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INTRODUCTION

This document,! prepared by the staff of the Joint Committee on
Taxation in consultation with the staffs of the House Committee on
Ways and Means and Senate Committee on Finance, provides an
explanation of the revenue provisions of the technical corrections
title of the Tax Reform Act of 1986 (Title XVIII; H.R. 3838, 99th
Congress, P.L. 99-514).2

The technical corrections title to the 1986 Act contains clerical,
conforming, and clarifying amendments to provisions enacted by
the Tax Reform Act of 1984, which was part of the Deficit Reduc-
tion Act of 1984 (P.L. 98-369), the Retirement Equity Act of 1984
(P.L. 98-397), and other recently enacted tax legislation. The
amendments made by the title are meant to carry out the intent of
Congress in enacting the original legislation. Therefore, no sepa-
rate “Reasons for Change” is set forth for each provision.

The provisions of the technical corrections title are treated as en-
acted immediately before the other provisions of the 1986 Act (Title
I-XVII). Many of the provisions which were amended by the tech-
nical corrections title were further modified by the other titles of
the 1986 Act. Except as otherwise indicated, the amendments made
by Title XVIII were effective as if included in the original legisla-
tion to which each amendment relates.

Part I of the document describes technical amendments to the
Tax Reform Act of 1984 (1984 Act); Part II describes technical
amendments to miscellaneous revenue provisions; and Part III de-
scribes technical amendments to the Retirement Equity Act of 1984
(REA). An Appendix provides the estimated revenue effect of the
technical corrections title.

1 This document may be cited as follows: Joint Committee on Taxation, Explanation of Tech-
rh:dical lgorir;g,;iorw to the Tax Reform Act of 1984 and Other Recent Tax Legislation (JCS-11-87),

ay 13, .

2 For an explanation of the other provisions of the Tax Reform Act of 1986 (Titles I-XV1I), see
Joint Comsmittee on Taxation, Gereral Explanation of the Tax Reform Act of 1986 (JCS-10-87),
May 4, 1987.
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TITLE XVIII OF THE TAX REFORM ACT OF 1986:
TECHNICAL CORRECTIONS PROVISIONS !

I. TECHNICAL CORRECTIONS TO THE TAX REFORM
ACT OF 1984

A. Technical Corrections to Tax Freeze and Tax Reform
Provisions

1. Tax Freeze Items

a. Finance lease rules (sec. 1801(a) of the Act and sec. 12(¢) of the
1984 Act)

Prior Law

Under the finance lease rules, the fact that a lessee has a fixed-
price purchase option or the leased property is limited use property
is not taken into account in determining whether the agreement is
a lease. The Tax Reform Act of 1984 2 (“the 1984 Act”) postponed
the effective date of the finance lease rule, except for property ac-
quired pursuant to a binding contract entered into before March 7,
1984, and certain other property.

Explanation of Provision

Under the 1984 Act, taxpayers can elect to have the amendment
that defers the finance lease rules apply to any agreement entered
into before March 7, 1984.

In addition, certain specified farm finance leases are not to be
disqualified where a C corporation becomes a partner or benefici-
ary in the partnership or trust which was the lessor.

b. Telephone excise tax (sec. 1801(b) of the Act and sec. 4251 of
the Code) '

Prior Law

The 1984 Act extended the three-percent telephone excise tax
through December 31, 1987. Due to a clerical error in enrolling the
Act, the year 1985 was inadvertently deleted.

1 For legislative background of these provisions, see H.R. 3838, as reported by the House Com-
mittee on Ways and Means on December 7, 1985, title XV; H. Rep. 99-426, pp. 877-1068; H.R.
3838, as reported by the Senate Committee on Finance on May 29, 1986, title XVIII; S. Rep. 99-
313, pp. 893-1114; and H. Rep. 99-841, Vol. II (September 18, 1986), pp. 841-860 (Conference
Report).

2 Division A of the Deficit Reduction Act of 1984 (P.L. 98-369).
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Explanation of Provision

The Act restores the year 1985 to the table of years for which the
three-percent telephone excise tax applies.

¢. Electronic funds transfer for alcohol and tobacco excise taxes
(sec. 1801(c) of the Act and secs. 5061 and 5703 of the Code)

Prior Law

The 1984 Act requires persons who were liable for $5 million or
more in any alcohol or tobacco excise tax during the preceding cal-
endar year to pay that tax by electronic funds transfer during the
succeeding calendar year.

Explanation of Provision

The Act clarifies that all corporations that are members of a con-
trolled group of corporations are treated as one person for purposes
of the electronic funds transfer requirement. The term controlled
group of corporations has the same meaning as under Code section
1563, except a 50-percent, rather than an 80-percent, common own-
ership test is applied. Congress understood that the Treasury De-
partment administratively will apply this 50-percent common own-
els;ssl%ip requirement only with respect to taxes due after March 28,
1985.

Additionally, Treasury Department authority to apply these
principles to a group of persons under common control where some
members of the group are not corporations is clarified.

d. Distilled spirits held in foreign trade zones (sec. 1801(c)(3) of
the Act and sec. 27(b) of the 1984 Act)

Prior Law

The 1984 Act increased the excise tax rate on distilled spirits
from $10.50 to $12.50 per proof gallon, effective October 1, 1985.
Previously removed spirits held for sale on that date were subject
to a $2 “floor stocks” tax (subject to certain exceptions).

Because of the interaction of these provisions with the provisions
regarding foreign trade zones (see, 19 U.S.C. sec. 81a et seq.), it was
not clear whether distilled spirits held in a foreign trade zone on
October 1, 1985, and subsequently entered into U.S. customs terri-
tory, would be subject to the floor stocks tax.

Explanation of Provision

The Act clarifies that distilled spirits held in a foreign trade zone
on October 1, 1985, and entered into U.S. customs territory after
that date, are subject to the floor stocks tax.

5

2. Tax-Exempt Entity Leasing

a. Treatment of use in unrelated trade or business (sec. 1802(a)(1)
of the Act and sec. 168(j)(3)(D) of the Code)

Prior Law

In the case of 19-year real property, the 1984 Act defines “tax-
exempt use property’ as the portion of property that is leased to
tax-exempt entities under disqualified leases. This definition ap-
plies only if the portion of the property leased in a disqualified
lease is more than 35 percent of the property. That Act also pro-
vides that the term ‘‘tax-exempt use property” does not include
any portion of a property that is used predominantly in a tax-
exempt entity’s unrelated trade or business.

Explanation of Provision

The Act clarifies that the portion of a property that is used in a
tax-exempt entity’s unrelated trade or business is not treated as
used pursuant to a disqualified lease. For example, assume that a
tax-exempt entity leases 100 percent of a building for a term of 21
years. Eighty percent of the building is used in the tax-exempt en-
tity’s unrelated trade or business, and 20 percent is used in its
exempt function. No portion of the building constitutes tax-exempt
use property because the portion used in a disqualified lease (20
percent) is less than 35 percent of the property.

b. Treatment of certain previously tax-exempt organizations (sec.
1802(a)(2) of the Act and secs. 168(3)(4)(E) and (9) of the
Code)

Prior Law

Under the 1984 Act, the term “tax-exempt entity”’ includes any
organization (other than certain farmers’' cooperatives) that was
exempt from U.S. income tax at any time during the five-year
period ending on the date the property involved is leased to such
organization (or any successor organization engaged in substantial-
ly similar activities).

Explanation of Provision

The Act clarifies that the rule for former tax-exempt organiza-
tions is not limited to property that is leased to such organizations;
the rule applies with respect to any property other than property
owned by a former tax-exempt entity or a successor organization.
Under the Act, the five-year period ends on the date the property
invalved is ‘“first used” by a former tax-exempt entity. Property is
treated as first used by an organization (a) when the property is
first placed in service under a lease to such organization, or (b) in
the case of property owned by a partnership (or other pass-through
entity) of which the organization is a member, the later of the day
on which the property is first used by the partnership (or other
pass-through entity) or the day on which the organization is first a
member of such partnership (or other pass-through entity).
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For purposes of the rules relating to property owned by a part-
nership, any ‘“tax-exempt controlled entity” is treated as a tax-
exempt entity. The term “tax-exempt controlled entity” is defined
as any corporation that is not a tax-exempt entity if 50 percent or
more (by value) of the corporation’s stock is held directly or (by ap-
plication of section 318) indirectly by one or more tax-exempt enti-
ties. In applying section 318, the rules relating to attribution from
a corporation are to be applied without regard to the 50-percent
test. Therefore, an entity will be treated as owning its proportion-
ate share of stock held by a corporation in which the entity has a
direct ownership interest, regardless of the entity’s ownership per-
centage. For example, assume that each of three unrelated tax-
exempt entities utilizes a wholly owned taxable subsidiary to invest
in one-third of the stock of a fourth taxable corporation. The fourth
taxable corporation acquires an interest in a partnership holding
depreciable property. Under section 318(a)2)C), each tax-exempt
entity would be treated as owning one-third of the stock in the
fourth taxable corporation. Therefore, the fourth taxable corpora-
tion would constitute a tax-exempt controlled entity. Because the
rules for attribution from a corporation are applied without the 50-
percent threshold, the same result would obtain if the three unre-
lated tax-exempt entities invested in one-third of the stock of a
single taxable corporation, and the taxable corporation organized a
second taxable corporation; here, the second taxable corporation
would constitute a tax-exempt controlled entity.

A tax-exempt controlled entity is not treated as a tax-exempt
entity (or as a successor to a tax-exempt entity) if an election is
made to treat any gain recognized by a tax-exempt entity on dispo-
sition of an interest in the tax-exempt controlled entity (as well as
any dividends or interest received or accrued from the tax-exempt
controlled entity) as unrelated business taxable income under sec-
tion 511. The election binds all tax-exempt entities holding inter-
ests in the tax-exempt controlled entity.

The amendment relating to tax-exempt controlled entities ap-
plies to property placed in service after September 27, 1985, except
property acquired pursuant to a written contract that was binding
on that date and at all times thereafter. A tax-exempt controlled
entity can elect to have the amendments apply to property placed
in service on or before September 27, 1985.

The Act also clarifies that the Federal Home Loan Mortgage Cor-
poration is not treated as a tax-exempt entity.

¢. Repeal of overlapping regulatory authority (sec. 1802(a)(3) of
the Act and sec. 168(3)(5)(C)(iv) of the Code)

Prior Law

The 1984 Act authorized the Treasury to determine whether any
high-technology telephone station equipment or medical equipment
is subject to rapid obsolescence. The Act also provides that the
Treasury is to prescribe any other regulations that may be neces-
sary or appropriate to carry out the purposes of section 168(j) (sec.
168(X10)).

T

Explanation of Provision

The Act repeals the overlapping regulatory authority relating to
high-technology equipment.

d. Partnership rules (sec. 1802(a)(4) of the Act and secs. 168(j)(8)-
(9) and 48(a)(5) of the Code)

Prior Law

The 1984 Act provides that sections 168(X8) (relating to property
leased to a partnership) and 168(G)9) (relating to property owned by
a partnership) apply for purposes of paragraphs (4) and (5) of sec-
tion 48(a) (relating to the nontaxable use restriction on investment
credits).

Explanation of Provision

The Act clarifies the manner in which the partnership rules in
section 168() apply for purposes of the investment credit provi-
sions. Any portion of a property that is treated as tax-exempt use
property by application of paragraph (8) or (9) of section 168() is
excluded from the definition of section 38 property under para-
graphs (4) and (5) of section 48.

e. Treatment of certain aircraft leased to foreign persons (sec.
1802(a)(5) of the Act and secs. 47(a) and 48(a) of the Code)

Prior Law

Section 47(aX7) provides an exception to the investment credit re-
capture rules for certain leases of aircraft for use predominantly
outside the United States. This exception applies if, inter alia, an
aircraft that qualified for the credit in the taxable year in which it
was placed in service would otherwise cease to qualify as section 38

roperty because it is used predominantly outside the United
tates.

Under the 1984 Act, generally, property that is leased for a term
of less than six months qualifies as section 38 property, even if the
lease is to a foreign person or entity. In the case of aircraft that is
leased to a foreign person before January 1, 1990, and is uspd
under a lease that qualifies for treatment under section 47(a)(7), in-
vestment credits are not recaptured if the term of such lease does
not exceed three years.

Explanation of Provision

The Act clarifies that the short-term lease exception for aircraft
is intended to permit the operation of section 47(a)7), where prop-
erty would otherwise cease to qualify as section 38 property be-
cause it is leased to a foreign person for use predominantl outside
the United States, and not to provide an exception to the definition
of section 38 property. The application of this provision is illustrat-
ed by the following example. Assume an aircraft is placed in serv-
ice by a U.S. air carrier on January 1, 1986, and is used for the
entire taxable year solely in the United States. On January 1, 1987,
the aircraft is leased to a foreign person for use predominantly out-
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side the United States, under a “qualifying lease” (within the
meaning of section 47(aX7)). The term of the lease is two years. Be-
cause of the application of new section 47(aX9), as well as section
47(aX7), no investment credit is recaptured. If such aircraft is dis-
posed of or otherwise ceases to be section 38 property, investment
credit recapture will be determined by disregarding the term of the
lease to the foreign person. In the example above, at the end of the
two-year lease term, although the U.S. air carrier has actually
owned the aircraft for three years, the taxpayer is considered to
halve used the plane for only one year for purposes of the recapture
rules.

f. Section 593 organizations (sec. 1802(a)(6) and (8) of the Act and
sec. 46(e)(4) of the Code)

Prior Law

Under the 1984 Act, the lessor of property to a section 593 orga-

nization (or “thrift institution”) is entitled to no greater a credit
with respect to such property than the thrift institution would
hgave been entitled to had it owned the property. That Act also pro-
vides rules designed to prevent taxpayers from circumventing the
rules with respect to leased property by use of certain arrange-
ments, other than service contracts but including partnerships,
under which a thrift institution obtains the use of property.

Explanation of Provision

. The Act clarifies prior law by expressly providing that a thrift
institution cannot avoid the restriction on property leased to a sec-
tion 593 organization by use of a partnership.

The Act also clarifies that the tax credit for rehabilitation ex-
penditures is allowable on buildings leased to section 593 organiza-
tions in accordance with the rules applicable to buildings leased to
tax-exempt entities.

g. Treatment of certain property held by partnerships (sec.
1802(a)(7) of the Act and sec. 168(3)(9) of the Code)

Prior Law

If a tax-exempt entity’s share of partnership items would be
treated as income or loss from an unrelated trade or business
under section 511, then the partnership’s property will not be
treated as tax-exempt use property.

Explanation of Provision

The Act clarifies that the determination of whether a tax-exempt
partner’s share of partnership items is treated as derived from an
unrelated trade or business is to be made without regard to the
debt-financed income rules of section 514.

9

h. Treatment of service contracts (sec. 1802(a)}(9)(C) of the Act
and sec. 7701(e) of the Code)

Prior Law

Section 7701(e) provides rules for use in determining whether an
arrangement structured as a service contract is more properly
treated as a lease.

Explanation of Provision

Section 7701(e)(4) is amended by adding a cross reference to the
definition of “related entity” in section 168(j).

i. Effective date provisions (sec. 1802(a)(10) of the Act)

(1) Section 31(gX3XB) of the 1984 Act is amended to clarify that
transitional relief is provided only from the application of section
168(j(9) (as added by the Act).

(2) Section 31(gX4) of the 1984 Act is amended to clarify that cer-
tain credit unions qualify for transitional relief, that governmental
action before May 23, 1984 qualifies a successor plan for the Green-
ville, South Carolina, Coliseum, and that certain actions taken with
respect to the Essex County, New Jersey, Courthouse qualify as sig-
nificant governmental action.

(3) Effective for property placed in service by the taxpayer after
July 18, 1984, section 31(gX15XD) of the 1984 Act is amended to
clarify that the transitional rule for certain aircraft applies to air-
craft originally placed in service after May 23, 1983.

(4) Section 31(g)(17)(H) of the 1984 Act is amended to clarify that,
in the case of Clemson University, the term “property” includes
only the Continuing Education Center and component housing
projects.

(5) Section 31(gX17XL) of the 1984 Act is amended to clarify that
¢ilt applies to the Pennsylvania Rajlroad Station in Newark, New

ersey.

(6) Section 31(gX20XBXii) of the 1984 Act, which provides that im-
provements to property that qualify for transitional relief also
qualify for relief unless the improvement is a substantial improve-
ment, is amended to clarify that the substantial-improvement ex-
ception to the rule applies to personal property, as well as real
property. This amendment will not apply to personal property if
there was a binding written contract to acquire, construct, or reha-
bilitate the property (or if construction, reconstruction, or rehabili-
tation of the property began) on or before March 28, 1985.

3. Bonds and Other Debt Instruments

a. Treatment of amounts received on disposition of short-term ob-
ligations (sec. 1803(a)(1), (2) and (3) of the Act and sec. 1271
of the Code)

Prior Law

Section 1271 expresslﬁ provides that any gain realized on disposi-
tion of governmental short-term obligations is treated as ordinary
income, to the extent of the ratable share of accrued acquisition
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discount. Long-standing judicial authority and Treasury regula-
tions provide a basis for characterizing accrued original issue dis-
count (OID) as ordinary income on disposition of nongovernmental
obligations.

Explanation of Provision

The Act clarifies the treatment of amounts received on disposi-
tion of nongovernmental obligations. Under a general rule, any
gain realized on disposition of a short-term nongovernmental obli-
gation is treated as ordinary income to the extent of the ratable
share of accrued OID. Taxpayers may elect to accrue OID with re-
spect to a short-term nongovernmental obligation under an eco-
nomic accrual formula, pursuant to which the daily portion of the
discount is computed on the basis of the taxpayer’s yield to maturi-
ty based on the issue price of the obligation, compounded daily. A
similar election is provided for the computation of acquisition dis-
count with respect to short-term governmental obligations. An elec-
tion to account for discount under an economic accrual formula
cannot be revoked without the consent of the Secretary.

b. Treatment of deduction of OID on short-term obligations (sec.
1803(a)(4) of the Act and sec. 163(e) of the Code)

Prior Law

In general, interest on a debt instrument with a maturity of one
year or less which is payable at the maturity of the instrument is
not deductible by a cash-method issuer until paid. See Treas. Reg.
sec. 1.1232-3(bX1Xiii) (providing that such interest is not included in
the “stated redemption price at maturity’ for purposes of section
1232, the predecessor of section 1273).

Explanation of Provision

The Act clarifies prior law by expressly providing in section
163(e) that a cash basis issuer of a short-term debt instrument may
deduct original issue discount and any other interest only in the
year of payment. A similar provision was included in the Confer-
ence Report to the Act. That provision was deleted in House Con-
current Resolution 328 (June 29, 1984) because it was deemed to be
a mere restatement of preexisting law. )

It is understood that some taxpayers have interpreted the dele-
tion of this provision from the Concurrent Resolution as evidencing
an intent to modify the prior-law proscription against deduction of
interest on an accrual basis by cash-method issuers of short-term
obligations. The purpose of this amendment is to clarify that no
such result was intended.

c. Treatment of certain transfers of market discount bonds (sec.
1803(a)(5) of the Act and sec. 1276(d) of the Code)

Prior Law

Under the 1984 Act, an obligation issued in an exchange subject
to section 351 (which provides nonrecognition treatment where ap-
preciated property is transferred to an 80-percent owned corpora-

11

tion in exchange for stock or securities of the corporation) may fall
within the definition of the term “market discount bond,” without
regard to whether the property transferred is a market discount
bond (see the discussion of prior law, below). Thus, taxpayers are
prevented from circumventing the rule that characterizes accrued
market discount as interest by swapping a market discount bond
for a new bond in a section 351 exchange. A different result may
obtain, however, where a taxpayer swaps a market discount bond
for stock in a section 351 exchange.

Explanation of Provision

The Act clarifies that taxpayers are prevented from circumvent-
ing the market discount provisions by transferring a bond with ac-
crued market discount in a section 351 exchange. Under the Act,
accrued market discount is taxed to the transferor of a market dis-
count bond in a section 351 exchange, regardless of whether the
transferor receives stock or securities in the exchange. The corpo-
rate transferee of the market discount bond will take the bond
with a basis that reflects any gain recognized to the transferor (sec.
362(a)). If the stated redemption price of the bond exceeds the
transferee’s basis immediately after acquisition, then the bond will
constitute a market discount bond in the hands of the transferee.

d. Treatment of bonds acquired at original issue for purposes of
market discount rules (sec. 1803(a)(6) of the Act and sec.
1278(a) of the Code)

Prior Law

Because market discount is defined as any excess of stated re-
demption price over basis (excluding OID), it is arguable that
market discount is created on issuance of obligations in certain
nonrecognition (or nontaxable) exchanges. An example is provided
by the application of the statutory definition to a bond issued in a
section 351 exchange. Under section 358, the basis of a bond re-
ceived in a section 351 exchange is determined by reference to the
basis of the property transferred in exchange for the bond (in the
hands of the transferor). Thus, the stated redemption price of the
bond will exceed its basis to the extent of any appreciation in the
transferred property. Assuming no OID, this excess could be viewed
as market discount.

The 1984 Act provides that the rule that characterizes accrued
market discount as interest on disposition of a bond is inapplicable
to bonds issued on or before July 18, 1984. If a pre-enactment bond
is exchanged for a newly issued bond in a tax-free transaction,
however, the new bond is subject to the interest characterization
rule, even if the holder of the bond essentially maintains the origi-
nal investment.

Explanation of Provision

The Act clarifies that, except as provided by statute or by regula-
tion, no market discount is created on the original issuance of a
bond.
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Under the Act, two statutory exceptions are provided. The first
exception relates to bonds that are part of an issue that is publicly
offered. Because the Act provides that the issue price of publicly
offered bonds (other than bonds issued for property) is the price at
which a substantial amount of the bonds are sold, the OID provi-
sions are inapplicable to a portion of the OID with respect to bonds
acquired on original issue by large investors at “wholesale’” prices
(at deeper discounts than those available to “retail” customers).
Under the Act, market discount is created on original issuance of a
bond if the holder has a cost basis determined under section 1012,
and such basis is less than the issue price of the bond. The differ-
ence between the holder’s issue price and basis is treated as
market discount.

The second statutory exception applies to a bond that is issued in
exchange for a market discount bond pursuant to a plan of reorga-
nization. This exception is intended to prevent the holder of a
market discount bond from eliminating the taint of unaccrued
market discount by swapping the bond for a new bond (e.g., in a
recapitalization). Solely for purposes of the interest characteriza-
tion rule, however, this exception is inapplicable to a bond issued
in exchange for a pre-enactment market discount bond where term
anddinterest rate of the new bond is identical to that of the old
bond.

If the adjusted basis of a bond is determined by reference to the
adjusted basis of the bond in the hands of a person who acquired
the bond at original issue, the bond will be treated as acquired by
the taxpayer at its original issue.

e. Treatment of certain stripped bonds or stripped coupons (sec.
1803(a)(7) of the Act and sec. 1281(b) of the Code)

Prior Law

The 1984 Act requires the current inclusion in income of OID or
acquisition discount with respect to short-term obligations held by
certain taxpayers. This provision was intended to limit the scope of
the rules that permit deferral to the ordinary investor.

Explanation of Provision

The Act requires the current inclusion in income of OID with re-
spect to stripped bonds and stripped coupons held by the taxpayer
who stripped the bond or coupon (or any other person whose basis
is determined by reference to the basis in the hands of the strip-

per).

f. Accrual of interest on certain short-term obligations (sec.
1803(a)(8) of the Act and sec. 1281(a) of the Code)

Prior Law

Under section 1281 of the Code, certain taxpayers are required to
include in income as interest for a taxable year that portion of the
acquisition discount or OID on a short-term obligation that is allo-
cable to the portion of the taxable year during which the taxpayer
held the obligation. Acquisition discount is defined as the excess of
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the stated redemption price at maturity over the taxpayer’s basis
in the obhgatipn. Similarly, OID is defined as the excess of the
stated redemption price at maturity over the issue price of the obli-
gation. The taxpayers affected are those for whom the cash method
of accounting for interest income from short-term obligations is
considered inappropriate.

Explanation of Provision

The Act clarifies that taxpayers subject to the rule for mandato-
ry accrual are required to include in income for a taxable year all
amounts of interest allocable to that year with respect to short-
term obligations, irrespective of whether the interest is stated or is
in the form of acquisition discount or OID, and irrespective of
when any stated interest is paid. For example, a calendar-year tax-
payer designated in section 1281(b) holds an obligation from the
time it is issued on October 1, 1985 until its maturity on October 1,
1986. Under the Act, the taxpayer is required to include in income
for 1985 the equivalent of three months interest on the obligation,
regardless of whether the interest income is in the form of acquisi-
tion dlscougt! OID,. stated interest, or any combination thereof.
27T51§8§r0v1310n will apply to obligations acquired after September -

g. Treatment of debt instruments issued for property where there
is public trading (sec. 1803(a)(10) of the Act and sec. 1273(b)
of the Code)

Prior Law

Under section 1273(b) of the Code, if a debt instrument is issued
for property and either the debt instrument is traded on an estab-
lished securities market or the property for which it is issued is
stock or securities which are traded on an established securities
market, the issue price of the instrument is the fair market value
of the property.

Explanation of Provision

The Act permits the Secretary to designate in regulations other
types of publicly traded property which for purposes of the issue
i)‘rlce provisions will be treated like publicly traded stock or securi-

ies.

h. Amortization of bond premium (sec. 1803(a) (11) and (12) of
the Act and sec. 171 of the Code)

Prior Law

If a taxable bond is purchased at a premium (i.e., at a price that
exceeds the redemption price), the holder may elect to amortize the
bond premium over the term of the bond (sec. 171). Amortizable
bond premium is allowed as an ordinary deduction. In computing
amortizable bond premium, taxpayers are permitted to use a
straight-line method. For purposes of these rules, the term “bond”’
is defined to exclude bonds issued by individuals. An election to
amortize bond premium is effective for all bonds held or acquired
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at or after the beginning of the first taxable year for which the
election is made.

Explanation of Provision

The Act conforms the treatment of bond premium to the treat-
ment of bond discount: bond premium is to be computed under a
constant yield method. Amortizable bond premium is computed on
the basis of the taxpayer’s yield to maturity, determined by using
the taxpayer’s basis for the bond, and compounding at the close of
each “accrual period” (as defined in section 1271(a)(5)). The Act also
extends section 171 to obligations issued by individuals.

The provisions will apply to obligations issued after September
217, 1985. For taxpayers who have elections in effect as of the date
of enactment, such elections will apply to obligations issued after
that date only if the taxpayer so chooses (in such manner as may
be prescribed by the Secretary).

The Act also provides that, in determining bond premium for
bonds issued after May 6, 1986, the basis of the bond shall be treat-
ed as not exceeding its fair market value where the bond was re-
ceived in an exchange in which the basis of the bond is determined
by reference to the basis of the other property. This rule generally
will not apply to an exchange of securities in a reorganization.

The Congress anticipated that the regulations relating to the
treatment of bond premium by the issuing corporation (Treas. Reg.
sec. 1.61-12(c)2)) will be conformed to require the use of the con-
stant yield method.

i. Bonds with partial principal payments (sec. 1803(a)(13) of the
Act and sec. 1276(a)(3) of the Code)

Prior Law

The 1984 Act generally provided that gain on the disposition of a
market discount bond is treated as interest to the extent of accrued
market discount.

- Explanation of Provision

The Act contains a provision relating to the treatment of market
discount on debt instruments, the principal of which is paid in
more than one installment. Under the Act, a holder of such a debt
instrument takes accrued market discount into income upon re-
ceipt of amounts includible in the debt instrument’s stated redemp-
tion price at maturity, to the extent of the amounts so received.
Rules are provided to prevent double counting of any market dis-
count. In addition, rules are provided to require the recognition of
accrued market discount upon the strippin% of a debt instrument.

The Act provides that the computation of the accrual of market
discount on market discount bonds is to be provided by Treasury
regulations. Until such time that the Treasury Department issues
such regulations, the Congress intends in the case of debt instru-
ments to which the provision applies, holders may elect to accrue
market discount either on the basis of a constant interest rate or
as follows: (1) for those debt instruments that have original issue
discount (“OID”), market discount shall be deemed to accrue in
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proportion to the accrual of OID for any accrual period (i.e., the
amount of market discount that accrues during a period is equal to
the product of (a) the total remaining market discount, and (b) a
fraction, the numerator of which is the OID for the period and the
denominator of which is the total remaining OID at the beginning
of the period), and (2) for those debt instruments that have no OID,
the amount of market discount that is deemed to accrue shall be
the amount of discount that bears the same ratio to the total
amount of remaining market discount that the amount of stated in-
terest paid in the accrual period bears to the total amount of stated
interest remaining to be paid on the debt instrument as of the be-
ginning of the accrual period.

In the case of debt instruments that would be subject to the OID
rules contained in new Code sec. 1272(a)(6) (without regard to
whether the debt instrument has original issue discount), the same
prepayment assumption that would be made in computing OID
would be made in computing the accrual of market discount
(whether or not the taxpayer elects to accrue market discount on
the basis of a constant interest rate). In addition, the Congress in-
tends that the same rules that apply to the accrual of market dis-
count on debt instruments whose principal is paid in more than
one installment, also is applied in amortizing amortizable bond pre-
mium (within the meaning of sec. 171).

j- Clarification of transitional rule (sec. 1803(b)(1) of the Act and
sec. 44 of the 1984 Act)

Prior Law

Section 44(b) of the 1984 Act (relating to effective dates), as
amended by section 2 of Public Law 98-612, provides special test
and imputation rates under sections 1274 and 483 for certain trans-
actions occurring before July 1, 1985.

Explanation of Provision

The Act clarifies that the effective date for new section 1274 and
section 483 as amended by the Act—transactions after December
31, 1984—is not accelerated by section 2 of Public Law 98-612.

k. Clarification of interest accrual with respect to transactions in-
volving adequate stated interest (sec. 1803(b) (2) and (3) of
the Act and sec. 44(b)(3) of the 1984 Act)

Prior Law

Section 44(bX3)AXiXD) of the 1984 Act provides that, after March
1, 1984, and before January 1, 1985 (the date on which new section
483 becomes effective), the unstated interest allocable to a taxable
year must be computed on an economic accrual basis. Section
44(bX3XAXiXII) proscribes the accrual of interest on a noneconomic
basis with respect to debt instruments issued in a sale or exchange
after June 8, 1984, and before January 1, 1985, where there is ade-
quate stated interest for purposes of section 483. That Act contains
an exception for transactions pursuant to binding contracts in
effect on March 1, 1984.



16

Explanation of Provision

The Act clarifies that, in the case of debt instruments issued for
property in transactions occurring after December 31, 1984, wheth-
er involving adequate stated interest or inadequate stated interest,
interest may not be computed using any method other than eco-
nomic accrual, as described in Rev. Rul. 83-84, 1983-1 C.B. 9.

The Act also changes the binding contract date applicable to
transactions involving adequate stated interest. The exception to
the statutory requirement of economic accrual is made applicable
to transactions occurring pursuant to a written contract that was
binding on June 8, 1984 and at all times thereafter until the trans-
action was closed. No inference is intended regarding the proper
treatment (under other provisions of the Code, or under general
tax law principles) of noneconomic accruals of interest with respect
to obligations issued before the effective date of the Act.

L. Clarification of effective date for repeal of capital asset require-
ment (sec. 1803(b)(5) of the Act and sec. 44(g) of the 1984 Act)

Prior Law

Section 44(g) of the 1984 Act provides that section 1272 (relating
to the current inclusion of original issue discount) does not apply to
any obligation issued before December 31, 1984, for obligations that
are not capital assets in the hands of the holder.

Explanation of Provision

The Act clarifies that section 1272 does not apply to obligations
issued on or before December 31, 1984, for obligations that are not
capital assets in the hands of the holder.

4. Corporate Provisions

a. Debt-financed portfolio stock (sec. 1804(a) of the Act and sec.
246A of the Code)

Prior Law

The 1984 Act added a provision generally limiting the dividends
received deduction for dividends received by a corporate sharehold-
er with respect to debt-financed portfolio stock.

Explanation of Provision

The Act clarifies the rules for applying the provision in cases in
which dividends are received from certain foreign corporations en-
gaged in business in the United States. For example, assume that
70 percent of a domestic corporation’s purchase price for portfolio
stock of a foreign corporation described in section 245(a) is debt fi-
nanced. Assume further that 60 percent of that foreign corpora-
tion’s gross income is effectively connected with the conduct of a
trade or business in the United States. In the absence of section
246A, the domestic corporation generally would be entitled to
deduct 51 percent (85 percent times 60 percent) of any dividend re-
ceived from the foreign corporation. Under section 246A and the
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Act, the domestic corporation generally is entitled to deduct only
15.3 percent ((30 percent times 85 percent) times 60 percent) of any
such dividend.

b. Holding period rules for dividends received deduction (sec.
1804(b)(1) of the Act and sec. 246(c) of the Code)

Prior Law

Under prior law, as amended by the 1984 Act, a corporation
must hold stock for more than 45 days (90 days in the case of cer-
tain preference dividends) in order to obtain a dividends received
deduction with respect to any dividend on that stock. Days more
than 45 days after the ex-dividend date and days on which the cor-
poration’s risk of loss is diminished are not taken into account.
Under thesge rules, it can thus be determined on the 45th day after
the ex-dividend date whether or not the holding period require-
ment will be met. However, prior law disallowed the deduction
only if the stock had been disposed of by the corporation. Thus,
prior law may have retroactively denied the dividends received de-
duction when the corporation disposed of the stock. This may have
required filing amended returns in some cases and in other cases
the period of limitations may have expired.

Explanation of Provision

The Act disallows the dividends received deduction where the
holding period requirement is not met, without regard to whether
the stock has been disposed of. Thus, where the holding period re-
quirement has not been met on the 45th day (90th day in the case
of certain preference dividends) after the ex-dividend date, the divi-
dends received deduction will not be allowed. The amendment is
not intended to require, for example, that the holding period be
met by the date the dividend is received where the stock was ac-
quired less than 45 days before that date, provided the stock is held
for 45 days or more. No inference is intended as to the proper in-
terpretation of prior law.

The provision applies to obligations acquired after March 1, 1986.

In addition, the Congress wished to clarify that the 1984 Act did
not change the principle that the dividends received deduction is
not disallowed by reason of an at-the-money or out-of-the money
call option that affords the corporation no protection against loss,
beyond the option price received, in the event the stock declines in
value. See Revenue Ruling 80-238, 1980-2 C.B. 96.

c. Application of related party rule to section 265(2) of the Code
(sec. 1804(b)(2) of the Act and sec. 53(e) of the 1984 Act)

Prior Law

Section 265(2) of the Code disallows the deduction of interest in-
curred or continued to purchase or carry tax-exempt obligations.
This rule applies both to individual and corporate taxpayers.

The 1984 Act (Code sec. 7701(f)) provides that the Treasury De-
partment is to prescribe such regulations as may be necessary or
appropriate to prevent the avoidance of Federal tax provisions
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which deal with (i) the linking of borrowing to investment, or (ii)
diminishing risks, through the use of related persons, pass-through
entities, or other intermediaries. This provision was specifically in-
tended to apply to (but not to be limited to) the disallowance rule
provided by section 265(2).

Under the 1984 Act, the provision regarding related persons,
pass-through entities, and other intermediaries was effective on the
date of enactment (July 18, 1984).

Explanation of Provision

Under the Act, the provision regarding related parties, pass-
through entities, and other intermediaries generally remains effec-
tive as of July 18, 1984 (i.e., the date of enactment). However, the
Act clarifies that this provision, insofar as it relates to section
265(2) of the Code only, is effective for (1) term loans made after
July 18, 1984, and (2) demand loans outstanding after July 18, 1984
(other than any loan outstanding on July 18, 1984, and repaid
before September 18, 1984). “Demand loans” mean any loan which
is payable in full at any time on the demand of the lender. For pur-
poses of this effective date rule, any loan renegotiated, extended, or
Eevised after July 18, 1984, is treated as a loan made after such

ate.

d. Exempt-interest dividends from regulated investment compa-
nies (sec. 1804(c) of the Act and sec. 852 of the Code)

Prior Law

Prior to the 1984 Act, a taxpayer could convert short-term cap-
ital gain into long-term capital gain by buying stock of a regulated
investment company (or real estate investment trust) immediately
before the ex-dividend date of a long-term capital gain distribution,
receiving that distribution, waiting 32 days, and then selling the
stock. That Act made conversion of this type more difficult. Howev-
er, a problem similar to the long-term capital gain distribution
problem that existed before that Act remains with respect to
exempt-interest dividends received from a regulated investment
company. Under prior law, a taxpayer could buy stock of a regulat-
ed investment company immediately before the ex-dividend date of
an exempt-interest dividend, receive that dividend, wait 32 days,
and dthen sell the stock. Any loss on the sale generally was recog-
nized.

Explanation of Provision

Under the Act, if a taxpayer holds stock of a regulated invest-
ment company for 6 months or less, any loss on the sale or ex-
change of that stock is disallowed to the extent the taxpayer re-
ceived exempt-interest dividends with respect to that stock. Con-
forming amendments are made, and an exception is provided for
dispositions pursuant to a periodic liquidation plan.

In addition, the Secretary is given authority to shorten the 6
months requirement to a period of not less than the greater of 31
days or the period between regular dividend distributions where
the RIC regularly distributes at least 90 percent of its net tax-
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exempt interest. The distribution period is to be shortened only
where the purpose of the holding period requirement can be ade-
quately fulfilled without requiring that the stock be held 6 months.
It is intended that a RIC which regularly distributes between 90
percent and 110 percent of its net tax-exempt income earned be-
tween dividend payment dates has satisfied the purposes of the
holding period requirement.

The provision applies to stock with respect to which the taxpay-
er’s holding period begins after March 28, 1985.

e. Accumulated earnings tax (sec. 1804(d) of the Act and sec. 562
of the Code)

Prior Law

_Prior to the 1984 Act, individual taxpayers attempted to convert
dividend income into capital gains through the use of non-RIC in-
vestment companies which received dividend income (which was el-
igible for a dividends received deduction) and did not distribute
that income to their individual shareholders. In order to prevent
this result, that Act clarified that these corporations were subject
to the accumulated earnings tax. However, it may still have been
possible to avoid dividend treatment through the use of stock re-
demptions, whereby the shareholder receives capital gains treat-
ment and the investment company was relieved of the accumulated
earnings tax (sec. 562(b)1)).

Explanation of Provision

The Act provides that, except to the extent provided by the Sec-
retary of the Treasury, no dividends paid deduction will be allowed,
for purposes of the accumulated earnings tax, in the case of any
stock redemption by a mere holding or investment company which
is not a regulated investment company. The provision will apply to
redemptions after September 27, 1985.

f. Definition of affiligted group (sec. 1804(e) (1) and (10) of the
Act and sec. 1504 of the Code)

Prior Law

The 1984 Act substantially revised the definition of “affiliated
group”. To apply the new rules, a determination must be made as
to the ownership of “stock” of a corporation. Under that Act and
section 1504(a)4), “stock” does not include stock which, among
other things, has redemption and liquidation rights which do not
exceed the paid-in capital or par value represented by such stock
(except for a reasonable redemption premium in excess of such
paid-in capital or par values).

Members of an affiliated group of corporations may file (or be re-
quired to file) consolidated returns. To be a member of an affiliated
group for this purpose, a corporation has to be an “includible cor-
poration”. Under section 1504, certain corporations do not qualify
as includible corporations. Thus, for example, a former DISC is not
an includible corporation. Nor is a subsidiary of a former DISC.
Under prior law, the accumulated DISC income of a former DISC
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was included in the gross income of its shareholders, as a dividend,
over a period of up to 10 years. If the former DISC and its parent
could file a consolidated return, the former DISC’s accumulated
DISC would go untaxed, i.e., the parent would eliminate the “divi-
dend” under Treas. Regs. sec. 1.15602-14. -

The 1984 Act substantially revised the rules relating to DISCs
and former DISCs. Under the new rules, there is less reason to
keep a former DISC and its parent from filing consolidated returns.
Furthermore, if a former DISC is not treated as an includible cor-
poration, its parent may be able to selectively deconsolidate sub-
sidiaries. The provision applies to taxable years beginning after De-
cember 31, 1984.

Explanation of Provision

Section 1504(a)4) is amended to exclude stock which has redemp-
tion and liquidation rights which do not exceed the issue price of
such stock (except for a reasonable redemption or liquidation pre-
mium). The amendment makes irrelevant the accounting treat-
ment given the issuance of the stock.

Under the Act, any DISC or any other corporation that has accu-
mulated DISC income derived after 1984 will not be an includible
corporation. It is intended that this provision will not affect the
status of certain S corporations with DISC subsidiaries who were
“grandfathered” by the Subchapter S Revision Act of 1982. It is in-
tended that the December 31, 1984, effective date of the provision
be applied at the DISC level, so that former DISC’s which did not
have any accumulated DISC income after 1984 can consolidate for
its first taxable year beginning after 1984.

g. Effective date of affiliated group provision (sec. 1804(e) (2), (3),
(4), and (5) of the Act and sec. 60 of the 1984 Act)

Prior Law

The 1984 Act substantially revised the definition of “affiliated
group”. The provision was generally effective for taxable years be-
ginning after December 31, 1984. However, section 60(b}2) of that
Act provided a grandfather rule with respect to any corporation
which on June 22, 1984, was a member of an affiliated group filing
a consolidated return for such corporation’s taxable year which in-
cludes June 22, 1984—for purposes of determining whether such
corporation continues to be a member of such group for taxable
years beginning before January 1, 1988, the provision does not
apply. Under section 60(bX3) of the 1984 Act, the grandfather rule
described in the preceding sentence does not apply once a ‘“sell-
down” with respect to the corporation involved has occurred.

Explanation of Provision

The Act makes several technical changes with respect to the ef-
fective date rules.

First, the grandfather rule ceases to apply as of the first day
after June 22, 1984, on which the corporation involved would not
qualify as a member of the group under prior law. Thus, for exam-
ple, a corporation which ceased to be a member of a group on July
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31, 1985, under prior law but which on July 31, 1985 (and thereaf-
ter), qualifies as a member of the group under the Act’s substantive
rule is treated as continuing to be a member of the group.

Second, the Act amends section 60(bX3) of the Act to clarify the
“gell-down’’ exception to the g‘randfather rule. Thus, the exception
does not apply, and the grandfather rule continues to apply, if the
percentage interest (b% fair market value) in the stock OF the corpo-
ration involved held by other members of the group (determined
without re%ard to section 60(bX3) of the Act) does not decline as a
result of the sale, exchange, or redemption of such corporation’s
stock. Also, the Act provides that the “sell down” exception applies
in certain cases where there is a letter of intent between a corpora-
%)a and securities underwriter entered into on or before June 22,

Third, the Act allows a common parent corporation to elect to
have this provision apply to taxable years beginning after Decem-
ber 31, 1983.

Fourth, the Act provides that, during the applicable transition
period, the affiliation requirements of the consolidated returns pro-
visions will be applied to Alaska Native Corporations (and their
wholly owned subsidiaries), and to another specified group of corpo-
rations, solely by reference to the express language in those provi-
sions. Thus, eligibility for affiliation in the case of such corpora-
tions will be determined solely on the basis of ownership of stock
satisfying the 80-percent voting power and 80-percent nonvoting
stock tests, without regard (for example) to the value of the stock
owned, to escrow arrangements, voting trusts, redemption or con-
version rights, stock warrants or options, convertible debt, liens, or
similar arrangements, or to the motive for acquisition of the stock
or affiliation.

In addition, with certain specified exceptions, no provision of the
Internal Revenue Code or principle of law will apply to deny the
benefit of losses or credits of Native Corporations (or their wholly
owned subsidiaries) to the affiliated group of which the corporation
is a member or of the specified group of corporations, during the
applicable transition period. Thus, in general, the benefit of such
losses and credits may not be denied in whole or in part by applica-
tion of section 269, section 482, the assignment of income doctrine,
i)r any other provision of the Internal Revenue Code or principle of
aw.

Finally, the Act delays the effective date for one specified corpo-
ration gntil the earlier of January 1, 1994, or the m on which
the voting power of certain preferred stock terminates, and ex-
empts one specified corporation from the new rules.

h. Complete liquidations of subsidiaries, etc. (sec. 1804(b)(3), (e)
Ig:i‘), ((331)(’1 ()8), and (10) of the Act and secs. 332, 337 and 338 of
e e

Prior Law

Prior to the 1984 Act, the rules applicable in determining wheth-
er a corporation qualified as a corporation which could be liquidat-
ed under section 332 were substantially similar to the general rules
applicable in determining whether that corporation was a member
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of an affiliated group under section 1504. That Act substantially
amended the general rules of section 1504 but not those of section
332. As a result, there is now discontinuity between the two sec-
tions. Thus, a corporation might be liquidated tax free under sec-
tion 332 even though it and its “parent” are not members of the
same affiliated group under new section 1504. The converse is also
true. This discontinuity may produce unacceptable tax conse-
quences.

For example, assume that beginning on January 1, 1985, P Cor-
poration’s ownership of S Corporation satisfies new section 1504
but not present-law section 332 and that, under new section 1504, P
and S file consolidated returns for the 1985 calendar year. Assume
further that (1) S adopts a plan of complete liquidation in 1985,
then sells all its assets, and then liquidates within 12 months from
the date the plan is adopted, and (2) P does not liquidate. Because
S’s liquidation does not qualify under section 332, S may be able to
avail itself of section 337 (sec. 337(c)2)). That result is appropriate
so long as P is taxed on S’s liquidation, as would in general be the
result given the inapplicability of section 332. However, since P
and S ﬁlle a consolidated return, S’s liquidation would not be tax-
able to P under Treas. Regs. sec. 1.1502-14(b) (assuming S distrib-
utes no cash to P in the liquidation). Therefore, S could dispose of
all its assets and liquidate, with neither P nor S incurring any cur-
rent tax liability. )

As a further example, assume that (1) J Corporation’s ownership
of K Corporation stock satisfies present-law section 332 but not
new section 1504, and (2) the two corporations are not filing a con-
solidated return under section 60(b)X2) of the Act for their 1985 cal-
endar year. Assume further that K adopts a plan of complete liqui-
dation, on January 1, 1985, then sells all its assets, and then liqui-
dates within 12 months. Under section 332, the liquidation would
not be taxable to J. Furthermore, it would appear that, since J and
K are not in a new section 1504(a)(2) relationship, K may be able to
avail itself of section 337 (sec. 337(cX3)). Again, K could dispose of
its assets and liquidate, with neither J nor K incurring any tax li-
ability. (On the other hand, if J and K were filing consolidated re-
turns under section 60(bX2) of the Act, K could not avail itself of
section 337 unless J timely liquidated. J would be a “distributee
corporation” under section 337(cX3XB) since new section 1504
would not yet apply.)

Explanation of Provision

The Act amends section 332. Section 332 will not apply unless,
among other things, the corporation receiving the liquidating dis-
tribution was, on the date of the adoption of the plan of liquidation
and continued to be at all times until receipt of the liquidating dis-
tributions, the owner of stock in the liquidating corporation meet-
ing the requirements of new section 1504(a}2). In applying section
1504(a)(2) for this purpose, the objective is to harmonize section 332
and section 1504(a)2). Thus, it is generally intended that-other
parts of new section 1504(a), e.g., section 1504(aX4), are applicable.
However, section (a)(5)XE) is not applicable. It is not concerned with
section 1504(a)(2) but rather with the effect of transfers within a

23

group of a member’s stock.) The new rule also applies even if one
(or both) of the corporations involved is not an includible corpora-
tion under section 1504(b). Under this rule, S in the first example
above could be liquidated under section 332. However, S could avail
itself of section 337 only if P complied with section 337(cX3XAXi). In
the second example above, J would be taxed because section 332
would not apply and because J and K, by definition, could not be
filing a consolidated return.

Under the Act, the term “distributee corporation” under section
337(cX3) is also amended. The amendment defines the term to
mean any corporation which receives a distribution in a complete
liquidation of the selling corporation to which section 332 applies.
It also includes each other corporation “up the line” which receives
a distribution in complete liquidation of another distributee corpo-
ration to which section 332 applies. Thus, assume, for example,
that (1) M owns 100 percent of the stock of N, (2) N owns 100 per-
cent of the stock of O, and (3) the 3 corporations are filing a con-
solidated return under new section 1504 for the calendar year 1985.
If M transfers 30 percent of the stock of N to O, under regulations,
the 3 corporations would continue to be eligible (or be required) to
file a consolidated return (sec. 1504(a)(5XE)). If N adopted a plan of
complete liquidation, sold all its assets, and then liquidated within
12 months, under Treas. Regs. sec. 1.1502-34, both M and O general-
ly would be entitled to tax-free treatment under section 332. Under
the Act, N could not avail itself of section 337 unless, among other
things, both M and O complied with section 337(cX3)XA){).

Also, under the Act, the definition of “qualified stock purchase”
in section 338 is conformed to the definition in section 1504(a)X2).

The change will apply where the 12 month acquisition period

begins after December 31, 1985.

The amendment to section 337(c)8)(B) applies with respect to
plans of complete liquidation pursuant to which any distribution is
made in a taxable year beginning after December 31, 1984. Thus, in
the example above involving J and K, K could not avail itself of
section 337 unless J timely liquidated because J would be a “dis-
tributee corporation” under the amendment.

Except as indicated below, the amendment to section 332 is gen-
erally applicable with respect to distributions pursuant to plans of
liquidation adopted after March 28, 1985. Except as indicated
below, the amendment is also applicable with respect to distribu-
tions pursuant to a plan of complete liquidation adopted on or
before that date, but only if (1) any distribution is made in a tax-
able year beginning after December 31, 1984, and (2) the liquidat-
ing corporation and any corporation which receives a distribution
in complete liquidation of such corporation are members of an af-
filiated group of corporations which is filing a consolidated return
for the taxable year which includes the distribution. However, the
amendment to section 332 does not apply with respect to distribu-
tions pursuant to any plan of complete liquidation if the liquidat-
ing _corporation is a member of an affiliated group of corporations
under section 60(bX2) or (5) (relating to Native Corporations estab-
lished under the Alaska Native Claims Settlement Act) of the Act
for each taxable year in which it makes a distribution.
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The application of the effective date rules is illustrated by the
following examples.

Examfple (1).—Assume that Q Corporation’s ownership of the
stock of R Corporation satisfies section 332 of Prior Law and sec-
tion 1504 of prior law but not section 332 as it is amended by the
Act. (Under these facts, Q and R could not be filing a consolidated
return unless grandfathered under the Act’s amendment of section
1504). Assume further that R adopts a plan of complete liquidation
on October 1, 1984, then sells its assets, and, then, before October 1,
1985, completely liquidates. Regardless of whether Q and R are
filing consolidated returns under section 60(b)2) of the Act for the
calendar year 1985, and regardless of whether the liquidation is
com{)leted before January 1, 1985, the amendment to section 332
would not apply. As a result, R’s liquidation could qualify under
section 332. (However, R could avail itself of section 337 only if Q
timely liquidated.)

Example (9).—Assume that S Corporation’s ownership of the
stock ofp T Corporation would satisfy new section 332 but not sec-
tion 332 of Prior Law or section 1504 of prior law. Assume further
that on October 1, 1984, T adopts a plan of complete liquidation
and then, making no sales or exchanges of assets in the interim,
completes its liquidation on October 5, 1984. The amendment to
sectlion 332 would not apply. As a result, section 332 could not
apply.

Example (3).—The facts are the same as in Example (2) except
that (a) T adopts its plan on January 10, 1985, and completes its
liquidation on January 15, 1985, and (b) S and T file a consolidated
return for the calendar year 1985 under new section 1504. The
amendment to section 332 would be applicable. As a result, section
332 could be applicable.

Example (4).—The facts are the same as in Example (2) except
that T sells assets between October 1, 1984, and October 5, 1984.
New section 332 would not be applicable. As a result, section 332
could not apply, and T could avail itself of section 337.

Example (5)—The facts are the same as in Example (3) except
that T sells assets between January 10, 1985, and January 15, 1985,
The amendment to section 332 would apply. As a result, section 332
could apply. If it did, T could not avail itself of section 337 unless,
among other things, S timely liquidated. (If S and T were not filing
a consolidated return under new section 1504 for the calendar year
1985, the amendment to section 332 would not apply. As a result,
T’s liquidation would not be a section 332 liquidation, and T could
avail itself of section 337.)

Example (6).—Assume that Corporation U’s ownership of the
stock of Corporation V satisfies section 332 of Prior Law but not
section 332 as it would be amended and that U and V are filing a
consolidated return for the calendar year 1985, under section
60(b)2) of the Act. On December 10, 1985, V adopts a plan of com-
plete liquidation, then sells all its assets, and then liquidates on
December 15, 1985. The amendment to section 332 would not apply.
As a result, section 332 could apply. If it did, V could avail itself of
section 337 only if, among other things, U timely liquidated.

Further, the Act delays the effective date of the amendment
made to section 311(d) in the case of one specified parent-subsidiary
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group. The Act also provides that a specified corporation will be
treated as having made a valid section 338 election with respect to
a certain stock acquisition.

i. E%'n(iln%rs and profits (sec. 1804(f) of the Act and sec. 312 of the
ode

Prior Law

The 1984 Act substantially revised the definition of corporation’s
“earnings and profits”.

One change was to increase a distributing corporation’s earnings
and profits by the amount of any gain which would be recognized if
section 311(d)(2) did not apply to an ordinary, non-liquidating distri-
bution by the corporation of appreciated property. However, the
1984 Act added no separate provision for reducing earnings and
profits for all or any portion of that amount.

The 1984 Act also amended the rules regarding the effect on
earnings and profits of a corporation’s redemption of its own stock
(sec. 312(n)(7) of current law). However, that Act did not contain a
specific effective date for that amendment.

In addition, the 1984 Act provided that rules relating to install-
ment sales would apply to foreign corporations only in the case of
taxable years beginning after December 31, 1985.

Explanation of Provision

The Act repeals section 312(n)4) and section 312(cX3) and amends
section 312(b). Under 312(b), as amended, the distribution by a cor-
poration of property (other than an obligation of the corporation) 3
with respect to its stock, the fair market value of which exceeds its
adjusted basis (for purposes of computing earnings and profits) in-
creases the earnings and profits of the distributing corporation by
the amount of such excess. The distribution results in a decrease to
earnings and profits by the fair market value of the property under
the general rules of section 312(a). Thus, assume that a corporation
has no accumulated earnings and profits and no other current
earnings and profits. Assume further that in 1985 it distributes
property with a zero basis and a $1,000 value to an individual
shareholder in a transaction described in section 311(dX2). The dis-
tribution increases the distributing corporation’s earnings and prof-
its of the taxable year to $1,000. Thus, the distributing corpora-
tion’s earnings and profits for the taxable year (as determined at
the close of the taxable year under Treas. Reg. sec. 1.316~1(aX1))
shall account for all gain attributable to the distribution of appreci-
ated property. This change is not intended to affect the determina-
tion of earnings and profits with respect to a liquidation distribu-
tion for purposes of section 333.4

The Act provides that section 312(n)7) of current law applies to
f,edeéﬁp?;& distributions in taxable years beginning after geptem—

er 30, .

. A technical correction may be needed so that the statute reflects this intent. Such a correc-
tion was included in H.Con.Res. 395 as passed by\the House and the Senate in the 99th Con-

gress.
4 See Revenue Ruling 87-1, LR.B. 1987-1, January 12, 1987.




26

The effective date of the special rule for installment sales by for-
eign corporations is changed to taxable years beginning after De-
cember 31, 19817.

j. Treatment of transferor c6rporation (sec. 1804(g) and (h)(3) of
the Act and secs. 361 and 368 of the Code)

Prior Law

In general, gain or loss is not recognized by a transferor corpora-
tion on the transfer of property pursuant to a plan of reorganiza-
tion. However, gain is recognized where money or other property
received is not distributed by the transferor pursuant to the plan of
reorganization. The 1984 Act generally required that all property
be distributed in a “C” reorganization. Nevertheless, if the trans-
feror corporation uses money or other property to satisfy its liabil-
ities, the transferor corporation may be treated as realizing gain on
the transfer to the acquiring corporation.®

In addition, under prior law it is not entirely clear whether or
not the nonrecognition provisions applicable to corporate liquida-
tions apply to a corporate reorganization.®

Explanation of Provision

The Act amends section 361 to provide that the transferor corpo-
ration does not recognize gain or loss on the transfer to the acquir-
ing corporation pursuant to the plan of reorganization, without
regard to whether properties received are distributed pursuant to
the plan of reorganization.”

In addition, the Act clarifies that sections 336 and 337 (relating
to liquidations) are not applicable to transfers of property pursuant
to the plan of reorganization.® In any type of reorganization, no
gain or loss is recognized by the acquired corporation on a disposi-
tion of stock or securities (in a party to the reorganization) received
from the acquiring corporation, provided the disposition is pursu-
ant to the plan of reorganization.® Gain (but not loss) is recognized
on distributions pursuant to the plan of any “boot” including pre-
acquisition assets of the acquired corporation. However, under the
provision, boot received from the acquiring corporation will gener-
ally take a basis equal to its fair market value at the time of trans-
fer.10

5 See Minnesota Tea Company v. Helvering, 302 U.S. 609 (1938), Rev. Rul. 70-271, 1970-1 C.B.

166.

¢ See FEC Liquidating Corporation v. United States, 548 F.2d 924 (Ct. Cl. 1977) (the applica-
tion of which would deny nonrectfl'n
stock to a creditor); and, General Housewares Corﬁomtion v. United States, 615 F.2d 1056 (5th
Cir. 1980) (holding that section 337 applied where the acquired corporation sold part of the stock
re(l:)eived as considertion for its assets in a reorganization and used the sale proceeds to pay
debts).

7 This amendment was not intended to change the application of section 357(b) and (c). A fur-
ther technical correction may be needed to clarify this intent.

8 Although this provision was drafted with the prior law sections 336 and 337 in mind, it is
intended to be equally applicable to sections 336 and 337 as amended by the Act. A further tech-
nical correction may appropriate to clarify this intent. » . .

This provision is not intended, however, to affect the recognition of discharge of indebted-
ness income by the acquired corporation on a transfer to a creditor.

10 A further technical correction may be necessary with respect to the treatment of certain
obligations and rights to acquire stock of the acquiring corporation.

ition treatment under section 337 on a “deemed sale” of
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For purposes of this provision, a transfer to creditors of the ac-
quired corporation will be deemed pursuant to the plan of reorgani-
zation if the acquired corporation distributes all its assets or is
merged pursuant to the plan of reorganization (or, in the case of a
“C” reorganization, the Secretary has waived the complete distri-
bution requirement), and the transfer to creditors is pursuant to
such distribution or merger. No inference is intended as to whether
transfers of stock or securities to creditors in such circumstances
may be regarded as pursuant to a plan or reorganization under
prior law.

The Act also clarifies that the distribution requirement of section
368(a)(2)(G) will be satisfied where distributions are made to credi-
tors, as well as shareholders, of the transferor corporation.

These provisions will apply to plans of reorganizations adopted
after date of enactment of this Act.

The Act also clarifies that a reorganization, involving a “drop-
down” of assets to a subsidiary, which qualifies as a “C” reorgani-
zation, without regard to section 368(a)(2XA) (relating to reorganiza-
tions described in both paragraphs (C) and (D) of section 368(a)(1)),
will continue to qualify as a reorganization.

k. Collapsible corporations (sec. 1804(i) of the Act and sec. 341 of
the Code)

Prior Law

Under prior law, subject to certain exceptions, gain from the sale
or exchange of a “collapsible” corporation which has been held for
more than 6 months is treated as ordinary income. :

Explanation of Provision

The Act applies the collapsible corporation provisions whether or
not the stock has been held 6 months. The provision will apply to
sales and exchanges after September 27, 1985,

. Golden parachutes (sec. 1804(j) of the Act and sec. 280G of the
Code)

Prior Law

Under prior and present law (sec. 280G), no deduction is allowed
for “excess parachute payments” and a nondeductible 20-percent
excise tax is imposed on the recipient of any excess parachute pay-
ment (sec. 4999).

Definition of parachute payment

Parachute payment.—A ‘‘parachute payment” is any payment (1)
in the nature of compensation (including payments to be made
under a covenant not to compete or similar arrangement); (2) to (or
for the benefit of) a ‘“‘disqualified individual”’; and (3) which is con-
tingent on a change in the ownership or effective control of a cor-
poration, or on a change in the ownership of a substantial portion
of the assets of a corporation, but only if the aggregate present
value of all such payments made or to be made to the disqualified
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individual equals or exceeds 3 times the disqualified individual’s
“base amount.”

The disqualified individual’'s ‘“base amount” is the average
annual income in the nature of compensation with respect to the
acquired corporation includible in the disqualified individual’s
gross income over the 5 taxable years of such individual preceding
the individual’s taxable year in which the change in ownership or
control occurs.

A payment generally is not treated as a parachute payment to
the extent the disqualified individual transfers cash or property in
consideration for the payment. For example, if the original receipt
or vesting of a stock option is treated as a payment in the nature of
compensation, the exercise of the option is not treated as a para-
chute payment because the holder of the option transfers, in con-
sideration for the stock, cash (the exercise price) and property (the
option) having a total fair market value equal to the stock. Con-
gress expects that, except as otherwise provided in regulations, the
vesting of an option with an ascertainable fair market value
(whether or not readily ascertainable as defined in Reg. section
1.%3—7(b)) will be treated as the payment in the nature of compen-
sation.

Similarly, if an employee receives the payment of his or her
vested account balance in an individual account plan, whether or
not qualified under the Code (sec. 401(a)), and actual interest or
other earnings on plan assets are credited to each account as
earned and prior to distribution, early payment normally would
not increase the present value of this amount and this payment
would not be a parachute payment. On the other hand, if a vested
employee receives a pension benefit on change in control and the
amount of the benefit is not actuarially reduced to reflect payment
before the employee otherwise would have received payment
absent the change of control, the employer is subsidizing the value
of the early payment and the pension benefit would be a parachute
payment. The amount of the benefit that is a parachute payment is
the excess of the present value of the subsidized early payment
over the present value of the benefit if it were payable at the date
that the employee otherwise would retire under the plan.

Disqualified individual.—A ‘‘disqualified individual” means any
individual who is an employee, independent contractor, or other
person specified in regulations who performs personal services for
the corporation and who is an officer, shareholder, or highly com-
pensated individual of such corporation. Sec. 280G does not define
the term “highly compensated individual.” Personal service corpo-
rations and similar entities generally are treated as individuals for
this purpose.

Change in ownership or control.—To be a parachute payment, a
paﬁ'ment must be contingent on a change in ownership or control.
Whether a particular transaction involves a change in the owner-
ship or effective control of a corporation or in the ownership of a
substantial portion of its dssets is to be determined under all the
facts and circumstances, giving due regard to the purposes of the
provisions. Generally, the fact that individuals in effective control
of a corporation increase their ownership interest does not neces-
sarily constitute a change in the effective control or ownership of

29

the corporation or a change in the ownership of a substantial por-
tion of the assets of the corporation. )

In general, a payment is to be treated as contingent on a change
in ownership or control if such payment would not, in fact, have
been made had no change in ownership or control occurred. A pay-
ment generally is to be treated as one which would not, in fact,
have been made unless it is substantially certain, at the time of the
change, that the payment would have been made whether or not
the change occurred. ) ) )

A payment may also be contingent on a change in ownership or
control if the change determines the time such payment is in fact
to be made. Prior and present law does not require that a payment
that is merely accelerated by a change in ownership or control to
be treated as contingent on the change if the acceleration does not
increase the present value of the payment. For example, the exer-
cise of a currently vested and exercisable stock appreciation right
(SAR) or a stock option, the original receipt or vesting of which was
not treated as a payment in the nature of compensation, is not
treated as a parachute payment merely because a change in con-
trol determines the time at which the SAR or stock option is exer-
cised because the change in control does not affect, in any way, the
present value of the SAR or stock option. R

Excess parachute payments.—'Excess parachute payments” are
any parachute payments in excess of the base amount that are not
reasonable compensation for personal services actually rendered
(or to be rendered) by the disqualified individual. Under prior law,
the taxpayer had the burden of establishing, by clear and convinc-
ing evidence, that a parachute payment was reasonable compensa-
tion for personal services actually rendered (or to be rendered).

Reasonable compensation

Payments of compensation previously earned are generally to be
treated as reasonable compensation under prior and present law,
assuming they qualify as reasonable compensation under section
162. For example, if pension benefits are earned at a rate of 2 per-
cent a year times years of service times final average compensa-
tion, benefits earned for service before a change in control are
amounts previously earned. Therefore, these benefits are treated as
reasonable compensation under this provision (after discounting for
the probability that, absent the change, they would otherwise have
been forfeited) if they so qualify under section 162 even if the bene-
fits vest on a change in control. Of course, because these payments
would not have otherwise been made without the change in con-
trol, they would be parachute payments. Solely for purposes of the
parachute provisions, severance payments would not be treated as
reasonable compensation because such payments are not made as
payments for services rendered or to be rendered. )

To the extent a taxpayer establishes that the payment involved
is reasonable compensation for personal services, the payment in-
volved is first applied against the base amount.

Yiolation of securities laws or regulations

Under prior law, the term parachute payment also included any
payment under a contract that (1) provided for payments of a type
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which the Congress intended to discourage by enacting the new
rules, and (2) violated any applicable Federal or State securities
laws or regulations. However, the rules relating to reasonable com-
pensation did not apply for purposes of determining how much of
any such parachute payment was excessive and, therefore, the
entire amount of such parachute payment in excess of the base
amount was an excess parachute payment.

.UnQer prior and present law, the treatment of a securities law
violation as a parachute payment does not apply if the violation is
merely technical in character or is not materially prejudicial to
shareholders or potential shareholders.

Application

In determining whether payments contingent on a change in
ownership or control equal or exceed 3 times the base amount, the
value of amounts to be paid in the future is determined on a
present value basis in accordance with the principles of section
1274(bX2). Under that section, a discount rate equal to 120 percent
of the applicable Federal rate, compounded semiannually, is used.

The provisions apply to that part of each parachute payment
which is in excess of the portion of the base amount allocated to
such payment. Under prior and present law, the portion of the base
amount allocated to any payment is that portion of the base
amount determined by multiplying the base amount by a fraction,
the numerator of which is the present value of such payment, and
the denominator of which is the aggregate present value of all such
Payments.

Effective dates

The provisions of the 1984 Act were effective for payments made
under contracts entered into or renewed after June 14, 1984. The
provisions were also effective for all payments made under a con-
tract entered into before June 15, 1984, if, after June 14, 1984, the
contract was amended or supplemented in significant relevant re-
spect. A contract generally was to be treated as amended or supple-
mented if it was amended or supplemented to add or modify, to the
disqualified individual’s benefit, a change in ownership or control
trigger, to increase amounts payable (or, if payment is to be made
under a formula, to modify, to the disqualified individual’s advan-
tage, the formula) in the event of such a trigger, or to accelerate
the payment of amounts otherwise payable at a later date in the
event of such a trigger.

Explanation of Provisions
Exemption for certain corporations

In general—Under the Act, the term parachute payment does
not include any payment made to (or for the benefit of) a disquali-
fied individual (1) with respect to a corporation that was, immedi-
ately before the change in control, a small business corporation or
(2) with respect to a corporation no stock of which was, immediate-
ly before the change in control, readily tradable on an established
securities market, or otherwise, provided shareholder approval was
obtained with respect to the payment to a disqualified individual.
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Small business corporation.—A corporation qualifies as a small
business corporation if the corporation does not (1) have more than
35 shareholders, (2) have a shareholder who is not an individual
(other than an estate or a qualifying trust), (8) have a nonresident
alien as a shareholder, and (4) have more than one class of stock.

Corporation with no readily tradable securities.—The Secretary
of the Treasury may, by regulations, provide that a corporation
fails to meet the requirement that it have no stock that is readily
tradable if a substantial portion of the assets of any entity consists
(either directly or indirectly) of stock in the corporation and inter-
ests in the entity are readily tradable on an established securities
market, or otherwise. For example, if a publicly traded corporation
sells the stock of a 70 percent subsidiary and the assets of the sub-
sidiary constitute a substantial portion of the assets of the parent,
Congress intended that the exemption for a corporation with no
readily tradable securities will not be available with respect to pay-
ments to disqualified individuals on account of the change in own-
ership or control of the subsidiary.

Congress was also concerned that, absent specific rules, a taxpay-
er might utilize the exemption for shareholder approval to avoid
the golden parachute provisions by creating tiers of entities. Such
avoidance is possible if the gross value of the entity-shareholder’s
interest in the corporation constitutes a substantial portion of such
entity’s assets. Congress contemplated that, in such cases, the Sec-
retary will adopt regulations requiring approval of the owners of
the entity rather than the approval of the entity itself. Of course,
such shareholder approval may be obtained only if the entity
shareholder also has no stock that is readily tradable. On the other
hand, if the entity’s interest in the corporation constitutes less
than a substantial portion of its assets, approval of the compensa-
tion arrangement by the authorized officer of the entity is suffi-
cient because the golden parachute provisions do not apply to the
sale of less than a substantial portion of the assets of a corporation
(in this case, the entity).

Several issues arise in the application of the shareholder approv-
al requirements for a corporation the stock of which is not publicly
traded. It is expected that regulations will address these issues,
particularly the application of the shareholder approval require-
ments in the case of shareholders that are not individuals (i.e., the
shareholders are partnerships, corporations, or other nonindividual
entities), and to what extent nonvoting interests in the entity
shareholder have the right to affect the approval of that sharehold-
er. In general, it is anticipated that the normal voting rights of the
entity shareholder will determine whether or not the shareholder
approves the parachute payments. For example, limited partners
with no right to vote on partnership issues generally would not be
entitled to vote with respect to the partnership shareholder’s ap-
proval of a parachute payment.

Treasury regulations are also expected to address the application
of the shareholder approval requirements to entity shareholders
that hold de minimis amounts of stock in the corporation.!!

11 A technical correction may be necessary so that the statute reflects this intent.
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The shareholder approval requirements are met with respect to
any payment if (1) the payment is approved by a separate vote of
the shareholders who, immediately before the change in ownership
or control, hold more than 75 percent of the voting power of all
outstanding stock of the corporation and (2) adequate disclosure
was made to all shareholders of the material facts concerning pay-
ments that, absent this exemption, would be parachute payments,

Congress intended that adequate disclosure to shareholders will
include full and truthful disclosure of the material facts and such
additional information as may be necessary to make the disclosure
not materially misleading at the time the disclosure was made.
Further, Congress intended that an omitted fact will be considered
material if there is a substantial likelihood that a reasonable
shareholder would consider it important.

A disqualified individual who is to receive payments that would
be parachute payments (absent shareholder approval) and who is a
shareholder is removed from the shareholder base against which
the shareholder approval test is applied. A shareholder who is re-
lated (under the principles of sec. 318) to the disqualified individual
described in the preceding sentence is also removed from the share-
holder base. If all shareholders are disqualified individuals or relat-
ed to disqualified individuals, then disqualified individuals are not
removed from the shareholder base.

Reasonable compensation

In the case of any payment made on account of a change in own-
ership or control, the amount treated as a parachute payment will
not include the portion of such payment that the taxpayer estab-
lishes by clear and convincing evidence is reasonable compensation
for personal services to be rendered on or after the date of the
change in ownership or control. Moreover, such payments are not
taken into account in determining whether the threshold (i.e., 3
times the base amount) contained in the definition of parachute
payments is exceeded.

Congress intended that reasonable compensation for services to
be rendered may include, under certain circumstances, payments
to an individual as damages for a breach of contract. For example,
if an employer fires an employee before the end of a contract term,
the amount the employee collects as damages for salary and other
compensation may be treated as reasonable compensation for serv-
ices to be rendered if (1) the damages do not exceed the compensa-
tion the individual would have received if the individual continued
to perform services for the employer; (2) the individual demon-
strates, by clear and convincing evidence, that the payments were
received because an offer to work was made and rejected; and (3)
any damages were reduced by mitigation. On the other hand, if
damages are collected for a failure to make severance payments,
damages collected would not be for personal services to be rendered
because the individual does not have to demonstrate a willingness
to work and reduce damages by mitigation.

Congress intended that evidence that amounts paid to a disquali-
fied individual for services to be rendered that are not significantly
greater than amounts of compensation (other than compensation
contingent on a change in ownership or control or termination of
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employment) paid to the disqualified individual in prior years or
customarily paid to similarly situated employees by the employer
or by comparable employers will normally serve as clear and con-
vincing evidence of reasonable compensation for such services.

The amount treated as an excess parachute payment is reduced
by the portion of the payment that the taxpayer establishes by
clear and convincing evidence is reasonable compensation for per-
sonal services actually rendered before the change in control. For
purposes of this provision, reasonable compensation for services
performed before the date of change is first offset against the base
amount.

Exemption for payments under qualified plans

Under the Act, the term parachute payment does not include
any payment from or under a qualified pension, profit-sharing, or
stock bonus plan (sec. 401(a)), a qualified annuity plan (sec. 403(a)),
or a simplified employee pension (sec. 408(k)). Moreover, such pay-
ments from or under a qualified plan are not taken into account in
determining whether the threshold for excess parachute payments
is exceeded.

Treatment of affiliated groups

The Act provides that, except as otherwise provided in regula-
tions, all members of an affiliated group of corporations (sec. 1504)
shall be treated as a single corporation for purposes of the golden
parachute provisions. Any person who is an officer or highly com-
pensated individual with respect to any member of the affiliated
group is treated as an officer or highly compensated individual of
such single corporation. Notwithstanding the general definition of
an affiliated group of corporations, for purposes of this provision,
an affiliated group of corporations also includes the following:

(1) Tax-exempt corporations;

(2) Insurance companies;

(3) Foreign corporations (unless the disqualified individual is em-
ployed by a foreign corporation that is acquired by another foreign
corporation, neither of which is subject to tax in the U.S.);

(4) Corporations with respect to which a possession tax credit
election (sec. 936) is in effect for the taxable year);

(5) Regulated investment companies and real estate investment
trusts; and

(6) A DISC or former DISC.

The adoption of the affiliated group rules was not intended to
create an inference with respect to the definition of a change in
control.

Definition of highly compensated individual

Under the Act, the term highly compensated individual is de-
fined to include only an employee (or a former employee) who is
among the highest-paid one percent of individuals performing serv-
ices for the corporation or for any corporation that is a member of
an affiliated group or the 250 highest paid individuals who perform
services for a corporation or for the affiliated group.
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Excluded amounts

Under the Act, amounts that are not treated as parachute pay-
ments are not taken into account in determining whether the
threshold contained in the definition of parachute payments is ex-
ceeded. This provision applies to (1) payments made with respect to
a small business corporation or a corporation that satisfies the
shareholder approval requirements; (2) payments that are reasona-
ble compensation for personal services to be rendered on or after
the date of the change of control; and (8) payments from or under a
qualified plan.

Securities laws violation

The Act limits the treatment of payments made pursuant to an
agreement that violates securities laws as parachute payments
only to violations of generally enforced securities laws or regula-
tions. Further, the Internal Revenue Service is to bear the burden
of proof with respect to the occurrence of a securities law violation.

Effective date

The provisions are effective as if enacted in DEFRA. For exam-
ple, amounts paid before the date of enactment under an agree-
ment otherwise subject to the golden parachute provisions may be
exempt from such provisions under the small business corporation
exception, the shareholder approval exception, the exception for
payments from or under a qualified plan, or exceptions for pay-
ments of reasonable compensation for services to be rendered. In
addition, shareholder approval could be obtained after the date of
enactment with respect to prior transactions.

Further, Congress intended that a contract is not treated as
amended in a significant, relevant respect under certain circum-
stances. For example, if a nonqualified stock bonus plan is amend-
ed to prevent the forfeiture of previously granted but unvested
shares in the event of the termination of the plan following a
merger, consolidation, or sale, such an amendment is not treated as
amending the plan in a significant, relevant respect. This rule ap-
plies provided that participants in the plan are entitled to no
grandfathered parachute benefits that have the effect of compen-
sating them for the possible forfeiture of shares in the event of a
merger, consolidation, or sale of the corporation. Under the plan, if
the company terminates the plan, the vesting of previously granted
shares would continue as if the plan had not been terminated. If
the company is sold, however, the plan could be terminated with-
out allowing previously granted shares to continue to vest. Under
this situation, participants are not entitled to benefits that are con-
tingent on a change in ownership or control. Instead, the plan
amendment merely prevents the possible forfeiture of benefits that
could occur only in the event of the merger, consolidation, or sale
of the corporation. On the other hand, whether an award made
after June 14, 1984, under the plan constitutes a parachute pay-
ment will depend on the facts and circumstances at the time the
award is made.
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m. Corporate tax preferences (sec. 1804(k) of the Act and sec. 291
of the Code)

Prior Law

The 1984 Act generally increased the corporate tax preference
cutback (sec. 291) from 15 to 20 percent.

Explanation of Provision

The Act makes several clerical amendments, including a clarifi-
cation that the prior law DISC provision did not apply to subchap-
ter S corporations.

5. Partnership Provisions

a. Retroactive allocations (sec. 1805(a) of the Act and sec. 706(d)
of the Code)

Prior Law

The 1984 Act provides that specified cash basis items are allocat-
ed to the persons who were partners during the period to which the
items were economically attributable. Items (or portions of items)
which are attributable to periods before the beginning of the tax-
able year are assigned to the first day of the taxable year. The
items_are allocated to the persons who were partners during the
period to which each item is attributable, in accordance with their
varying interests in the partnership during that period. If the per-
sons to whom all or part of such item is allocable are not partners
in the partnership on the first day of the partnership taxable year
in which the item is properly taken into account, their portion of
such item must be capitalized by the partnership and allocated to
the basis of partnership assets.

Explanation of Provision

The Act clarifies that the rule described in prior law applies to
all cases in which the rule is necessary to allocate cash basis items
to the period to which the items are attributable, even though no
change in partnership interests occurs during the current taxable
year.

b. Disguised sale transactions (sec. 1805(b) of the Act and sec.
707(a)(2)(B) of the Code)

Prior Law

The 1984 Act provides that, under Treasury regulations, if (1) a
partner transfers money or other property (directly or indirectly) to
a partnership, (2) there is a related direct or indirect transfer of
money or other property by the partnership to that partner (or an-
other partner), and (3) when viewed together, the transfers de-
scribed above are properly characterized as a sale of property, the
transaction is to be treated (as appropriate) as a transaction be-
tween the partnership and a non-partner or as a transaction be-
tween two or more Partners acting in non-partnership capacities.
This “disguised sale” rule is intended to prevent the parties from
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characterizing a sale or exchange of property as a contribution to
the partnership followed by a distribution from the partnership,
and thereby to defer or avoid tax on the transaction.

Explanation of Provision

The Act specifies that ‘‘disguised sale” treatment is to apply to
cases in which the transfers to and from the partnership (as de-
scribed above), when viewed together, are properly characterized as
an exchange of property, as well as to cases in which such transfers
are properly characterized as a sale.

¢. Transfers of partnership interests by corporation (sec.
1805(¢)(1) of the Act and sec. 386 of the Code)

Prior Law

The 1984 Act provided that for purposes of determining the
amount (and character) of gain recognized by a corporation on any
distribution or liquidating sale or exchange of a partnership inter-
est, the distribution (or sale or exchange) is treated as a distribu-
tion (or sale or exchange) of the corporation’s proportionate share
of the recognition property of the partnership.

Explanation of Provision

The Act amends section 386 to specifically limit the amount of
gain recognized by a corporation upon a distribution of a partner-
ship interest in a nonliquidating distribution to which section 311
applies. The maximum amount of gain recognized by a corporation
upon distribution to which section 311 applies of any partnership
interest is the gain that would have been recognized upon the sale
of the distributed interest at its fair market value. Thus, for exam-
ple, a corporation that acquired its interest by making a cash con-
tribution to an existing partnership would recognize no gain if it
immediately distributed the interest to its shareholders, regardless
of the basis of the partnership property attributable to its interest.

The amendment to section 386 does not affect the recognition of
recapture income by a distributing corporation. Under section
751(a), a partner is required to treat the sale of a partnership inter-
est as a sale or exchange of property other than a capital asset to
the extent of the unrealized receivables (including recapture prop-
erty) and inventory of the partnership attributable to the trans-
ferred interest. Thus, a corporation making a distribution of a part-
nership interest will recognize depreciation recapture with respect
to the partnership recapture property attributable to the distribut-
ed interest.

The Secretary is given authority to promulgate regulations to
prevent the use of this provision to avoid the nonrecognition of loss
rule of section 311(a). In particular, the Congress was concerned
that prior to a distribution of partnership interests a corporation
might contribute to a partnership property the adjusted basis of
which exceeds its fair market value, thereby reducing the gain in-
herent in the distributed partnership interests. Such ‘“netting” of
gain and loss property is not permitted by section 311 if loss prop-
erty is distributed by a corporation. The Secretary should limit the
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application of this provision where a distribution is preceded by the
contribution of loss property to the partnership if the principal
purpose of the contribution is to avoid the nonrecognition of loss
rule.

d. Distributions treated as exchanges for purpose of partnership
provisions (sec. 1805(c)(2) of the Act and sec. 761(e) of the
Code)

Prior Law

The 1984 Act provides that any distribution not otherwise treat-
ed as an exchange is to be treated as an exchange for purposes of
specified partnership provisions of the Code. The provisions to
which this rule applies are section 708 of the Code (relating to con-
tinuation of a partnership); section 743 (relating to the optional ad-
justment to the basis of partnership property); and any other part-
nership provision (subchapter K of the Code) specified in Treasury
regulations.

Explanation of Provision

The Act limits the application of the sale or exchange treatment
rule to partnership interests which are distributed. The Act also
allows the Secretary to provide exceptions to these rules. It is in-
tended that exceptions might include a distribution of a partner-
ship interest by an estate or testamentary trust by reason of the
death of a partner will not be treated as a sale or exchange for pur-
poses of section 708(b).

e. Like-kind exchanges (sec. 1805(d) of the Act and sec. 1031(a) of
the Code)

Prior Law

Under the Code (section 1031), generally no gain or loss is recog-
nized if property held for productive use in the taxpayer’s trade or
business, or property held for investment purposes, is exchanged
solely for property of a like-kind that is also to be held for produc-
tive use in a trade or business or for investment.

The 1984 Act provides that, for purposes of the like-kind ex-
change provision, property which was not identified as the property
to be received by the taxpayer on the date the taxpayer relin-
quishes property, or before the day which is 45 days after that
date, does not qualify as like-kind property.

Explanation of Provision

The Act specifies that like-kind property includes property iden-
tified as the property to be received by the taxpayer on or before
(rather than only before) the date which is 45 days after the date
on which the taxpayer relinquishes property.
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6. Trust Provisions
a. Multiple trusts (sec. 1806(a) of the Act and sec. 643 of the Code)

Prior Law

The 1984 Act provides that under Treasury regulation, two or
more trusts will be treated as one trust if (1) the trusts have sub-
stantially the same grantor or grantors and substantially the same
primary beneficiary or beneficiaries, and (2) a principal purpose for
the existence of the trusts in the avoidance of Federal income tax.

This provision is effective for taxable years beginning after
March 1, 1984.

Explanation of Provision

The 1984 Act provides that this provision is not applicable to any
trust which was irrevocable on March 1, 1984, except to the extent
corpus is transferred to the trust after that date.

b. Tl(';ls; ()listributions (sec. 1806(b) of the Act and sec. 643 of the
ode

Prior Law

The 1984 Act provides that the basis of property received as a
distribution from a trust or estate is to be the basis before the dis-
tribution adjusted for gain or loss recognized. An election was pro-
vided to recognize gain or loss on the distribution of property from
a trust or estate.

Explanation of Provision

The Act clarifies that the election to recognize gain or loss ap-
plies to all distributions during a taxable year unless the election is
revoked with the consent of the Secretary.

7. Accounting Provisions

a. Tax shelters (sec. 1807(a)(1) and (2) of the Act and sec. 461(i)(2)
of the Code)

Prior Law

Generally, a cash basis tax shelter is not allowed a deduction
with respect to an amount any earlier than the time at which eco-
nomic performance occurs. An exception is provided under which
prepaid expenses are deductible when paid if economic perform-
ance occurs within 90 days after the close of the taxable year. For
purposes of this exception, in the case of oil and gas activities, eco-
nomic performance is deemed to occur with respect to intangible
drilling expenses when the well is “spudded.” 1t is unclear whether
the exception applies if economic performance occurs before the
close of the taxable year, because this is not “within” 90 days after
the close of the taxable year. For example, it is unclear whether
the exception applies if a well is spudded in the last month of the
taxable year.
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In the case of the trade or business of farming, the farming syn-
dicate rules of section 464 apply to any tax shelter described in sec-
tion 6661(b) (i.e., the principal purpose of which is the avoidance or
evasion of Federal income tax). For purposes of applying section
464 to these tax shelters, it is unclear whether the exceptions
under section 464(c)X2) relating to holdings attributable to active
management apply.

Explanation of Provision

The Act clarifies that the 90-day exception applies if economic
performance occurs before the close of the 90th day after the close
of the taxable year. Thus, for example, if a well is spudded in the
last month of the taxable year, the requirement that economic per-
formance occur before the close of the 90th day after the close of
the taxable year is satisfied.

The Act also clarifies that any tax shelter described in section
6661(b) will generally be treated as a farming syndicate for pur-
poses of section 464. However, any person meeting the require-
ments of section 464(cX2) will not be subject to the provisions of sec-
tion 464 with respect to that person’s interest in a tax shelter.

b. Mine reclamation and similar costs (sec. 1807(a)(3) of the Act
and sec. 468 of the Code)

Prior Law

The 1984 Act provided electing taxpayers with a uniform method
for deducting, prior to economic performance, certain reclamation
costs which are mandated by Federal, State, or local law. Deduc-
tions accrued under this method must be accounted for in a book
reserve and are subject to recapture to the extent that reclamation
costs are less than accumulated reserves.

Explanation of Provision

The Act clarifies that a reserve balance must be increased by the
amount of deductions accrued in each year that are allocable to the
reserve. The Act also clarifies that this provision is effective on
July 18, 1984, with respect to taxable years ending after July 18,
1984.

¢c. Nuclear power plant decommissioning expenses (sec. 1807(a)(4)
of the Act and sec. 468A of the Code)

Prior Law

The 1984 Act permitted electing taxpayers to accrue a deduction
for contributions made to a qualified nuclear decommissioning fund
(a “fund”), subject to certain limitations.

Explanation of Provision

The Act clarifies that a taxpayer shall be deemed to have made a
payment to a fund at the end of a taxable year provided that pay-
ment is made within 2% months after the close of that taxable
year. Under a transitional rule, the Secretary of the Treasury is
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provided regulation authority to relax, and appropriately adjust,
this 2% month rule for payments allocable to a taxable year begin-
ning before January 1, 1987, and to provide that no interest will be
allowed with respect to periods before payment is made. The Act
clarifies that the tax treatment of fund income provided in section
468A is in lieu of any other Federal income tax, that a fund’s tax
liability is not deductible from its gross income, and that for pur-
poses of subtitle F (“Procedure and Administration”) a fund shall
be treated as a corporation and taxes imposed on the fund shall be
treated similarly to corporate income taxes. The Act clarifies that a
fund may invest only in those assets in which the Code permits a
Black Lung Trust Fund to invest. The Act also clarifies that this
provision is effective for taxable years ending after July 18, 1984.

d. Premature accruals (sec. 1807(a)(8) of the Act and sec. 461(h)
of the Code)

Prior Law

Under prior law, an accrual basis taxpayer may not take a de-
duction for an item prior to the occurrence of economic perform-
ance. A liability of a taxpayer which requires a payment to another
person and arises out a tort is not considered to be economically
performed prior to the time payment to such other person is made.

Explanation of Provision

The Act provides that accrual basis taxpayers which have made
a payment to an insurance company to indemnify themselves from
tort claims arising from personal injury or death caused by the in-
halation or ingestion of dust from asbestos-containing products will
be treated as having satisfied the economic performance test if the
payment is paid to an unrelated third party insurer prior to No-
vember 23, 1985, and such payment is not refundable. The provi-
sion is not to apply to any company which mined asbestos.

The Congress does not intend for any conclusion to be drawn
from this provision as to what treatment should be accorded simi-
lar payments for similar policies in the future.

e. Treatment of deferred payments for services (sec. 1807(b) of the
Act and sec. 467(g) of the Code)

Prior Law

Under section 467(g) of the Code, the Secretary of the Treasury is
to prescribe regulations under which deferred payments for serv-
ices will be subject to rules similar to those applicable to deferred
rents.

Explanation of Provision

The Act clarifies that the regulations to be issued under section
467 relating to deferred payments for services will not apply to
amounts to which section 404 or 404A applies, or to amounts sub-
ject to any other provision specified in regulations.
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In addition, the Act permits a specified taxpayer whose primary
business is providing architectural reserves to use the cash method
of accounting.

f. Settlement funds (sec. 1807(a)(7) of the Act and sec. 461(h) of
the Code)

Prior Law

The 1984 Act provides that liabilities are not treated as incurred
prior to the time when economic performance occurs. In the case of
the taxpayer’s liability to another person, arising under any work-
ers compensation act or any tort, economic performance occurs as
payments to such person are made, except to the extent provided
in regulations. It is unclear whether an irrevocable payment to a
court ordered settlement fund, which extinguishes the tort liability
of the taxpayer to a person (or class of persons), constitutes eco-
nomic performance under that Act.

Explanation of Provision

General rule

The Act clarifies that under certain limited circumstances, an ir-
revocable payment to a court-ordered settlement fund that extin-
guishes tort liability of the payor (the ‘“‘taxpayer’) constitutes eco-
nomic performance with respect to such liability. This provision ap-
plies only to qualified payments made to a designated settlement
fund.

A designated settlement fund means a fund (1) which is estab-
lished pursuant to a court order, (2) which extinguishes completely
the taxpayer’s tort liability with respect to a class of claimants,!?
as determined by the court, (8) which is managed and controlled by
persons unrelated to the taxpayer, (4) in which the taxpayer does
not have a beneficial interest in the income or corpus, and (5) to
which no amount may be transferred other than qualified pay-
ments.

A qualified payment means cash or property, other than the
stock or indebtedness of the taxpayer (or a related party), which is
irrevocably contributed to a designated settlement fund pursuant
to a court order.

A designated settlement fund is not qualified if the taxpayer may
benefit from the corpus or income of the fund. Thus, if the taxpay-
er’s future liability to claimants (or other parties) is contingent on
the income of a settlement fund created by the taxpayer, then the
taxpayer may benefit from the fund’s income, and the fund is not
qualified.

A designated settlement fund is taxed as a separate entity at the
maximum trust rate. Gross income of a designated settlement fund
includes income from investment of fund assets, but excludes quali-
fied payments made to the fund. No deductions are permitted
except for certain administrative and incidental expenses. Thus,
distributions to claimants are not deductible.

'2 A technical correction may be necessary to clarify that a designated settlement fund must
completely extinguish the taxpayer’s tort liability with respect to a class of claimants.
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A contribution of property to a designated settlement fund is
treated as if the taxpayer sold the property for fair market value
and donated the proceeds to the fund. Thus, the taxpayer’s deduc-
tion is limited to fair market value. The taxpayer recognizes gain
or loss at the time property is contributed, and the fund takes a
fair market value basis in the property.

No deduction is allowed under this provision for payment to a
fund of an amount received from the settlement of an insurance
claim, if the amount received is excluded from the taxpayer’s gross
income.

The Act clarifies that payments to a trust or escrow fund, other
than a designated settlement fund, do not constitute economic per-
formance with respect to any tort liability of the taxpayer.

These provisions do not apply to liability arising from any work-
ers compensation act or contested liabilities (within the meaning of
section 461(f)); moreover, no inference about the prior law treat-
ment of such liabilities is intended.

The Act provides that, except as provided in regulations, escrow
accounts, settlement funds, or similar funds are subject to current
taxation. If the contribution to such an account or fund is not de-
ductible, then the account or fund is taxable as a grantor trust.!3
This provision is effective for accounts or funds established after
August 16, 1986.

Transition rule

A corporation that filed a petition for reorganization under chap-
ter 11 of title 11 of the United States Code on August 26, 1982, and
which filed with the U.S. Bankruptcy Court a first amended and
restated plan of reorganization prior to March 1, 1986, may elect to
be taxed under a transition rule. Under the transition rule, a tax-
payer may identify a separate account within a trust fund, created
by the taxpayer as part of its plan of reorganization, as a designat-
ed settlement fund, provided such account meets certain require-
ments of a designated settlement fund. A designated settlement
fund created under the transition rule is taxable at a rate of 15
percent (rather than at the maximum trust rates). In addition, the
settlement fund’s tax liability shall be assumed by the taxpayer
without disqualification of the fund. Such tax liability is treated as
a deductible expense of the taxpayer.

Under the transition rule, sale or distribution of the taxpayer’s
stock by a trust fund (other than by a separate account treated as a
designated settlement fund, as described above) is, for purposes of
section 1032, treated as a sale or distribution by the taxpayer.

8. Tax Straddle Provisions

a. Treatment of Subchapter S corporations (sec. 1808(a) of the
Act)

Prior Law

The 1984 Act extended the mark-to-market and sixty percent
long-term, forty percent short-term capital gain and loss treatment

13 This provision reverses the holding in Rev. Rul. 71-119, 1971-1 CB 163.
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applicable to commodities dealers to dealers in exchange-traded op-
tions, provided elections to adopt this treatment for positions car-
ried forward from earlier taxable years into the taxable year in-
cluding the date of enactment and to pay any increase in tax liabil-
ity resulting from this election over 5 years, and permitted quali-
fied incorporated commodities dealers and options dealers to elect
S corporation status without regard to the requirement of prior law
that the election be made by the 15th day of the third month of the
taxable year for which it is effective.

Explanation of Provision

The Act makes clarifying amendments to ensure that S corpora-
tion taxable year limitations do not affect the elections relating to
adoption of mark-to-market treatment for positions carried forward
from earlier years, and to properly coordinate those elections with
the S corporation election with respect to taxable years commenc-
ing b:efore January 1, 1984 in the manner provided by regula-
tions.

b. Treatment of amounts received for loaning securities (sec.
1808(b) of the Act and sec. 263(g) of the Code)

Prior Law

The prior law requirement that interest and other carrying costs
incurred to carry personal property constituting part of a straddle
must be capitalized, as amended by the 1984 Act, limits the re-
quirement o the excess of these costs over interest, discount
income and dividend income with respect to the property that is
subject to tax during the taxable year. A lender of securities to be
used in a short sale may receive compensation from the borrower
to replace interest, dividends, and other compensating amounts
with respect to the loaned property and may also incur interest
and other carrying costs with respect to the property that are sub-
ject to the capitalization requirement.

Explanation of Provision

The Act provides for the inclusion of compensating payments to
a lender of securities used in a short sale in those taxable amounts
that reduce interest and other costs required to be capitalized
under section 263(g) of the Code.

¢. Clarification of the exception for straddles consisting of stock
(sec. 1808(c) of the Act and sec. 1092(d) of the Code)

Prior Law

The 1984 Act extended the straddle rules to straddles involving
exchange-traded stock options. Exceptions were provided for a
straddle consisting of stocks, or stock and a qualified cover call.

14 See Treas. Reg. sec. 18.1362-1, 49 Fed. Reg. 38920 (October 1, 1984).

R ]
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Explanation of Provision

The Act clarifies that the exception for stock does not operate to
except straddles involving exchange traded stock options (other
than qualified covered calls that offset stock).

d. Treatment of losses from pre-1981 straddles (sec. 1808(d) of the
Act and sec. 108 of the 1984 Act)

Prior Law

Unlike taxpayers who conducted isolated straddle transactions
prior to the effective date of ERTA solely for tax purposes, taxpay-
ers in the trade or business of trading commodities conducted nu-
merous straddle transactions in the normal course of their busi-
ness. Section 108 was intended to clarify the treatment of losses
claimed with respect to straddle positions entered into and disposed
of prior to 1982 by taxpayers in the trade or business of trading
commodities. It provided a profit-motive presumption in section
108(b) for such taxpayers because of the inherent difficulty in dis-
tinguishing tax-motivated straddle transactions from profit-moti-
vated straddle transactions when the taxpayer was in the trade or
business of trading in commodities.

Explanation of Provision

The Act makes clear that subsection (b) treatment is limited to
those taxpayers in the business of trading commodities. The deter-
mination of whether a taxpayer is in the business of trading com-
modities is based upon all the relevant facts and circumstances.
Under the statute as clarified by the technical correction, generally
a taxpayer engaged in the business of investment banking who reg-
ularly trades in commodities as part of that business would be con-
sidered in the trade or business of trading commodities. If a person
qualifies as a commodities dealer, the subsection (b) treatment ap-
plies with respect to any position disposed of by such person. It
would, for example, apply without regard to whether the position
was in a commodity regularly traded by that person, whether it
was traded on an exchange on which the dealer was a member, or
whether an identical position was re-established on the same trad-
ing day or subsequently. If an individual owns a seat on a commod-
ities exchange, such individual will be treated as a ‘“‘commodities
dealer.” Further, if a trading firm also regularly trades commod-
ities in connection with its business, then the commodities trading
will be deemed to be part of its trade or business. The latter rule
applies only to the securities trading firm itself; it does not apply
to separate individual trading of its partners, principals, or employ-
ees, nor to partnerships or other organizations formed for the prin-
cipal purpose of marketing tax straddles.

The Act also clarifies that subsection (b) treatment is available
not only with respect to a loss incurred directly by a commodities
dealer, but also to a loss allocable to a commodities dealer in deter-
mining such person’s income with respect to an interest in a part-
nership, S corporation, or trust. For example, in determining the
tax liability of a commodities dealer who was a shareholder in an S
corporation, a loss incurred by the corporation in the trading of
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commodities would be treated as a loss incurred b th -
ities dealer. Of course, whether an individual is); c:m(;?lg:ilﬂ(i)gs
;i:taelfgs t1sino way I'tmdlcf;ged énerely because such individual has an

n a partnership, S corporati i
tr?diréﬁ of oo Partners! p poration or trust engaged in the
n the case of trades on a domestic exchange described i

section 1402(i2)(B), the identification of positi%ns disposeed lor;‘ g}gl‘i
be as provided in exchange procedures, and records of the exchange
or clearlnghguse shall be controlling in the absence of proof that
rules were violated. A taxpayer who does not satisfy the indicia of
trade or business status, such as the taxpayer in Miller v. Commis-
sioner (84 T.C. No. 55 (1985)), would not be considered in the trade
or business of trading commodities. Further, the presumption
would not be available in any cases where the trades were ficti-
tious, prearranged, or otherwise in violation of the rules of the ex-
change in which the dealer is a member. The subsection (b) treat-
ment is only for purposes of subsection (a), and no inference should
be drawn that a loss is incurred in a trade or business for an
other purpose, such as for purposes of section 162, 163(d) or 172.

_Section 108 also restated the general rule that losses from the
disposition of a position in a straddle are only allowable if such po-
sition was part of a transaction entered into for profit. A majority
of the United States Tax Court in Miller interpreted section 108 as
providing a new, less stringent profit standard for losses incurred
with respect to pre-1981 commodity straddles. It was not the intent
of Congress in enacting section 108 to change the profit-motive
standard of section 165(c)2) or to enact a new profit motive stand-
ard for commodity straddle activities. This technical correction is
2:::ssary to end any additional uncertainty created by the Miller

Further, the Congress intends that the Internal Revenue Servi
bring all outstanding pre-ERTA straddle litigation to a speedy le?
lution, so that the large docket of cases on this issue may be
cleared, in a manner consistent with this legislation.

9. Depreciation Provisions

a. Straight-line election for low-income housi
the Act and sec. 168 of the Code) using (sec. 1809(a)(1) of

Prior Law

Section 111 of the 1984 Act extended the recove i
\ eriod of
propex;tsy (other than low-income housing) from lY5pyears otoreflS1
ﬁﬁ;ﬂ& Tag:payerst n;aly’flt_elzlect to ;ecover the cost of 18-year real
Yy using a strai ine method -
Pper e g ethod over the regular 18-year re-

Explanation of Provision

The Act clarifies that taxpayers may elect to recover the cost of

low-income housing using a straight-li
not 18 years). g g ght-line method over 15 years (but

% For purposes of this description, 18-year real property also includes 19-year real property.
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b. Mid-month convention for real property (sec. 1809(a)(2) of the
Act and secs. 57, 168, and 312 of the Code)

Prior Law

The 1984 Act provided a mid-month convention for the deprecia-
tion of .18-year real property (which does not include lgw—mcon_le
housing). Under that convention, property placed in service (or dis-
posed of) by a taxpayer at any time during a month is treated as
having been placed in service (or disposed of) by the taxpayer in
the middle of that month.

Explanation of Provision

The Act clarifies that the mid-month convention is to be applied
whenever a depreciation computation with respect to 18—yea§' real
property is required under section 168, section 57(a)(12) (relating to
accelerated cost recovery deductions as items of tax preference), or
section 312(k) (relating to the effect of depreciation on earnings and
profits). Thus, for example, if a taxpayer elects under section
168(bX3) to depreciate 18-year real property on a straight-line basis
over 18, 35, or 45 years, the mid-month convention appli.es in com-
puting the deductions. Similarly, the mid-month convention applies
in determining what cost recovery deductions “would have been al-
lowable” under section 57(a)(12). Numerous conforming changes are
also made. These amendments will not apply to property placed in
service before June 23, 1984.

¢. Bond-financed 18-year real property (sec. 1809(a)(4) of the Act
and sec. 168(f)(12) of the Code)

Prior Law

Prior to the 1984 Act, section 168(f)(12) placed restrictions on cost
recovery allowances with respect to 15-year real property financed
by the proceeds of an industrial development bond. Those rules did
not apply if the property was placed in service in connection with a
project for residential rental property financed by the proceeds of
obligations described in section 103(bX4XA). The 1984 Act generally
provided that the cost of real property qualifying as recovery prop-
erty could not be recovered over a period of less than 18 years.

Explanation of Provision

The Act clarifies that, in general, the cost of 18-year real proper-
ty (which does not include low-income housing) financed by the pro-
ceeds of an industrial development bond cannot be recoYered more
rapidly than on a straight-line basis over 18 years, using a mid-
month convention. This rule does not apply if the property is 91thqr
(i) low-income housing (sec. 168(c)2XF)), or (ii) property which is
placed in service in connection with a project for residential rental
property financed with the proceeds of obligations described in sec-
tion 103(b)}4XA) but which is not low-income housing under section
168(e}2XF). Costs of the former can be recovered on an accelerated
basis under ACRS over 15 years, using a first-of-the month conven-
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tion, and costs of the latter can be recovered on an accelerated
basis under ACRS over 18 years, using a mid-month convention.

The Act also clarifies that the provision of the 1984 Act relating
to property financed with tax-exempt bonds does not apply to cer-
tain property excepted from the bond rules added in 1982.

d. Treatment of certain transferees of recovery property (sec.
1809(b) of the Act and sec. 168(f)(10) of the Code)

Prior Law

A transferee of recovery property generally may elect a recovery
period or method for the property different from the period or
method elected by the transferor. However, restrictions are im-
posed by section 168(f)(10) to prevent the use of certain kinds of
asset transfers as a means to change the recovery period or method
for the property involved. For transfers subject to those restric-
tions, the transferee must “step into the shoes” of the transferor
with respect to so much of the transferee’s basis in the property as
is not in excess of the property’s adjusted basis in the hands of the
transferor. Under this rule, the transferee’s cost recovery deduc-
tions with respect to that basis are the same as those that would
have been allowed the transferor had no transfer occurred. The
transferee can elect to depreciate any excess basis pursuant to any
recovery period or method available under the general rules.

Asset transfers subject to the rule of the preceding paragraph in-
clude sale-leasebacks (sec. 168(f)10)(BXiii)), transfers between relat-
ed persons (sec. 168(f(10XB)(ii)), and tax-free asset (carryover basis)
transfers described in section 332, 851, 861, 371(a), 374(a), 721, or
731 (sec. 168(H(10XBX{)).

Explanation of Provision

In cases described in sections 168(f)(10)(BXii) and (iii) of prior law,
the “step into the shoes” rule is often too generous to the transfer-
ee. The rule has the general effect of permitting such a transferee
higher cost recovery deductions than would have been allowed to a
transferee in a case not covered by either section. Furthermore, the
Act, in amending the rules regarding the depreciation of real prop-
erty (other than low-income housing) qualifying as recovery proper-
ty, did not clearly provide how section 168(f)(10) would apply.

The Act amends section 168(f)(10) with respect to recovery prop-
erty placed in service by the transferor. In a case described in sec-
tion 168(H)(10)(B)(ii) or (iii) (but not (i)) of prior law, the transferee
does not “step into the shoes” of the transferor. Instead, the trans-
feree starts depreciating the property as would any other new
owner of it. However, to the extent of the adjusted basis of the
property in the hands of the transferor, the transferee is treated as
having made any election made by the transferor with respect to
the property under section 168(bX3) or section 168(f)2XC). Thus, for
example, if the transferor had elected to depreciate 5-year property
on a straight-line basis over 5 years, a transferee under section
168(H)(10)B)(i) or (iii) would be treated as having made the same
election to the extent basis did not increase. Furthermore, the
transferee would begin depreciating that basis in the year of the
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transfer over a new 5-year period. For purposes of this rul_e, if @he
transferor was depreciating 15-year real property on a straight-line
basis, the transferee would be treated as having elected 18-year
straight line depreciation. If the transferee’s basis_ exceeded the
transferor’s adjusted basis, the transferee can depreciate the excess
under the general rules. )

The Act is not intended to affect the treatment of transactions
between members of an affiliated group of corporations filing a
consolidated return. In addition, the Act is not intended to affect a
mere change in form of ownership not involvir}g a sale or ex-
change. For example, the change from ownership as tenants-in-
common to condominium ownership not involving percentage own-
ership change would not require the owners to begin depreciating
the property over a new period. i

With one exception, the Act does not amend section
168(X10)(B)@). Thus, for example, in a section 351 transaction, the
transferee steps into the transferor’s shoes to the extent basis .does
not increase. However, the Act amends section 168(f)10)B)Y) to
provide that it does not apply in the case of the termination of a
partnership under section 708(b)(1)(B) (relating to the sale or ex-
change of 50 percent or more of the total interest in a partner-
ship’s capital and profits within a 12-month period). )

The amendments apply to property placed in service by the
transferee after December 31, 1985.

e. Instaliment sales of partnership interests (sec. 1809(c) of the
Act and sec. 453(i) of the Code)

Prior Law

The 1984 Act denied installment sale reporti.ng to the sale of de-
preciable property to the extent of depreciation recapture under
section 1245 and 1250 of the Code.

Explanation of Provision

The Act clarifies that the depreciation recapture installment sale
rule (sec. 453(i)) applies to the installment sales of partnership in-
terests.

f. Films, videotapes, and sound recordings (sec. 1809(d) of the Act
and sec. 167 of the Code)

Prior Law

Under the 1984 Act, films and videotapes cannot qualify as re-
covery property (sec. 168(e)5)). Similarly, sound recordings do not
qualify as recovery property unless an election is made under sec-
tion 48(r)X1) (relating to treating a sound recording as 3-year prop-
erty). Thus, their costs cannot be recovered under ACRS. If a film
or videotape, or a sound recording, not qualifying as recovery prop-
erty qualifies as tangible property, however,_lts costs may be recov-
erable under depreciation methods prescribed by section 167(b)
(e.g., a declining balance method).

49

Explanation of Provision

Under the Act, films, videotapes, and sound recordings are not
eligible for the accelerated depreciation methods available under
section 167(b)2), (3), or (4). However, the income forecast method or
similar methods of depreciation are available.

The provision applies to films, videotapes, and sound recordings
placed in service by the taxpayer after March 28, 1985. However,
no inference is intended as to whether or not films, videotapes, or
sound recordings, placed in service by a taxpayer on or before that
date qualify for these accelerated depreciation methods.

g In(\:veztment tax credit (sec. 1809(e) of the Act and sec. 48 of the
ode)

Prior Law

The 1984 Act amended the 3-month rule of section 48(b) (relating
to whether property qualifies as new section 38 property). Under
that Act, rules relating to the qualification of certain property re-
constructed by the taxpayer as new section 38 property were inad-
vertently deleted.

Explanation of Provision

The Act reinstates the provision that section 38 property the re-
construction of which is completed by the taxpayer qualifies as new
section 38 property. The Act also provides that the 3-month rule is
not applicable to section 38 property the reconstruction of which is
completed by the taxpayer. Thus, property reconstructed by a tax-
payer and then sold and leased back by the taxpayer within 3
months of the date actually placed in service is to be treated as
placed in service on the date actually placed in service.

The Act also clarifies the applicability of the 3-month rule in the
case of certain sale-leasebacks. Thus, assume that taxpayer A
places eligible property in service by leasing it to taxpayer B.
Assume further that, within 8 months of the date A placed the
property in service, A sells the property to taxpayer C and taxpay-
er C leases the property back to A, subject to the lease to B. As-
suming C’s lease to A qualifies as a lease under applicable Code
principles, the property will constitute new section 3 property in
C's_hands. The amendment clarifies that this result would occur
under the prior statutory language.

Under the Act, the 3-month rule does not apply if the lessee and
lessor so elect.

10. Foreign Provisions

a. Maintaining the source of U.S. source income (sec. 1810(a) of
the Act and sec. 904(g) of the Code)

Prior Law

Prior to the 1984 Act, a U.S. taxpayer could convert U.S. source
income to foreign source income by routing the income through a
foreign corporation: Interest and dividend payments from (and
income inclusions with respect to) an intermediate foreign corpora-
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tion generally were foreign source income to the U.S. taxpayer. As
foreign sourc); income, the income could be free of U.S. tax under
the foreign tax credit. .

The 1984 Act added to the foreign tax credit rules new rules that
prevent U.S. taxpayers from converting U.S._source income into
foreign source income through the use of an intermediate foreign
payee. These rules apply to 50-percent U.S.-owned foreign corpora-
tions only. These rules do not apply if less than 10 percent of the
foreign corporation’s earnings and profits is from U.S. sources.

Prior to enactment of the 1986 Act, interest and dividends pqld
by a domestic corporation that earned less than 20 _percent‘:‘of its
gross income from U.S. sources over a three-year period (an “80/20
company’”’) were foreign source (Code secs. 861(a)1)B) and
861(a)2XA)). Therefore, a U.S. taxpayer could convert U.S. source
income to foreign source income by routing it through an 80/20
company, as long as the company’s U.S. source gross income re-
mained below the 20-percent threshold.

The 1984 Act defines an “applicable CFC” as any cox}trqlled for-
eign corporation in existence on March 31, 1984, the principal pur-
pose of which on that date consisted of issuing CFC obligations or
holding short-term obligations and lending the proceeds to affili-
ates. The 1984 Act provided that, if certain requirements are met,
interest paid to an applicable CFC on a U.S. afﬁllatq obligation
issued before June 22, 1984 (the date of conference action) will be
treated for all Code purposes as paid to a resident of the country in
which the applicable CFC is incorporated. o

The 1984 Act provides a transitional rule for certain interest re-
ceived by “applicable CFCs.” This rule exempts from the resourc-
ing provisions interest paid by a U.S. affiliate on certain obliga-
tions issued before the effective date of the amendment by an ap-
plicable CFC, typically a U.S.-owned finance subsidiary located in
the Netherlands Antilles. )

A U.S. affiliate obligation is any obligation of a U.S. person relat-
ed (within the meaning of Code section 482) to an applicable CFC
holding the obligation. Interest paid on an obligation of a foreign
person is not subject to the source maintenance rules.

Under the U.S. Constitution, the more recently adopted of a con-
flicting treaty and statute generally takes precedence. Thus, a
treaty ratified in the future that contains its own source rules ar-
guably might override the source maintenance rules. A preexisting
treaty containing such rules would not do so under the later-in-
time rule. While under a Code provision in effect since 1936, some
statutory taxing rules in effect yield to preexisting treaties, this
Code rule applies only in the case of a treaty exclusion from gross
income; treaty source rules are not exclusions from gross income.
Consistent with these general rules, Congress intended that the
new rules maintaining the source of U.S. source income take prece-
dence over any conflicting U.S. treaty provisions in force when it
enacted the 1984 Act. Because of a concern that unratified treaties
containing source rules arguably conflicting with the 1984 Act
source maintenance rule were in an early stage of consideration
and could come into force after enactment of the 1984 Act, Con-
gress also intended that the source maintenance rules take prece-
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dence over any conflicting U.S. treaties entered into in the future,
absent an express intention in the treaty to override the rules.

Explanation of Provision

Under the Act, subject to substantive amendments to the 80/20
rules contained in Title XII of the Act, the foreign title, an 80/20
company is treated as a U.S.-owned foreign corporation and thus is
subject to the rules maintaining the source of U.S. source income.
The Act thereby prevents U.S. taxpayers from using 80/20 compa-
nies to convert U.S. source income to foreign income.

This provision generally took effect on March 28, 1985. In the
case of any taxable year of an 80/20 company ending after March
28, 1985, only income received or accrued by the 80/20 company
during that portion of the taxable year after that date generally is
to be taken into account for purposes of the new source mainte-
nance rules. However, all income received or accrued by the 80/20
company during that taxable year is to be taken into account in
determining whether the 10 percent U.S. source earnings and prof-
its threshold for the source maintenance rules is exceeded.

The Act clarifies the applicable CFC definition, Under the Act,
an applicable CFC is any controlled foreign corporation in exist-
ence on March 31, 1984, the principal purpose of which on that
date consisted of (1) any combination of issuing CFC obligations
and short-term borrowing from nonaffiliated persons and (2) lend-
ing the proceeds to affiliates.

The Act provides that certain U.S. source interest paid to an ap-
plicable CFC by an affiliated foreign corporation on an obligation
of that corporation issued before June 22, 1984, will be subject to
the resourcing provisions to the same extent that interest so paid
by an affiliated U.S. corporation would be so subject. This treat-
ment applies if at least 50 percent of the foreign corporation’s gross
income for the three-year period ending on or before March 31,
1984, and with the close of its taxable year preceding the payment
of the interest in question, was effectively connected with a U.S.
trade or business.

The Act makes clear that the source maintenance rules apply
notwithstanding any contrary U.S. treaty obligation, even those en-
tered into after the Act’s date of enactment, unless the treaty
clearly expresses an intent to override the rules by specific refer-
ence to them. Although Congress found it appropriate to clarify the
relation between the source maintenance rules of the Act and the
treaty obligations of the United States, no inference contrary to the
general rule that gives precedence to the provisions of the Act over
preexisting treaty provisions should be drawn with respect to any
other provision of the Act (except as specifically provided in the

Act or its legislative history). In enacting the 1984 Act, Congress
specifically provided that treaties were to prevail over certain stat-
utory rules that apply to stapled stock and to the definition of resi-
dence of individuals; with these two exceptions, Congress was not
aware of conflicts between the 1984 Act and treaties where the Act
would not clearly take precedence. For example, it is Congress’s
understanding that changes made by the Act in the accumulated
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earnings tax provisiorlllsJoven:ide a conflicting provision in the UsS.
i ty with Jamaica.

m?l?}?;ezf g?ﬁ;a);ns a targeted transitional rule for carryovers og
pre-1984 Act taxes incurred with respect to income that, if earne
after the effective date of the 1984 Act, yvopld have been subject to
the special separate foreign tax credit limitation contained in sec-
tion 121(b)5) of the 1984 Act.

intaini i i . 1810(b) of
b. Maintaining the character of interest income (sec
the Act and sec. 904(d)(3) of the Code)

Prior Law

In general

The 1984 Act provided that when a U.S. taxpayer .mcluded.m
incorrele foreign per;sonal holding company or subpart F income wztg
respect to (or an interest or dividend payrqent“from) a dgmgm‘a:'e
payor corporation that had earned sx_lbstantlal separate limitation
interest” (generally passive interest income), that inclusion or pay-
ment generally constituted interest that was subject to the sepa-
rate foreign tax credit limitation for interest income. US. tax

The purpose of this look-through rule was to prevent U. > & -
payers from using foreign corporations to inflate the overall for-
eign tax credit limitation. Prior to the 1984 Act, Us. t.angay%s
could arguably circumvent the separate foreign tax cx-'edlt imi é
tion for interest income by having low-_taxed interest income Ir,talF
to a foreign corporation rather than directly to them. Subpat .
and foreign personal holding company inclusions with t:es;ée(f:‘ 0
the foreign corporation, and dividends and interest receive frt(:lrln
the foreign corporation, were treated as noninterest income O d'i
U.S. taxpayers that was subject to the .overall foreign tax credi
limitation. As a result of an easily manipulable financial transac-
tion, the conversion of interest income to noninterest income was

possible.

Definition of designated payor corporation

The 1984 Act generally defined a designated payor corporation as
any regulated %nvestment company, 50-percent (or mori) U.S.:
owned foreign corporation, or foreign corporation with a ?n-p_er
cent U.S. shareholder. A domestic corporation that paid lore:lfg‘lz
source dividends could be a designated payor corporation only 1f 1

lated investment company. i
waz ad;?ng;;tic company’s dividend.? (and interest payments) werg
foreign source if it was an “80/20” company, that is, if it eafrne
less than 20 percent of its gross income from U.S. sources for a
three-year period (Code secs. 861(a)1)(B) and 861(a)(2)(A)).h .

Code section 269 denies tax benefits to taxpayers who acq}lll}rﬁ
control of corporations to avoid or evade tax. The exteng to wl 1(;(
section 269 applies to defeat schemes to avoid !:he cics ook-
through rules by using U.S. or foreign corporations is not clear.

10-percent exception

i inimi ted charac-
The 1984 Act contained a de minimis rule that preven -
terization of inclusions and payments as interest subject to the sep
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arate foreign tax credit limitation for interest income unless 10
percent or more of the earnings and profits of the designated payor
corporation was attributable to separate limitation interest. This
de minimis rule applied even in the case of income inclusions that
arose under the anti-avoidance rules that apply to foreign personal
holding companies and controlled foreign corporations.

Related party interest

The 1984 Act provided that when a designated payor corporation
received interest from another member of the same affiliated
group, the interest was not treated as separate limitation interest
unless the interest was attributable (directly or indirectly) to sepa-
rate limitation interest of the other member.

Working capital exception

Prior to the 1984 Act, investments of working capital in a regu-
lated investment company with a certain level of foreign earnings
generated foreign source dividend income that was not subject to
the separate limitation for interest. Under the 1984 Act, such divi-
dend payments could be recharacterized as interest payments sub-
ject to the separate limitation for interest. Prior to the 1984 Act,
certain interest earned on working capital-type investments was
excluded from the separate limitation regardless of from whom re-
ceived: interest was not subject to the separate limitation if derived
from any transaction which was directly related to the active con-
duct by the taxpayer of a trade or business in a foreign country or
a U.S. possession (Code sec. 904(d)X2)(A)). The 1984 Act did not allow
this working capital exception at the shareholder level for interest
received from a regulated investment company or other designated
payor corporation by its shareholders. Under the 1984 Act, this
working capital exception and the 10-percent de minimis exception
referred to above were available at the designated payor corpora-
tion level only. Since regulated investment companies earn primar-
ily passive investment income, their income typically could not
qualify for these exceptions. Therefore, dividends paid by regulated
investment companies generally were treated as interest subject to
the separate limitation to the extent that the regulated investment
company earned separate limitation interest, whether the recipient
shareholder’s investment was one of working capital or not.

Explanation of Provisions

The 1986 Act (Title XII) substantially rewrote the provisions
dealing with separate limitation interest for taxable years begin-
ning after 1986. The technical corrections to the 1984 Act described

below are thus generally superseded by the 1986 Act for those later
years.

Definition of designated payor corporation

The Act amends the definition of designated payor corporation in
two respects.

First, the Act makes clear that any corporation formed or
availed of for purposes of avoiding the look-through rule is treated
as a designated payor corporation subject to the rule. For example,
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U.S. taxpayers are not permitted, in violation of the intent of the
look-through rule, to convert interest income to noninterest income
by earning the income through a corporation the ownership of
which is structured to place the corporation technically outside the
present law definition of designated payor corporation: a foreign
corporation that earns sufficient earnings and profits attributable
to separate limitation interest to be subject to the look-through
rule, but is majority-owned by foreign persons and has no ten-per-
cent U.S. shareholders, will be treated as a designated payor corpo-
ration (regardless of the original purpose for its formation) if U.S.
shareholders utilize the corporation to remove interest income
from the separate foreign tax credit limitation for interest income.
Similarly, U.S. taxpayers are not permitted, in violation of the
intent of the look-through rule, to convert interest income to non-
interest income by earning the income through a foreign banking
subsidiary or similar entity formed or availed of for that purpose.
(Absent this anti-abuse rule, interest earned by a taxpayer in the
conduct of a banking or similar business would not be subject to
the separate foreign tax credit limitation for interest.) The Secre-
tary may promulgate regulations setting forth appropriate rules for
determining whether a corporation has been formed or availed of
for purposes of avoiding the look-through rule.

Second, the Act expands the definition of designated payor corpo-
ration to include any 80/20 company. By subjecting 80/20 compa-
nies to the look-through rule, the Act prevents U.S. taxpayers from
using 80/20 companies to circumvent the separate foreign tax
credit limitation for interest income.

The first described amendment to the designated payor corpora-
tion definition generally takes effect on December 31, 1985. The
second described amendment to the designated payor corporation
definition generally takes effect on March 28, 1985. In the case of
any taxable year of a corporation treated as a designated payor cor-
poration by virtue of these amendments ending after the indicated
date, only income received or accrued by the corporation during
that portion of the taxable year after that date generally is to be
taken into account for purposes of the look-through rule. However,
all income received or accrued by the corporation during that tax-
able year is to be taken into account in determining whether the
ten-percent earnings and profits threshold for dividends and inter-
est is exceeded. A corporation formed on or before December 31,
1985, but availed of after that date to avoid the look-through rule,
is subject to the rule.

10-percent exception

Consistent with the 1984 Act’s rules for source maintenance, the
1986 Act removes the 1984 Act's de minimis rule that prevents
maintenance of the character of interest income in the case of for-
eign personal holding company inclusions and Subpart F inclu-
sions.

Related party interest

The Act makes it clear that when a designated payor corporation
receives dividends or interest from another member of the same af-
filiated group, the amount shall be treated as separate limitation
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interest if (and only if) the amount is attributable (directly or indi-
rectly) to separate limitation interest of the other member (or any
other member of the group).

Working capital exception

_ Under the Act, dividends and interest received from a regulated
Investment company by a portfolio shareholder in such company
are not treated as interest subject to the separate limitation for in-
terest if derived from any transaction which is directly related to
the active conduct by the shareholder of a trade or business in a
foz_-elgn country or a U.S. possession. A portfolio shareholder for
this purpose is one that owns, directly or indirectly, less than 10
percent of the voting stock of the regulated investment company.

c. Related person factoring income (sec. 1810(c) of the Act and
secs. 864 and 956 of the Code)

Prior Law
Investment in U.S. property

Under present and prior law, the Code treats an investment in
United States. property by a controlled foreign corporation as an ef-
fective repatriation of the amount invested and thus as a dividend.
The 1984 Act provided that “United States property” includes any
trade or service receivable acquired from a related U.S. person if
the obligor under the receivable is a U.S. person. This provision
overrode exceptions (listed in Code sec. 956(b)2)) to the investment
in US. property rules. Among those exceptions is an exclusion
from U.S. property of an amount of assets equal to post-1962 earn-
ings and profits previously excluded from subpart F income on the
ground that the United States had already subjected those amounts
to tax directly as effectively connected income (sec. 956(bX2)(H)).

Current inclusion of factoring income

The 1984 Act provided that if any person acquires a trade or
service receivable from a related person, the acquirer’s income
from the receivable is treated as interest on a loan to the obligor
under the receivable. In general, this income is currently taxable
to the owners of the acquirer of the receivable under the foreign
personal holding company rules or the controlled foreign corpora-
tion rules (subpart F). The income is currently taxable even when
the related person that acquires the receivable acquires it from an
entity that is organized under the laws of the same foreign country
as the acquirer and that has a substantial part of its assets used in
its trade or business located in that same country.

Separate limitation treatment

) Related person factoring income is treated under the 1984 Act as
interest described in section 904(dX2) and, therefore, is subject to
the separate foreign tax credit limitation for interest. Congress in-
tended that this income-be ineligible for any exception to applica-
tion of the separate limitation. However, the 1984 Act does not in-
clude in its enumeration of the exceptions the affiliated group ex-
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ception to that Act’s rules maintaining the character of interest
income (sec. 904(d)3)J)).

Explanation of Provisions

Investment in U.S. property

The Act provides that the existing exclusion from U.S. property
of an amount of assets equal to the controlled foreign corporation’s
post-1962 earnings and profits excluded from subpart F income as
effectively connected taxable income will apply in the case of the
acquisition of a trade or service receivable that otherwise consti-
tutes U.S. property.

Current inclusion of factoring income

The Act generally exempts factoring income from current inclu-
sion when the related person that acquires the factored receivable
acquires it from an entity that is organized under the laws of the
same foreign country as the acquirer and that has a substantial
part of its assets used in its trade or business located in that same
country. Factoring income is still subject to the current inclusion
rule, however, if the person transferring the receivable would have
derived any foreign base company income (determined without
regard to the de minimis exception) or income that is effectively
g(l)nnected with a U.S. trade or business had it collected the receiva-

e.

For example, assume that a controlled foreign corporation manu-
factures a product in the foreign country of its incorporation and
sells the product to an unrelated customer in exchange for the cus-
tomer’s receivable. None of the manufacturer’s income is effective-
ly connected with a U.S. trade or business, and none of it would be
currently taxable to its U.S. shareholders. The manufacturer sells
the receivable to a related controlled foreign corporation that is or-
ganized under the laws of the same foreign country. Under the Act,
the income of the acquirer from that receivable is not subject to
current U.S. taxation.

By contrast, assume that another controlled foreign corporation
purchases goods from its U.S. parent and resells those goods to a
customer (in exchange for the customer’s receivable) for use outside
the country of incorporation of the controlled foreign corporation.
This income would be currently taxable to the U.S. shareholders of
the controlled foreign corporation as foreign base company sales
income under the subpart F rules (sec. 954(d)). The controlled for-
eign corporation sells the receivable to a related controlled foreign
corporation that is organized under the laws of the same foreign
country as the seller. Under the Act, the income of the acquirer
from the receivable remains subject to current taxation at the level
of its U.S. shareholders.

The Act’s treatment of factoring income also extends to income
from analogous loans by a controlled foreign corporation to finance
transactions with related parties.

Separate limitation treatment

The Act provides that related person factoring income treated
under the Act as interest is subject to the separate limitation for

57

interqst without regard to the exception to the definition of sepa-
rate limitation interest for certain interest received from members
of the same affiliated group. (This substantive result continues
under the new separate limitation for passive income contained in
the 1986 Act, which is embodied in sec. 864(d)(5)(A){).)

d. Repeal o_f 30-percent withholding tax on portfolio interest paid
to foreign persons (secs. 1810 (a) and (d) of the Act and secs.
871, 881, 1441, and 1442 of the Code)

Prior Law
In general

_ The United States generally imposes a flat 30-percent withhold-
ing tax on the gross amount of U.S. source investment income pay-
ments to foreign persons. The 1984 Act repealed the 30-percent tax
with respect to portfolio interest paid on certain indebtedness by
U.S. borrowers to nonresident alien individuals and foreign corpo-
rations. This exemption from the 30-percent tax is effective for in-
terest paid on qualifying obligations issued after July 18, 1984, the
date of enactment of the 1984 Act.

Registered obligations—non-U.S. person statement

The 1984 Act repealed the 30-percent tax with respect to interest
paid on obligations issued in registered form for which the U.S.
payor (or U.S. person whose duty it would otherwise be to withhold
tax) receives a statement that the beneficial owner of the obliga-
tion is not a U.S. person.

Interest received by controlled foreign corporations

Interest received by a controlled foreign corporation (“CFC”)
from a person other than a related person may be exempt from the
30-percent tax under the 1984 Act. To prevent U.S. persons from
indirectly taking advantage of the exemption, however, the 1984
Act provides that portfolio interest received by a CFC is includible
in the gross income of the CFC’s U.S. shareholders under subpart F
without regard to any of the exceptions otherwise provided under
the subpart F rules.

It appears that some interest paid by foreign corporations, which
would not have been subject to the 30-percent tax prior to the 1984
Act, nonetheless may fall within the technical definition of portfo-
!10 interest. Where such interest is paid to a CFC, treatment of the
interest as portfolio interest may subject it to current taxation
under subpart F without regard to any of the subpart F exceptions.

Interest received by 10-percent shareholders—attribution rules

Congress did not extend the repeal of the 30-percent tax to inter-
est paid to foreign persons having a direct ownership interest in
the U.S. payor because the combination of U.S. deduction and non-
inclusion in such a case would have created an incentive for inter-
est payments that Congress did not believe appropriate.

A direct ownership interest, for these purposes, generally means
a 10-percent (or greater) ownership interest in the U.S. payor. In
determining whether direct ownership exists, the stock ownership
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attribution rules of the Code apply, with certain modifications (sec.
318(a)). One of the applicable attribution rules is that a corporation
generally is deemed to own stock that its 50-percent- (or greater)
owned subsidiary owns in proportion to the corporation’s share of
its subsidiary’s stock (sec. 318(a)2XC)). In determining whether
direct ownership exists for purposes of the repeal, this rule is ap-
plied without regard to the 50-percent limitation. This modification
in the attribution rule prevents an affiliated group of corporations
from circumventing the direct ownership exception to the 30-per-
cent tax repeal by, for example, having a U.S. member pay interest
to the 49-percent foreign owner of the U.S. member’s foreign
parent, rather than directly to that foreign parent.

Another of the applicable attribution rules is that a 50-percent-
(or greater) owned subsidiary generally is deemed to own the stock
that its parent owns (sec. 318(a)}3)C)). The 1984 Act applies this
rule in determining whether direct ownership exists for purposes of
the repeal without any modification of the 50-percent limitation.
This could allow an affiliated group of corporations to circumvent
the direct ownership exception to the 30-percent tax repeal by
having a U.S. member pay interest to an affiliated foreign corpora-
tion that is as much as 49-percent-owned by a substantial foreign
shareholder in the U.S. member, rather than directly to that sub-
stantial shareholder.

Explanation of Provisions

Registered obligations—non-U.S. person statement

The Act clarifies that the beneficial owner of a registered obliga-
tion, the interest on which is otherwise eligible for the repeal, may
claim a refund of any tax withheld where the required non-U.S.
person statement is provided after one or more interest payments
are made rather than before. Claims for such refunds are subject to

télggl)general statute of limitations rules for refund claims (sec.

Interest received by controlled foreign corporations

The Act amends the definition of portfolio interest to exclude in-
terest that (without regard to the operation of treaties) would not
have been subject to the 30-percent tax prior to the Act. Thus,
under the Act, interest received by CFCs will be denied the benefit
of any otherwise applicable subpart F exceptions only if the inter-
est would have been subject to the 30-percent tax in the absence of
the repeal provision.

Interest paid to 10-percent shareholders—attribution rules

In determining whether the direct ownership exception to the 30-
percent tax repeal applies, the stock ownership attribution rule of
section 318(a)3XC) will apply without regard to its 50-percent own-
ership limitation. Where the attribution rule would not apply but
for the disregard of the 50-percent limitation, a foreign interest re-
cipient will be treated as owning the stock its foreign shareholder
owns in proportion to that shareholder’s ownership interest in the
foreign interest recipient.
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e. Original issue discount—foreign investors

(1) Deduction for original issue discount (sec. 1810(¢)(1) of
the Act and sec. 163 of the Code)

Prior Law

The 1984 Act delayed until actual payment the deduction for in-
terest accrued, but not paid, to related foreign lenders with respect
to an original issue discount (OID) obligation.

Explanation of Provision

The Act provides that the delay in the timing of deductions for
interest accrued but not paid to related foreign lenders with re-
spect to an OID obligation does not apply to the extent that the
OID income is effectively connected with the lender’s conduct of a
U.S. trade or business, unless the OID income is exempt from U.S.
taxation or is subject to a reduced rate of tax pursuant to a treaty
obligation of the United States.

(2) Taxation of original issue discount (sec. 1810(e)(2) of the
Act and secs. 871 and 881 of the Code)

Prior Law

Under the 1984 Act, a foreign investor that receives a taxable in-
terest payment on an OID obligation is taxable on an amount
equal to the OID accrued on the obligation since the last payment
of interest thereon. On the sale, exchange, or retirement of an OID
obligation, the foreign investor is taxable on the amount of any
gain not in excess of the OID accruing while the foreign investor
held the obligation (to the extent not previously taxed).

Explanation of Provision

The Act provides that when a foreign investor receives a pay-
ment (whether constituting interest or principal) on an OID obliga-
tion, the amount taxable is equal to the OID accrued on the obliga-
tion that has not before been subject to tax, whether or not the
OID accrued since the last payment of interest. On the sale, ex-
change, or retirement of an OID obligation, the foreign investor is
taxable on the amount of the OID accruing while the foreign inves-
tor held the obligation (to the extent not previously taxed), whether
or not that amount exceeds the foreign investor’s gain on the sale,
exchange, or retirement.

f. Withholding on dispositions by foreigners of U.S. real property
interests (sec. 1810(f) of the Act and secs. 897, 1445, 6039C,
and 6652(g) of the Code)

Prior Law

In general

Under the Foreign Investment in Real Property Tax Act of 1980
(FIRPTA), a foreign investor that disposes of a U.S. real property
interest generally is required to pay tax on any gain on the disposi-
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tion. FIRPTA provided for enforcement of this tax through a
system of information reporting designed to identify foreign owners
of U.S. real property interests.

The 1984 Act generally repealed the information reporting re-
quirements of FIRPTA and established a withholding system to en-
force the FIRPTA tax.'® The 1984 Act imposes a withholding duty
on a transferee of a U.S. real property interest from a foreign
person unless the transferee receives a sworn affidavit stating that
the transferor is not foreign (‘‘non-foreign affidavit”), or one of four
other withholding exemptions (some of which are discussed in more
detail below) applies. The amount withheld generally is the lesser
of ten percent of the amount realized (purchase price), or the maxi-
mum tax liability on disposition (as determined by the IRS). Special
rules are provided (some of which are discussed further below) for
withholding by partnerships, trustees, executors, distributing for-
eign corporations, and domestic U.S. real property holding corpora-
tions.

Corporations making section 897(i) election

The 1984 Act does not treat foreign corporations electing under
Code section 897(i) to be considered domestic corporations for pur-
poses of FIRPTA’s substantive and reporting provisions as domestic
corporations for withholding purposes. This was intended to simpli-
fy the non-foreign affidavit procedure. If the section 897(i) election
were applicable for withholding purposes, then electing foreign cor-
porations could provide non-foreign affidavits. Congress was con-
cerned that there would be uncertainty on the part of U.S. buyers
regarding the validity of non-foreign affidavits received from for-
eign corporations.

Since enactment of the 1984 Act, the Internal Revenue Service
has developed a procedure that would provide U.S. buyers with rea-
sonable assurance that a non-foreign affidavit received from a for-
eign corporation is valid (as a result of a valid section 8973) elec-
tion) (Temp. Reg. secs. 1.1445-2T(b)2)(ii), 1.1445-5T(b)3)iiXC), and
1.1445-TT(a)).

Withholding exemptions for transfers of stock in domestic corpora-
tions

Withholding is not required on the disposition of an interest
(other than an interest solely as a creditor) in a nonpublicly traded
domestic corporation if the corporation furnishes a sworn affidavit
to the transferee stating that the corporation is not and has not
been a U.S. real property holding corporation (“U.S. RPHC"”)
during the base period specified in Code section 897(c)1XAXii)—the
shorter of the period after FIRPTA's general effective date (June
18, 1980) during which the transferor held the interest and the five-
year period ending on the date of disposition of the interest (“non-
U.S. RPHC affidavit”). The receipt of a non-U.S. RPHC affidavit
will not relieve the transferee of withholding responsibility if the

'® The Act does authorize the Secretary of the Treasury to require information reporting by
foreign investors not engaged in a U.S. business that hold direct investments in U.S. real prop-
erty of $50,000 or more. The Secretary has not exercised that authority and has expressed a
current intention not to require information reporting.

61

transferee has actual knowledge that the affidavit is false or the
transferee receives a notice from his or her agent or an agent of
the transferor that the affidavit is false.

In addition, no withholding is required on a disposition of shares
of a class of corporate stock that is regularly traded on an estab-
lished securities market.

Notice-giving and withholding responsibilities of agents

A transferor’s agent or transferee’s agent with actual knowledge
that a non-foreign or non-U.S. RPHC affidavit is false must give
the transferee notice to that effect at such time and in such
manner as the Secretary shall require by regulations. In the case
of a foreign corporate transferor, an agent of the transferor is
deemed to have actual knowledge that any non-foreign affidavit
furnished by the transferor is false. Congress believed that any
agent deriving compensation from a foreign corporate principal in
a real estate transaction would or should know that his or her
principal was in fact foreign and that any non-foreign affidavit fur-
nished by the foreign corporation was, therefore, false. In a case in-
volving the transfer by a foreign corporation of stock in a domestic
corporation that furnishes a false non-U.S. RPHC affidavit, it was
not Congress’ intention that an agent of the foreign corporate
transferor be charged with actual knowledge of the non-U.S. RPHC
affidavit’s falsity, absent actual possession of such knowledge.

A transferor’s agent or transferee’s agent that does not give the
required notice is liable for withholding as if he or she were the
transferee, up to the amount of compensation the agent receives in
connection with the transaction.

Dispositions of U.S. real property interests by domestic partner-
ships, trusts, and estates

The 1984 Act requires withholding at a ten-percent rate by a do-
mestic partnership, a trustee of a domestic trust, or an executor of
a domestic estate with respect to amounts in the custody of the
partnership, trust, or estate that are attributable to the disposition
of a U.S. real property interest and includible in either the distrib-
utive share of a foreign partner of the partnership, the income of a
foreign beneficiary of the trust or estate, or the income of the
grantor or other substantial owner of the trust (under the grantor
trust rules of the Code).

Distributions by domestic U.S. RPHC’s

The 1984 Act generally requires withholding by a domestic corpo-
ration that is (or, at any time during the five-year or shorter base
period specified in section 897(c)(1)A)ii), was) a U.S. RPHC when
the corporation distributes property to a foreign shareholder in a
corporate liquidation or in redemption of its stock. In general, the
amount of tax required to be withheld is ten percent of the gross
amount of the distribution received by the foreign shareholder.

Withholding is not required under this rule when the stock liqui-
dated or redeemed qualifies for the withholding exemption for
stock transferred on an established securities market. Stock quali-
fying for that exemption may not be a U.S. real property interest
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and, hence, its surrender may not be a taxable disposition u
the FIRPTA rules. Y position under
In addition, a qualifying statement granting exemption from
withholding under this rule may be requested from the Internal
Revenue Service in connection with a liquidating distribution by a
domestic corporation of a non-U.S. real property interest when sec-
tion 337 nonrecognition treatment was not elected for related cor-
porate-level dispositions of U.S. real property interests (made
during the base period specified in section 897(c)X1)(A)(ii) by the do-
mestic corporation. If the section 337 election was not made, the re-
lated corporate-level dispositions would have been subject to tax; a
foreign shareholder’s interest in the liquidating corporation may
not be a U.S. real property interest (under the section 897(c)1)(B)
rule excluding from the definition of a U.S. real property interest
an interest in a corporation that is not currently holding U.S. real
property interests and that was fully taxed on previous corporate-
level dispositions of such interests during the section 897(c)1)(AXii)
base period). Thus, the foreign shareholder’s surrender of his inter-
est in the corporation may not be a taxable disposition under the
FIRPTA rules.

Taxable distributions by partnerships, trustees, and executors

The 1984 Act requires withholding by a domestic or foreign part-
nership, the trustee of a domestic or foreign trust, or the executor
of a domestic or foreign estate when the partnership, trustee, or ex-
ecutor makes a distribution of a U.S. real property interest to a for-
eign person that is a taxable distribution under the FIRPTA rules
taxing certain partnership, trust, and estate distributions notwith-
standing general Code rules. In general, the amount of tax required
to be withheld is ten percent of the fair market value of the distrib-
uted U.S. real property interest at the time of the distribution.

As drafted, this rule technically would apply only to U.S. real
property distributions taxable under regulations promulgated pur-
suant to section 897(g). The statute makes no reference to another
Code provision added by FIRPTA—section 897(e)(2)(B)—under
which certain partnership, trust, and estate distributions not cov-
tg_red by section 897(g) could be treated as taxable sales by regula-

ion.

Return-filing and remittance of tax

To prevent double taxation, the Economic Recovery Tax Act of
1981 directs a person subject to tax under the FIRPTA rules to pay
the tax to and file the necessary returns with the United States in
the case of real property interests located in the United States, and
to pay the tax to and file the necessary returns with the Virgin Is-
lands in the case of real property interests located in the Virgin
Islands. A sale of an interest, other than solely as a creditor, in a
U.S. RPHC is subject to tax in the United States, while the tax on
a sale of an interest in a Virgin Islands real property holding cor-
poration is payable to the Virgin Islands.

Information returns—penalty provision

The FIRPTA information reporting rules include a provision im-
posing penalties on persons that fail to file required FIRPTA infor-
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mation returns and statements (sec. 6652(g)). As indicated above,
the 1984 Act limited the circumstances under which the Secretary
could require information reporting. The 1984 Act did not, howev-
er, make necessary conforming changes in the penalty provision.

Explanation of Provisions

Corporations making section 897(i) election

Under the Act, a foreign corporation electing under section 897(i)
to be treated as a domestic corporation for purposes of FIRPTA's
substantive and reporting provisions will be treated as a domestic
corporation for purposes of the FIRPTA withholding provisions too.

The Act also provides that the section 897(i) election will be the
exclusive remedy for any person claiming discriminatory treatment
under a treaty obligation of the United States with respect to the
FIRPTA withholding provisions.

Withholding exemptions for transfers of stock in domestic corpora-
tions

The Act conforms the non-U.S. RPHC withholding exemption
more closely to the underlying substantive tax rule by substituting
for it a new “non-U.S. real property interest’’ exemption to reflect
section 897(c)(1)(B). Under the Act, withholding is not required on
the disposition of an interest (which is an interest other than solely
as a creditor) in a nonpublicly traded domestic corporation if the
corporation furnishes an affidavit to the transferee stating, under
penalty of perjury, either that the corporation is not and has not
been a U.S. RPHC during the base period specified in section
897(c)1)(A)i), or that, as of the date of the disposition, interests in
the corporation are not U.S. real property interests by reason of
section 897(c)(1)(B). Under section 897(c)(1)B), interests in a corpo-
ration are not U.S. real property interests if the corporation is not
holding any U.S. real property interests at the time of the disposi-
tion of the corporate interests and if the corporation disposed of all
U.S. real property interests it held during the section 897(c)(1)(A)(ii)
base period in transactions in which the full amount of gain (if
any) was recognized. \

The present law rules governing notice-giving by agents and
withholding by agents and transferees in the case of a false non-
U.S. RPHC affidavit will control (with the clarification discussed
below) in the case of a false non-U.S. real property interest affida-
vit.

Notice-giving and withholding responsibilities of agents

The Act clarifies that an agent of a foreign corporate transferor
of a domestic corporation’s stock will not be charged with actual
knowledge of the falsity of a non-U.S. real property interest affida-
vit (the Act’s substitute for the Act’s non-U.S. RPHC affidavit) fur-
nished by the domestic corporation, absent actual possession of
such knowledge. Thus, no notice-giving or withholding duty will be
imposed on such a transferor’s agent unless he or she actually
knows that the non-U.S. real property interest affidavit is false. An
agent of a foreign corporate transferor will be charged with knowl-
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edge of the falsity only of a false non-foreign affidavit furnished by
his or her principal.

It should be noted that, under the 1986 Act, unlike the 1984 Act,
a non-foreign affidavit furnished by a foreign corporation may be
valid. This will be the case where the foreign corporation has elect-
ed to be treated as a domestic corporation under section 897(i) and
the corporation provides the transferee with proof of the section
897(i) election in the manner specified in regulations.

Dispositions of U.S. real property interests by domestic partner-
ships, trusts, and estates

The Act modifies the special withholding rule for dispositions of
U.S. real property interests by domestic partnerships, trusts, and
estates. Under the Act, a domestic partnership, a trustee of a do-
mestic trust, or an executor of a domestic estate is to withhold a
tax equal to 28 percent of the gain realized on the disposition by
the entity of a U.S. real property interest, to the extent that gain is
allocable to a foreign partner or foreign beneficiary of the partner-
ship, trust, or estate or, in the case of a trust, is allocable to a por-
tion of the trust treated as owned by a foreign person under the
grantor trust rules of the Code. (It is intended that the Secretary of
the Treasury will, by regulations, provide an exception from with-
holding with respect to gain realized on the disposition of a U.S.
real property interest by a trust or estate that is currently taxable
at the entity level.)

Consistent with the Act’s general withholding rule, withholding
liability under this special rule, as amended by the Act, is not lim-
ited to the gain realized on the disposition that is in the custody of
the partnership, trustee, or executor. A partnership, trustee, or ex-
ecutor that does not have sufficient sales proceeds to satisfy its
withholding liability (for example, because it mortgaged the dis-
posed-of property on or after acquiring it, or agreed to accept pay-
ment for the disposed-of property on an installment basis) may re-
quest a qualifying statement from the Internal Revenue Service au-
thorizing it to withhold a lesser amount.

Computing the tax to be withheld as a percentage of gain should,
however, result (in many cases) in the collection of an amount of
tax that more closely approximates the final tax liability of foreign
partners, beneficiaries, and substantial owners than would the
amount of tax collected were the tax computed as a percentage of
the full amount realized. Withholding on the basis of gain is feasi-
ble under this special withholding rule because, unlike the buyer in
the usual withholding situation (who may not know the seller’s
basis), the withholding agent here—a partnership, trustee, or ex-
ecutor—knows what the foreign taxpayer’s gain from the disposi-
tion will be: the partnership, trustee, or executor itself computes
the amount of that gain. The withholding rate reflects the maxi-
mum capital gains rate for corporations—the highest rate at which
a foreign partner, beneficiary, or substantial owner could be taxed
on its share of the gain from the disposition of a U.S. real property
interest by a partnership, trust, or estate.

The Act clarifies the Secretary’s authority to promulgate such
regulations as are necessary to provide for withﬁolding with re-
spect to U.S. real property gains realized by foreign persons
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through tiers of domestic partnerships or trusts. The Act also clari-
fies the Secretary’s authority to impose withholding in an adminis-
tratively workable manner in cases where interests in publicly
traded U.S. entities are held by foreign persons through nominees.
In such cases, it would be appropriate to require a nominee to with-
hold from distributions made through that nominee to a foreign in-
terest holder.

These modifications will be effective for dispositions of U.S. real
property interests that occur after the day 30 days after the Act’s
date of enactment.

Distributions by domestic U.S. RPHC(C’s

The Act clarifies that no withholding is required on certain liqui-
dations and redemptions that are not taxed under the substantive
FIRPTA rules. It provides that the special rule requiring withhold-
ing by domestic U.S. RPHCs (and former domestic U.S. RPHCs)
upon the distribution of property in a corporate liquidation or re-
demption will not apply when interests in the corporation are not
U.S. real property interests by reason of section 897(c)1)XB) on the
date of the distribution.

As indicated above, section 897(cX1)(B) excludes from the defini-
tion of a U.S. real property interest an interest in a corporation
that (1) is not holding U.S. real property interests at the time the
corporate interest is disposed of and (2) disposed of all U.S. real
property interests it held during the section 897(c)(1)(A)(11) base
period in transactions in which the full amount of gain (if any) was
recognized. If section 837(c)X1)(B) applies to a corporation’p stock, a
stock interest surrendered in connection with a liquidatlo}l or re-
demption by the corporation is not a U.S. real property interest.
Therefore, the surrender of that stock interest is not a taxable dis-
position under the FIRPTA rules, and withholding on the surren-
der is inappropriate.

Taxable distributions by partnerships, trustees, and executors

The Act clarifies that a distribution to a foreign person of a U.S. =
real property interest by a domestic or foreign partnership, trustee,
or executor is subject to withholding if such distribution is taxable
under any of the substantive FIRPTA rules, not section 897(g) only.

Return-filing and remittance of tax

The Act clarifies that persons required to withhold tax under the
FIRPTA withholding rules, like persons  having substantive
FIRPTA tax liability, are to pay the tax to and file the necessary
returns with the United States in the case of real property inter-
ests located in the United States, and are to pay the tax to and file
the necessary returns with the Virgin Islands in the case of real
property interests located in the Virgin Islands.

Information returns—penalty provision

The Act amends the provision (sec. 6652(g)) imposing penalties on
persons that fail to file required FIRPTA information returns to
conform it with the revised information reporting rules of the Act.
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g. Transfers of property to foreign persons pursuant to corporate
reorganizations, etc. (sec. 1810(g) of the Act and sec. 367 o
the Code) :

Prior Law

The 1984 Act added a rule (Code sec. 367(e)) requiring that a do-
mestic corporation recognize gain on a liquidating distribution of
appreciated property to any foreign person, under rules similar to
those applicable to transfers to foreign corporations. The rules ap-
plicable to transfers to foreign corporations were generally restruc-
tured under the 1984 Act. The transactions with respect to which
Congress intended to require the recognition of gain by a U.S.
transferor included certain distributions to foreign persons pursu-
ant to section 355 (relating to distributions of stock and securities
of controlled corporations). However, because the applicability of
section 355 does not depend on whether the distributee is a corpo-
ration, section 367(a)(1) does not reach this result. Section 355
transfers are appropriately addressed under section 367(e), which
does not look to the corporate status of the transferee, rather than
section 367(a), which applies only to transfers to foreign corpora-
tions.

Explanation of Provision

The Act provides that transfers of stock by domestic corporations
to foreign persons pursuant to section 355 (or so much of section
356 as relates to section 355) will give rise to the recognition of
gain under section 367(e), to the extent provided in regulations.
Congress expected that the Secretary would carefully consider the
extent to which it is appropriate, in view of the purpose of section
367(e), to require the recognition of gain upon the transfer of the

st5%ck of a domestic corporation to foreign persons under section
355.

h. Foreign personal holding companies

U.S. shareholders in a foreign personal holding company are sub-
ject to current U.S. tax on their pro rata share of the company’s
undistributed foreign personal holding company income. The :for-
eign personal holding company rules were enacted (in 1937) to pre-
vent U.S. taxpayers from accumulating income tax-free in foreign
“incorporated pocketbooks.”

(1) Same couniry dividend and interest exception (sec.
1810(h)(1) of the Act and sec. 552 of the Code)

Prior law

The 1984 Act provides that dividends and interest received by a
foreign corporation from a person (1) related to the recipient, (2) or-
ganized in the same country as the recipient corporation, and (3)
having a substantial part of its assets used in its trade or business
located in that same country generally do not count in determining
whether the foreign corporation is a foreign personal holding com-
pany. The 1984 Act does not define related person for this purpose.
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Explanation of Provision

For the purpose of the 1984 Act’s rule excluding same country
dividends and interest from the foreign personal holding company
calculation, the Act adopts the related party definition of the con-
trolled foreign corporation rules (sec. 954(d)(3)). The effect of this
technical correction is to provide that a person is a related person
with respect to a foreign personal holding company if the person is
(1) an individual, partnership, trust, or estate which controls the
foreign personal holding company, (2) a corporation which controls,
or is controlled by, the foreign personal holding company, or (3) a
corporation which is controlled by the same person or persons
which control the foreign personal holding company. For this pur-
pose, prior to the effective date of amendment of Code section
954(d)(3) by section 1221(e) of the Act, qontrol means the ownership,
directly or indirectly, of stock possessing more than 50 percent of
the total combined voting power of all classes of stock entitled to
vote. The Act incorporates certain rules for determining ownership
of stock for this purpose.

(2) Interposed foreign entities (sec. 1810(h)(2) of the Act and
sec. 551(f) of the Code)

Prior law

The 1984 Act added a tracing rule to the foreign personal holding
company rules that was intended to make clear that U.S. taxpayers
cannot interpose foreign entities (other than other foreign personal
holding companies) between themselves and a foreign personal
holding company to avoid the foreign personal holding company
rules. Under the tracing rule, stock of a foreign personal holding
company that is owned by a foreign entity other than another for-
eign personal holding company is to be considered (for income In-
clusion purposes) as being owned proportionately by the foreign en-
tity’s partners, in the case of a partnership; owners for tax pur-
poses (i.e., beneficiaries, transferors, or grantors, as the case may
be), in the case of a trust; or stockholders, in the case of a corpora-
tion.

Explanation of Provision

The Act clarifies that the tracing rule applies to all foreign
trusts and estates interposed between U.S. taxpayers and foreign
personal holding companies.

i. Treatment of certain indirect transfers (sec. 1810(i) of the Act
and sec. 1248(i) of the Code)

Prior law

Code section 1248(a) requires gain realized by certain U.S. per-
sons on the disposition of stock in a foreign corporation to be treat-
ed as ordinary income to the extent of allocable earnings and prof-
its of the foreign corporation. Under the 1984 Act, if shareholders
of a U.S. corporation exchange stock in the corporation for newly
issued stock (or treasury stock) of a foreign corporation ten percent
or more of the voting stock of which is owned by the U.S. corpora-
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tion, the transaction is recast for purposes of applying section 1248.
Because the 1984 Act provides that the U.S. corporation is treated
as having distributed the stock in the foreign corporation “in re-
demption” of the shareholder’s stock, every indirect transfer could
be viewed as a nonliquidating distribution.

The 1984 Act also clarified the treatment of subsequent distribu-
tions of earnings that resulted in the recharacterization of gain
under section 1248. Taxpayers were given an election to apply this
Il)g%ision retroactively to transactions occurring after October 9,

Section 1248(g) provides exceptions to section 1248(a) for cases in
which gain is taxable as ordinary income under other provisions of
the Code. Section 1248(g)X2) refers to any gain on exchanges to
which section 356 applies. Under section 356, gain is recognized to
the extent of nonqualifying consideration received in a reorganiza-
tion. Section 356 provides that gain is taxable as a dividend if the
exchange has the effect of a dividend, but only to the extent of a
shareholder’s ratable share of accumulated earnings and profits. If
the amount of gain exceeds the allocable portion of earnings and
profits, the excess is generally taxed as capital gain.

Explanation of Provision

The Act clarifies that an indirect transfer is recast as a distribu-
tion in redemption or liquidation, whichever is appropriate. For ex-
ample, assume that a U.S. corporation (‘P”) is the sole shareholder
of a U.S. holding company (“Holdco”). Holdco owns 100 percent of
the stock of a corporation that was organized under the laws of a
foreign country (“S”). Holdco merges downstream into S; in the
merger P exchanges Holdco stock for stock of S. Under section
1248(i), the transaction is treated as if Holdco distributed the S
stock in a liquidating distribution to P. This result occurs because
Holdco goes out of existence and the transaction has the economic
effect of a liquidation. Under section 1248(f)(2), however, no amount
is includible in Holdco’s gross income under section 1248(f)1), be-
cause the S stock is distributed to a domestic corporation, P, which
is treated as holding the S stock for the period the stock was held
by Holdco and which satisfies the prescribed stock ownership re-
quirements with respect to S. Also, no amount is includible in P’s
gross income under section 332.

The Act extends the period during which the election relating to
previously taxed earnings can be made until one year after enact-
ment of the Act.

The Act also amends section 1248(gX2) to limit the exception to a
sharehoé%gr’s gain that is characterized as dividend income under
section .

j. Stapled stock

(1) Collection of tax (sec. 1810(j)(1) of the Act and sec.
269B(b) of the Code)

Prior Law

The 1984 Act treats a foreign corporation whose stock is stapled
to that of a U.S. corporation as a U.S. corporation. That corpora-
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tion is thus taxable on its worldwide income. It is not clear, in
some cases, how the United States would collect the tax due under
this rule. The 1984 Act requires the Secretary of the Treasury to
prescribe such regulations as may be necessary to prevent tax
avoidance or evasion through the use of stapled entities.

Explanation of Provision

The Act specifies that the regulations that the Secretary is to
prescribe pertaining to stapled entities may include regulations
providing that any tax imposed on a foreign corporation that the
Act treats as a U.S. corporation may, if that corporation does not
pay them, be collected from the U.S. corporation to which it is sta-
pled or from the shareholders of the foreign corporation. For exam-
ple, assume that all the interests in a foreign corporation are sta-
pled to interests in a U.S. corporation. In that case, regulations
may provide that the U.S. corporation is liable for any tax that the
foreign corporation does not pai;. Alternatively, it could be appro-
priate to collect the tax from the shareholders of the stapled for-
eign corporation.

(2) Foreign-owned corporations (sec. 1810(j)(2) of the Act and
sec. 269B(e) of the Code)

Prior Law

Under the stapled entity rules of the 1984 Act, a foreign corpora-
tion whose stock is stapled to that of a U.S. corporation is treated
as a U.S. corporation, whoever owns the two corporations. Howev-
er, the purpose of the stapled entity rules as applied to foreign cor-
porations was, in general, to prevent avoidance of tax rules that
apply to U.S.-controlled foreign corporations.

Explanation of Provision

The Act limits the stapled entity rules treating a foreign corpora-
tion as domestic. These rules will not apply if it is established to
the satisfaction of the Secretary of the Treasury that both the sta-
pled foreign corporation and the U.S. corporation to which it is sta-
pled are foreign owned. A corporation is foreign owned for this pur-
pose if less than half of its stock, by vote or value, belongs directly
or indirectly to U.S. persons.

k. Insurance of related parties by a controlled foreign corporation
(sec. 1810(k) of the Act and sec. 954(e) of the Code)

Prior Law

U.S. shareholders of controlled foreign corporations are currently
taxable on the foreign base company services income of those cor-
porations. Foreign base company services income is income derived
in connection with certain services that satisfy a two-pronged test:
(1) they are performed for or on behalf of any person related to the
controlled foreign corporation and (2) they are performed outside
the country under the laws of which the controlled foreign corpora-
tion is organized. For the purpose of the first prong of this test, a
related person was generally one with more than 50 percent
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common ownership. The 1984 Act amended the second prong of the
test in the case of insurance services: if the primary insured is a
related person (defined more broadly in this case to include a 10-
percent U.S. shareholder and persons related to that shareholder),
any services performed with respect to any policy of insurance or
reinsurance will be treated as having been performed in the coun-
try in which the risk of loss against which that related person is
insured is located. The 1984 Act did not amend the definition of re-
lated person with respect to the first prong of the test.

Explanation of Provision

Provisions in Title XII of the Act prospectively replace the sub-
part F insurance rules described above. However, for periods of ap-
plication of the 1984 Act Subpart F insurance rules, the Act makes
it clear that there is a single definition of related person for the
purpose of determining the amount of foreign base company serv-
ices income that arises from insurance. In applying the rule that
treats income from services performed with respect to insurance or
reinsurance for or on behalf of related persons as foreign base com-
pany services income (the first prong of the base company services
income test), the primary insured will be treated as a related
person if it is related within the broad related party rule used spe-
cifically for insurance services under the Act—the rule that
reaches 10-percent U.S. shareholders and persons related to them.

1. Definition of resident alien (sec. 1810(1) of the Act and sec.
7701(b)(4)(E) of the Code)

Prior Law

Resident aliens, like U.S. citizens, are subject to U.S. tax on their
worldwide income at the regular graduated rates. The 1984 Act
provided standards for determining whether an individual who is
not a U.S. citizen is a resident alien for income tax purposes.

Under these standards, an individual is considered a U.S. resi-
dent if the individual has entered the United States as a lawful
permanent U.S. resident (“green card test”). In addition, an indi-
vidual who spends substantial time in the United States in any
year or over a three-year period is generally a U.S. resident (the

substantial presence test”). Days spent in the United States as an
“exempt individual,” a term that includes certain teachers, train-
ees, and students temporarily present in the United States under
subparagraphs (F) and (J) of section 101(15) of the Immigration and
Nationality Act, do not count as days of U.S. presence under the
substantial presence test. However, a teacher or trainee cannot be
an exempt individual in a particular calendar year if the teacher
or trainee was exempt as a teacher, trainee, or student for any part
of two of the six preceding calendar years. Thus, foreign teachers
and trainees may work as such in the United States during no
more than two calendar years in any seven calendar-year period
without exposing themselves to possible resident alien treatment
under the substantial presence test.

In 1961, to relieve foreign students, teachers, and scholars of U.S.
tax liability that had the effect of reducing the value of their sti-
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pends while they were in the United States, Congress provided that
compensation paid by a foreign employer to a nonresident alien in-
dividual for the period the individual is temporarily present in the
United States as a non-immigrant (under subparagraph (F) or (J) of
section 101(15) of the Immigration and Nationality Act) is not sub-
ject to U.S. tax (Code sec. 872(b)3), added by the Mutual Education-
al and Cultural Exchange Act of 1961). Because foreign teachers
and trainees who work as such in the United States during more
than two calendar years may become resident aliens under the sub-
stantial presence test, some foreign teachers and trainees admitted
to the United States under exchange visitor programs during three
or four calendar years whose foreign income would otherwise be
exempt from U.S. tax under Code section 872(b)(3) were to be sub-
ject to U.S. tax on such income received or accrued during their
third and fourth calendar years in the United States.

Under the 1984 Act, alien individuals who move to the United
States too late in a calendar year to satisfy the substantial pres-
ence test for that calendar year were not treated as U.S. residents
for any portion of that calendar year (unless they satisfy the green
card test for some portion of such year), even if they satisfy the
substantial presence test in the following calendar year. Tax bene-
fits accorded to U.S. residents—for example, personal exemptions,
joint filing eligibility, and ability to claim itemized deductions—
were, therefore, not available to such aliens for any portion of the
calendar year in which they moved to the United States.

Explanation of Provision

The Act increases the exemption period for teachers and train-
ees, all of whose compensation would otherwise be exempt from tax
under the Mutual Educational and Cultural Exchange Act, to a
maximum of four calendar years. Under the Act, days spent work-
ing in the United States as a teacher or trainee during four calen-
dar years in any seven calendar year period do not count as days of
U.S. presence for purposes of the substantial presence test if all of
the individual’s compensation is described in section 872(b)(3).

Under the Act, a qualifying alien individual may elect to be
treated as a U.S. resident in a calendar year (the “election year”)
in which the individual is not otherwise treated as a U.S. resident,
if the individual meets the substance presence test for the follow-
ing calendar year. A qualifying alien individual is one who (1) was
not a U.S. resident in the year preceding the election year; (2) is
present in the United States for at least 31 consecutive days in the
election year; and (3) is present in the United States during the
period beginning with the first day of the 31-day presence just re-
ferred to and ending with the last day of the election year for a
number of days equal to or exceeding 75 percent of the number of
days in such period. In applying this 75-percent test, an individual
will be treated as present in the United States for up to 5 days
during which he or she was actually absent from the country.

A qualifying alien individual who makes the new election will be
treated as a U.S. resident only for that portion of the election year
which begins on the first day of the earliest presence period for
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which the individual can satisfy both the 31-day and 75-percent
tests described above.

For purposes of both the 75-percent and 31-day tests, an individ-
ual will not be treated as present in the United States on any day
if the individual is an exempt individual for that day (as deter-
mined for purposes of the substantial presence test).

A qualifying alien individual must make the election on his or
her tax return for the election year. However, the election may not
be made before the individual has met the substantial presence test
for the calendar year following the election year. Once an election
is made, it remains in effect for the election year unless revoked
with consent of the IRS.

The operation of the new election provision is illustrated in the
following example: An alien individual vacations in the United
States from January 1 through January 31, 1986. He returns to the
United States on October 15, 1986, and begins working on a perma-
nent basis for a U.S. company on that day. For the remainder of
1986, he is absent from the country for 10 days only, from Decem-
ber 20 through December 29. He satisfies the substantial presence
test in 1987, He was not a U.S. resident in 1985.

The individual may elect to be treated as a U.S. resident for 1986
under the new provision. His residency starting date is October 15,
1986, because that is the first day of the earliest period in 1986 for
which both the 31-day and 75-percent tests are satisfied. (The 75-
percent test is not satisfied with respect to the presence period
commencing on January 1, 1986).

A professional athlete who is temporarily in the United States to
compete in one of certain charitable sports events (described in
new sec. 274(1)(1)B)) is treated as an exempt individual for that
day, so he or she is not treated as being present in the United
States on that day for the substantial presence test. This profes-
sional athlete amendment applies to periods after the date of en-
actment of the 1986 Act, October 22, 1986.

11. Compliance Provisions (sec. 1811 of the Act and secs. 6031,
6050H, 6050K, 6660, and 7502 of the Code)

Prior Law

The 1984 Act contained compliance provisions requiring that:

(1) Recipients of mortgage interest report to the payor and the
Inter(rllal Revenue Service the amount of mortgage interest re-
ceived;

(2) Information reporting to the Internal Revenue Service and
the taxpayers involved be completed on exchanges of certain part-
nership interests;

(3) Brokers furnish statements of substitute dividend or tax-
exempt interest payments;

(4) A penalty be imposed for substantial underpayments of estate
or gift taxes attributable to valuation understatements;

(5) All deposits of $20,000 or more of any tax required to be de-
posited under the provisions of section 6302(c) of the Code that are
made by any taxpayer required to deposit any tax under that sec-
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tion more than once a month must be made by the due date of the
deposit, regardless of the method of delivery; and

(6) Partnerships must report to the IRS and provide a copy to the
partner of each partner’ s share of specific items of income, deduc-
tions, and other necessary information so that the partner can
complete his or her tax return.

Explanation of Provision

The Act makes the following changes to these compliance provi-
sions:

(1) The Act provides that a cooperative housing corporation must
report to both its tenant-stockholder and the Internal Revenue
Service on the tenant-stockholder’s proportionate share of interest
paid to the cooperative housing corporation. The Act also corrects a
citation to the Code in the effective date of a related penalty provi-
sion.

(2) The Act corrects an internal reference in the provision relat-
ing to reporting on exchanges of certain partnership interests.

(3) The Act makes a conforming amendment to section 6678 (re-
lating to penalties for failing to file statements) to include failures
to report the substitute payments. The Act also clarifies that the
penalty for intentional disregard of the requirement to report these
substitute payments to the IRS is 10 percent of the aggregate
amount required to be reported.

(4) The Act provides a cross-reference to the definition of under-
payment for purposes of the penalty for valuation understatements
with respect to estate or gift taxes.

(5) The Act clarifies that the new deposit rules apply to any tax-
payer required, under the provisions of section 6302(c), to deposit
any tax under that provision more than once a month. )

(6) The Act improves information reporting by partnerships
where a partner’s interest is held by a nominee.

12. Miscellaneous Reform Provisions

a. Tax benefit rule (sec. 1812(a) of the Act and sec. 1511 of the
Code)

Prior Law

The 1984 Act amended the rules of prior law to more clearly re-
flect economic reality in applying the statutory tax benefit exclu-
sion. To accomplish this, the 1984 Act repealed the prior law ‘‘re-
covery exclusion” concept and provided that an amount is exclud-
ible from income only to the extent it did not reduce income sub-
ject to tax.

Explanation of Provision

The Act provides that an amount is excludible from income only
to the extent that it does not reduce a taxpayer’s income tax under
chapter 1 of the Code. Thus, where a deduction reduces taxable
income but does not reduce tax (because, for example, the taxpayer
is subject to the alternative minimum tax), recovery qf the amount
giving rise to the deduction may be excludible from income under
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section 111. This amendment is not intended to change the result
in the example set forth in the committee reports accompanying
the 1984 Act.

It is not intended that the current simplified tax benefit compu-
tation be changed for individual taxpayers who receive refunds of
State and local income taxes. A recomputation of the tax liability
for the prior year is expected in these situations only if the taxpay-
er had no taxable income in the prior year or was subject to the
alternative minimum tax or had credits that reduced their tax li-
ability to zero. Other individual taxpayers receiving refunds of
State and local income taxes must continue to follow the procedure
set forth by the IRS to determine whether their refund should be
included in income. This procedure involves a comparison of the
refund amount with the amount by which the taxpayer’s itemized
deductions for the prior year exceeded the zero bracket amount
(standard deduction). The lesser of the two amounts is included in
income in the current year. This simple procedure, effectively, pro-
duces a result comparable to that obtained by the more complicat-
ed recomputation of the taxpayer’s tax liability for the prior year.

b. Low interest loans (sec. 1812(b) of the Act and sec. 7872 of the
Code)

Prior Law

Section 7872 generally provides that certain loans bearing a
below-market rate of interest are treated as loans bearing a market
rate of interest accompanied by a payment or payments from the
lender to the borrower which are characterized in accordance with
the substance of the particular transaction, e.g., gift, compensation,
dividend, etc.

For purposes of determining the appropriate market rate of in-
terest as well as the timing of the deemed transfers, section 7872
distinguishes between demand loans and term loans. As presently
provided by section 7872, a demand loan is defined as a loan which
is payable in full at any time on demand of the lender. A term loan
is defined as any loan which is not a demand loan. Section
7872(f)(5) provides that the term demand loan includes (for pur-
poses other than determining the applicable Federal rate) any loan
which is not transferable and the benefits of the interest arrange-
ments of which is conditioned on the future performance of sub-
stantial services by an individual.

For income tax purposes, in the case of a below-market term
loan that is not a gift loan or a demand loan, section 7872 treats
the excess of the amount loaned over the present value of all pay-
ments due under the loan as having been transferred from the
lender to the borrower on the date the loan is made. In the case of
a below-market demand loan or gift loan, the deemed transfer
occurs at the end of each calendar year and the amount of the
deemed transfer is the foregone interest for that year.

In applying the prescribed market rate, section 7872 requires
semi-annual compounding for non-gift term loans, but does not re-
quire semi-annual compounding for gift loans and demand loans.

Section 7872 also provides that withholding by an employer is
not required where a deemed payment arising from a below-market
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demand loan is in the nature of compensation. However, there is
no similar exception from withholding where a deemed compensa-
tion payment arises from a below-market term loan.

Under section 7872, a loan to Israel at a below-market rate might
be characterized as a loan bearing a market rate of interest accom-
panied by a non-deductible gift to Israel.

Under section 4941, certain so-called acts of self-dealing between
a private foundation and a “disqualified person” are subject to pen-
alty excise taxes on the amount involved. Generally, a loan be-
tween the foundation and a disqualified person is an act of self-
dealing. However, an exception is provided for interest-free loans to
the private foundation, provided that the proceeds of the loan are
used exclusively for certain designated charitable purposes.

Explanation of Provision

The definitions of term loan and demand loan in section 7872
appear to treat loans with an indefinite maturity as term loans.
However, it often is impractical to treat a loan with an indefinite
maturity as a term loan, since section 7872 requires the computa-
tion of the present value of the payments due under such a loan.
Accordingly, the Act grants the Treasury Department authority to
treat loans with indefinite maturities as demand loans rather than
term loans.

The Act modifies the special provision of section 7872 that treats
certain term loans as demand loans for the purpose of determining
the timing of deemed interest and compensation payments.

Under the Act, a loan would be entitled to such treatment if the
benefit of the interest arrangement of the loan is not transferable
and is contingent upon the performance of substantial future serv-
ices by an individual. Thus, if a loan satisfies these conditions, it
would receive the special treatment even if the lender or the bor-
rower (or either) could transfer the loan.

The various time value of money provisions of the Code, (includ-
ing provisions relating to the treatment of below-market term
loans), generally require the use of semi-annual compounding in
calculating interest. In order to treat all loans consistently, the Act
provides that semi-annual compounding will also be required in
calculating interest with respect to gift loans and demand loans
under section 7872.

The Conference Report to the 1984 Act indicated that payments
of compensation, deemed to have been made by section 7872, would
be subject to the information reporting requirements but not the
withholding requirements of the Code.!” The failure to except from
the withholding requirements deemed payments of compensation
arising from below-market term loans was inadvertent, and the Act
corrects this omission.

The Act also provides an exception from section 7872 for loans to
Israel if the obligation is payable in the United States dollars and
bears an interest rate of not less than 4 percent.

17 H. Rep. 98-861, 98th Cong., 2d Sess. 1017 (1984).
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Further, the Act clarifies that in enacting section 7872 Congress
did not intend to affect the definition of acts of self-dealing with
private foundations.

¢. Transactions with related persons (sec. 1812(¢) of the Act and
sec. 267 of the Code)

Prior Law

The 1984 Act generally imposes a matching principle by placing
taxpayers on the cash method of accounting with respect to the de-
duction of amounts owed to a related cash-basis taxpayer. In other
words, the deduction by the payor is generally allowed no earlier
than when the related payee recognizes the corresponding income.

The application of the above described rule is unclear when the
related payee is a related foreign person that does not, for many
Code purposes, include in gross income foreign source income that
is not effectively connected with a U.S. trade or business.

In addition, the 1984 Act also generally deferred losses on sales
of property between corporations which are members of the same
controlled group of corporations. An exception was provided for
certain sales of inventory to or from foreign corporations.

Explanation of Provision

The Act directs the Secretary of the Treasury to issue regula-
tions applying the matching principle generally applicable to relat-
ed party transactions in cases in which the person to whom the
payment is to be made is not a United States person. For example,
assume that a foreign corporation, not engaged in a U.S. trade or
business, performs services outside the United States for use by its
wholly owned U.S. subsidiary in the United States. That income is
foreign source income that is not effectively connected with a U.S.
trade or business. It is not subject to U.S. tax (or, generally, includ-
ible in the foreign parent’s gross income). Under the Act, regula-
tions could require the U.S. subsidiary to use the cash method of
accounting with respect to the deduction of amounts owed to its
foreign parent for these services. In the case of amounts accrued to
a controlled foreign corporation by a related person, regulations
might appropriately require the payor’s accounting method to ¢on-
form to the method that the controlled foreign corporation uses for
U.S. tax purposes.

Regulations will not be necessary when an amount paid to a re-
lated foreign person is effectively connected with a U.S. trade or
business (unless a treaty reduces the tax). In that case, prior law
already imposes matching. However, regulations may be necessary
when a foreign corporation uses a method of accounting for some
U.S. tax purposes (e.g., because some of its income is effectively
connected), but when the method does not apply to the amount
that the U.S. person seeks to accrue.

The Act also provides that the special exception from section 267
for sales of inventory to or from foreign corporations applies where
the party related to the foreign corporation is a partnership.

For transfers after September 27, 1985, the Act provides that the
provisions of section 707(b)(1)(A) and 707(b)2)(A) will apply whether
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or not the person constructively holding a 50-percent partnership
Interest was himself a partner. In addition, the Act provides that
the deferral provisions of section 267(a)2) will apply to two part-
nerships in which the same persons hold a more than 50-percent of
the capital interests or profits interests. This rule is intended to re-
place the rule in the Treasury regulations,!® which was suggested
by the 1984 Committee Reports, relating to transactions between
related partnerships with common partners.

A transitional rule is provided for a specified transition where in-
debtedness was incurred before January 1, 1984.

d. Federal Home Loan Mortgage Corporation (“Freddie Mac”)
(sec. 1812(d) of the Act, secs. 243 and 246 of the Cod d
177 of the Tax Reform Act of 1984) ¢ -ode, and sec.

Prior Law
General background

. The 1984 Act repealed the prior law exemption from Federal
Income tax of Freddie Mac, effective January 1,p1985. Various tf;ﬁ-
sition rules were included to ensure that, to the extent possible,
Freddie Mac was subject to tax only on its post-1984 income.

The 12 regional Federal Home Loan Banks, which hold the
common stock of Freddie Mac, are themselves exempt from tax;
hovgever, the member institutions of the Home Loan Banks are
subject to tax.

In a transaction completed in early 1985, Freddie Mac issued a
new class of preferred stock in itself to the regional Federal Home
ann _Banks,_wh;ch then transferred the stock to their member in-
stitutions. Dmtr}butions with respect to this preferred stock will
thus be paid directly to the member institutions. The common
itoock gf Fl:Seddle Mac continued to be owned by the Federal Home

an Banks. ‘

Dividends received deduction

The 1984 Act allows shareholders of the Federal Home Loan
Ban!{s a dividend received deduction for that portion of dividends
received from a Federal Home Loan Bank which is allocable to
dividends paid to the Federal Home Loan Bank by Freddie Mac out
of Freddie ‘Mag earnings and profits for periods after December 31,
1984. Special stacking” rules are included in order that a deduc-
tion may be received only with respect to dividends which are prop-
erly allocable to post-1984 earnings and profits of Freddie Mac. No
dividends received deduction is allowed to member institutions for
dividends received from Federal Home Loan Banks which are allo-
cable to Freddie Mac earnings and profits which Freddie Mac accu-
mulated before January 1, 1985 (i.e., prior to the date of taxability).

In addition to these rules, the 1984 Act states that, for all income
tax purposes, Freddie Mac is to be treated as having no accumulat-
ed earnings and profits as of January 1, 1985. This provision was
intended to ensure that the deduction for dividends received by
member institutions from the Federal Home Loan Banks would

1% Temp. Reg. Sec. 1.267(a)-2T(c), Questions 2 and 3.
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apply only to the extent the dividends are allocable to post-1984
earnings and profits of Freddie Mac (ie., to Freddie Mac income
which has already been subject to tax).

Explanation of Provisions

Dividends received deduction

The Act makes several adjustments in the dividends received de-
duction for dividends allocable to post-1984 Freddie Mac income.

First, the Act adds an explicit statutory rule stating that no divi-
dends received deduction is to be allowed with respect to dividends
paid by Freddie Mac out of earnings and profits accumulated
before January 1, 1985 (i.e., the date of taxability). This rule is in
addition to the prior law rule which denies a dividends received de-
duction for dividends paid by a Home Loan Bank which are ulti-
mately allocable to pre-1985 Freddie Mac income. Thus, under the
Act, dividends received deductions would be limited to amounts al-
locable to post-1984 (i.e., taxable) Freddie Mac income, both in the
case of income distributed via the Federal Home Loan Banks and
in the case of any dividends which may be paid directly to Freddie
Mac corporate shareholders who are themselves subject to tax (e.g.,
member institutions which hold Freddie Mac preferred stock). This
rule allows a dividends received deduction where necessary to
avoid a double corporate-level tax on Freddie Mac income. In con-
junction with this amendment, the prior law rule under which
Freddie Mac is treated as having no accumulated profits as of Jan-
uary 1, 1985, is repealed.

Second, in the case of income distributed via a Federal Home
Loan Bank, the Act clarifies that no dividends paid by Freddie Mac
may serve as the basis for more than one deduction for dividends
received from a Federal Home Loan Bank. This clarification ap-
plies both to dividends paid by a Federal Home Loan Bank in dif-
ferent years, or when two or more dividends are paid during the
same year.

Third, in the case of dividends paid directly by Freddie Mac to
taxable corporate shareholders, the Act permits a deduction for
dividends received in 1985, as well as later years. This result would
otherwise be prevented by a Code provision which denies dividends
received deductions for one year after the corporation paying the
dividend ceases to be tax-exempt (sec. 246(a)1)).

Fourth, the Act provides that the earnings and profits of the Fed-
eral Home Loan Bank, for purposes of section 246(a)2), is to be de-
termined as reported in its annual financial statement.

Tax treatment of preferred stock distribution

The Act provides that, for all purposes under the Code, the distri-
bution of preferred stock by Freddie Mac to the Federal Home
Loan Banks in late 1984, and the distribution of such stock by the
Federal Home Loan Banks to their member institutions in Janu-
ary, 1985, are to be treated as if they were distributions of money
in an amount equal to the fair market value of the stock on the
date of the distribution by the Federal Home Loan Banks, followed
by the payment of such money by the member institutions to Fred-
die Mac in return for its stock. Thus, under the special rule, the
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Federal Home Loan Banks will be treated as receiving cash divi-
dends to the extent that the money deemed received fr%m Freddie
Mac is attributable to earnings and profits of Freddie Mac, and the
earnings and profits of the Federal Home Loan Banks will be in-
creased by an equivalent amount. The member institutions, in
turn, will be treated as receiving cash dividends from the Federal
Home Loan Banks, to the extent that the money deemed received
from the Federal Home Loan Banks is attributable to earnings and
profits of the Federal Home Loan Banks (taking into account the
earnings and profits resulting from the distribution from Freddie
Mac). Because these dividends are allocable to pre-1985 earnings
tairgﬁa &mzﬁts of(‘i Fx:(;:iddléa Mac, thg member institutions will not be en-
0o a dividend receive i i
an{?ugts' deduction with respect to these
nder the special rule above, the earnings and profits of i

Mac will be reduced by the amount deemeg distriguted to tgze%gtll(?
eral Home Loan Banks. If Freddie Mac later makes distributions to
the member institutions out of its pre-1985 income, these distribu-
tions will be treated as dividends (and will not qualify for a divi-
giends received deduction) to the extent (if any) that pre-1985 earn-
ings and profits of Freddie Mac exceeded the amount deemed dis-
tributed at the time of the preferred stock distribution.

e. Personal use property (sec. 1812(e) of the Act
and 4064 of the Code) © Act and secs. 280

Prior Law

. The 1984 Act provided limitations on the maximum amount of
investment tax credit and depreciation that a taxpayer may claim
with respect to a passenger automobile. The 1984 Act also provided
that if use in a trade or business of listed property does not exceed
50 percent, no investment tax credit is available, and depreciation
must be determined on the straight line method over the earnings
and profits life of the property. Listed property is any passenger
automobile or other means of transportation, any entertainment
recreation, or amusement property, any computer, or any othexz
property specified in regulations. However, any computer used ex-
clusively at a regular business establishment is not considered to
be listed property. Employee use of listed property must be for the
convenience of the employer and a condition of employment for the
employee to be able to claim a deduction or credit for the use of
listed property.

Explanation of Provision

The Act clarifies the definition of passenger automobile b
viding that the weight of the automobile gshall not include I::lilot;
weight of the passengers or the weight of any cargo. Prior law will
continue to apply to trucks and vans. A similar clarification is
made for purposes of the gas guzzler excise tax (sec. 4064). The
amendment to the gas guzzler tax will not apply to any station
g&%on 1151 the slt;atloil Ygsggn isda 1985 or 151)86 model manufactured

re November 1, , and is origi i i
than 6 seat belts. ginally equipped with more
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The Act exempts from the gas guzzler tax small manufacturers
who lengthen existing automobiles. )

The Act also clarifies that the requirements that, in order to
take a deduction or credit, employee use of listed property be for
the convenience of the employer and required as a pondltlon of em-
ployment also apply to the amount of any deduction allowable to
the employee for rentals or other payments under a lease of listed
property. . i

The Act also clarifies that computers eligible for the exception
from the definition of listed property must be owned or leased by
the person operating the business establishment, in addition to
being used exclusively at a regular business establishment. See H.
Rep. No. 98-861 (June 23, 1984), p. 1026 (Conference Report). )

Further, the Act provides that, except to the extent prov1ded. in
regulations, listed property used as a means of transportation
(within the meaning of sec. 280F(d)(4)(A)ii)) does not include prop-
erty substantially all the use of which is in the business of provid-
ing unrelated persons services consisting of the transportation of
persons or property for hire.

B. Technical Corrections to Life Insurance Provisions

1. Certain amounts not less than surrender value of contract (sec.
1821(a) of the Act and sec. 807(c) of the Code)

P