluded that it had become increasingly clear that
taxpayers were losing faith in the Federal income tax system. This
loss of confidence resulted in large part from the interaction of two
of the system’s principal features: its high marginal rates (in 1986,
50 percent for a single individual with taxable income in excess of
$88,270), and the opportunities it provided for taxpayers to offset

1 For legislative background of the provision, see: H.R. 3838, as reported by the Senate Com-
mittee on Finance on May 29, 1986, sec. 1401; S.Rep. 99-313, pp. 713 746; Senate floor amend-
ment, 132 Cong. Rec. 88146-8158 (June 23, 1986) and H.Rep. 99-841 Vol. I (September 18, 1986),

pP. 137-150 (Conference Report).

2 In the case of an individual, a net capital loss of up to $3,000 was deductible. Net capital
losses of corporations generally were not deductible.

(209)
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income from one source with tax shelter deductions and credits
from another.

The increasing prevalence of tax shelters—even after the highest
marginal rate for individuals was reduced in 1981 from 70 percent
to \50 percent—was well documented. For example, a Treasury
study® revealed that in 1983, out of 260,000 tax returns reporting
“total positive income”* in excess of $250,000, 11 percent paid taxes
equaling 5 percent or less of total positive income, and 21 percent
paid taxes equaling 10 percent or less of total positive income.
Similarly, in the case of tax returns reporting total positive income
in excess of $1 million, 11 percent paid tax equaling less than 5
percent of total positive income, and 19 percent paid tax equaling
less than 10 percent of total positive income.5 :

Congress determined that such patterns gave rise to a number of
undesirable consequences, even aside from their effect in reducing
Federal tax revenues. Extensive shelter activity contributed to
public concerns that the tax system was unfair, and to the belief
that tax is paid only by the naive and the unsophisticated. This, in
turn, not only undermined compliance, but encouraged further ex-
pansion of the tax shelter market, in many cases diverting invest-
ment capital from productive activities to those principally or ex-
clusively serving tax avoidance goals.

Congress concluded that the most important sources of support
for the Federal income tax system were the average citizens who
simply reported their income (typically consisting predominantly of
items such as salaries, wages, pensions, interest, and dividends) and
paid tax under the general rules. To the extent that these citizens
felt that they were bearing a disproportionate burden with regard
to the costs of government because of their unwillingness or inabil-
ity to engage in tax-oriented investment activity, the tax system
itself was threatened.

Under these circumstances, Congress determined that decisive
action was needed to curb the expansion of tax sheltering and to
restore to the tax system the degree of equity that was a necessary
precondition to a beneficial and widely desired reduction in rates.
So long as tax shelters were permitted to erode the Federal tax
base, a low-rate system could provide neither sufficient revenues,
nor sufficient progressivity, to satisfy the general public that tax
liability bore a fair relationship to the ability to pay. In particular,
a provision significantly limiting the use of tax shelter losses was
viewed as unavoidable if substantial rate reductions were to be pro-
vided to high-income taxpayers without disproportionately reduc-
ing the share of total liability under the individual income tax
borne by high-income taxpayers as a group.

Congress viewed the question of how to prevent harmful and ex-
cessive tax sheltering as not a simple one. One way to address the

3 Treasury Department, “Taxes Paid by High-Income Taxpayers and the Growth of Partner-
ships,” reprinted in IRS Statistics of Income Bulletin (Fall 1985), beginning at page 55.

+ Total positive income was defined as the sum of salary, interest, dividends, and income from
proﬁbableminesses and investments, as reported on tax returns. :

8 Other studies similarly reached the conclusion that tax shelters, by flowing through tax ben-
efits to individuals with positive sources of income, permitted some taxpayers with sizeable eco-
nomic incomes substantially to reduce their tax liabilities. See Joint Committee on Taxation,
Tax Reform Proposals: Tax Shelters and Minimum Tax (JCS-34-85), August 7, 1985.
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problem would have been to eliminate substantially all tax prefer-
ences in the Internal Revenue Code. For two reasons, however, this
course was determined by Congress to be inappropriate.

First, while the Act reduces or eliminates some tax preference
items that Congress decided did not provide social or economic ben-
efits commensurate with their cost, there were many preferences
that Congress concluded were socially or economically beneficial. It
was determined that certain preferences were particularly benefi-
cial when used primarily to advance the purposes upon which Con-
gress relied in enacting them, rather than to avoid taxation of
income from sources unrelated to the preferred activity.

Second, Congress viewed as prohibitively difficult, and perhaps
impossible, the task of designing a tax system that measured
income perfectly. For example, the statutory allowance for depre-
ciation, even under the normative system used under the Act for
alternative minimum tax purposes, reflects broad industry aver-
ages, as opposed to providing precise item-by-item measurements.
Accordingly, taxpayers with assets that depreciate less rapidly
than the average, or that appreciate over time (as may be the case
with certain real estate), could engage in tax sheltering even under
the minimum tax, in the absence of direct action regarding the tax
shelter problem.

Even to the extent that rules for the accurate measurement of
income could theoretically be devised, Congress concluded that
such rules would involve undue complexity from the perspective of
many taxpayers. For example, a system that required all taxpayers
to use a theoretically pure accrual method of accounting (e.g., in-
cluding unrealized appreciation, and allowing only the amount of
depreciation actually incurred for each specific asset in each tax-
able year) would create serious difficulties in both compliance and
administration.

However, Congress concluded that when the tax system permits
simpler rules to be applied (e.g., generally not taxing unrealized
gain, and allowing depreciation based on broad industry averages),
opportunities for manipulation are created. Taxpayers may struc-
ture transactions specifically to take advantage of the situations in
which the simpler rules lead to undermeasurement or deferral of
income.

The question of what constituted a tax shelter that should be
subject to limitations was viewed as closely related to the question
of who Congress intends to benefit when it enacts tax preferences.
For example, in providing preferential depreciation for real estate
or favorable accounting rules for farming, it was not Congress’s pri-
mary intent to permit outside: investors to avoid tax liability with
respect to their salaries by investing in limited partnership syndi-
cations. Rather, Congress intended to benefit and Erovide incen-
tives to taxpayers active in the businesses to which the preferences
were directed.

In some cases, the availability of tax preferences to nonpartici-
pating investors was viewed as harmful to the industries that the
preferences were intended to benefit. For example, in the case of
farming, credits and favorable deductions often encouraged invest-
ments by wealthy individuals whose principal or only interest in
farming was to receive an investment return, largely in the form of
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tax benefits to offset tax on positive sources of income. Since such
investors often did not need a positive cash return from farming in
order to profit from their investments, they had a substantial com-
petitive advantage in relation to active farmers, who commonly
were not in a position to use excess tax benefits to shelter unrelat-
ed income. This significantly contributed to the serious economic
difficulties being experienced by many active farmers.

The availability of tax benefits to shelter positive sources of
income also harmed the economy generally, by providing a non-eco-
nomic return on capital for certain investments. This encouraged a
flow of capital awag from activities that provided a higher pre-tax
economic return, thus retarding the growth of the sectors of the
economy with the greatest potential for expansion.

Congress determined that, in order for tax preferences to func-
tion as intended, their benefit should be directed primarily to tax-
payers with a substantial and bona fide involvement in the activi-
ties to which the preferences related. Congress also determined
that it was appropriate to encourage nonparticipating investors to
invest in particular activities, by permitting the use of preferences
to reduce the rate of tax on income from those activities; however,
such investors were viewed as not appropriately permitted to use
tax benefits to shelter unrelated income.

Congress believed that there were several reasons why it was ap-
propriate to examine the materiality of a taxpayer’s participation
in an activity in determining the extent to which such taxpayer
should be permitted to use tax benefits from the activity. A taxpay-
er who materially participated in an activity was viewed as more
likely than a passive investor to approach the activity with a sig-
nificant nontax economic profit motive, and to form a sound judg-
ment as to whether the activity had genuine economic significance
and value.

A material participation standard identified an important dis-
tinction between different types of taxpayer activities. It was
thought that, in general, the more passive investor seeks a return
on capital invested, including returns in the form of reductions in
the taxes owed on unrelated income, rather than an ongoing source
of livelihood. A material participation standard reduced the impor-
tance, for such investors, of the tax-reduction features of an invest-
ment, and thus increased the importance of the economic features
in an investor’s decision about where to invest his funds.

Moreover, Congress concluded that restricting the use of losses
from business activities in which the taxpayer did not materially
participate against other sources of positive income (such as salary
and portfolio income) would address .a fundamental aspect of the
tax shelter problem. Instances in which the tax system applies
simple rules at the expense of economic accuracy encouraged the
structuring of transactions to take advantage of the situations in
which such rules gave rise to undermeasurement or deferral of
income. Such transactions commonly were marketed to investors
who did not intend to participate in the transactions, as devices for
sheltering unrelated sources of positive income (e.g., salary and
portfolio income). Accordingly, by creating a bar against the use of
losses from business activities in which the taxpayer does not mate-
rially participate to offset positive income sources such as salary



213

and portfolio income, Congress believed that it was possible signifi-
cantly to reduce the tax shelter problem.

Further, in the case of a nonparticipating investor in a business
activity, Congress determined that it was appropriate to treat
losses of the activity as not realized by the investor prior to disposi-
tion of his interest in-the activity. The effort to measure, on an
annual basis, real economic losses from passive activities gave rise
to distortions, particularly due to the nontaxation of unrealized ap-
preciation and the mismatching of tax deductions and related eco-
nomic income that could occur, especially where debt financing was
used heavily. Only when a taxpayer disposes of his interest in an
activity was it considered possible to determine whether a loss was
sustained over the entire time that he held the interest.

The relationship to an activity of an investor who did not materi-
ally participate was viewed as comparable to the relationship of a
shareholder to a corporation. So long as the investor retained an
interest in the activity, any reduction in the value of such interest
not only might be difficult to measure accurately, but would not
have been realized by the investor to a greater extent than in the
context of a C corporation. In the case of a C corporation, losses
and expenses borne by the corporation, and any decline in the
value of the corporation’s stock, did not give rise to the recognition
of aﬂ% loss on the part of shareholders prior to disposition of their
stock.

The distinction that Congress determined should be drawn be-
tween activities on the basis of material participation was.viewed
as unrelated to the question of whether, and to what extent, the
taxpayer was at risk with respect to the activities.” In general, the
fact that a taxpayer placed a particular amount at risk in an activ-
ity did not establish, prior to a disposition of the taxpayer’s inter-
est, that the amount invested, or any amount, had as yet been lost.
The fact that a taxpayer was potentially liable with respect to
future expenses or losses of the activity likewise had no bearing on
the question whether any amount had as yet been lost, or other-
wise was an appropriate current deduction or credit.

At-risk standards, although important in determining the maxi-
mum amount that is subject to being lost, were viewed as not a suf-
ficient basis for determining whether or when net losses from an
activity should be deductible against other sources of income, or for
determining whether an ultimate economic loss had been realized.
Congress concluded that its goal of making tax preferences avail-
able principally to active participants in substantial businesses,
rather than to investors seeking to shelter unrelated income, was
best accomplished by examining material participation, as opposed
to the financial stake provided by an investor to purchase tax shel-
ter benefits.

In certain situations, however, Congress concluded that financial
risk or other factors, rather than material participation, should be

'8 Gain of a C corporation, while generally not taxed to the shareholder prior to distribution, is
taxed at the entity level upon recognition.

7 The at-risk rules of prior law, while important and useful in preventing overvaluation of
assets, and in preventing the transfer of tax benefits to taxpayers with no real equity in an
activity, were viewed as not addressing the adverse consequences arising specifically from such
transfers to nonparticipating investors.
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the relevant standard. A situation in which financial risk was
viewed as relevant related to the oil and gas industry, which was
suffering severe hardship due to the worldwide decline of oil prices.
Congress decided that relief for this industry required that tax ben-
efits be provided to attract outside investors and, moreover, that
such relief should be provided only with respect to investors who
were willing to accept an unlimited and unprotected financial risk
proportionate to their ownership interests in the oil and gas activi-
ties. Granting tax shelter benefits to investors in oil and gas activi-
ties who did not accept unlimited risk, proportionate to their own-
ership investments in the activities, was viewed as permitting the
benefit of this special exception to be diverted unduly to the inves-
tors, while providing less benefit to oil and gas activities and
threatening the integrity of the entire rule limiting the use of non-
participatory business losses.

A further area in which the material participation standard was
viewed as not wholly adequate was that of rental activities. Such
activities predominantly involve the production of income from
capital. For this reason, rental income generally was not subject to
the self-employment tax, whether or not the activity constituted a
trade or business (sec. 1402(a)1)). Rental activities generally re-
quire less ongoing management activity, in proportion to capital in-
vested, than business activities involving the production or sale of
goods and services. Thus, for example, an individual who was em-
ployed full-time as a professional could more easily provide all nec-
essary management in his spare time with respect to a rental activ-
ity than he could with respect to another type of business activity
involving the same capital investment. The extensive use of rental
activities for tax shelter purposes under prior law, combined with
the reduced level of personal involvement necessary to conduct
such activities, made clear that the effectiveness of the basic pas-
sive loss provision could be seriously compromised if material par-
ticipation were sufficient to avoid the limitations in the case of
rental activities.

Congress believed that a limited measure of relief, however, was
appropriate in the case of certain moderate-income investors in
rental real estate, who otherwise might experience cash flow diffi-
culties with respect to investments that in many cases were de-
signed to provide financial security, rather than to shelter a sub-
stantial amount of other income.

Additional considerations were viewed as relevant with regard to
limited partnerships. In order to maintain limited liability status, a
limited partner generally is precluded from materially participat-
ing in the business activity of the partnership; in virtually all re-
spects, a limited partner more closely resembles a shareholder in a
C corporation than an active business entrepreneur. Moreover, lim-
ited partnerships commonly were used as vehicles for marketing
tax benefits to investors seeking to shelter unrelated income. In
light of the widespread use of limited partnership interests in syn-
dicating tax shelters, Congress determined that losses from limited
partnership interests should not be permitted, prior to a taxable
disposition, to offset positive income sources such as salary.
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Explanation of Provision

1. Overview

The Act provides that deductions from passive trade or business
activities, to the extent they exceed income from all such passive
activities (exclusive of portfolio income), generally may not be de-
ducted against other income. Similarly, credits from passive activi-
ties generally are limited to the tax attributable to the passive ac-
tivities. Suspended losses and credits are carried forward and treat-
ed as deductions and credits from passive activities in the next
year. Suspended losses from an activity are allowed in full when
the taxpayer disposes of his entire interest in the activity.

The provision applies to individuals, estates, trusts, and personal
service corporations. A special rule limits the use of passive activi-
ty losses and credits against portfolio income in the case of closely
held corporations. Special rules also apply to rental activities.
Losses from certain working interests in oil and gas property are
not limited by the provision. Losses and credits attributable to a
limited partnership interest generally are treated as arising from a
passive activity. The provision is effective for taxable years begin-
ning after 1986. For certain pre-enactment interests in passive ac-
tivities, the provision is phased in, and becomes fully effective for
taxable years beginning in 1991 and thereafter. Transitional relief
is provided for losses from certain existing low-income housing ac-
tivities.

Losses and credits from a passive activity (taking into account
expenses such as interest attributable to acquiring or carrying an
interest in the activity) may be applied against income for the tax-
able year from other passive activities or against income subse-
quently generated by any passive activity. Such losses (and credits)
generally cannot be applied to shelter other income, such as com-
pensation for services or portfolio income (including interest, divi-
dends, royalties, annuities, and gains from the sale of property held
for investment). For this purpose, property held for investment
generally does not include an interest in a passive activity.

Salary and portfolio income are separated from passive activity
losses and credits because the former generally are positive income
sources that do not bear deductible expenses to the same extent as
passive investments. Since taxpayers commonly can rely upon
salary and portfolio income to be positive (and since, when eco-
nomically profitable, these items generally yield positive taxable
income), they are susceptible to sheltering by means of investments
in activities that predictably give rise to tax losses (or credits in
excess of the tax attributable to income  from such investments).
The passive loss provision ensures that salary and portfolio income,
along with other non-passive income sources, cannot be offset by
tax losses from passive activities until the amount of real economic
losses from such activities is determined upon disposition.

Under the provision, suspended losses attributable to- passive ac-
tivities are allowed in full upon a taxable disposition of the taxpay-
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er’s entire interest in the activity.? The full amount of gain or loss
from the activity can then be ascertained. To the extent the tax-
payer’s basis in the activity has been reduced by suspended deduc-
tions, resulting in gain on disposition, the remaining suspended de-
ductions will, in effect, offset such gain. However, the character of
any gain or loss (i.e., as ordinary or capital gain or loss) is not af-
fected by this provision. =

Passive activity

An activity generally is a passive activity if it involves the con-
duct of any trade or business, and if the taxpayer does not materi-
ally participate in the activity. A taxpayer who is an individual
materially participates in an activity only if he is involved in the
operations of the activity on a regular, continuous, and substantial
basis. Regardless of whether an individual owns an interest in a
trade or business activity directly (e.g.,, as a proprietorship), or
owns an interest in an activity conducted at the entity level by a
passthrough entity such as a general partnership or S corporation,
he must be involved in the operations of the activity on a regular,
continuous, and substantial basis, in order to be treated as materi-
ally participating.

In the case of a limited partnership interest, special consider-
ations apply. The form of entity most commonly chosen to maxi-
mize tax benefits in a tax shelter investment has been the limited
partnership. Moreover, since a limited partner generally is preclud-
ed from participating in the partnership’s business if he 1s to retain
his limited liability status, Congress concluded that it should not be
necessary to examine general facts and circumstances regarding
material participation in this context. Therefore, under the Act, a
limited partnership interest is treated as intrinsically passive
(except as provided in regulations).? Portfolio income of a partner-
ship (net of directly allocable expenses and properly allocable inter-
est expense), however, is not treated as passive (see sec. 3, below). A
share of partnership income, or a guaranteed payment to a partner
(including a limited partner) attributable to the performance of
personal services (including past or expected future services) is not
to be treated as passive. Losses from trade or business activities
that are allocable to a limited partnership interest are not permit-
ted, prior to disposition, to be applied against any income other
than income from passive activities.

A passive activity under the Act does not include a working in-
terest in oil or gas property where the taxpayer’s form of owner-

8 Gain recognized on a transfer of a partial interest in the passive activity, and gain (boot) on
a tax-free transfer of an entire or partial interest, are treated as from a passive activity. Gain
on such transfers may be offset by losses and credits from passive activities, but such transfers
are not treated as dispositions triggering all suspended losses from the activity. .

® Such regulatory authority might appropriately address the general situation where an indi-
vidual holds a limited partnership interest in an activity for which the individual (or spouse)
performs personal services, and treatment of net income attributable to the limited partnership
Interest as income from a passive activity would permit sheltering of the of positive income
meant to be separated from passive losses under the provision. For example, unintended results
could arise if net income from an activity were treated as passive where the taxpayer’s interest
in it is held partly, but not wholly, as a limited partner, and the activity is an integral S:n of
his (or his spouse’s) source of livelihood. Thus, the ﬁeasug may provide in regulations that, in
appropriate circumstances, a person who is both a general partner and a limited er in a
limited partnership is not treated as passive with respect to the limited ip interest.
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ship does not limit his liability. Thus, an owner of such a working
interest in oil or gas property is permitted to deduct otherwise al-
lowable losses attributable to the working interest whether or not
he materially participates in the activity being conducted through
the working interest.

A passive activity is defined to include any rental activity,
whether or not the taxpayer materially participates. However, an
activity where substantial services are provided, and payments are
for such services rather than principally for the use of property, is
not a rental activity. For example, operating a hotel or similar
transient lodging, where substantial services are provided and pay-
ments are not principally for the use of tangible property, is not a
rental activity. An activity as a dealer in real estate also generally
is not treated as a rental activity.l® Long-term rentals or leases of
property (e.g., apartments, leased office equipment, or leased cars),
on the other hand, generally are considered to be rental activities.
Losses from rental activities are allowed against income from other
passive activities, but not against other income.

Under the provision, passive activities can include activities gen-
erating deductions allowable under section 174 of the Code as re-
search and experimentation expenditures. Thus, if a taxpayer has
an interest in an activity with respect to which deductions would
be allowed as research and experimentation expenditures, and he
does not materially participate in the activity, losses from the ac-
tivity (including t}‘;e research and experimentation expenditures)
are subject to limitation under the rule. ‘

Passive activities that are not a trade or business.—The Act pro-
vides that, to the extent provided in regulations, a passive activity
may include an activity conducted for profit (within the meaning of
sec. 212), including an activity that is not a trade or business. Con-
gress anticipated that the exercise of this authority would be ap-
propriate in certain situations where activities other than the pro-
duction of portfolio income are involved. This regulatory authority
is meant to cause the passive loss rule to apply with respect to ac-
tivities that give rise to tax losses that can be used to shelter posi-
tive income, but that may not rise to the level of a trade or busi-
ness.

Interaction with interest deduction limitation.—The Act provides
that interest expense allocable to passive activities is treated as a
passive activity expense and is not treated as investment interest
(see Part C, below). Thus, deductions otherwise allowable for such
interest expense are subject to limitation under the passive loss
rule, and not under the investment interest limitation. Similarly,
income and loss from passive activities generally are not treated as
investment income or loss in calculating the amount of the invest-
ment interest limitation.?

10 Under the at-risk rules as extended by the Act to the activity of holding real estate, the
holding of real property includes the holding of personal property and the providing of services
which are incidental to making real property available as living accommodations. ether an
activity constitutes the holding of real estate for pu of the at-risk rules is not determina-
tive of whether it constitutes a rental activity under the passive loss rule.

11 However, as described in Part C, below, any passive losses allowed by reason of the phase-
in of the passive loss provision reduce net investment income. Passive losses allowed on different
grounds (e.g., disposition losses, or losses allowed by reason of the taxpayer’s active participation
in rental real estate activities) do not so reduce net investment income. .
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Interest on debt secured by the taxpayer’s residence or a second
residence is not subject to limitation under the passive loss rule, so
long as the interest meets the definition of qualified residence in-
terest under section 163(h) (as amended by the Act; see Part C,
below). Thus, if a taxpayer rents out his vacation home (that he
has selected as his second residence) and a portion of the mortgage
interest (which meets the definition of qualified residence interest)
is allocable to rental use of the home which would otherwise be
treated as a passive activity, such interest expense is not subject to
disallowance under this provision.

Interaction with other Code sections.—The passive loss rule ap-
plies to all deductions that are from passive activities, including de-
ductions allowed under sections 162, 163, 164, and 165. For exam-
ple, deductions for State and local property taxes incurred with re- -
spect to passive activities are subject to limitation under the pas-
give loss rule whether such deductions are claimed above-the-line
or as itemized deductions under section 164.

Personal service income not treated as from passive activity.—
Income received by an individual from the performance of personal
services with respect to a passive activity is not treated as income
from a passive activity. Thus, for example, in the case of a limited
partner who is paid for performing services for the partnership
(whether by way of salary, guaranteed payment, or allocation of
partnership income), such payments cannot be sheltered by passive
losses from the partnership or from any other passive activity.

Rental real estate in which the taxpayer actively participates.—
Under the Act, an individual may annually deduct up to $25,000 of
passive activity losses (to the extent they exceed income from pas-
sive activities) that are attributable to rental real estate activities
in which the taxpayer actively participates. The $25,000 offset is
not available to corporations or trusts or, except in limited circum-
stances, to estates.!2 A taxpayer is not treated as actively partici-
pating in a rental real estate activity if he has an interest that is
less than a 10 percent interest in the activity at any time during
the year. Absent a sufficient ownership interest, Congress conclud-
ed, the taxpayer’s management activity is most likely to relate pre-
dominantly to the interests of his co-owners, rather than to the
management of his own interest; thus, it does not establish that
the taxpayer is active in relation to his interest. A taxpayer is not
presumed to be actively participating, however, merely by reason
of having a 10 percent or greater interest. As discussed below, the
active participation requirement is different from the material par-
ticipation standard, and generally does not require as much person-
al involvement. .

The $25,000 allowance for losses is phased out ratably as the tax-
payer’s adjusted gross income (determined without regard to pas-
sive activity losses) increases from $100,000 to $150,000. Thus, for
example, a middle income taxpayer who has invested in a condo-
minium apartment, and whose involvement in the operations nec-

12 A trust does not qualify for the allowance of up to $25,000 in losses and (deduction equiva-
lent) credits from a rental real estate activity in which there is active participation, so that indi-
viduals cannot circumvent the $25,000 ceiling, or 'multiply the number of $25,000 allowances,
simply by transferring various rental real properties to one or more trusts.
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essary to rent it and maintain it amounts to active participation,
may deduct up to $25,000 per year of losses from the rental real
estate activity.

The $25,000 allowance for rental real estate applies, in a deduc-
tion equivalent sense, to credits attributable to rental real estate
activities as well. Under a special rule, the $25,000 allowance ap-
plies to low-income housing and rehabilitation credits regardless of
whether the taxpayer claiming the credit actively participates in
the low-income housing or rehabilitation activity (including in the
case of a limited partner). In addition, the adjusted gross income

haseout range for the $25,000 allowance for these two credits is

200,000 to $250,000, rather than $100,000 to $150,000 (as for
losses). For purposes of calculating the phase-out of the $25,000 al-
lowance at adjusted gross income between $100,000 to $150,000 (or
$200,000 to $250,000, in the case of certain credits), adjusted gross
income is calculated without regard to IRA contributions and tax-
able social security benefits.

A single $25,000 amount (and phaseout thereof) applies on an ag-
gregate basis to credits (including the low-income housing and re-
habilitation credits) and to deductions, as opposed to allowing a
$25,000 amount for each. If the total net rental real estate losses
and credits (deduction equivalents) exceed the $25,000 amount al-
lowable against other income, the taxpayer generally must allocate
the allowable amount among activities to determine which of the
rental real estate losses and credits (including those suspended in
prior years) are allowable. This allocation is necessary for purposes
of determining the total suspended losses and credits attributable
to each activity, because losses are allowable in full upon a disposi-
tion of the taxpayer’s entire interest in the activity, and a special
election applies with respect to credits.

In performing this allocation, losses are treated as allowed before
credits. Losses are allowed before credits because credits are consid-
ered in the nature of incentives which may not bear a relation to
accurate measurement of income or loss from an activity. As be-
tween activities, when there are excess losses (or credits), allocation
is pro rata with respect to the amount of losses (or credits) from
each loss activity. Thus, for example, if a taxpayer who qualifies
for the full $25,000 allowance has $10,000 of losses from one activi-
ty and $40,000 of losses from a second activity, then $5,000 is treat-
ed as allowed from the first activity and $20,000 is treated as al-
lowed from the second activity.

In order to determine the amount of losses potentially qualifying
for the $25,000 allowance, it is necessary first to net income and
loss from all of the taxpayer’s rental real estate activities in which
he actively participates. If there is a net loss for the year from such
activities, net passive income (Gf any) from other activities is then
applied against it, in determining the amount eligible for the
$25,000 allowance.

For example, assume that a taxpayer has $25,000 of losses from a
rental real estate activity in which he actively participates. If he
also actively participates in another rental real estate activity,
from which he has $25,000 of gain, resulting in no net loss from
rental real estate activities in which he actively participates, then
no amount is allowed under the $25,000 allowance for the year.
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This result follows whether or not the taxpayer has net losses from
other passive activities for the year. :

With respect to active participation, just as with respect to mate-
rial participation, a change in the nature of the taxpayer’s involve-
ment does not trigger the allowance of deductions carried over
from prior taxable years. Thus, if a taxpayer begins to actively par-
ticipate in an activity in which, in prior years, he did not actively
participate, the rule allowing up to $25,000 of losses from rental
real estate activities against non-passive income does not apply to
losses from the activity carried over from such prior years.!® The
same rule applies to credits, to the extent that active participation
is relevant to their allowability.

Special rule for estates.—In the case of an estate of a taxpayer
who, in the taxable year in which he died, owned an interest in a
rental real estate activity in which he actively participated, the
estate is deemed to actively participate for the two taxable years of
the estate following the death of the taxpayer. Thus, the taxpayer’s
estate may continue to receive the same tax treatment with respect
to the rental real estate activity as did the taxpayer in the taxable
year of his death. This treatment applies to the taxpayer’s estate
until the end of the second taxable year of the estate after his
death, to facilitate the administration of the estate without requir-
ing the executor or fiduciary to reach decisions with respect to the
appropriate disposition of the rental real property within a short
period following the taxpayer’s death.

Married individuals filing separately.—The amount of the
$25,000 allowance, and the adjusted gross income ranges in which
the allowance is phased out (i.e., $100,000 to $150,000, except in the
case of certain credits where the range is $200,000 to $250,000) gen-
erally are halved in the case of married individuals filing separate
returns. In the case of married individuals filing separately, who,
at any time during the taxable year, do not live apart, the amount
of the $25,000 allowance is reduced to zero. Absent such a rule,
married taxpayers where one spouse would be eligible for a portion
of the $25,000 amount if they filed separately would have an incen-
tive so to file; Congress concluded that rules that encourage filing
separate returns give rise to unnecessary complexity and place an
unwarranted burden on the administration of the tax system.

Taxpayers subject to the rule

The passive loss rule applies to individuals, estates and trusts.
The rule also applies to personal service corporations without
regard to certain limitations in the applicable attribution rules. A
corporation is not treated as a personal service corporation for this
purpose unless the employee/owners together own more than 10
percent, by value, of the corporation’s stock. Congress intended
that taxpayers not be able to circumvent the passive loss rule
merely by virtue of the form in which they conduct their affairs.
Thus, the rule was designed to prevent individuals from being able

13 By contrast, losses (or credits) carried over from a year in which the taxpayer did actively
participate, but that were not allowed against non-passive income in such year because they ex-
ceeded $25,000 (as reduced by the applicable AGI ‘phaseout), are deductible (or allowable) under
the $25,000 rule in a subsequent year, but only if the taxpayer is actively participating in the
activity in such subsequent year.
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to shelter income derived from the performance of personal serv-
ices simply by creating personal service corporations and acquiring
tax shelter investments at the corporate level.

It also was not intended that incorporation of an individual’s
portfolio investments be available as a way to avoid the passive
loss rule. For this reason, the passive loss rule, in modified form,
applies to all closely held C corporations (other than personal serv-
ice corporations, which are subject to the general passive loss rule)
that are subject to the at-risk rules (generally, where 5 or fewer in-
dividuals, directly or indirectly, own more than 50 percent of the
stock).14 Such C corporations may not offset losses or credits from
passive activities against portfolio income. Such corporations may,
however, offset passive losses and credits against active business
income (i.e., trade or business income which is not from a passive
activity). '

Thus, for example, if a closely held C corporation has $400,000 of
passive losses from a rental activity, $500,000 of active business
income, and $100,000 of portfolio income, the passive losses may be
applied to reduce the active business income to $100,000, but may
not be applied against the portfolio income.!®> In determining
whether a corporation materially participates in an activity, and
hence whether the activity is a passive activity, the material par-
ticipation in the corporation’s activity of corporate employees and
owners is examined. As is generally true under the passive loss
rule, losses and credits from a non-passive trade or business activi-
ty are not subject to any special limitation.

Affiliated groups.—In the case of affiliated groups of corporations
filing consolidated returns, Congress determined that the passive
loss limitation should be applied on a consolidated group basis.
Thus, for example, it was intended that losses from any passive ac-
tivity within a consolidated group that is treated as closely held
under the rule be permitted to offset net active income, but not
portfolio income, of the group. In general, under the rule, an activi-
ty may be conducted by several corporations, just as one corpora-
tion may be engaged in several activities. Portfolio income is ac-
counted for separately from income or loss from each activity.

In determining whether an activity (other than a rental activity)
conducted within the closely held consolidated group is a passive
activity, the material participation test was intended to be applied
on a consolidated basis. Thus, for example, if one or more individ-
ual shareholders holding stock representing more than 50 percent
of the common parent’s stock materially participate in an activity
of any member of the group, the group is considered to materially
participate. Similarly, if the requirements of section 465(c)7)C)
(without regard to clause (iv) thereof) are met with respect to an
activity by any member (or several members together), then the
group is considered to materially participate in the activity.

4 Closely held C corporations that also constitute Fersonal service corporations for purposes
gf lt‘;le 1.;assive loss rule are subject to the rule in full, rather than to the more limited closely
eld rule.
15 See colloquy between Senators Johnston and Packwood, 132 Cong. Rec. S13958-9 (Septem-
ber 27, 1986), and statement of Mr. Rostenkowski affirming the colloquy at 132 Cong. Rec. E
3390 (October 2, 1986).
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In the case of a personal service corporation which is a member
of a consolidated group, similar principles were intended to apply.
For example, a corporation may be treated as a personal service
corporation for purposes of the rule where the owners who render
the requisite services are employees of a subsidiary, rather than of
the parent corporation. The Act provides that the definition of a
personal service corporation is applied taking into account attribu-
tion of ownership of stock as provided in section 269A(Db), with cer-
tain modifications.

2. Treatment of losses and credits

In general

Losses.—Losses arising from a passive activity generally are de-
ductible only against income from that or another passive activity.
Suspended passive activity losses for the year are carried forward
indefinitely, but are not carried back, and are allowed in subse-
quent years against passive activity income. Suspended losses from
an activity are allowed in full upon a taxable disposition of the ac-
tivity, as discussed below.

If any passive losses are not deductible in any given year, the
amount of the suspended losses from each passive activity is deter-
mined on a pro rata basis. With respect to each activity, the por-
tion of the loss that is suspended, and carried forward, is deter-
mined by the ratio of net losses from that activity to the total net
losses from all passive activities for the year. This allocation is nec-
essary in order to determine the suspended losses for any particu-
lar activity, which are allowed in full upon a disposition.

In the case of the $25,000 allowance for passive losses from
rental real estate activities in which an individual actively partici-
pates, a situation could arise in which losses would be allowable for
the year under the passive loss rule, but the taxpayer has insuffi-
cient (or no) non-passive income against which to apply them. In
such a case, the otherwise allowable rental real estate losses are
thereupon treated as losses which are not from a passive activity.
They may give rise to net operating losses (NOLs) treated as aris-
ing in that year, and may be carried forward and back in accord-
ance with the rules applicable to NOLs.

In general, NOL carryovers, like current-year losses other than
passive losses, are allowed against any income of the taxpayer.'¢ In
the case of individuals, estates and trusts, and personal service cor-
porations, however, such nonpassive losses and NOLs are taken
into account only after reducing income from passive activities by
current and suspended deductions from passive activities (but not
below zero). Thus, the application of any prior-year suspended pas-
sive losses against current year passive income is taken into ac-
count before such NOLs are applied against net passive income.
This permits the taxpayer to obtain the full benefit of suspended
passive activity losses (which are limited in application) before
- using any losses that are not from passive activities (or NOL car-

18 For example, net operating losses carried forward from taxable years prior to 1987 are not
limited under the passive loss rule even though they may arise from activities that, once the
provision becomes effective, are treated as passive activities.
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ryovers). If a taxpayer has net passive activity income for the year
(after the application of all suspended passive losses), the income
may be offset by current-year non-passive losses and by NOL car-
ryovers. ’

In the case of a closely held C corporation (other than a personal
service corporation), the passive loss rule applies in modified form:
passive losses may be used to offset active business income, but not
portfolio income. In applying this rule, losses from passive activi-
ties (including such losses carried over from prior years after the
effective date) are offset against income from passive activities to
determine the aggregate passive loss, if any. If there is such a loss,
it may be applied only against active business income, but not port-
folio income, of the corporation. As is generally the case, NOLs are
applied after the application of the passive loss rule.

The determination of whether a loss is suspended under the pas-
sive loss rule is made after the application of the at-risk rules. A
loss that would not be allowed for the year because the taxpayer is
not at risk with respect to it is suspended under the at-risk provi-
sion, not the passive loss rule. Such amounts may become subject
to the passive loss rule in subsequent years when they would be al-
lowable under the at-risk rule.?

Under the Act, interest deductions allocable to passive activities
are subject to the passive loss rule (as under the Senate amend-
ment), but are not subject to the investment interest limitation (see
Part C., below). Thus, for example, if a taxpayer has net passive
losses of $100 for a taxable year beginning after 1986, $40 of which
consists of interest expense, the entire $100 is subject to limitation
under the passive loss rule, and no portion of the loss is subject to
limitation under the investment interest limitation.

Credits.—Credits arising with respect to passive activities gener-
ally are treated in the same manner as deductions.!® That is, cred-
its may not be used to offset tax attributable to income other than
passive income. The amount of tax attributable to net passive
income is determined by comparing (i) the amount that the taxpay-
er would pay with regard to all income, with (i) the amount that
the taxpayer would pay with regard to taxable income other than
net passive income (disregarding, in both cases, the effect of cred-
its).

For example, if a taxpayer would owe $50,000 of tax disregarding
net passive income, and $80,000 of tax considering both net passive
and other taxable income (in both cases, disregarding the effect of
credits), then the amount of tax attributable to passive income is
$30,000. In this case, any passive credits not in excess of $30,000
attributable to the taxpayer’s passive activities are allowable. Any
passive credits not in excess of $30,000 are, in addition, subject to

17 Amounts at risk are reduced even if deductions which would be allowed under the at-risk
rules are suspended under the passive loss rule. Similarly, basis is reduced as under present law,
even in the case where deductions are suspended under the rassive loss rule. However, if an
amount at risk or basis has been reduced by a deduction not allowed under the passive loss rule,
the amount at risk or basis is not again reduced when the deduction becomes allowable under
the passive loss rule.

18 The allowability of foreign tax credits, however, is unaffected by the passive loss provision.
Instead, foreign tax credits are limited solely by the various rules applying generally to such
credits (e.g., e sec. 904 limitation, which is apglied after determining the amounts of foreign
source and worldwide income consistently with the application of the passive loss rule).
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other limitations applicable to the allowance of credits. In the ab-
sence of net passive income for a taxable year, no tax is attributa-
ble to passive income, and passive credits generally are not allow-
able for the year. :

Passive credits may be allowable to offset tax on income other
than passive income with respect to the special rule providing up
to $25,000 of benefit for certain rental real estate activities. Under
this rule, credits are allowed to offset tax on the portion of the
$25,000 (or less, as appropriate) that the taxpayer has not been able
to offset by the use of deductions.

The amount of tax on such remaining portion (and thus, the
amount of credits that can be used against other income, assuming
that there are sufficient credits available) is determined by compar-
ing (i) the amount that the taxpayer would owe (disregarding cred-
its) with respect to income other than any net passive losses, but
reduced by rental real estate deductions in the full amount allow-
able under the $25,000 rule, with (ii) the amount that the taxpayer
would owe (again disregarding credits) if the allowable rental real
estate deductions equalled $25,000 (or less as appropriate, i.e., in
the phaseout range for this amount). .

In general, credits arising with respect to passive activities, like
deductions relating to such activities, can be carried forward indefi-
nitely, and cannot be carried back. However, the character of a
credit relating to a passive activity changes, in effect, when the
credit becomes allowable under the passive loss rule (i.e., there
either is sufficient passive income to allow its use, or it is within
the scope of the $25,000 benefit for rental real estate activities). At
such time, such credit is aggregated with credits relating to non-
passive activities of the taxpayer, for purposes of determining
whether all such credits are allowable in light of other limitations
applying to the use of credits (e.g., the 75 percent tax liability limi-
tation, and the provision that credits cannot be used to reduce reg-
ular tax liability to less than tentative minimum tax liability).

In the event that any credits are not allowable because of such
other limitations, the passive credits that are allowable under the
passive activity rules are thereupon treated as non-passive credits
arising in the current taxable year. Thus, the treatment of such
credits then is determined in all respects by the general rules ap-
plying to such credits, including carryover periods.!® The credit
carryover periods begin to run, with respect to a credit (or portion
thereof) theretofore disallowed under the passive loss rule, in the
year when the credit (or portion thereof) first is allowable under
the passive loss rule. This treatment of credit carryover periods is
distinguishable from the treatment of credits under the credit at-
risk rules (sec. 46).

The Act provides that for the rehabilitation and low-income
housing credits, the phase-out range for offsetting tax on up to
$25,000 of non-passive income is increased to between $200,000 and
$250,000 of adjusted gross income (calculated without regard to net
passive losses, IRA contributions, or taxable social security bene-

19 Credits that are subject to special limitations (e.g., the limitation on the use of research and
development credits to offset certain unrelated income of the taxpayer) continue to be subject to
such limitations when they cease to be limited by the passive activity rules.
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fits), and such credits are allowed under the $25,000 rule regardless
of whether the taxpayer actively participates in the activity gener-
ating the credits. In the case of the low-income housing credit, the
increase in the phase-out range (to between $200,000 and $250,000,
as opposed to between $100,000 and $150,000 as for other rental
real estate losses and credits), and the waiver of the requirement
that the taxpayer actively participate in the activity generating the
low-income housing credit, apply only with respect to the original
credit compliance period for the property, and only to property
placed in service before 1990, except if the property is placed in
service before 1991, and 10 percent or more of the total project
costs are incurred before 1989.

This increase in the adjusted gross income phase-out range may
be illustrated as follows. Assume that an individual has $5,000 (de-
duction equivalent amount) of low-income housing credits from a
limited partnership interest (in which, under the passive loss rule,
he is considered not to materially or actively participate) in a
rental real estate activity. His adjusted gross income (determined
without regard to passive losses) 1s $200,000, and he has no other
passive losses, credits or income for the year. The individual is per-
mitted under the $25,000 allowance rule to take the low income
housing credit.

Other credit limitations.—The limitation on the credit for re-
search and development activities to the tax on income from such
activities is applied before the passive loss limitation is applied to
such credits. The overall limitation on credits under the Act (pro-
viding that credits generally cannot offset more than 75 percent of
the taxpayer’s tax liability for the year or reduce regular tax below
tentative minimum tax) is applied after the amount of credits al-
lowable under the passive loss rule is determined. Once a credit is
allowed for a year under the passive loss rule, it is treated as an
active credit arising in that year.

Dispositions

In general.—When a taxpayer disposes of his entire interest in a
passive activity, the actual economic gain or loss on his investment
can be finally determined. Thus, under the passive loss rule, upon
a fully taxable disposition, any overall loss from the activity real-
ized by the taxpayer is recognized and allowed against income
(whether active or passive income). This result is accomplished by
triggering suspended losses upon disposition.

The reason for this rule is that, prior to a disposition of the tax-
payer’s interest, it is difficult to determine whether there has actu-
ally been gain or loss with respect to the activity. For example, al-
lowable deductions may exceed actual economic costs, or may be
exceeded by untaxed appreciation. Upon a taxable disposition, net
appreciation or depreciation with respect to the activity can be fi-
nally ascertained. Since the purpose of the disposition rule is to
allow real economic losses of the taxpayer to be deducted, credits,
which are not related to the measurement of such loss, are not spe-
cially allowable by reason of a disposition. Disallowed credits are
carried forward (but not back) until they become allowable under
the passive loss rule, as discussed above.



226

Taxable dispositions of entire interest in activity.—The type of
disposition that triggers full recognition of any loss from a passive
activity (and of suspended losses from a former passive activity) is
a fully taxable disposition of the taxpayer’s entire interest in the
activity to an unrelated person. A fully taxable disposition general-
ly includes a sale of the property to a third party at arm’s length,
and thus, presumably, for a price equal to its fair market value.
Gain realized upon a transfer of an interest in a passive activity
generally is treated as passive, and is first offset by the suspended
losses from that activity. This accomplishes the purpose of the rule
to recognize net income or loss with respect to the activity when it
can be finally determined.

Where the taxpayer transfers an interest in a passive activity in
a transaction in which the form of ownership merely changes, sus-
pended losses generally are not allowed, because the gain or loss he
has realized with respect to the activity has not been finally deter-
mined. (Such suspended losses are allowed, however, to the extent
that any gain recognized on such a transfer, together with other
income from passive activities for the year, exceeds losses from pas-
sive activities for the year.) Special rules are provided for gifts and
in the case of death of the taxpayer. No disposition occurs when
the taxpayer is treated as no longer subject to the passive loss rule
with respect to the activity (i.e., where the taxpayer does not dis-
pose of his interest in the activity, but: it is treated as no longer
passive).

The taxpayer must dispose of his entire interest in the activity in
order to trigger the recognition of loss. If he disposes of less than
his entire interest, then the issue of ultimate economic gain or loss
on his investment in the activity remains unresolved. A disposition
of the taxpayer’s entire interest involves a disposition of the tax-
payer’s interest in all entities that are engaged in the activity, and
to the extent held in tproprietorship form, of all assets used or cre-
ated in the activity. It a partnership or S corporation conducts two
separate activities, fully taxable disposition by the entity of all the
assets used or created in one activity constitutes a disposition of
the partner’s or shareholder’s entire interest in the activity. Simi-
larly, if a grantor trust conducts two separate activities, and sells
all the assets used or created in one activity, the grantor is consid-
ered as disposing of his entire interest in that activity. If the tax-
payer has adequate records of the suspended losses that are alloca-
ble to that activity, and includes in income the gain (if any) alloca-
ble to his entire interest in the activity, such losses are allowed in
full upon the disposition.

An installment sale of the taxpayer’s entire interest in an activi-
ty in a fully taxable transaction triggers the allowance of suspend-
ed losses. The losses are allowed in the ratio that the gain recog-
nized in each year bears to the total gain on the sale.

A transfer of a taxpayer’s interest in an activity by reason of his
death causes suspended losses to be allowed to the extent they
exceed the amount, if any, by which the basis of the interest in the
activity is increased at death under section 1014. Suspended losses
are eliminated to the extent of the amount of the basis increase.
The losses allowed generally would be reported on the final return
of the deceased taxpayer.



221

A transaction constituting a sale (or other taxable disposition) in
form, however, to the extent not treated as a taxable disposition
under general tax rules, does not give rise to the allowance of sus-
pended deductions. For example, sham transactions, wash sales,
and transfers not properly treated as sales due to the existence of a
put, call, or similar right relating to repurchase, do not give rise to
the allowance of suspended losses.

Related party transactions.—The Act provides that the taxpayer
is not treated as having disposed of an interest in a passive activi-
ty, for purposes of triggering suspended losses, if he disposes of it in
an otherwise fully taxable transaction to a related party (within
the meaning of sec. 267(b) or 707(bX1), including applicable attribu-
tion rules). In the event of such a related party transaction, be-
cause it is not treated as a disposition for purposes of the passive
loss rule, suspended losses are not triggered, but rather remain
with the taxpayer. Such suspended losses may be offset by income
from passive activities of the taxpager.

When the entire interest owned by the taxpayer and the interest
transferred to the related transferee in the passive activity are
transferred to a party who is not related to the taxpayer (within
the meaning of sec. 267(b) or 707(b)1), including applicable attribu-
tion rules) in a fully taxable disposition, then to the extent the
transfer would otherwise qualify as a disposition triggering sus-
pended losses, the taxpayer may deduct the suspended losses attrib-
utable to his interest in the passive activity.

Certain insurance transactions.—In the case of certain transac-
tions involving dispositions of interests in syndicates that insure
U.S. risks, generally, when an owner of an interest in such a syndi-
cate that is treated as a passive activity enters into a transaction
whereby he disposes of his interest in the syndicate in a fully tax-
able closing transaction, he is treated as having made a disposition
of his interest in the passive activity.

Abandonment.—The scope of a disposition triggering suspended
losses under the passive loss rule includes an abandonment, consti-
tuting a fully taxable event under present law, of the taxpayer’s
entire interest in a passive activity. Thus, for example, if the tax-
payer owns rental property which he abandons in a taxable event
which would give rise to a deduction under section 165(a), the aban-
donment constitutes a taxable disposition that triggers the recogni-
tion of suspended losses under the passive loss rule.

Similarly, to the extent that the event of the worthlessness of a
security is treated under section 165(g) of the Code as a sale or ex-
change of the security, and the event otherwise represents the dis-
position of an entire interest in a passive activity, it is treated as a
disposition. No inference is intended with respect to whether a se-
curity includes an interest in any entity other than a corporation.

Interaction with capital loss limitation.—Upon a fully taxable
disposition of a taxpayer’s entire interest in a passive activity, the
passive loss rule provides that any deductions previously suspended
with respect to that activity are allowed in full. However, to the
extent that any loss recognized upon such a disposition is a loss
from the sale or exchange of a capital asset, it is limited to the
amount of gains from the sale or exchange of capital assets plus
$3,000 (in the case of individuals). The limitation on the deductibil-
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ity of capital losses is applied before the determination of the
funounlt of losses allowable upon the disposition under the passive
oss rule.

Thus, for example, if a taxpayer has a capital loss of $10,000
upon the disposition of a passive activity, and is also allowed to
deduct $5,000 of previously suspended ordinary losses as a result of
the disposjtion, the $5,000 of ordinary losses are allowed, but the
capital loss deduction is limited to $3,000 for the year (assuming
the taxpayer has no other gains or losses from the sale of capital
assets for the year). The remainder of the capital loss from the dis-
position is carried forward and allowed in accordance with the pro-
visions determining the allowance of such capital losses.

Basis adjustment for credits.—Under the Act, an election is pro-
vided in the case of a f‘ullﬁ' taxable disposition of an interest in an
activity in connection with which a basis adjustment was made as
a result of placing in service property for which a credit was taken.
Upon such a disposition, the taxpayer may elect to increase the
basis of the credit proiJerty (by an amount no greater than the
amount of the original basis reduction of the property) to the
extent that the credit has not theretofore been allowed by reason of
the passive loss rule. At the time of the basis adjustment election,
the amount of the suspended credit which may thereafter be ap-
plied against tax liability is reduced by the amount of the basis ad-
justment. The purpose for providing this election is to permit the
taxpayer to recognize economic gain or loss, taking account of the
full cost of property for which no credit was allowed.

This rule may illustrated as follows. A taxpayer places in
service rehabilitation credit property generating an. allowable
credit of $50, and reduces the basis of the property by $50 as re-
quired by the provisions governing the rehabilitation credit, but is
prevented under the passive loss rule from taking any portion of
the credit. In a later year, having been allowed no portion of the
credit by virtue of the passive loss rule, the taxpayer disposes of his
entire interest in the activity, including the property whose basis
was reduced. Immediately prior to the disposition, the taxpayer
may elect to increase basis of the credit property by the amount of
the original basis adjustment (to the extent of the amount of the
unused credit) with respect to the property.

If the property is disposed of in a transaction that, under the pas-
sive loss rule, does not constitute a fully taxable disposition of the
taxpayer’s entire interest in the passive activity, then no basis ad-
justment may be elected at any time. To the extent the credit has
been suspended by virtue of the passive loss rule, however, it may
remain available to offset tax liability attributable to passive
income.

Disposition of activity of limited partnership.—In general, under
the passive loss rule, suspended deductions are allowed upon a tax-
able disposition of the taxpayer’s entire interest in an activity, be-
cause it becomes possible at that time to measure the taxpayer’s
actual gain or loss from the activity. A disposition of the taxpayer’s
entire interest in an activity conducted by a limited partnership,
like a disposition of an activity conducted in any other form, may
constitute a disposition giving rise to the allowance of suspended
deductions from the activity.
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Nevertheless, it is the intent of Congress that a limited partner-
ship interest in an activity is (except as provided in Treasury regu-
lations) treated as an interest in a passive activity. Because a limit-
ed partner generally is precluded from materially participating in
the partnership’s activities, losses and credits attributable to the
limited partnership’s activities are generally treated as from pas-
sive activities, except that items properly treated as portfolio
income and personal service income are.not treated as passive.

Changes in nature of activity.—The fact that the nature of an ac-
tivity changes in the course of its development does not give rise to
a disposition for purposes of the passive loss provision. For exam-
ple, when a real estate construction activity becomes a rental activ-
ity upon the completion of construction and the commencement of
renting the constructed building, the change is not treated as a dis-
position.

Other transfers

A gift of all or part of the taxpayer’s interest in a passive activi-
ty does not trigger suspended losses. However, if he has given away
his entire interest, he cannot make a future taxable disposition of
it. Suspended losses are therefore added to the basis of the property
(i.e., the interest in the activity) immediately before the gift. Simi-
larly, if the taxpayer gives away less than all of his interest, an
allocable portion of any suspended losses are added to the donee’s
basis.2® Suspended losses of the donor are eliminated when added
to the donee’s basis, and the remainder of the losses continue to be
suspended in the donor’s hands. The treatment of subsequent de-
ductions- from the activity, to the extent of the donee’s interest in
it, depends on whether the activity is treated as passive in the
donee’s hands. ’

An exchange of the taxpayer’s interest in an activity in a nonrec-
ognition transaction, such as an exchange governed by sections 351,
721, or 1031 in which no gain or loss is recognized, does not trigger
suspended losses. Following such an exchange, the taxpayer retains
an interest in the activity (or, e.g., in another like-kind activity),
and hence has not realized the ultimate economic gain or loss on
his investment in it. To the extent the taxpayer does recognize gain
on the transaction (e.g., boot in an otherwise tax-free exchange),
the gain is treated as passive activity income, against which pas-
sive losses may be deducted.

The suspended losses not allowed upon such a nonrecognition
transaction continue to be treated as passive activity losses of the
taxpayer, except that in some circumstances they may be applied
against income from the property received in the tax-free exchange
which is attributable to the original activity.2! Such suspended

20 For purposes of determining the donee’s loss in a subsequent transaction, however, the
donee’s basis may not exceed the fair market value of the gift at the time the donee received it.
See, sec. 1015(a). As under prior law, losses attributable to unrealized depreciation in value of
the property at the time of the gift are not deductible.

21 This rule does not apply, however, to permit the offset of suspended E;lssive losses against
dividends or other income or gain otherwise treated as portfolio income. In addition, following
some transactions such as a sec. 1031 like-kind exchange, for example, the taxpayer may no
longer have an interest in the original activity. Therefore, there is no special rule permitting
suspended losses from the prior interest to be offset by income from the new activity, unless it,
too, is a passive activity.
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losses may not be applied against income from the property which
is attributable to a different activity from the one which the tax-
payer exchanged.22

Activity no longer treated as passive activity

Other circumstances may arise which do not constitute a disposi-
tion, but which terminate the application of the passive loss rule to
the taxpayer generally, or to the taxpayer with respect to a par-
ticular activity. For example, an individual who previously was
passive in relation to a trade or business activity which generates
net losses may begin materially participating in the activity. When
a taxpayer’s participation in an activity is material in any year
after a year (or years) during which he was not a material partici-
pant, previously suspended losses remain suspended and continue
to be treated as passive activity losses. Such previously suspended
losses, however, unlike passive activity losses generally, are al-
lowed against income from the activity realized after it ceases to be
a passive activity with respect to the taxpayer. As with tax-free ex-
changes of the taxpayer’s entire interest in an activity, however,
the taxpayer must be able to show that such income is from the
same activity in which the taxpayer previously did not materially
participate.2?

A similar situation arises when a corporation (such as a closely
held C corporation or personal service corporation) subject to the
passive loss rule ceases to be subject to the passive loss rule be-
cause it ceases to meet the definition of an entity subject to the
rule. For example, if a closely held C corporation makes a public
offering of its stock and thereafter ceases to meet the stock owner-
ship criteria for being closely held, it is no longer subject to the
passive loss rule. The corporation’s ownership has been so broad-
ened that the reason for limiting the corporation’s ability to shelter
its portfolio income becomes less compelling. A corporation which
is not closely held is less susceptible to treatment as the alter ego
of its shareholders, but competing considerations also apply. So as
not to encourage tax-motivated transactions involving free trans-
ferability of losses, the suspended passive losses are not made more
broadly applicable (i.e., against portfolio income) by the change in
ownership, but continue to be applicable against all income other
than portfolio income of the corporation. Deductions arising in
years after the year in which the corporation’s status changes are
not subject to limitation under the passive loss rule.

The Act provides that the rule applicable to a change in status of
a closely held C corporation also applies to a change in status of a
personal service corporation. That is, if a personal service corpora-
tion ceases to meet the definition of a personal service corporation
subject to the passive loss rule in any year, losses from a passive

22 For example, suspended passive activity losses cannot be applied against portfolio income
of a pass-through entity.

23 The reason for t{m treatment is that the taxpayer could have deducted the suspended
losses against income from the activity had the change in his relation to the activity not oc-
curred. Although income from the activity may no longer be passive activity income, prior pas-
sive activity losses generated by that activity continue to be deductible against income from the
activity. It would be inequitable to give less favorable treatment to a taxpayer whose income
from an activity becomes active (i.e., not passive) than to one who continues to be merely a pas-
sive investor.
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activity conducted by the corporation and previously suspended by
reason of the application of the passive loss rule are not triggered
by the change in status, but are allowed against income from that
activity. Any previously suspended losses and (deduction equiva-
lent) credits in excess of income from the activity continue to be
treated as from a passive activity. Losses and credits from an activ-
ity arising in a year when the corporation does not meet the defini-
tion of a personal service corporation (or a closely held C corpora-
tion) are not subject to limitation under the passive loss rule.

3. Treatment of portfolio income

In general

Under the Act, portfolio income is not treated as income from a
passive activity, and passive losses and credits generally may not
be applied to offset it. Portfolio income generally includes interest,
dividends, annuities, and royalties. Also included in portfolio
income are gain or loss attributable to disposition of (1) property
that is held for investment (and that is not a passive activit; ?

(2) property that normally produces interest, dividend, annuity, or
royalty income.

Portfolio investments ordinarily give rise to positive income, and
are not likely to generate losses which could be applied to shelter
other income. Therefore, for purposes of the passive loss rule, port-
folio income generally is not treated as derived from a passive ac-
tivity, but rather is treated like other positive income sources such
as salary. To permit portfolio income to be offset by passive losses
or credits would create the inequitable result of restricting shelter-
ing by individuals dependent for support on wages or active busi-
ness income, while permitting sheltering by those whose income is
derived from an investment portfolio. :

Under the Act, dividends on C corporation stock,?¢ dividends,
and income from a REIT, RIC, or REMIC, interest on debt obliga-
tions, and royalties from the licensing of property generally are in-
cluded in portfolio income. Similarly, gains (or losses) from the sale
of interests which normally produce such income are treated as
portfolio income or losses. These types of assets ordinarily are posi-
tive income sources. On the other hand, except as provided below,
income from a general or limited partnership interest, from S cor-
poration stock, from a grantor trust, or from a lease of property
generally are not treated as portfolio income. Such interests can
generate losses which may be applied to shelter unrelated income
of the taxpayer. In addition, although such interests might other-
wise be considered as held for investment, gains from the sale of
such interests, when they are interests in passive activities, are not
treated as portfolio income, except to the extent gain on sale of
such interests is itself attributable to portfolio income. For exam-
ple, if a general partnership owns a portfolio of appreciated stocks
and bonds and also conducts a business activity, a part of the gain

" 24 Similarly, dividends paid by an S corporation that was formerly a C corporation, that are
treated as derived from earnings and profits from a C corporatlon ear under e sec. 1368, are
treated as portfolio income, even though the income or loss passleclv through to the S corporation
shareholders would otherwise be treated as passive. Subpart F income that is included in the
taxpayer’s gross income under sec. 951 is likewise treated as portfolio income.
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on sale of a partnership interest would be attributable to portfolio
income and would, consequently, be treated as portfolio income.

Portfolio income of a passive activity is taken into account sepa-
rately from other items relating to the activity. Thus, for example,
portfolio income of an entity which is not attributable to, or part
of, an activity of the entity that constitutes a passive activity is ac-
counted for separately from any passive income or loss. Where a
taxpayer has an interest in a passive activity, portfolio income of
the activity is not taken into account in determining passive
income or loss from the activity. Rather, such portfolio income is
treated as non-passive income of the taxpayer. This rule is neces-
sary in part because taxpayers otherwise would be able to shelter
portfolio income to the extent that they transferred the assets from
which it is derived to passive activities in which they had invest-
ment interests.

The application of the rule can be explained with regard to the
example of a limited partnership that is engaged in the publication
of a magazine. The partnership also holds a portfolio of dividend
and interest bearing securities, but the income from them is more
than offset by the tax losses of operating the magazine. Each limit-
ed partner must separately account for his share of the portfolio
income and the losses from the operations of the magazine, and
may not offset them against each other in calculating his tax liabil-
ity. The portfolio income retains its character as income that is not
income from a passive activity, despite the fact that non-portfolio
income and loss attributable to a limited partnership interest is
treated as income or loss from a passive activity.

The rule treating portfolio income as not from a passive activity
does not apply to the extent that income, of a type generally re-
garded as portfolio income, is derived in the ordinary course of a
trade or business. For example, the business income of a bank typi-
cally is largely interest. Similarly, a securities broker/dealer may
earn a substantial portion of the income from the business in the
form of dividends and gains on sales of dividend-bearing instru-
ments. Interest income may also arise in the ordinary course of a
trade or business with respect to installment sales and interest
charges on accounts receivable.

In these cases, the rationale for treating portfolio-type income as
not from the passive activity does not apply, since deriving such
income is what the business activity actually, in whole or in part,
involves. Accordingly, interest, dividend, annuity, or royalty
income which is derived in the ordinary course of a trade or busi-
ness is not treated, for purposes of the passive loss provision, as
portfolio income. If a taxpayer directly, or through a passthrough
entity, owns an interest in an activity deriving such income, such
income is treated as part of the activity, which, as a whole, may or
may not be treated as passive, depending on whether the taxpayer
materially participates in the activity.

The rationale for treating interest income, as portfolio income
normally does apply, however, in the case where a taxpayer makes
a complete disposition of his interest in a passive activity (trigger-
ing suspended losses), and the consideration is an interest-bearing
instrument. Although the gain, if any, on such a disposition is gen-
erally treated as passive income, the interest on the instrument is
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appropriately treated as portfolio income, where the disposition (as
is likely to be true of dispositions of entire interests in passive ac-
tivities) is not a transaction arising in the ordinary course of a
trade or business. -

No exception is provided for the treatment of portfolio income
arising from working capital, i.e., amounts set aside for the reason-
able needs of the business. Although setting aside such amounts
may be necessary to the trade or business, earning portfolio income
with respect to such amounts is investment-related and not a part
of the trade or business itself. Under this rule, for example, inter-
est earned on funds set aside by a limited partnership operating a
shopping mall, for the purpose of expanding the mall, is treated as
portfolio income and is not taken into account in determining a
limited partner’s passive income or loss from the activity of operat-
ing the shopping mall.

Expenses allocable to portfolio income.—The Act provides that
portfolio income is reduced by the deductible expenses (other than
interest) that are clearly and directly allocable to such income.
Properly allocable interest expense also reduces portfolio income.
Such deductions accordingly are not treated as attributable to a
passive activity.

The Congress anticipated that the Treasury Department would
issue regulations setting forth standards for appropriate allocation
of expenses and interest under the passive loss rule. These regula-
tions should be consistent with the purpose of the passive loss rules
to prevent sheltering of income from personal services and portfo-
lio income with passive losses. Moreover, the regulations should at-
tempt to avoid inconsistent allocation of interest deductions under
different Code provisions.25

In the case of entities, a proper method of allocation may in-
clude, for example, allocation of interest to portfolio income on the
basis of assets, although there may be situations in which tracing
is appropriate because of the integrated nature of the transactions
involved. Because of the difficulty of recordkeeping that would be
required were interest expense of individuals allocated rather than
traced, it is anticipated that, in the case of individuals, interest ex-
pense generally will be traced to the asset or activity which is pur-
:}iml;sed or carried by incurring or continuing the underlying indebt-

ess.

Self-charged interest.—A further issue with respect to portfolio
income arises where an individual receives interest income on debt
of a passthrough entity in which he owns an interest. Under cer-
tain circumstances, the interest may essentially be “self-charged,”
and thus lack economic significance. For example, assume that a
taxpayer charges $100 of interest on a loan to an S corporation in
which he is the sole shareholder. In form, the transaction could be
viewed as giving rise to offsetting payments of interest income and
passthrough interest expense, although in economic substance the
taxpayer has paid the interest to himself.2¢ -

25 For example, an interest deduction that is disallowed under sec. 265 should not be allowed,
capitalized, or suspended under another provision.

26 Similar considerations apply where a partnership makes a loan to a partner (e.g., to fi-
nance such partner’s purchase of all or part of his interest in the partnership, and the interest
expense may be treated as part of his passive loss).
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Under these circumstances, it is not appropriate to treat the
transaction as giving rise both to portfolio interest income and to
passive interest expense. Rather, to the extent that a taxpayer re-
ceives interest income with respect to a loan to a passthrough
entity in which he has an ownership interest, such income should
be allowed to offset the interest expense passed through to the tax-
payer from the activity for the same taxable year.

The amount of interest income of the partner from the loan that
is appropriately offset by the interest expense of the partnership on
the loan should not exceed the taxpayer’'s allocable share of the in-
terest expense to the extent not increased by any special allocation.
For example, assume that an individual has a 40-percent interest
in a partnership that conducts a business activity in which he does
not materially participate, and the individual makes a loan to the
partnership on which the partnership pays $100 of interest expense
for the year. Since 40 percent of the partnership’s interest expense
is allocable to the individual, only $40 of the partner’s $100 of in-
terest income should be permitted to offset his share of the part-
nership interest expense, and the remaining $60 is properly treated
as portfolio income that cannot be offset by passive losses.

Congress anticipated the issuance of Treasury regulations to pro-
vide for the above result. Such regulations may also, to the extent
appropriate, identify other situations in which netting of the kind
described above is appropriate with respect to a payment to a tax-
payer by an entity in which he has an ownership interest. The net-
ting permitted in any such instances should not, however, permit
any passive deductions to offset non-passive income except to the
extent of the taxpayer’s allocable share of the specific payment at
issue. Similar considerations should apply in the consolidated
return context.

Regulatory authority of Treasury in defining non-passive
income.—The Act instructs the Treasury to provide such regula-
tions as may be necessary or appropriate to carry out the purpose
of the passive loss provisions, i.e., to prevent the sheltering of posi-
tive income sources through the use of tax losses derived from pas-
sive activities. Specifically, the Treasury is authorized to provide by
regulations that certain items of gross income will not be taken
into account in determining income or loss from any activity (and
to provide for the appropriate treatment of expenses allocable to
such income). The Act also specifically authorizes regulations
under which net income or gain from a limited partnership or
other passive activity are treated as not from a passive activity.

Congress intended such regulations to prevent taxpayers from
structuring income-producing activities (including those that do not
bear significant expenses) in ways that are designed to produce pas-
sive income that may be offset by unrelated passive losses. For ex-
ample, regulations may provide that, in order to prevent avoidance
of the passive loss rule, a limited partner’s share of income from a
limited partnership is treated as not from a passive activity. Cir-
cumstances in which such treatment could be appropriate would
include a transfer by a corporation of an income-producing activity
to a limited partnership with a distribution to shareholders of lim-
ited partnership interests. The regulations might also treat as not
passive those activities that previously generated active business
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losses and that the taxpayer, with the purpose of circumventing
the passive loss rule, intentionally seeks to treat as passive at a
time when they generate net income. A further example of a situa-
tion where regulatory authority might appropriately be exercised is
the case of related party leases or sub-leases, with respect to prop-
erty used in a business activity, that have the effect of reducing
active business income and creating passive income. In addition,
regulatory authority could address the situation of ground rents
that produce income without significant expenses.

Treatment of closely held corporations

The passive loss rule applies to closely held C corporations (other
than personal service corporations) in modified form. Such corpora-
tions may offset passive losses and credits against active business
income, but not against portfolio income. Portfolio income of a
closely held corporation generally has the same definition as port-
folio income of any other taxpayer subject to the passive loss rule,
except that, for purposes of such a corporation (as well as for a per-
sonal service corporation) the dividends received deduction is al-
lowed.

4. Material participation

General rule

In general, a taxpayer’s interest in a trade or business activity is
not treated as an interest in a passive activity for a taxable year if
the taxpayer materially participates in the activity throughout
such year.2” In certain instances, however, material participation
is not determinative. Working interests in oil and gas properties
generally are treated as active whether or not the taxpayer materi-
ally participates, and interests in rental activities are treated as
passive whether or not the taxpayer materially participates. In the
case of rental real estate activities, a separate standard, active par-
ticipation, is relevant in determining whether the taxpayer is per-
mitted to use losses and credits from such activities to offset up to
$25,000 of other income.

Working as an employee, and providing services as part of a per-
sonal service business (including professional businesses such as
law, accounting, and medicine), intrinsically require personal in-
volvement by the taxpayer. Thus, by their nature, they are not pas-
sive activities.28

27 This rule is applied by considering services provided both by the taxpayer and by the tax-
payer’s spouse (whether or not such taxpayer and spouse file a joint return). Further, it is in-
tended that in determining whether the taxpayer has materially participated throughout the
year, all the facts and circumstances are to be taken into account. Thus, for example, if the
taxpayer’s involvement rises to the level of material participation in an aci:ivit{l on some, but
not all, days during the year, but the taxpayer’s involvement for the year as a whole is regular,
continuous and substantial, then the taxpayer has materially participated for the year. Material
participation is determined with respect to the activity for the entire period during the year
that he owns an interest in the activity (not, e.g., prorated between periods of greater or lesser
involvement). For example, the fact that a taxpayer takes vacations during the year can be fully
consistent with a finding of material participation.

28 The generally “active” nature of the above two undertakings is relevant, not only to the
question of whether the taxpayer satisfies the material participation standard, but also to
whether either of such two undertakings can be part of the same activity as any other undertak-
ing. See sec. 5, infra.
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Material participation of a taxpayer in an activity is determined
separately for each taxable year. In most cases, the material par-
ticipation (or lack thereof) of a taxpayer in an activity is not ex-
pected to change from year to year, although there will be in-
stances in which it does change.

Limited partnerships

In the case of a limited partnership interest, except to the extent
provided by regulations, it is conclusively presumed that the tax-
payer has not materially participated in the activity. In general,
under relevant State laws, a limited partnership interest is charac-
terized by limited liability, and in order to maintain limited liabil-
ity status, a limited partner, as such, cannot be active in the part-
nership’s business. The presumption that a limited partnership in-
terest is passive applies even when the taxpayer possesses the lim-
ited partnership interest indirectly through a tiered entity arrange-
ment (e.g., the taxpayer owns a general partnership interest, or
stock in an S corporation, and the partnership or corporation in
which the taxpayer owns such interest itself owns a limited part-
nership interest in another entity).

When a taxpayer possesses both a limited partnership interest
and another type of interest, such as a general partnership inter-
est, with respect to an activity, except as otherwise provided in reg-
ulations, lack of material participation is conclusively presumed
with respect to the limited partnership interest (thus limiting the
use of deductions and credits allocable thereto). The presence of
material participation for purposes of any other interests in the ac-
tivity owned by the taxpayer is determined with reference to the
relevant facts and circumstances.

Under the Act, the Secretary of the Treasury is empowered to
provide through regulations that limited partnership interests in
certain circumstances will not be treated (other than through the
application of the general facts and circumstances test regarding
material participation) as interests in passive activities. It is in-
tended that this grant of authority be used to prevent taxpayers
from manipulating the rule that limited partnerships generally are
passive, in attempting to evade the passive loss provision.2®?

For example, the exercise of such authority by the Secretary may
be appropriate in certain situations where taxpayers divide their
interests in activities between limited and general partnership in-
terests, e.g., to facilitate establishing a disposition of the taxpayer’s
entire interest in an activity, or in connection with special alloca-
tions of items of income, deduction, or credit as between limited
and general partnership interests. The exercise of such authority
by the Secretary would also be appropriate if taxpayers were per-
mitted under State law to establish limited liability entities (that
are not taxable as corporations) for personal service or other active

2¢ Examples of such evasion would include attempting to treat income that generally is re-
garded as not passive in nature (e.g., personal service income) as ive and accordingly as shel-
terable, or creating an unrealistically small separate “activity’” in order to trigger suspended
losses upon a partial disposition. Even absent the exercise of the Secretary’s authority, items
such as a guaranteed cash return or portfolio income from a limited nership are not regard-
ed as passive. Similarly, payments to a retiring partner under sec. 736 that are in the nature of
income for past (or present) services, for example, are not regarded as passive.
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businesses, and to denominate as “limited partnership interests”
any interests in such businesses related to the rendering of person-
al services.?™ The exercise of regulatory authority might also be
appropriate where taxpayers sought to avoid limited partnership
status with respect to substantially equivalent entities.

Involvement in operations on a regular, continuous, and sub-
stantial basis

Qutside of the limited partnership context, the presence or ab-
sence of material participation generally is to be determined with
reference to all of the relevant facts and circumstances. In order to
be treated as materially participating for purposes of the provision,
the taxpayer must be involved in the operations of the activity on a
regular, continuous, and substantial basis. This standard is based
on the material participation standards under Code sections 1402(a)
(relating to the self-employment tax) and 2032A (relating to valu-
ation of farm property for purposes of the estate tax). However, the
standard is modified consistently with the purposes of the passive
loss provision.

Thus, precedents regarding the application of those preexisting
legal standards, whether set forth in regulations, rulings, or cases,
are not intended to be controlling with regard to the passive loss
rule. For example, whether or not, under existing authorities inter-
preting sections 1402(a) and 2032A, it could be argued that the ma-
terial participation requirement (for purposes of those sections) is
in certain circumstances satisfied by periodic consultation with re-
spect to general management decisions, the standard under this
provision is not satisfied thereby in the absence of regular, continu-
ous, and substantial involvement in operations.

In order to satisfy the material participation standard, the indi-
vidual’s involvement must relate to operations. Consider, for exam-
ple, the case of a general partnership engaged in the business of
producing movies. Among the services that may be necessary to
this business are the following: writing screenplays; reading and se-
lecting screenplays; actively negotiating with agents who represent
writers, actors, or directors; directing, editing, scoring, or acting in
the films; actively negotiating with third parties regarding financ-
ing and distribution; and actively supervising production (e.g., se-
lecting and negotiating for the purchase or use of sets, costumes,
etc.). An individual who does not make a significant contribution
regarding these or similar services is not treated as materially par-
ticipating. For example, merely approving a financing target, ac-
cepting a recommendation regarding selection of the screenplay,
cast, locations, and director, or appointing others to perform the
above functions, generally does not constitute involvement in oper-
ations.

In practice, a taxpayer is most likely to have materially partici-
pated in an activity for purposes of this provision in cases where
involvement in the activity is the taxpayer’s principal business. For
example, an individual who spends 35 %ours per week operating a
grocery store, and who does not devote a comparable amount of

21 Section 46%eX3) provides in any event that earned income is not taken into account in
computing income or loss from a passive activity.
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time to any other business, clearly is materially participating in
the business of the grocery store.

By contrast, when an activity is not an individual’s principal
business, it is less likely that the individual is materially partici-
pating. For example, an individual who works full-time as an em-
ployee or in a professional service business (such as law, account-
ing, or medicine), and who has also invested in a general partner-
ship or S corporation engaged in a business involving orange
groves, is unlikely to have materially participated in the orange
grove business.

However, the fact that an activity is or is not an individual’s
principal business is not conclusive in determining material partici-
pation. An individual may materially participate in no business ac-
tivities (e.g., someone who does not work or is retired), or in more
than one business activity (e.g., a farmer who lives and works on
his farm and “moonlights”’ by operating a gas station).

Another factor that may be highly relevant in showing regular,
continuous, and substantial involvement in the operations of an ac-
tivity, and thereby establishing material participation, is whether,
and how regularly, the taxpayer is present at the place or places
where the principal operations of the activity are conducted. For
example, in the case of an employee or professional who invests in
a horse breeding activity, if the taxpayer lives hundreds of miles
from the site of the activity, and does not often visit the site, such
taxpayer is unlikely to have materially participated in the activity.
By contrast, an ind};vidual who raises horses on land that includes,
or is close to, his primary residence, is more likely to have materi-
ally participated.

Again, however, this factor is not conclusive. For example, even
if the taxpayer in the above example lived near the site of the
horse breeding activity, or visited it on numerous occasions during
the year, it would still be necessary for the taxpayer to demon-
strate regular, continuous, and substantial involvement in the op-
erations of the activity. Such involvement might be shown, for ex-
ample, by hiring and from time to time supervising those responsi-
ble for taking care of the horses on a daily basis, along with
making decisions (i.e., not merely ratifying decisions) regarding the
purchase, sale, and breeding of horses.

Moreover, under some circumstances, an individual may materi-
ally participate in an activity without being present at the activi-
ty’s principal place of business. In order for such a taxpayer mate-
rially to participate, however, the taxpayer still must be regularly,
continuously, and substantially involved in providing services inte-
gral to the activity. For example, in the case of an investor in a
barge that transports grain along the Mississippi River, one way of
materially participating is regularly to travel with the barge (not
merely as a passenger, but performing substantial services with re-
spect to the transporting of grain). Another way of materially par-
ticipating, without being present at the principal place of business,
is to work on a regular basis at finding new customers for the
barge service, and to negotiate with customers regarding the terms
on which the service is provided. In the case of farming, Congress
anticipated that an individual who does not perform physical work
relating to a farm, but who is treated as having self-employment
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income with respect to the farm under section 1402, generally will
be treated as materially participating.

In determining material participation, the performance of man-
agement functions generally is treated no differently than render-
ing other services or performing physical work with respect to the
activity. However, a merely formal and nominal participation in
management, in the absence of a genuine exercise of independent
discretion and judgment, does not constitute material participation.

For example, in the case of a cattle-feeding activity, the fact that
an investor regularly receives and responds to “‘check-a-box” forms
regarding when grain should be purchased, what the cattle should
be fed, etc., may have little or no bearing on material participation.
If the management decisions being made by the taxpayer are illu-
sory (e.g., whether to feed the cattle or let them starve), or %'uided
by an expert in the absence of any independent exercise of judg-
ment by the taxpayer, or unimportant to the business,3° they are
given little weight. Similarly, in situations where the investor’s
assets are pooled with those of other investors (such as a cattle
herd), the fact that the investor’s decisions regarding management
do not differ or differ only insubstantially from those of other in-
vestors is a factor indicating that the investor’s involvement in the
activity may not rise to the level of material participation.

The fact that a taxpayer has little or no knowledge or experience
regarding the cattle-feeding business is highly-significant in deter-
mining whether such taxpayer’s participation in management is
likely to amount to material participation. However, even if a tax-
payer has such knowledge and experience, if he merely approves
management decisions recommended by a paid advisor, the taxpay-
er’s role is not substantial (and he accordingly has not materially
participated), since the decisions could have been made without his
involvement.

Even an intermittent role in management, while relevant, does
not establish material participation in the absence of regular, con-
tinuous, and substantial involvement in operations. For example,
the fact that one has responsibility for making significant manage-
ment decisions with respect to an activity does not establish mate-
rial participation, even if one from time to time exercises such re-
sponsibility. It is almost always true (disregarding special cases
such as limited partnership interests) that the owner of an interest
in an activity has some right to make management decisions re-
garding the activity, at least to the extent that his interest is not
outweighed by that of other owners. Yet many individuals who pos-
sess significant ownership interests do not materially participate,
and, under present law, have received tax benefits that Congress
concluded should be subject to limitation under the passive loss
rule.3! Participation in management cannot be relied upon unduly

30 For example, management decisions may be unimportant to the business where the tax
benefits from &e business outweigh any risk of economic loss that may result from the deci-
sions. :

31 Experience in applying existing legal standards confirms that a test based on icipation
in management is subject to manipulation and creates frequent factual disputes een tax-
payers and the Internal Revenue &rvice. Sec. 464, for example, disallows prepaid expenses in-
curred in a farming activity if more than 35 percent of the loss from the activity is allocated to
limited partners or persons who do not actively participate in management. As a result, farming

Continued
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both because its genuineness and substantiality are difficult to
verify, and because a general management role, absent more, may
fall short of the level of involvement that the material participa-
tion standard in the provision is meant to require. Nevertheless, it
is likely that, despite the difficulty in many circumstances of ascer-
taining whether the management services rendered by an individ-
ual are substantial and bona fide, such services are likely to be so
when the individual is rendering them on a full-time basis and the
success of the activity depends in large part upon his exercise of
business judgment.

The fact that an individual works full time in a line of business
consisting of one or more business activities does.not determine his
material participation in a particular activity, although his work
may rise to the level of material participation with respect to one
or more of the activities. An individual’s material participation in
any activity is determined on the basis of his regular, continuous,
and substantial involvement in the operations of the activity. His
involvement in the operations of other activities is not determina-
tive. Thus, for example, a taxpayer’s material participation in a
rental activity (which is treated as passive without regard to the
taxpayer’s material participation) does not affect his material par-
ticipation, if any, in other activities.

A taxpayer is likely to be materially participating in an activity,
if he does everything that is required to be done to conduct the ac-
tivity, even though the actual amount of work to be done to con-
duct the activity is low in comparison to other activities.

Providing legal, tax, or accounting services as an independent
contractor (or as an employee thereof), or that the taxpayer com-
monly provides as an independent contractor, would not ordinarily
constitute material participation in an activity other than the ac-
tivity of providing these services to the public. Thus, for example, a
member of a law firm who provides legal services to a client re-
garding a general partnership engaged in research and develop-
ment, is not, if he invests in such partnership, treated as material-
ly participating in the research and development activity by reason
of such legal services.

The fact that a taxpayer utilizes employees or contract services
to perform daily functions in running the business does not prevent
such taxpayer from qualifying as materially participating. Howev-
er, the activities of such agents are not attributed to the taxpayer,
and the taxpayer must still personally perform sufficient services
to establish material participation.

A special rule, derived from section 2032A, applies with respect
to farming activities, permitting taxpayers to qualify as materially
participating in certain situations involving retired or disabled in-
dividuals who previously were materially participating (as that

activities that rely upon syndication to outside investors, and that are operated principally
under the direction of an agent, have been structured so as to assist otherwise passive investors
in demonstrating that they play a role in management decisions. While the Internal Revenue
Service may argue in any such instance that an investor is not truly icipating in manage-
ment, such argument may be difficult to sustain in the absence of reliable di evidence re-

ing the investor’s ind’e’;pendenoe of judgment. Confress expects that the material participa-
tion standard for pi of tll;zlmssive loss rule, in light of its focus on the taxpayer’s role in
actual operations, will not be similarly subject to manipulation and ambiguity.
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term is used for purposes of the passive loss rule), or involving a
‘surviving spouse of an individual who was so participating. Thus,
to the extent that, under section 2032A(b)4) or (5), such person
would be treated as still materially participating during retirement
or disability (or, in the case of a surviving spouse, after the dece-
dent’s death), such person shall be treated as materially participat-
ing for purposes of the passive loss prov181on

With respect to material participation in an agricultural activity,
certain decision-making, if bona fide and undertaken on a regular,
continuous, and substantial basis, may be relevant to material par-
ticipation. The types of decision-making that may be relevant in
this regard include, without being limited to, decision-making re-
garding (1) crop rotation, selection, and pricing, (2) the incursion of
embryo transplant or breeding expenses, (3) the purchase, sale, and
leasing of capital items, such as cropland, animals, machinery, and
equipment, (4) breeding and mating decisions, and (5) the selection
of herd or crop managers who then act at the behest of the taxpay-
er, rather than as paid advisors directing the conduct of the tax-
payer.

The application of the material participation standard to a con-
dominium hotel that is not a rental activity for purposes of the pas-
sive logs rules may be illustrated as follows. Assume that an indi-
vidual who-is an investor in the hotel does not live nearby, has a
principal business that is unrelated to operating the hotel, is inex-
perienced in the hotel business, and employs agents to perform var-
ious essential hotel functions. However, such individual’s participa-
tion in the hotel business involves making frequent visits to the
hotel in order to conduct onsite inspections, meet with onsite man-
agement, and otherwise participate in integral functions of the
business. In addition, the individual on a regular basis uses his in-
dependent discretion to make business decisions such as the follow-
ing: (1) regularly establishing room rental rates, (2) establishing
and reviewing hiring and other personnel policies, including review
of management personnel, (3) reviewing and approving periodic
and annually audited financial reports, (4) participating in budget
operating costs and establishing capital expenditures, (5) establish-
ing the need for and level of financial reserves, (6) selecting the
banking depository for rental proceeds and reserve funds, (7) par-
ticipating in frequent meetings at the hotel to review operations
and the business plan, and (8) assisting in offsite business promo-
tion activities. The individual is personally assessed his owner asso-
ciation charges and personally pays them, is assessed separately
and personally the property taxes against his room or rooms, must
personally appeal his assessment if he thinks it mcorrect and per-
sonally pays any debt service on his unit when due.

Under these circumstances, if the standard requiring regular,
continuous, and substantial involvement is satisﬁed, then the tax-
payer is treated as materially participating in the hotel activity.
He is not so treated, however, in the absence of sufficient involve-
ment. No safe harbor should be inferred from the preceding para-
graph. For example, if the taxpayer’s role in any of the above re-
spects was limited to pro forma ratification of decisions made by
management agents, that would tend to rebut material participa-
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tion. Merely approving decisions made by others does not satisfy
the standard.32

Material participation by a corporation subject to the passive
loss rule

Special rules apply in the case of corporations that are subject to
the passive loss rule. A corporation that is subject to the passive
loss provision is treated as materially participating in an activity
with respect to which one or more shareholders, owning in the ag-
gregate more than 50 percent of the outstanding stock of the corpo-
ration, materially participate. Thus, for example, a corporation
with 5 shareholders, each owning 20 percent of the stock, is treated
as materially participating in an activity if three or more of such
shareholders so participate. If one of the three shareholders who so
participated owned only 5 percent of the stock, and as a result the
three participating shareholders owned only 45 percent of the stock
in the corporation, the corporation would not be treated as materi-
ally participating in the activity.33

A closely held C corporation subject to the passive loss provision
that is not a personal service corporation (as defined for purposes
of the provision) may also be treated as materially participating in
an activity if it meets the standard set forth in section 465(cX7XC),
disregarding clause (iv). This standard generally is satisfied if (i) for
the prior 12-month period, at least one full-time employee of the
corporation provided sufficient services in active management with
respect to the activity, (ii) during the same period, at least 3 full-
time nonowner employees provided sufficient services directly re-
lated to the activity, and (iii) the amount of business deductions by
the taxpayer attributable to the activity exceeded 15 percent of
gross income from the activity for the taxable year.

Active participation in a rental real estate activity

Allowance of $25,000 of losses and credits against other income
under specified circumstances

For purposes of the passive loss provision, rental activities are
treated as passive without regard to whether the taxpayer materi-
ally participates. The reasons for this rule are specified above in
the section entitled “Reasons for Change.”

32 See 132 Cong. Rec. S8244-46 (June 24, 1986) and S13958 (September 27, 1986) (colloquies
between Senators Packwood and Hatfield).

33 No special rule is provided for determining material participation by a trust. Prior and
present law %epvide that, generally speaking, an arrangement will be treated as a trust under
the Internal Revenue Code if it can be shown that the purpose of the arrangement is to vest in
trustees responsibili?;yf:or the ¥rotection and conservation of property for beneficiaries who
cannot share in the discharge of this responsibility and, therefore, are not associates in a joint
venture for the conduct of business for profit (Treas. Reg. sec. 301.7701-4). A trust may be treat-
ed as an association taxable as a corporation, for tax purposes, if it is a joint enterprise for the
conduct of business for profit. Thus, it is unlikely that a trust as such for Federal income tax
purposes will be materially participating in a trade or business activity, within the meaning of
the passive loss rule. In the case of a grantor trust, to the extent the grantor or beneficiary is
treated as the owner for tax (sec. 671), the material parl:ici?atlon of the person treated
as the owner is relevant to the getermination of whether income or loss from an activity owned
through the tor trust is treated as passive in the hands of the owner. Similarly, in the case
of a qualified electing Subchapter S trust (sec. 1361(dX1XB)) that is treated as a grantor trust
(i.e., the beneficiary is treated as the owner for tax purposes), the material participation of the
beneficiary is relevant to the determination of whether the S corporation’s activity is a passive
activity with respect to the beneficiary.



243

In the case of rental real estate, however, some specifically tar-
geted relief has been provided because rental real estate is held, in
many instances, to provide financial security to individuals with
moderate incomes. In some cases, for example, an individual may
hold for rental a residence that he uses part time, or that previous-
ly was and at some future time may be his primary residence.
Even absent any such residential use of the property by the tax-
payer, Congress believed that a rental real estate investment in
which the taxpayer has significant responsibilities with respect to
providing necessary services, and which serves significant nontax
purposes of the taxpayer, is different in some respects from the ac-
tivities that are meant to be fully subject to limitation under the
passive loss provision.34

Under the relief provision for rental real estate, an individual
may offset up to $25,000 of income that is not treated as passive, by
using losses and credits from rental real estate activities with re-
spect to which such individual actively participates.35 (Low-income
housing and rehabilitation credits can be so used on a deduction-
equivalent basis, as a part of the overall $25,000 amount, whether
or not the individual actively participates in the rental real estate
activity to which such credits relate.) This relief applies only if the
individual does not have sufficient passive income for the year,
after considering all other passive deductions and credits, to use
fully the losses and credits from such rental real estate activities.
No relief is provided under the provision to taxpayers other than
individuals (e.g., to trusts, personal service corporations, or closely
held C corporations subject to the passive loss provision),3¢ except
for a special 2-year rule for estates, discussed in Section 1, above.

The $25,000 amount is reduced, but not below zero, by 50 percent
of the amount by which the taxpayer’s adjusted gross income for
the year exceeds $100,000 ($200,000 in the case of low-income hous-
ing and rehabilitation credits). In the case of a married individual
not filing a joint return, no more than $12,500 of such relief is
available, reduced by 50 percent of the amount by which such indi-
vidual’s adjusted gross income exceeds $50,000. For these purposes,
adjusted gross income is determined without reference to net losses
from passive activities (other than losses allowable solely by reason
of a fully taxable disposition of an activity).

Since relief under this rule applies only to rental real estate ac-
tivities, it does not apply to passive real estate activities that are
not treated as rental activities under the provision (e.g., an interest
in the activity of operating a hotel). Similarly, relief is not provided
with regard to the renting of property other than real estate (e.g.,
equipment leasing). :

34 For example, in the case of a rental real estate investor whose cash expenses with respect
to the investment (e.g., mortgage payments, condominium or ment fees, and costs of
upkeep) exceed cash inflows (i.e., rent), tax losses other than those relating to depreciation may
not be providing any cash flow benefit.

35 For purposes of applying this standard, as with respect to material icipation, services
performed both bglthe taxpayer and by the taxpayer’s smuse are considered (whether or not
such individuals file a joint return). It is worth noting that, while standards requiring active
management or active 'cigation in management apply for certain purposes under prior law
(see secs. 55(e), 464(e)2Xb), and 2032A), these standards are not the same as the active participa-
tion standard described herein.

38 See Overview, supra.
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Scope of active participation

A taxpayer is treated as not having actively participated in a
rental real estate activity if the taxpayer (in conjunction with such
taxpayer’s spouse, even in the absence of a Jjoint return) owns less
than 10 percent (by value) of all interests in such activity at any
time during the year (or shorter relevant period of ownership).3?
This requirement is designed to assist in restricting the relief pro-
vided under the $25,000 rule (assuming all other applicable require-
ments are met) to appropriate circumstances—for example, the
case of a home in which the taxpayer formerly lived or plans subse-
quently to live, as opposed to a syndicated real estate shelter. In
addition, the 10 percent rule reflects the fact that active participa-
tion by a less than 10 percent owner typically represents services
performed predominantly with regard to ownershlp interests of co-
owners.

In the case of a taxpayer owning an interest in a rental real
estate activity and meeting the 10-percent ownership requirement,
up to $25,000 of relief may be available if the taxpayer actively
participates in the activity. This standard is designed to be less
stringent than the material participation requirement, in light of
both the special nature of rental activities, which generally require
less in the way of personal services, and the Congress’ reasons for
providing up to $25,000 of relief in this instance.

The difference between active participation and material partici-
pation is that the former can be satisfied without regular, continu-
ous, and substantial involvement in operations, so long as the tax-
payer participates, e.g., in the making of management decisions or
arranging for others to provide services (such as repairs), in a sig-
nificant and bona fide sense. Management decisions that are rele-
vant in this context include approving new tenants, deciding on
rental terms, approving capital or repair expenditures, and other
similar decisions.

Thus, for example, a taxpayer who owns and rents out an apart-
ment that formerly was his primary residence, or that he uses as a
part-time vacation home, may be treated as actively participating
even if he hires a rental agent and others provide services such as
repairs. So long as the taxpayer participates in the manner de-
scribed above, a lack of material participation in operations does
not lead to the denial of relief.

A limited partner, to the extent of hlS limited partnership inter-
est, is treated as not meeting the active participation standard.3®
In'.'addition, a lessor under a net lease is unlikely to have the
degree of involvement which active participation entails. Moreover,
as with regard to the material participation standard, services pro-
vided by an agent are not attributed to the principal, and a merely
formal and nominal participation in management, in the absence
of fafl_ genuine exercise of independent discretion and judgment, is in-
sufficient.

37 Since low-income housing and rehabilitation credits are allowable without regard to active
partic1 tion, they are unaffected by this requirement.

Tﬁa active participation rules do not prevent a limited partner from recelvmtg $25,000 of

beneﬂt with regard to the low-income housing or rehabilitation credit, since relief relating to
such credits does not depend upon active participation.
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In this regard, it is useful to compare the above example of a tax-
payer who owns and rents out an apartment that formerly was his
primary residence with a tax shelter investor. The former taxpay-
er, even if he hires a rental agent and uses contract or other serv-
ices to handle day-to-day problems such as routine repairs, still is
likely to participate actively in light of the fact that he hkely is not
using it principally to generate tax losses.

By contrast, consider the case of a taxpayer who purchases an
undivided interest in a shoppin f mall. The taxpayer purchased his
interest from a promoter, based on a prospectus describing the in-
vestment opportunity and stressmg the tax benefits of the $25 000
rule. Since one of the taxpayer’s principal interests in the invest-
ment is to shelter income, he relies on a professional management
company which also holds an interest in the shopping mall to
make all significant management decisions. In order to create an
evidentiary record purporting to show active participation, the
management company sends letters to the investor detailing oper-
ating expenses, changes in tenants and new lease terms. The man-
agement company also informs the investor as to market trends,
and requests approval of decisions to seek certain types of retailers
as tenants. The investor ratifies such judgments without independ-
ently exercising judgment. The investor has not actively participat-
ed in the activity.

5. Definition of activity

In applying the passive loss rule, one of the most important de-
terminations that must be made is the scope of a particular activi-
ty. This determination is important for several reasons. For exam-
ple, if two undertakings are part of the same activity, the taxpayer
need only establish material participation with respect to the activ-
ity as a whole, whereas if they are separate activities he must es-
tablish such participation separately for each. In the case of a dis-
position, knowing the scope of the activity is critical to determining
whether the taxpayer has disposed of his entire interest in the ac-
tivity, or only of a portion thereof.2?

Defining separate activities either too narrowly or too broadly
could lead to evasion of the passive loss rule. For example, an
overly narrow definition would permit taxpayers to claim losses
against salary, portfolio, or active business income by selectively
disposing of portions of their interests in activities with respect to
whlch there has been depreciation or loss of value, while retaining

{Jortlons with respect to which there has been appreciation. An
overly broad definition would permit taxpayers to amalgamate un-
dertakmgs that in fact are separate, and thus to use material par-
ticipation in one undertaking as a basis for claiming without limi-
tation losses and credits from another undertaking.

The determination of what constitutes a separate activity is in-
tended to be made in a realistic economic sense. The question to be
answered is what undertakings consist of an integrated and inter-
related economic unit, conducted in coordination with or reliance

3% Determining the scope of an activity also is important with respect to the 10 percent own-
ership requirement for actively participating in a rental real estate activity, and in certain situ-
ations where the taxpayer disposes of an activity other than through a taxable transaction.
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upon each other, and constituting an -appropriate unit for the
measurement of gain or loss.

Section 183, relating to hobby losses, involves issues similar to
those arising with respect to passive losses.t® Section 183 requires
that separate activities be identified in order to determine whether
a specific activity constitutes a hobby. Treasury Regulations inter-
preting this provision note that all facts and circumstances of a
specific case. must be taken into account, and then identify as the
most significant facts and circumstances: “the degree of organiza-
tional and economic interrelationship in various undertakings, the
business purpose which is (or might be) served by carrying on the
various undertakings separately or together . . .. and the similarity
of the various undertakings.” These facts and circumstances like-
wise are relevant to determining the scope of an activity for pur-
poses of the passive loss rule.t! '

In general, providing two or more substantially different prod-
ucts or services involves engaging in more than one activity (unless
customarily or for business reasons provided together—e.g., the ap-
pliance and clothing sections of a department store). For example,
operating a restaurant and engaging in research and development
are objectively so different that they are extremely unlikely to be
part of the same activity. In addition, different stages in the pro-
duction and sale of a particular product that are not carried on in
an integrated fashion generally are not part of the same activity.
For example, operating a retail gas station and engaging in oil and
gas drilling generally are not part of the same activity. In general,
normal commercial practices are highly probative in determining
whether two or more undertakings are or may be parts of a single
activity. '

On the other hand, the fact that two undertakings involve pro-
viding the same products or services does not establish that they
are part of the same activity absent the requisite degree of econom-
ic interrelationship or integration. For example, separate real
estate rental projects built and managed in different locations by a
real estate operator generally will constitute separate activities.
Similarly, in the case of farming, each farm generally will consti-
tute a separate activity. On the other hand, an integrated apart-
ment project or shopping center generally will be treated as a
single activity.

parate research and development projects may constitute sepa-
rate activities in the absence of a sufficient interrelationship be-
tween the activities (e.g., with regard to personnel, facilities used,
or the common use of knowhow developed in specific undertak-
ings). When sufficient interrelationship exists, however, the

40 By contrast, the at-risk rules, to the extent that they define “activity,” address issues dif-
ferent from those that are relevant with respect to passive losses. See sec. 465(cX2). The at-risk
rules define “activity” in terms of narrow asset units, such as individual items of property, in
light of the goal of such rules to establish a relationship between each such asset and financing
attributable to it. In the passive loss context, unlike the at-risk context, financing is not the
relevant issue.

41 See Treas. Reg. sec. 1.183-1(dX1). The provision in this regulation that a tax‘payer’s charac-
terization of what constitutes an activity will be accepted unless it is unduly “artificial” does
not apply with respect to the passive loss rule. While the Congress anticipated that artificial
characterizations will be disregarded as a matter of course with respect to passive losses, there
is no presumption that the taxpayer’s characterization is correct even absent such “artificiality.
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projects are part of the same activity. For example, if a particular
research project is terminated, but knowhow developed from the
project contributes to a subsequent project, it may be inaccurate to |
view the termination as establishing a loss. Any economic success
realized by the second project may be attributable in part to
amounts spent on the first project, and thus may establish that
such amounts were not lost upon termination.

Certain types of integration among undertakings are not suffi-
cient to establish that they are part of the same activity. For exam-
ple, the fact that the taxpayer has ultimate management responsi-
bilities with respect to different undertakings does not establish
that they are part of the same activity, nor does the fact that the
undertakings have access to common sources of-financing, or bene-
fit for goodwill purposes from sharing a common name. These
common features may often be shared by all of the undertakings in

-which a particular individual is engaged, without establishing, in a
substantial economic sense, that all such undertakings are part of
the same activity. .

The fact that two undertakings are conducted by the same entity
(such as a partnership or S corporation) does not establish that
they are part of the same activity. Conversely, the fact that two un-
dertakings are conducted by different entities does not establish
that they are different activities. Rather, the activity rules general-
ly are applied by disregarding the scope of passthrough entities
such as partnerships and S corporations. :

With respect to limited partnerships, an additional rule applies
in light of the special status of limited partnership interests with
respect to material participation. An interest in a limited partner-
ship is not treated as being part of the same activity as any activi-
ty in which the taxpayer is treated as materially participating.
However, when otherwise appropriate, a limited partnership inter-
est is treated as part of a larger activity in which the taxpayer does
not materially participate (e.g., when two limited partnersiips are
conducting the same activity, or an individual is both a limited
partner and a nonparticipating general partner with respect to the
same activity).42 ' ,

In applying the facts and circumstances test regarding what con-
stitutes an activity, any undertaking that is accorded special treat-
ment under the passive loss rule (e.g., treatment as always being
active or as always being passive) is not treated as part of the same
activity as any undertaking that does not receive identical treat-
ment under the passive loss rule. For example, providing services
as an employee or in a personal service business intrinsically is not
passive, without requiring the examination of further facts and cir-
cumstances. Thus, such an undertaking ﬁenerally is not part of the
same activity as an undertaking in which further facts and circum-
stances must be examined. An oil and gas working interest is treat-
ed as not passive without regard to material participation, and
thus is treated as separate from any undertaking not relating to oil

42 These special rules rega.rdmg limited partnership interests do not apply in the case of any
such interest that, pursuant to the Secretary’s specga.l regulatory authority, is treated as not
intrinsically gassive (i.e., as passive only to the extent established by examination of the rele-
vant facts and circumstances).
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and gas working interests.4® This rule is necessary so that the spe-
cial rules for particular undertakings will not in effect be extended
to other types of undertakings (e.g., through the argument that an
undertaking that is not a working interest is part of the same ac-
tivity as a working interest, and hence should not be treated as
passive even in the absence of material participation).

6. Rental activity

In general

Under the passive loss rule, a rental activity is generally treated
as a passive activity regardless of whether the taxpayer materially
participates in the activity. Deductions and credits from a rental
activity generally may be applied to offset only other income from
passive activities. In the case of rental real estate activities in
which the taxpayer actively participates, a special rule permits the
application of losses and credits from the activity against up to
$25,000 of non-passive income of the taxpayer, for individual tax-
payers. A taxpayer is not considered to actively participate in the
activity if he owns less than a 10 percent interest in it at any time
during the year (or relevant shorter period of ownership).

In determining what is a rental activity for purposes of these
rules, prior law applicable in determining when an S corporation
had passive rental income, as opposed to active business income,
for purposes of continuing to qualify as an S corporation, provides
a useful analogy.* The purpose of the prior law rule, like the pas-
sive loss rule, is to distinguish between rental activity that is pas-
sive in nature and nonrental activity which may not be passive.
Thus, under the passive loss rule, a rental activity generally is an
activity, the income from which consists of payments principally
for the use of tangible property, rather than for the performance of
substantial services.45

Some activities are not treated as rental activities under the pas-
sive loss rule even though they may involve the receipt of pay-
ments for the use of tangible property, because significant services
are rendered in connection with such payments. Payments for the
use of tangible property for short periods, with heavy. turnover
among the users of the property, may cause an activity not to be a
rental activity, especially if significant services are performed in
connection with each new user of the property. Another factor indi-
cating that an activity should not be treated as a rental activity is

43 See sec. 6, infra, noting that, for the same reasons, a rental real estate undertaking, as well
as a rental undertaking involving proper(tiy other than real estate, each is treated as not part of
the same activity as any other type of unde: ing. . .

44 Sec. 1372(eX5) (as in effect prior to the Subc r 8 Revision Act of 1982) applied princi-
ples that are relevant in determining whether significant services are performed in connection
with furnishing property. For example, regulations applicable in- interpreting that section pro-
vided that rents did not include payments for the use or occupancy of rooms where significant
services were also rendered to the occupant (such as hotels and the like which furnish hotel
services). Tih:]ﬁuhﬁons further provided, “services are considered rendered to the occupant if
they are primarily for his convenience and are other than those usually or customarily rendered
in connection with the rental of rooms or other space for occupancy only. The supplying of maid
service, for example, constitutes such services; whereas the furnishing of heat, light, . . . the
collection of trash, etc., are not considered as services rendered to the occupant.

45 A rental activity generally does not include payments for the use of intangible property
(e.g., stocks), or other payments more properly characterized as interest (e.g., for the use or for-
bearance of money).
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that expenses of day-to-day operations are not insignificant in rela-
tion to rents produced by the property, or in relation to the amount
of depreciation and the cost of carrying the rental pmﬁerty.

On the other hand, although the period for which property is
rented is not in itself determinative of whether the activity is a
rental activity, a long-term rental period (in comparison to the
useful life of the property) and low turnover in the lessees of the
property, is indicative that the activity is a rental activity.

For example, an activity consisting of the short-term leasing of
motor vehicles, where the lessor furnishes services including main-
tenance of gas and oil, tire repair and changing, cleaning and po-
lishing, oil changing and lubrication and engine and body repair, is
not treated as a rental activity. By contrast, furnishing a boat
under a bare boat charter, or a plane under a dry lease (i.e., with-
out pilot, fuel or oil), constitutes a rental activity under the passive
loss rule, because no significant services are performed in connec-
tion with providing the property.

Based on similar considerations, renting hotel rooms or similar
space used primarily for lodging of transients where significant
services are provided generally is not a rental activity under the
passive loss rule. By contrast, renting apartments to tenants pursu-
ant to leases (with, e.g., month-to-month or yearly lease terms) is
treated as a rental activity. Similarly, being the lessor of property
subject to a net lease is a rental activity. :

A rental activity may include the performance of services that
are incidental to the activity (e.g., a laundry room in a rental
apartment building). However, if a sufficient amount of such serv-
ices are rendered, they may rise to the level of a separate activity,
or the entire activity may not constitute a rental activity under the
provision (e.g., a hotel).

Scope of rental activity

Some businesses involve the conduct of rental activities in asso-
ciation with other activities not involving renting tangible proper-
ty. Although the other activities may immediately precede the
rental activity, be conducted by the same persons, or take place in
the same general location, they are not treated as a part of the
rental activity, because under the passive loss rule rental activities
are considered passive activities without regard to the taxpayer’s
material participation. In the case of other activities, an examina-
tion of the taxpayer’s material participation generally determines
whether an activity is passive. Rental activities generally are treat-
ed as separate from nonrental activities involving the same persons
or property. Thus, for example, automobile leasing is treated as a
different activity from automobile manufacturing, and real estate
construction and development is a different activity from renting
the newly constructed building.

Similarly, suppose a travel agency operated in the form of a gen-
eral partnership has its offices on three floors of a 10-story building
that it owns. The remainder of the space in the building is rented
out to tenants. The travel agency expects to take over another floor
for its own use in a year. The partnership is treated as being en-
gaged in two separate activities: a travel agency activity and a
rental real estate activity. Deductions and credits attributable to
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the building are allocable to the travel agency activity only to the
extent that they relate to the space occupied by the travel agency
during the taxable year.

Separate rental real estate activity

Because only rental real estate activities are eligible for the
$25,000 offset of losses and credits against non-passive income, a
rental real estate undertaking is not considered as part of the same
activity as any undertaking other than another rental real estate
undertaking. For these purposes, the word “rental” is interpreted
consistently with its meaning in other respects for purposes of the
passive loss provision. Thus, for example, a hotel is treated neither
as a rental real estate undertaking, nor as consisting of two activi-
ties only one of which is a rental real estate undertaking.

To be eligible for the $25,000 offset, a taxpayer must actively par-
ticipate in the rental real estate act1v1ty He is not considered to
actively participate unless he has at least a 10 percent interest in
the activity, because without a significant ownership interest his
participation in the activity is likely to be for the benefit of other
owners. For purposes of determining whether his interest in the ac-
tivity amounts to at least 10 percent, separate buildings are treated
. as separate rental real estate activities if the degree of integration
of the business and other relevant factors do not require treating
them ;as parts of a larger activity (e.g., an integrated shopping
center

In the case of units smaller than an entire building, it similarly
is necessary to assess the degree of business and functional integra-
tion among the units in determining whether they are separate ac-
tivities. A cooperative apartment in an apartment building, owned
by a taxpayer unrelated to those owning the other apartments in
the building, generally will qualify as a separate activity, despite
the fact that ownership of the building may be shared with owners
of other apartments in the building, and despite the sharing with
other apartments of such services as management and mainte-
nance of common areas. By contrast, ownership of an undivided in-
terest in a building, or of an area too small to be rented as a sepa-
rate unit (or that is not rented as a separate unit) does not qualify
as a separate activity.

In the case of a commercial building, for example, that is rented
out to various tenants, and in which different parties own different
floors, it again is necessary to examine the degree of integration
with which business relating to different floors is conducted. An ar-
rangement in which the rights to the various floors are separately
sold to different parties, but rental of the building is handled in a
centralized fashion, generally constitutes a single activity, whereas
such treatment might not be appropriate if the owners of different
floors separately manage their own rental businesses.

7. Working interest in oil and gas property

When a taxpayer owns a working interest in an oil and gas prop-
erty, the working interest is not treated as a passive activity,
whether or not the taxpayer materially participates. Thus, losses
and credits derived from such activity can be used to offset other
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in(iome of the taxpayer without limitation under the passive loss
rule.

In general, a working interest is an interest with respect to an
oil and gas property that is burdened with the cost of development
and operation of the property.4® Rights to overriding royalties, pro-
duction payments, and the like, do not constitute working interests,
because they are not burdened with the responsibility to share ex-
penses of drilling, completing, or operating oil and gas property.
Similarly, contract rights to extract or share in oil and gas, or in
profits from extraction, without liability to share in the costs of
production, do not constitute working interests. Income from such
interests generally is considered to be portfolio income.

A working interest generally has characteristics such as respon-
sibility for signing authorizations for expenditures with respect to
the activity, receiving periodic drilling and completion reports, re-
ceiving periodic reports regarding the amount of oil extracted, pos-
session of voting rights proportionate to the percentage of the
working interest possessed by the taxpayer, the right to continue
activities if the present operator decides to discontinue operations,
a proportionate share of tort liability with respect to the property
(e.g., if a well catches fire), and some responsibility to share in fur-
ther costs with respect to the property in the event that a decision
is made to spend more than amounts already contributed.

However, the fact that a taxpayer is entitled to decline, or does
decline, to make additional contributions under a buyout, nonparti-
cipation, or similar arrangement, does not contradict such taxpafr-
er’'s possessing a working interest. In addition, the fact that tort li-
ability may be insured against does not contradict such taxpayer’s
possessing a working interest.

When the taxpayer’s form of ownership limits the liability of the
taxpayer, the interest possessed by such taxpayer is not a working
interest for purposes of the passive loss provision. Thus, for pur-
poses of the passive loss rules, an interest owned by a limited part-
nership is not treated as a working interest with regard to any lim-
ited partner, and an interest owned by an S corporation is not
treated as a working interest "with regard to any shareholder.4?
The same result follows with respect to any form of ownership that
is'substantially equivalent in its effect on liability to a limited part-
fx}ership interest or interest in an S corporation, even if different in
orm.

When an interest is not treated as a working interest because
the taxpayer’s form of ownership limits his liability, the general
rules regarding material participation apply to determine whether
the interest is treated as in a passive activity. Thus, for example, a
limited partner’s interest generally is treated as in a passive activi-
ty. In the case of a shareholder in an S corporation, the general

46 See Treas. Reg. sec. 1.612-4(a), along with cases and rulings decided thereunder, such as
Phillips v. Comm’r 233 F. Supp. 59 (E.D. Tex. 1964), aff'd. per curiam, (5th Cir.), 66-1 US.T.C.
Pa.mg'rsgh 9157; Haass v. Comm’r, 55 T.C. 43 (1970), acq., 1971-2 C.B. 2; Cottingham v. Comm'r,
63 T.C. 695 (1975); Miller v. Comm’r 18-1 U.S.T.C. paragraph 9127 (C.D. Cal. 1977); Rev. Rul. 68-
139, 1968-1 C.B. 311.

47 However, the fact that an interest is not treated as a working interest for purposes of the
passive loss rules due to the taxpayer’s form of ownership has no effect on whetgxer it qualifies
as a working interest for any other purpose under the Internal Revenue Code.
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facts and circumstances test for material participation applies and
the working interest exceptlon does not apply, because the form of
ownership limits the taxpayer’s 11ab111ty

In determining whether the taxpayer 8 form of ownership limits
his liability, the rule described in the two prior paragraphs is ap-
plied by looking through tiered entities. For example, a general
partner in a partnership that owns a limited partnership interest
in a partnership that owns a working interest is not treated as
owning a working interest.

A special rule applies in any case where, for a prior taxable year,
net losses from a working interest in a property were treated by
the taxpayer as not from a passive activity. In such a case, any net
income realized by the taxpayer from the property (or from any
substituted basis property, e.g., property acquired in a sec. 1031
like-kind exchange for such property) in a subsequent year also is
treated as active. Under this rule, for example, if a taxpayer claims
losses for a year with regard to a working interest and then, after
the property to which the interest relates begins to generate net
income, transfers the interest to an S corporation in which he is a
shareholder, or to a partnership in which he has an interest as a
limited partner, his interest with regard to the property continues
to be treated as not passive.48

Under some circumstances, deductions relating to a working in-
terest may be subject to limitation under other provisions in the
Internal Revenue Code. For example, protection against loss
through nonrecourse financing, guarantees, stop-loss agreements or
other similar arrangements, may cause certain deductions allocable
to the taxpayer to be disallowed under section 465. Such limita-
tlolns are applied prior to and mdependently of the passive loss
rule

Effective Date

The passive loss rule is effective in taxable years beginning on or
after January 1, 1987. It applies to all passive activity losses in-
curred in taxable years beginning on or after that date, and to pas-
sive activity credits for property placed in service in taxable years
beginning on or after that date. However, in the case of certain
pre-enactment interests, the rule is phased in. The amount disal-
lowed under the passive loss provision during any year in the tran-
sitional period cannot exceed the applicable percentage of the
amount that would be disallowed for that year under the provision
if fully effective. The applicable percentage is 35 percent for 1987,
60 percent for 1988, 80 percent for 1989, 90 percent for 1990, and
100 percent for 1991 and thereafter.

Interests in passive activities acquired by.the taxpayer on or
before the date of énactment of the Act (October 22, 1986) are eligi-
ble for the phase-in of the passive loss rule. Interests in activities
acquired after October 22, 1986, however, are not eligible for the
phase-in, but rather are fully subject to the passive loss rule.

48 This rule applies whether or not the working interest would have been treated as passive
in the absence of the provision treating working interests as per se active, ie., if material par-
ticipation were relevant in this context.
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The Congress intended that a contractual obligation to purchase
an interest in a passive activit;' that is binding on October 22, 1986
be treated as an acquisition of the interest in the activity for this
purpose. A binding contract qualifies under this rule, even if the
taxpayer’s obligation to acquire an interest is subject to contingen-
cies, so long as the contingencies are beyond the reasonable control
of the taxpayer. Thus, if the taxpayer has, by October 22, 1986,
signed a subscription agreement to purchase a limited partnership
interest contingent upon the agreement of other purchasers to ac-
quire interests in the limited partnership amounting to a particu-
lar total, then if the contingency is satisfied, he is eligible for the
g})lase-in rule with respect to the interest he was contractually

und to acquire. On the other hand, a conditional obligation to
purchase, or one subject to contingencies within the taxpayer’s con-
trol, does not give rise to eligibility under the phase-in rule.

In the case where, after October 22, 1986, investors in an activit
contribute additional capital to the activity, their interests still
qualify in full for relief under the phase-in to the extent that their
percentage ownership interests do not change as a result of the
contribution. However, if a taxpayer’s ownership interest is in-
creased after October 22, 1986, then (except to the extent the in-
crease in the taxpayer’s interest arises pursuant to a pre-October
23, 1986 binding contract or partnership agreement), the portion of
his interest attributable to such increase does not qualify for the
phase-in relief. For example, if a taxpayer, after October 22, 1986,
increases his ownership interest in a partnership from 25 percent
to 50 percent, then only the losses attributable to the 25 percent
intl;grfggt; held prior to October 23, 1986 will qualify for transitional
relief.

In general, in order to qualify for phase-in relief, the interest ac-
quired by a taxpayer must be in an activity which has commenced
by October 22, 1986. For example, a rental activity has commenced
when the rental property has geen placed in service in the activity.
When an entity in which the taxpayer owns an interest liquidates
or disposes of one activity and commences another after October
22, 1986, the new activity does not qualify for phase-in relief. In the
case of property purchased for personal use but converted to busi-
ness use (e.g., a home that the taxpayer converts to rental use),
similar rules apply. The activity qualifies for phase-in relief if it
commences by October 22, 1986. In the case of a residence convert-
ed to rental use, for example, the residence must be held out for
rental by October 22, 1986.

However, in the case of an activity that has not cormmenced by
October 22, 1986, phase-in treatment nevertheless applies if the
entity (or an individual owning the activity directly) has entered
into a binding contract effective on or before August 16, 1986, to
acquire the assets used to conduct the activity. Similarly, phase-in
treatment applies in the case of self-constructed business property
of an entity (or direct owner), where construction of the property to

49 Phase-in relief applies only with respect to the percentage interest held by the taxpayer at
all times after October 22, 1986. Thus, for example, if a taxpayer after October 22, 1986 reduces
his interest in an activity from 50 percent to 25 percent, and subsequently purchases additional
interests restoring his share to 50 percent, then only the 25 percent share held throughout
qualifies for phase-in relief after such subsequent purchase.
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llagsgsed in the activity has commenced on or before August 16,

In the case of a taxpayer owning both pre-October 23, 1986 and
post-October 22, 1986 interests in passive activities, it is necessary
to calculate the amount of passive loss qualifying for the phase-in.
In order to determine this amount, it is necessary first to deter-
mine the amount that would be disallowed absent thé phase-in.
Phase-in relief then applies to the lesser of the taxpayer’s total pas-
sive loss, or the passive loss taking into account only pre-enactment
interests. Thus, for example, if a taxpayer has $100 of passive loss
relating to pre-October 23, 1986 interests that would be disallowed
in the absence of the phase-in, and has $60 of riet passive income
from post-October 22, 1986 interests, resulting in a total passive
loss of $40, then the phase-in treatment applies to the lesser of
$100 or $40 (i.e., $40). For purposes of this rule, the pre-October 23,
1986 and post-October 22, 1986 losses are calculated by including
credits, in a deduction-equivalent sense.

Under the Act, any passive loss that is disallowed for a taxable
year during the phase-in period and carried forward is allowable in
a subsequent year only to the extent that there is net passive
income in the subsequent year (or there is a fully taxable disposi-
tion of the activity).

For example, assume that a taxpayer has a passive loss of $100
in 1987, $65 of which is allowed under the applicable phase-in per-
centage for the year and $35 of which is carried forward. Such $35
is not allowed in part in a subsequent year under the phase-in per-
centage applying for such year. If the taxpayer has a passive loss of
$35 in 1988, including the amount carried over from 1987, then no
relief under the phase-in is provided. If the taxpayer has a passive
loss of $50 in 1988 (consisting of the $35 from 1987 and $15 from
1988, all of which is attributable to pre-October 23, 1986 interests),
then $6 of losses (40 percent of the $15 loss arising in 1988) is al-
lowed against active income under the phase-in rule. The $35 loss
carryover from 1987 is disallowed in 1988 and is carried forward
(along with the disallowed $9 from 1988) and allowed in any subse-
quent year in which the taxpayer has net passive income.

The applicable phase-in percentage applies to the passive loss net
of any portion of such loss that may be allowed against non-passive
income under the $25,000 rule.

Transition relief is provided in the case of low-income housing ac-
tivities. Losses from certain investments after 1983 in low income
housing are not treated as from a passive activity, applicable for a
period of up to 7 years from the taxpayer’s original investment.5°

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $753 million in 1987, $3,008 million in 1988, $4,831 million in
1989, $6,811 million in 1990, and $8,003 million in 1991.

50 See, 132 Cong. Rec. E3392, October 2, 1986 (statement of Mr. Rostenkowski).



B. Extension of At-Risk Rules to Real Estate Activities (sec 503
of the Act and sec. 465 of the Code)5!

Prior Law

Loss limitation rules

Prior and present law (Code sec. 465) provide an at-risk limita-
tion on losses from business and income-producing activities other
than real estate and certain corporate active business activities, ap-
plicable to individuals and to certain closely held corporations.52
The rule is designed to prevent a taxpayer from deducting losses in
excess of the taxpayer’s actual economic investment in an activity.

Under the loss limitation at-risk rules a plicable to activities
other than the holding of real property under prior and present
law, a taxpayer’s deductible losses from an activity for any taxable
year are limited to the amount the taxpayer has placed at risk (i.e.,
the amount the taxpayer could actually lose) in the activity. The
initial amount at risk is generally the sum of (1) the taxpayer’s
cash contributions to the activity; (2) the adjusted basis of other
property contributed to the activity; and (3) amounts borrowed for
use in the activity with respect to which the taxpayer has personal
liability or has pledged as security for repayment property not used
in the act1v1ty This amount is generally increased each year by the
taxpayer’s share of income and is decreased by the taxpayer’s
share of losses and withdrawals from the activity.

In the case of activities other than holding real property, a tax-
payer is generally not considered at risk with respect to borrowed
amounts if (1) the taxpayer is not personally liable for repayment
of the debt (nonrecourse loans); or (2) the lender has an interest
(other than as a creditor) in the activity (except to the extent pro-
vided in Treasury regulations). The taxpayer is also not considered
at risk with respect to amounts for which the taxpayer is protected
against loss by guarantees, stop-loss arrangements, insurance
(other than casualty insurance) or similar arrangements. Losses
which may not be deducted for any taxable year because of the loss
limitation at-risk rule may be deducted in the first succeeding year
in which the rule does not prevent the deduction.

The loss limitation at-risk rule for activities other than holdin
real property under prior and present law is applicable to individ-

51 For leénslatwe background of the provision, see: HL.R. 3838, as reported by the House Com-
m:ttee on Ways and Means on December 7, 1985, sec. 401; HReg 99—426 PP 292-295 H.R. 3838,
gorted by the Senate Committee on Finance on May 29, 1986, sec. 1411; S.Rep. 99-313, pp.

747 751; and H.Rep. 99-841, Vol. II (September 18, 1986), gp 134-136 (Conference Report).
52 The Tax Reform Act of 1976 (P.L. 94-455) apphed the at-risk rule to four specific activities:
(1) holdmg producing, or distributing motion picture films or video tapes; (2) farming; (3) leasing
fp ger(tg and (4) exploring for, or exploiting, oil and natural gas resources. The Rev-
enue Act of 1978 (P.L. 95-600) extended the rule to “activities except real estate and certain
equipment leasing engaged in by closely held corporations. The Deficit Reduction Act of 1984
(P.L. 98-369) created an exception for certain active businesses of closely held C corporations.

(255)
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uals and to closely held corporations more than 50 percent in value
of the stock in which was owned, at any time during the last half
of the taxable year, by or for 5 or fewer individuals. Stock owner-
ship is generally determined according to the rules applicable for
purposes of identifying a personal holding company (sec. 542(aX2)).
In the case of a partnership or S corporation, the rules apply at the
partner or shareholder level respectively.

Generally, a taxpayer’s amount at risk is separately determined
with respect to separate activities. Nevertheless, activities are
treated as one activity (i.e., aggregated) if the activities constitute a
trade or business and (1) the taxpayer actively participates in the
management of that trade or business, or (2) in the case of a trade
or business carried on by a partnership or S corporation, 65 percent
or more of losses is allocable to persons who actively participate in
the management of the trade or business. Authority is provided to
prescribe. regulations under which activities are aggregated or
treated as separate activities.5® In addition, an exception from the
at-risk rules is provided for certain active business activities of
closely held corporations, and for this purpose, the component
members of an affiliated group are treated as a single taxpayer
(sec. 465(cXTXI). '

Investment tax credit rules

Prior law also provided rules requiring the taxpayer to be at-risk
with respect to property in order to qualify for the investment tax
credit (sec. 46(cX8)). These rules provided an exception where the
property is financed by certain third party nonrecourse loans.

The investment tax credit at-risk rules limited the credit base of
property used in an activity that was subject to the loss limitation
at-risk rules, and generally provided that nonrecourse debt was
treated as an amount at risk for investment credit purposes where
(1) it was borrowed from an unrelated commercial lender, or repre-
sented a loan from or was guaranteed by certain governmental en-
tities; (2) the property was acquired from an unrelated person; (8)
the lender was unrelated to the seller; (4) the lender or a related
person did not receive a fee with respect to the taxpayer’s invest-
ment in the property; (5) the debt was not convertible debt; and (6)
the nonrecourse debt did not exceed 80 percent of the credit base of
the property.

Reasons for Change :

Congress concluded that it is appropriate to apply the at-risk
rules to real estate activities so as to limit the opportunity for over-
valuation of property (resulting in inflated deductions), and to pre-
vent the transfer of tax benefits arising from real estate activities
to taxpayers with little or no real equity in the property.

The Act therefore extends the at-risk rules to real estate, with an
exception for certain nonrecourse financing provided by organiza-
tions in the business of lending.

53 Similar rules apply in the case of activities described in sec. 465(cX2XA) (which includes
certain motion picture, farming, leasing, oil and gas and geothermal deposit activities).
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Nonrecourse financing by the seller of real property or a promot-
er (or a person related to either the seller or promoter) is not treat-
ed as an amount at risk under the Act, because there may be little
or no incentive to limit the amount of such financing to the value
of the property. In the case of third party commercial financing se-
cured solely by the real property, however, the lender is much less
likely to make loans which exceed the property’s value or which
cannot be serviced by the property; it is more likely that such fi-
nancing will be repaid and that the purchaser consequently has or
will have real equity in the activity, and therefore that the financ-
ing may appropriately be treated as an amount at risk. Where the
lender is a related person with respect to the taxpayer (other than
the seller or the promoter, or a person related to either of them),
however, Congress was concerned about opportunities for overvalu-
ation of property (resulting in inflated deductions) and for the
transfer of tax benefits attributable to amounts that resemble
equity. Accordingly, financing from such a related person may be
treated as an amount at risk under the Act only if the terms of the
loan are commercially reasonable and on substantially the same
terms as loans involving unrelated persons.

Explanation of Provision

-Under the Act, the at-risk rules (which continue to apply to ac-
tivities other than holding real property) are extended to the activi-
ty of holding real property. In the case of such a real estate activi-
ty, the Act provides an exception for qualified nonrecourse financ-
ing which is secured by real property used in the activity; the tax-
payer is treated at-risk with respect to such financing. In the case
of a real estate activity involving nonrecourse financing from relat-
ed persons (not including the seller, a person receiving a fee for the
investment (such as a promoter), or a person related to either of
them), the financing can be treated as an amount at risk only if
the terms of the loan are commercially reasonable and on substan-
tially the same terms as loans involving unrelated persons.

Qualified nonrecourse financing

The exception provided for qualified nonrecourse financing is
similar to the rules for qualified commercial financing under the
investment tax credit at-risk rules of prior law, with certain modifi-
cations. Qualified nonrecourse financing generally includes financ-
ing that is secured by real property used in the activity and that is
loaned by a Federal, State or local government or instrumentality
thereof or guaranteed by a Federal, State, or local government, or
is borrowed by the taxpayer from a qualified person, with respect
to the activity of holding real property (other than mineral proper-
ty). Convertible debt is not treated as qualified nonrecourse financ-
ing.

Generally, to the extent an activity was not subject to the at-risk
rules (by virtue of section 465(c)(3)(D) of prior law), it will be treat-
ed under the Act as the activity of holding real property. The pro-
vision of services and the holding of personal property which is
merely incidental to the activity of making real property available
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as living accommodations is treated as part of the activity of hold-
ing real property.

For purposes of the provision, nonrecourse financing means fi-
nancing with respect to which no person is personally liable, except
to the extent otherwise provided in regulations. Regulations may
set forth the circumstances in which guarantees, indemnities, or
personal liability (or the like) of a person other than the taxpayer
will not cause the financing to be treated as other than qualified
nonrecourse financing.

Qualified persons include any person actively and regularly en-
gaged in the business of lending money. Such persons generally in-
clude, for example, a bank, savings and loan association, credit
union, or insurance company regulated under Federal, State, or
local law, or a pension trust. However, qualified persons do not in-
clude (1) any person from which the taxpayer acquired the proper-
ty (or a person related to such person), or (2) any person who re-
ceives a fee (e.g., a promoter) with respect to the taxpayer’s invest-
ment in the property (or a person related to such person). Thus, for
example, no portion of seller financing and promoter financing is
qualified nonrecourse financing.

The Act adopts the definition of related person applicable under
the prior law investment tax credit at-risk rules, with modifica-
tions. Under this rule, related persons generally include family
members, fiduciaries, and corporations or partnerships in which a
person has at least a 10-percent interest.

In the case of a real estate activity where nonrecourse financing
is from a related person (other than seller or promoter financing,
which cannot be treated as qualified nonrecourse financing), addi-
tional requirements are imposed. Such amounts can be treated as
at risk if the terms of the loan are commercially reasonable and on
substantially the same terms as loans involving unrelated persons.
Congress imposed these additional requirements in the case of re-
lated party nonrecourse financing in real estate activities because
of concern not only about the opportunity for overvaluation in re-
lated party financing, but also about the transfer of tax benefits at-
tributable to dmounts that are in the nature of equity contribu-
tions (rather than loans) supplied by related persons.

Congress intends that terms of nonrecourse financing are com-
mercially reasonable if the financing is a written unconditional
promise to pay on demand or on a specified date or dates a sum or
sums certain in money, and the interest rate is a reasonable
market rate of interest (taking into account the maturity of the ob-
ligation). If the interest rate is below a reasonable market rate, a
portion of the principal may in fact represent interest, with the
result that the stated principal amount may exceed the fair market
value of the financed property (or the amount that actually is debt
for tax purposes, if the property is less than 100 percent debt fi-
nanced). Generally, an interest rate will not be considered commer-
cially reasonable if it is significantly below the market rate on
comparable loans by qualified persons who are not related (within
the meaning of sec. 465(bX3XC)) to the borrowers under the compa-
rable loans. In addition, it is likely that a loan which would be
treated as a “below-market loan” within the meaning of section
7872(e) of the Code is not commercially reasonable.
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Similarly, if the interest rate exceeds a reasonable market rate,
or is contingent on profits or gross receipts, a portion of the princi-
pal amount may in fact represent a disguised equity interest (and a
portion of the interest in fact is a return on equity) with the result
that the stated principal amount may exceed the fair market value
of the financed property (or the amount that actually is debt for
tax purposes, if the property is not 100 percent debt financed).
Thus, generally, an interest rate will not be considered commercial-
ly reasonable if it significantly exceeds the market rate on compa-
rable loans by unrelated qualified persons. Nor will an interest
rate be considered commercially reasonable if it is contingent. Con-
gress does not intend, however, to limit the use of interest rates
that are not fixed rates, provided that interest is calculated with
respect to a market interest index such as the prime rate charged
by a major commercial bank, LIBOR, the rate on government secu-
rities (such as Treasury bills or notes), or the applicable Federal
rate (within the meaning of sec. 1274(d)). For example, an interest
rate floating at 1 point above the prime rate charged by a major
commercial bank will not generally be considered contingent.

The terms of the financing will also not be considered commer-
cially reasonable if, for example, the term of the loan exceeds the
useful life of the property, or if the right to foreclosure or collec-
tion with respect to the debt is limited (except to the extent provid-
ed under applicable State law).

Generally, Congress intended that the financing be debt with
arms’ length terms, to carry out the purpose of the at-risk rule to
limit deductions to the taxpayer’s amount at risk. Thus, nonre-
course financing from a person related to the taxpayer must be on
substantially the same terms as financing involving unrelated per-
sons. .

Congress also intended that no inference is to be drawn from this
provision (permitting certain nonrecourse financing to be treated
as at risk without regard to whether the lender is a related person)
as to the determination of a partner’s distributive share of partner-
ship items of a partnership under section 704, or a partner’s share
of partnership liabilities under section 752.

nder the Act, convertible debt is not treated as qualified nonre-
course financing. Congress has concluded that it is not apgropriate
to treat investors as at risk with respect to nonrecourse debt that is
convertible and that consequently represents a right to an equiti
interest, because taxpayers are not intended to be treated as at ris
for amounts representing others’ rights to equity investments.

A special rule for partnerships provides that partnership-level
qualified nonrecourse financing may increase a partner’s (including
a limited partner’s) amount at risk, determined in accordance with
his share of the liability (within the meaning of sec. 752), provided
the financing is qualified nonrecourse financing with respect to
that partner as well as with respect to the partnership. For the
purpose of determining whether partnership borrowings are treat-
ed as qualified nonrecourse financing with respect to the partner-
ship, the partnership is treated as the taxpayer. For the purpose of
determining whether a share of partnership borrowings is treated
as qualified nonrecourse financing with respect to a partner, the
partner is also treated as the borrower. The amount for which part-
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ners are treated as at risk under this rule may not exceed the total
flmolunt of the qualified nonrecourse financing at the partnership
eve

In the case of property taken subject to a nonrecourse debt which
constituted qualified nonrecourse financing in the hands of the
original borrower, such debt may be considered as qualified nonre-
course financing as to the original borrower’s transferee, provided
that all the criteria for qualified nonrecourse financing are satis-
fied for that debt with respect to the transferee. The same rule ap-
plies to subsequent transfers of the property taken subject to the
debt, and to the admission of new partners to a partnership (or sale
or exchange of a partnership interest), so long as the debt consti-
tutes qualified nonrecourse financing with respect to each transfer-
ee or new partner.

Aggregation rules

The prior and present law at-risk aggregation rules (sec.
465(cX3XB)) generally apply to the activity of holding real property.
Under these rules, Congress intended that if a taxpayer actively
participates in the management of several partnerships each en-
gaged in the real estate business, the real estate activities of the
various partnerships may be aggregated and treated as one activity
with respect to that partner for purposes of the at-risk rules. Also
it was intended that the regulations relating to the treatment of at-
risk amounts in the case of an affiliated group of corporations
(Treasury Reg. sec. 1.1502-45) be appropriately modified, in the case
of an affiliated group which is engaged principally in the real
estate business, to allow aggregation of the real estate activities,
where the component members of the group are actively engaged
in the management of the real estate business (not including real
estate financing other than between members of the affihated

group).
Credit at-risk rules

The Act extends the investment tax credit ab-rlsk rules (sec.
46(cX8)) to activities involving real estate where a credit is other-
wise allowable.5¢ In applying the credit at-risk requirement that
the financing not exceed 80 percent of the credit base, in the case
of property where only a portion of the basis is eligible for a credit,
under regulations, only the financing with respect to that portion
shall be taken into account.

Effective Date

The extension of the at-risk rules to the activity of holding real
property is effective for property placed in service after December
31, 1986, and for losses attributable to an interest in a partnership
or S corporation or other pass-through entity that is acquired after
December 31, 1986. One specific transition rule is provided.

54 For special rules relating to the application of the credit at-risk rules to the low-income
housing credit, see Title II, Part E, supra.
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Revenue Effect

The provision is estimated to reduce fiscal year budget receipts
by $24 million in 1987 and $15 million in 1988, and increase fiscal
year budget receipts by $30 million in 1989, $23 million in 1990,
and $33 million in 1991.



C. Interest Deduction Limitations (Sec. 511 of the Act and secs.
163 (d) and (h) of the Code)5®

Prior Law
In general

Under prior law (Code sec. 163(d)), in the case of a noncorporate
taxpayer, deductions for interest on indebtedness incurred or con-
tinued to purchase or carry property held for investment were gen-
erally limited to $10,000 per year, plus the taxpayer’s net invest-
ment income. Under prior and present law, investment interest
paid or accrued during the year which exceeds the limitation on in-
vestment interest is not permanently disallowed, but is subject to
an unlimited carryover and may be deducted in future years (sub-
ject to the applicable limitation) (prior-law sec. 163(d)2)). Under
prior law, interest incurred to purchase or carry certain property
subject to a net lease generally was treated as investment interest,
if certain trade or business deductions were less than 15 percent of
the rental income, or if the lessor was guaranteed a specific return
or guaranteed against loss of income.

Income and interest of partnerships and S corporations generally
retained their entity level character (as either investment or non-
investment interest or income) in the hands of the partners and
shareholders. The prior-law treatment of interest incurred to pur-
chase or carry a partnership interest or S corporation stock was
not entirely clear.5

Investment income and expenses

Investment income.—Investment income under prior law was
income from interest, dividends, rents, royalties, short-term capital
gains arising from the disposition of investment assets, and any
amount of gain treated as ordinary income pursuant to the depre-
ciation recapture provisions (secs. 1245, 1250, and 1254), but only if
the income was not derived from the conduct of a trade or business
(sec. 163(dX3)A)).

Investment expenses.—In determining net investment income, the
investment expenses taken into account were trade or business ex-
penses, real and personal property taxes, bad debts, depreciation,
amortizable bond premiums, expenses for the production of income,

55 For legislative background of the provision, see: H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, sec. 402; H.Rep. 99426, pp. 296-301; H.R. 3838,
as reported by the Senate Committee on Finance on May 29, 1986, sec. 1421; S.Rep. 99-313, pp.
802-808; and H.Rep. 99-841, Vol. II (September 18, 1986), pp. 151-157 (Conference Report).

58 Proposed Treas. Reg. sec. 1.57-2(bX2Xi) implied that the interest would not be investment
interest where the underlying assets are not investment assets. Com, Rev. Proc. 7218, 19721
C.B. 740, sec. 4.05 (relating to sec. 265 of the Code), and sec. 163(dX7); see H.R. Rep. No. 97-760,
97th Cong., 2d Sess. at 476477 (1982).

(262)
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and depletion, to the extent these expenses were directly connected
with the production of investment income.

For purposes of this determination, depreciation with respect to
any property was taken into account on a straight-line basis over
the useful life of the property, and depletion was taken into ac-
count on a cost basis. . :

Other interest

Under prior law, no limitation was imposed under section 163(d)
on the deductibility of interest on indebtedness incurred for other
purposes, e.g. to purchase or carry consumption goods. Under prior
and present law, interest on indebtedness incurred in connection
with the taxpayer’s trade or business is also not subject to the limi-
tation on the deductibility of interest expense under section 163,

Reasons for Change

Investment interest

Under prior law, leveraged investment property was subject to
an interest limitation, for the purpose of preventing taxpayers
from sheltering or reducing tax on other, non-investment income
by means of the unrelated interest deduction. Congress concluded
that the interest limitation should be strengthened so as to reduce
the mismeasurement of income which can result from the deduc-
tion of investment interest expense in excess of current investment
income, and from deduction of current investment expenses with
respect to investment property on which appreciation has not been
recognized.

Under prior law, no part of long-term capital gains were included
in net investment income. Congress concluded that the continu-
ation of this rule was inappropriate because long-term capital gains
are generally taxed at the same effective rate as ordinary income
when the Act is fully phased in.

Personal interest

Prior law excluded or mismeasured income arising from the own-
ership of housing and other consumer durables. Investment in such
goods allowed consumers to avoid the tax that would apply if funds
were invested in assets producing taxable income and to avoid the
cost of renting these items, a cost which would not be deductible in
computing tax liability. Thus, the tax system under prior law pro-
vided an incentive to invest in consumer durables rather than
assets which produce taxable income and, therefore, an incentive to
consume rather than save.

Although Congress believed that it would not be advisable to sub-
ject to income-tax imputed rental income with respect to consumer
durables owned by the taxpayer, it nevertheless concluded that it is
appropriate and practical to address situations where personal ex-
penditures are financed by borrowing. By phasing out the present
deductibility of personal interest, Congress intended to eliminate
from the prior tax law a significant disincentive to saving.

While Congress recognized that the imputed rental value of
owner-occupied housing may be a significant source of untaxed
income, the Congress nevertheless determined that encouraging
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home ownership is an important policy goal, achieved in part by
providing a deduction for residential mortgage interest. Therefore,
the personal interest limit does not affect the deductibility of inter-
est on debt secured by the taxpayer’s principal residence or second
residence, to the extent of the basis of the principal residence (or
second residence). In addition, because the Congress intended to
provide special treatment to taxpayers who borrow to finance medi-
cal or educational expenses, interest on debt secured by the taxpay-
er’s principal residence or second residence that is used to pay edu-
cational or medical expenses of the taxpayer or a family member is
deductible, even though such borrowings cause the total debt se-
cured by the residence to exceed the taxpayer’s basis in the resi-
dence, provided the total debt does not exceed the fair market
value of the residence.

Explanation of Provisions
In general

In general, under the Act, personal interest is not deductible,
and the deduction for investment interest is limited to investment
income for the year with an indefinite carryforward of disallowed
investment interest. The personal interest limitation does not
apply to interest on debt secured by the taxpayer’s principal resi-
dence (to the extent of its basis plus the amount of su¢h debt used
to pay certain educational or medical expenses) and interest on

debt secured by a second residence of the taxpayer (to the extent of

its basis plus the amount of such debt used to pay certain educa-
tional or medical expenses), provided the total amount of such debt

" does not exceed the fair market value of such residence.

\

The Act provides that the deduction for investment interest is
limited to the amount of net investment income. Interest disal-
lowed under the provision is carried forward and treated as invest-
ment interest in the succeeding taxable year. Interest disallowed
under the provision is allowed in a subsequent year only to the
extent the taxpayer has net investment income in such year. Inter-
est expense that is paid or incurred in carrying on a trade or busi-
ness is not subject to the interest deduction limitations under the
Act but may be subject to the passive loss limitation (Act sec. 501)
in some circumstances.

Definition of investment interest

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, any interest held by the
taxpayer in an activity involving a trade or business which is not a
passive activity under the passive loss rule (as added by sec. 501 of
the Act) and in which the taxpayer does not materially participate
is treated as held for investment. Investment interest also includes
interest expense properly allocable to portfolio income under the
passive loss rule.

In addition, investment interest includes the portion of interest
expense on indebtedness incurred or continued to purchase or
carry an interest in a passive activity, to the extent attributable to
portfolio income (within the meaning of the passive loss rule).
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Investment interest does not include any interest that is taken
into account in determining the taxpayer’s income or loss from a
passive activity.5” Investment interest does not include interest
properly allocable to a rental real estate activity in which the tax-
payer actively participates, within the meaning of the passive loss
rule. Investment interest also does not include any qualified resi-
dence interest, as described below.

Net investment income

Investment income includes gross income from property held for
investment, gain (whether long term or short term) attributable to
the disposition of property held for investment, and amounts treat-
ed as gross portfolio income under the passive loss rule.58 Invest-
ment income also includes income from interests in activities, in-
volving a trade or business, in which the taxpayer does not materi-
ally participate, if that activity is not treated as a passive activity
under the passive loss rule.

Net investment income is investment income net of investment
expenses. Investment expenses are deductible expenses (other than
interest) directly connected with the production of investment
income. Under the Act, if depreciation or depletion deductions are
allowed with respect to assets that produce investment income, in-
vestment expense is determined utilizing the actual depreciation or
depletion deductions allowable. In determining other deductible in-
vestment expenses, it is intended that investment expenses be con-
sidered as those allowed after application of the rule limiting de-
ductions for miscellaneous expenses to those expenses exceeding
two percent of adjusted gross income. In computing the amount of
expenses that exceed the 2-percent floor, expenses that are not in-
vestment expenses are intended to be disallowed before any invest-
ment expenses are disallowed.

Property subject to a net lease is not treated as investment prop-
erty under this provision, to the extent it constitutes a rental activ-
ity that is treated as a passive activity under the passive loss rule.
Income from a rental real estate activity in which the taxpayer ac-
tively participates is not included in investment income.

The investment interest limitation is not intended to disallow a
deduction for interest expense which in the same year is required
to be capitalized (e.g., construction interest subject to sec. 263A) or
is disallowed (e.g., under sec. 265 (relating to tax-exempt interest)).

57 As under prior law, interest on indebtedness incurred to purchase an interest in a trade or
business partnership as a general partner (that is not treated as an interest in a passive activi-
ty) generally is not treated as investment interest for purposes of sec. 163(d). See, e.g., Technical
Advice Memorandum 8235004 (May 21, 1982). Similarly, it is intended that interest on indebted-
ness to acquire stock in an S corporation whose assets aré used solely in conducting a trade or
business, where the stock is not an interest in a passive activity because the taxpayer materially
participates in the trade or business of the S corporation, is not investment interest, but rather
is treated as interest incurred or continued in connection with a trade or business. In addition,
interest treated as allocable to an interest in a partnership, or stock in an S corporation, that is
treated as an interest in a passive activity under the passive loss rule (see discussion of the pas-
sive loss rule, supra), is not subject to the investment interest limitation (except to the extent
such interest expense is allocated to portfolio income under the passive loss rule).

58 A technical correction (deleting the flush language at the end of Act sec. 163(dX4XB)) may
be needed so that the statute reflects this intent. Such a correction was included in the versions
of H. Con. Res. 395 that passed the House and the Senate in the 99th Congress.
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Personal interest

Under the Act, personal interest is not deductible. Personal in-
terest 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 performing services as an employee),5? invest-
ment interest, or interest taken into account in computing the tax-
payer’s income or loss from passive activities for the year. Thus,
personal interest includes, for example, interest on a loan to pur-
chase an automobile, interest on a loan to purchase a life insur-
ance policy, and credit card interest, where such interest is not in-
curred or continued in connection with the conduct of a trade or
business. Personal interest also includes interest on underpayments
of individual Federal, State or local income taxes notwithstand.ing
that all or a portion of the income may have arisen in a trade or
business, because such taxes are not considered derived from the
conduct of a trade or business.t® However, personal interest does
not include interest payable on estate tax deferred under sections
6163 or 6166.

Personal interest does not include qualified residence interest of
the taxpayer, as discussed below.

Qualified residence interest

Under the Act, qualified residence interest is not subject to the
limitation on personal interest. Qualified residence interest gener-
ally means interest on debt secured by a security interest valid
against a subsequent purchaser under local law on the taxpayer’s
principal residence or a second residence of the taxpayer.! Quali-
fied residence interest means interest on such debt 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 ex-
penses. Qualified residence interest does not include interest on
any portion of such debt in excess of the fair market value of the
residence. 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 recorded se-
curity instrument will be rendered ineffective or the enforceability
of such instrument will be otherwise restricted by State and local
laws such as the Texas homestead law, shall be treated as qualified
residence interest, provided that such interest is otherwise quali-
fied residence interest.2 The fact that, under applicable State or

59 Thus, for example, interest on debt to finance an employee business expense is not deducti-
ble, under thig rule.

° Personal mterest does not include interest on taxes, other than income taxes, that are in-
cnrred in connection with a trade or busmess (For the rule that taxes on net income are not
attributable to a trade or business, see Treas. Reg. sec. 1.62-1(d), relating to nondeductibility of
State income taxes in computing adjusted gross income.) In addition, d}euersonal interest does not
include interest of an S corporation which is attributable to an underpayment of income tax
from a year in which the corforatlon was a C corporation or from the underpayment of the
taxes imposed by sec. 1374 or 1375. Nor does personal interest include interest on an underpay-
ment of income tax of a corporation payable by a shareholder by reason of transferee liability
(under sec. 6901).

61 Generally, under local law such a security interest must be reco:
82 See colloquy between Senators Bentsen and Packwood, 132 Rec S13956 (September
217, 1986); ang%tatement of Chairman Rostenkowski, 132 Cong Rec. H8363 (September 25, 1986).
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local law, a buyer does not acquire legal title to a residence he has
purchased by means of debt until the debt is fully paid is not in-
tended to have the result that the debt is treated as not secured by
the residence, for purposes of this provision. Qualified residence in-
terest is not subject to the limitation on personal interest even
though the borrowed funds are used for personal expenditures.

Residences of the taxpayer.—The taxpayer’s principal residence is
intended to be the residence that would qualify for rollover of gain
under section 1034 if it were sold. A principal residence may be a
condominium or cooperative unit.6® A dwelling unit will qualify as
a residence only if it meets the requirements for use as a residence
under section 280A. A second residence of the taxpayer includes a
dwelling unit used by the taxpayer as a residence within the mean-
ing of section 280A (gain on which could qualify for rollover treat-
ment under section 1034 if the residence were used as a principal
residence). If a second residence is not rented at any time during
the taxable year, the taxpayer need not meet the requirement of
section 280A(d)(1) that the residence be used for personal (non-
rental) purposes for the greater of 14 days or 10 percent of the
number of days it is rented.®* In the case of a joint return, a
second residence includes a residence used by the taxpayer or his
spouse and which is owned by either or both spouses.

Qualified residence interest may include interest paid by the tax-
payer on debt secured by a residence of the taxpayer that he owns
jointly or as a tenant in common, provided that all the require-
ments for qualified residence interest are met.

Qualified residence interest not treated as personal interest
under the provision may include all or a portion of the interest on
debt secured by the taxpayer’s stock in a housing cooperative unit
that is a residence of the taxpayer, or by his proprietary lease with
respect to the unit. In addition, qualified residence interest not
treated as personal interest under the provision may include all or
a portion of the taxpayer’s share under section 216 of interest ex-
pense of the housing cooperative allocable to his unit and to his
share of common residential (but not commercial) areas of the co-
operative. In applying the qualified residence interest exception
where the taxpayer’s residence is a cooperative housing unit, it is
intended that regulations will be issued providing that the basis
and fair market value limitations will apply in such a way as to
achieve a result comparable to that which would occur if the tax-
payer owned his share of the assets of the cooperative directly.

In the case of housing cooperatives, debt secured by stock held by
the taxpayer as a tenant-stockholder is treated as secured by the
residence the taxpayer is entitled to occupy as a tenant-stockhold-
er. Where the stock may not be used as security by virtue of re-
strictions arising, for example, pursuant to local or State law, or
pursuant to reasonable restrictions in the cooperative agreement,
the stock may be treated as securing such debt, if the taxpayer es-

“31\ pr;g)mpal residence may also include a houseboat or house trailer. See Treas. Reg. sec.
1.1034-1(c

* A technical correction may be needed so that the statute gtoperly reflects this intent. Such
a correctlon was included in the versions of H. Con. Res. 395 that passed the House and the
Senate in the 99th Congress.
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tablishes to the satisfaction of the Internal Revenue Service that
the debt was incurred to acquire the stock.

In the case of a husband and wife filing separate returns, each

spouse may deduct interest on debt secured by one residence: Alter-
natively the spouses may consent in writing to allow one spouse to
claim interest on debt secured by two residences at least one of
which is a principal residence. In the latter case, any interest of
the other spouse on debt secured by a residence is treated as inter-
est which may be subject to disallowance.
. In the case of a taxpayer who owns more than two residences,
the taxpayer may designate each year which residence (other than
the taxpayer’'s principal residence) the taxpayer wishes to have
treated as the second residence.

Amount of limitation.—Qualified residence interest is calculated
as interest on debt secured by the residence, up to the amount of
the basis of the residence, plus the amount incurred after August
16, 1986, for qualified medical and educational expenses. If the
amount of any debt incurred on or before August 16, 1986, and se-
cured by the residence on August 16, 1986 (reduced by any princi-
pal payments thereon) exceeds the taxpayer’s basis for the resi-
dence, then such amount (reduced by any prin_cipa.l payments
thereon) shall be substituted for the taxpayer's basis in applying
the preceding sentence. Increases after August 16, 1986 in the
amount of debt secured by the residence on August 16, 1986 (for
example, in the case of a line of credit) are treated as incurred
after August 16, 1986. Thus, interest on outstanding debt secured
by the taxpayer’s principal or second residence, incurred on or
before August 16, 1986, is treated as fully deductible (to the extent
the debt does not exceed the fair market value of the residence),
regardless of whether the borrowed funds are used for personal ex-
penditures. Interest on debt secured by the taxpayer’s principal or
second residence, incurred after August 16, 1986, which debt ex-
ceeds the taxpayer’s basis in the residence, is allowed only if the
debt is incurred for qualified medical or educational expenses.

For purposes of determining qualified residence interest, the
amount of the taxpayer’s basis is determined without taking into
account adjustments to basis under section 1034(e) (relating to roll-
over of gain upon the sale of the taxpayer’s principal residence), or
1033(b) (relating to involuntary conversions). The basis for the resi-
dence includes the cost of improvements to the residence that are
added to the basis of the residence.®5 The taxpayer’s basis is deter-
mined without regard to other adjustments to basis, such as depre-
¢iation. Thus, for example, if a taxpayer’s second residence is
rented to tenants for a portion of the year, and its basis is reduced
by -deductions for depreciation allowed in connection with the
rental use of the property, the amount of his basis for the residence
is not reduced by such deductions for purposes of this provision.
Where the basis of a residence is determined under section 1014
(relating to the basis of property acquired from a decedent), the
basis under this provision is the basis determined under section
1014 (plus the cost of home improvements made by the taxpayer

85 In the case of a home imprdement loan, it is intended that the basis limitation under this
provision will be adjusted to reflect the use of the loan proceeds for home improvements.
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that are included in basis). In general, under this provision, the
amount of debt on which the taxpayer may deduct interest as
qualified interest will not be less than his purchase price for the
residence.

Generally, interest on debt secured by the taxpayer’s principal or
second residence (up to the amount of the taxpayer’s basis) is treat-
ed as qualified residence interest. Thus, for example, if the taxpay-
er’s basis in his principal residence is $100,000 (and this amount
does not exceed fair market value), and the residence is secured by
debt in the amount of $60,000, interest on a refinancing for a total
of $100,000 (including the original -$60,000 plus an additional
$40,000) is treated as qualified residence interest, regardless of the
fact that the borrowed funds are used for personal expenditures by
the taxpayer.

Qualified medical expenses are those amounts paid for medical
care within the meaning of sec. 213(dX1XA) and (B) (not including
amounts paid for insurance covering medical care under sec.
213(dX1XC)), of the taxpayer, his spouse and dependents.

Qualified educational expenses are those amounts paid for rea-
sonable living expenses while away from home, and for any tuition
and related expenses incurred that would qualify as scholarships
(under sec. 117(b) as amended by the Act), for the taxpayer, his
spouse or dependent, while a student at an educational organiza-
tion described in section 170(b)X1). Thus, tuition expenses for pri-
mary, secondary, college and graduate level education are general-
ly included in qualified educational expenses. The qualified educa-
tional expenses or qualified medical expenses must be incurred
within a reasonable period of time before or after the debt is in-
curred. Medical or educational expenses that are reimbursed are
not intended to be treated as qualified medical or educational ex-
penses. :

Interest on debt that is used to pay qualified medical or educa-
tional expenses, to be deductible as qualified residence interest,
must be secured by the taxpayer’s principal residence or second
residence. Interest expense is so treated if the debt is so secured at -
the time the interest is paid or accrued.

Effective Date

The investment and personal interest limitations, as amended by
the Act, are effective for taxable years beginning on or after Janu-
ary 1, 1987, regardless of when the obligation was incurred. The
limitations are phased in. The personal interest limitation and the
investment interest limitation are each phased in separately at the
same rate.

Investment interest.—Under the Act, the amount of investment
interest disallowed during the phase-in period is generally the sum
of (i) the amount of investment interest that would have been disal-
lowed under prior law plus (ii) the applicable portion of the addi-
tional amount of investment interest that would be disallowed once
the provision is fully phased in. The amount of passive losses al-
lowed under the passive loss phase-in rule (supra) that are sub-
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tracted from investment income are subject the investment interest
phase-in applicable percentages.®® :

The applicable percentage under the investment interest phase-
in rule is 35 percent in 1987, 60 percent in 1988, 80 percent in 1989,
90 percent in 1990 and 100 percent in 1991 and thereafter. Thus,
for example, if an individual taxpayer has $20,000 of investment in-
terest expense in excess of investment income in 1987, 35 percent
of the amount that does not exceed $10,000 or $3,500, plus the
amount in excess of the $10,000 allowance would be disallowed.
Thus, $13,500 would be disallowed, and $6,500 would be allowed: for
1987 (assuming the taxpayer had no net passive loss for the year).

With respect to the investment interest limitation, for taxable
years beginning on or after January 1, 1987 and before January 1,
1991, the amount of net investment income is reduced by the
amount of losses from passive activities that is allowed as a deduc-
tion by virtue of the phase-in of the passive loss rule (other than
net losses from rental real estate in which the taxpayer actively
participates). For example, if a taxpayer has a passive loss which
would be disallowed were the passive loss rule fully phased in (as
in taxable years beginning after December 31, 1990), but a percent-
age of which is allowed under the passive loss phase-in rule, the
amount of loss so allowed reduces the amount of the taxpayer’s net
investment income under the investment interest limitation fo
that year. : :

Further, any amount of investment interest that is disallowed
under the investment interest limitation during the period that the
investment interest limitation is phased in (that is, taxable years
beginning on or after January 1, 1987 and before January 1, 1991)
is not allowed as a deduction in a subsequent year except to the
extent the taxpayer has net investment income in excess of invest-
ment interest in the subsequent year.®?

Personal interest.—The limitation on personal interest is phased
in over the same period and applying the same percentages as for
the investment interest limitation. No carryforwards are permitted
for disallowed personal interest. ‘

Revenue Effect

This provision is estimated to increase fiscal year budget receipts
by $620 million in 1987, $4,511 million in 1988, $6,260 million in
1989, $8,370 million in 1990, and $9,597 million in 1991.

¢8 A technical correction may be needed so that the statute properly reflects this intent. Such
ge correction was included in the versions of H. Con. Res. 395 that passed the House and the

nate. B

87 For example, assume that, in 1987, the taxpayer has a passive loss of $80,000 of which
$30,000 is attributable to rental real estate activities in which the taxpayer actively participates.
Assuming the tax5pa er is entitled to deduct $25,000 of active rental losses, then 35 percent of
the remaining $55,000, or $19,250, would be suspended under the passive loss limitation. Of the
deductible $35,750 of passive losses, the portion not attributable to active rental activities re-
duces the taxpayer’s net investment income under the investment interest limitation for 1987.

That portion is determined by first calculating the ratio of (1) the amount of 1987 losses that
are not attributable to rental real estate activities in which the taxpayer actively participates
-($50,000) to (2) the amount of 1987 losses that are subject to the aPassive loss phase-in rule
($55,000). The ratio is applied to the total amount of passive losses allowed in 1987, other than
those allowed under the §25,000 allowance ($35,750), to determine the portion allowed under the
passive loss phase-in rule. This portion (i.e., $32,500) is subtracted from the amount of net invest-
ment income, under the investment interest limitation phase-in rule.



TITLE VI—CORPORATE TAXATION

A. Corporate Tax Rates (Sec. 601 of the Act and sec. 11 of the
Code)!

Prior Law

Under prior law, corporate taxable income was subject to tax
under a 5-step graduated rate structure. The top corporate tax rate
was 46 percent on taxable income over $100,000. The corporate tax-
la)blle income brackets and tax rates were as set forth in the table

elow.

Taxable income ('l‘p:’:, cl::‘tf)
Not over $25,000 ........cc.vevrveerrinriererreervessressrosssessresessessassssesssosanes 15
Over $25,000 but not over $50,000...........cccoeererrvererveernerverrrsnne 18
Over $50,000 but not over $75,000..........cccovrveerrerrererrcvrvernenee 39
Over $75,000 but not over $100,000...........ccveverrervererecrrnrncrns 40
OVEr $100,000.......ccceriniiiriererreirrerrreerioreesreeremsessesessessessessasssssons 46

This schedule of corporate tax rates was originally enacted in the
Economic Recovery Tax Act of 1981