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Under present law, applicable installment obligations include in-
stallment obligations arising from certain specified types of sales,
which installment obligations are held by the seller or a member of
the same affiliated group (within the meaning of section 1504(a)
without regard to section 1504(b)) as the seller. Obligations arising
from sales of personal property pursuant to a revolving credit plan
or obligations arising from the sale of publicly traded property may
be treated as applicable installment obligations. Under present
law, personal use property and indebtedness secured primarily by
such property are not taken into account for purposes of applying
the proportionate disallowance rule of section 453C to applicable
installment cbligations arising from dealer sales.

Under present law, taxpayers who are required to change their
method of accounting for sales pursuant to a revolving credit plan
because of section 812 of the Reform Act must take into income
any adjustment arising under section 481 over a period of four
years, with specified percentages for each of the four years.

Explanation of Provisions

The bill provides that taxpayers who have no applicable install-
ment obligations outstanding at year-end other than applicable in-
stallment obligations arising from non-dealer sales, must use their
year-end indebtedness, rather than their average quarterly indebt-
edness for purposes of applying the proportionate disallowance
rule. The bill provides that personal use property and indebtedness
secured primarily by such property are not taken into account for
purposes of applying the proportionate disallowance rule of section
453C to applicable installment obligations arising from non-dealer
sales. The bill also grants authority to the Treasury Department to
issue regulations modifying the rules requiring aggregation of the
assets and indebtedness of certain related taxpayers.

The bill clarifies that the term ‘“‘applicable installment obliga-
tion” includes installment obligations arising from certain specified
types of sales, which installment obligations are held by the seller
or any person if the basis of such obligation in the hands of such
person is determined (in whole or in part) by reference to the basis
of such obligation in the hands of another person and such obliga-
tion was an applicable installment obligation in the hands of such
other person. Thus, for example, if an applicable installment obli-
gation is transferred to a partnership or a trust in a nonrecognition
transaction and the partnership or trust has a carryover basis in
the installment obligation, then the obligation is treated as an ap-
plicable installment cbligation in the hands of the partnership or
trust.

The bill also clarifies that installment obligations arising from
the sale of personal property pursuant to a revolving credit plan or
from the sale of publicly traded property are not treated as applica-
ble installment obligations. Thus, such installment obligations are
not subject to the proportionate disallowance rule. In addition, the
bill clarifies that the provision denying the use of the installment
method for sales of publicly traded property applies with respect to
sales of such property after December 31, 1986.
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In addition, the bill clarifies how the proportionate disallowance
rule is applied with respect to applicable installment obligations
arising after February 28, 1986, but in a taxable year prior to the
first taxable year ending after December 31, 1986. The bill specifies
that any such applicable installment obligations are treated as
arising on the first day of the first taxable year of the taxpayer
ending after December 31, 1986.

The bill provides that if a taxpayer’s last taxable year beginning
before January 1, 1987, was the taxpayer’s first taxable year in
which sales were made under a revolving credit plan, then all ad-
justments under section 481 are taken into account in the taxpay-
er’s first taxable year beginning after December 31, 1986. The bill
also provides that if a taxpayer sells any receivables that arose
pursuant to a revolving credit plan and that were taken into ac-
count in computing the adjustment under section 481 relating to
the change from the installment method to the accrual method,
then the taxpayer may not recognize any loss on the sale of such
receivables. If a loss is realized on any such sale, however, then the
taxpayer may reduce the aggregate amount of the adjustment
under section 481 for the fourth taxable year beginning after De-
cember 31, 1986, by the amount of such loss; to the extent that the
loss exceeds the aggregate adjustment for such fourth taxable year,
then the adjustment for the third taxable year is reduced, and so
on.
Further, the bill corrects certain clerical and technical errors.

6. Income attributable to utility services (sec. 108(i) of the bill,
sec. 821 of the Reform Act, and sec. 451 of the Code)

Present Law

Accrual basis taxpayers are required to recognize income attrib-
utable to the furnishing or sale of utility services to customers not
later than the taxable year in which such services are provided to
the customer. For taxable years beginning after December 31, 1986,
the year in which utility services are provided may not be deter-
mined by reference to the time the customer’s meter is read or to
the time that the customer is billed (or may be billed) for such
services.

For any taxable year beginning before August 16, 1986, a method
of accounting that took into account income from the furnishing or
sale of utility services on the basis of the period in which the cus-
tomer’s meters were read is deemed to be proper for Federal
income tax purposes.

Explanation of Provision

The bill provides that, for taxable years beginning on or after
August 16, 1986, and before January 1, 1987, a method of account-
ing that took into account income from the furnishing or sale of
utility services on the basis of the period in which the customer’s
meters were read is deemed to be proper for Federal income tax
purposes, provided such income was treated in the same manner
for the preceding taxable year.



IX. Financial Institutions (Sec. 109 of the Bill)

1. Limitations on bad debt reserves (sec. 109(a) of the bill, sec. 901
of the Reform Act, and sec. 46(c)(4) of the Code)

Present Law

Section 901 of the Act reduced the portion of taxable income that
thrift institutions (mutual savings banks, domestic building and
loan associations, and cooperative banks) may deduct as an addi-
tion to reserves for bad debts from a maximum of 40 percent to
eight percent. In addition, an institution otherwise meeting the def-
inition of a thrift institution was required to hold at least 60 per-
cent of its assets in qualifying assets in order to meet the definition
of a thrift institution.

Prior and present law limits the amount of investment eligible
for the investment tax credit in the case of a thrift institution to 50
percent of the amount otherwise allowable. Where a thrift institu-
tion is the lessee of property that is eligible for the investment tax
credit, the lessor is treated as a thrift institution with respect to
such property, unless the thrift institution has elected to compute
its deduction for bad debts using the experience method. Such an
election is binding on the thrift institution for all subsequent years.

Explanation of Provision

The bill provides that an election by a lessee thrift institution to
use the experience method of computing its deduction for bad debts
shall terminate effective with respect to the first taxable year of
the electing organization beginning after 1986 and during which
such organization (or any successor organization) was not the lessee
under any lease of regular investment tax credit property. Regular
investment tax credit property is any section 38 property if the reg-
ular percentage applied to such property and the amount of quali-
fied investment with respect to such property would have been re-
duced but for the election by the organization.

The effect of the provision is to allow a thrift institution that had
committed to the use of the experience method of accounting for
bad debts in order to avoid certain reductions in investment tax
credit to use the percentage of income method in taxable years be-
ginning after 1986, provided the thrift institution is not a lessee of
property that was eligible for investment tax credit without reduc-
tion as a result of the prior election.

(74)
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2. Interest on debt used to purchase or carry tax-exempt obliga-
tions (sec. 109 of the bill, sec. 902 of the Act, and secs. 265 and
291 of the Code)

Present Law

The Act denies banks, thrift institutions, and other financial in-
stitutions a deduction for that portion of the taxpayer’s otherwise
allowable interest expense that is allocable to taxz-exempt obliga-
tions acquired by the taxpayer after August 7, 1986 (sec. 265(b)).1
The portion of interest disallowed is equivalent to the ratio of (1)
the average adjusted basis during the taxable year of tax-exempt
obligations held by the financial institution and acquired after
August 7, 1986, to (2) the average adjusted basis of all assets held
by the financial institution. A 20-percent disallowance continues to
apply (as under pre-1986 law) with respect to tax-exempt obliga-
tions acquired between January 1, 1983, and August 7, 1986.

An exception to the proportional disallowance rule is provided
for qualified tax-exempt obligations acquired by a financial institu-
tion. Qualified tax-exempt obligations include any tax-exempt obli-
gation which (1) is not a private activity bond, as defined under
Title XIII of the Act,2 and (2) is issued by an issuer which reason-
ably anticipates to issue not more than $10 million of tax-exempt
obligations (other than private activity bonds, as defined above)
during the calendar year. Qualified tax-exempt obligations must be
designated as such by the issuer; not more than $10 million of obli-
gations may be so designated for any calendar year.

For purposes of applying the limitations with respect to qualified
tax-exempt obligations, an issuer and all subordinate entities are
treated as one issuer.

Qualified tax-exempt obligations are treated as if acquired by the
financial institution on August 7, 1986. Interest allocable to such
obligations thus remains subject to the 20 percent disallowance
rule contained in pre-1986 law.

Explanation of Provisions

The bill makes several amendments to the exception for qualified
tax-exempt obligations, as follows:

Application of $10 million limit

The bill clarifies that, in applying the $10 million limitation with
respect to qualified tax-exempt obligations, all tax-exempt obliga-
tions (other than private activity bonds, as defined above) which
the issuer reasonably anticipates to issue during the calendar year
are taken into account. Thus, only an issuer that reasonably antici-
pates to issue $10 million or less of such obligations during the cal-

261 This rule is applied after the general disallowance rule applicable to all taxpayers (sec.
5(aX2)).

2 For purposes of this exception only, qualified 501(c)(3) bonds (as defined in Title XIII of the
Act) are not treated as private activity bonds. Additionally, certain bonds receiving transitional
exceptions under Title XIII of the Reform Act, and which would not have been industrial d(_ev_el-
gpn:ient bonds (IDBs) or private loan bonds under prior law, are not treated as private activity

onds.
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endar year (including designated and undesignated issues) may des-
ignate any of these obligations for purposes of the exception.

Treatment of composite issues

The bill specifies the treatment of composite issues (i.e., com-
bined issues of bonds for different entities) for purposes of the ex-
ception. Under the bill, composite issues qualify for the exception
only if the requirements of the exception are met (1) with respect
to the composite issue as a whole (determined by treating the com-
posite issue as a single issue), and, additionally, (2) with respect to
each separate lot of obligations which is a part of the issue (deter-
mined by treating each separate lot of obligations as a separate
issue). Thus, a composite issue may qualify for the exception only if
the composite issue itself does not exceed $10 million, and if, addi-
tionally, each issuer benefiting from the composite issue reasonably
anticipates to issue not more than $10 million of tax-exempt obliga-
tions (other than private activity bonds, as described above) during
the calendar year, including bonds issued through the composite
arrangement. See also, the conditions under which bonds of differ-
ent issuers are aggregated for purposes of the $10 million limit, de-
scribed below.

Aggregation of issuers

The bill clarifies the operation of the provision under which an
issuer and all subordinate entities are aggregated for purposes of
the $10 million limitation. The following rules are provided:

(1) An issuer and all entities which issue bonds “on behalf of” 3
that issuer are to be treated as one issuer.

(2) If an issuer is subordinate to another entity but does not issue
bonds on behalf of another entity, bonds issued by the subordinate
entity are taken into account in applying the $10 million limitation
to the entity to which it is subordinate.

(3) If an entity is formed or (to the extent provided in Treasury
regulations) availed of for purposes of avoiding the $10 million lim-
itation, such entity and any other entity (or entities) purporting to
benefit from this device are treated as one issuer.

Treatment of refunding bonds

Under the bill, the treatment of refunding bonds is also clarified.
Specifically, any bond used to refund (other than in an advance re-
funding) a previously issued bond is not to be taken into account,
for purposes of applying the $10 million limitation to other, nonre-
funding bonds. Refunding bonds themselves may qualify for desig-
nation under the exception for qualified tax-exempt obligations
only if (1) the refunded bond was designated, qualified for, and was
taken into account under, the $10 million limitation when issued,
(2) the aggregate face amount of the issue of which the refunding
bond is a part does not exceed $10 million, (3) except in the case of
refundings of bonds having a weighted average maturity of 3 years
or less, the weighted average maturity of the refunding issue does
not exceed the weighted average maturity of the refunded bonds,

3 See, e.g., Rev. Rul. 63-20, 1963-1 C.B. 24.
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and (4) no bond which is part of the refunding issue has a maturity
in excess of 30 years (measured from the date of issuance of the
refunded bonds).

Designation of certain bonds issued in reliance on House bill

The bill specifies that only obligations issued after August 7,
1986, may be designated for purposes of the exception. For obliga-
tions issued after August 7, 1986, and before January 1, 1987, the
period for making a designation is not to expire before January 1,
1988.

A special rule is provided for certain obligations issued before
August 8, 1986, in reliance on a similar exception contained in the
House version of the 1986 Act.# Under this rule, if (1) an obligation
was issued after December 31, 1985, and before August 8, 1986, (2)
when the obligation was issued, the issuer designated that it in-
tended the obligation to qualify under section 802(e)3) of the House
bill, and (3) the issuer reaffirms its election under the 1986 Act,
then the obligation is treated as issued on August 8, 1986.

Effective dates

The provisions regarding aggregation of entities, refundings, and
composite issues are effective for obligations issued after June 30,
1987. (At the election of the issuer, these provisions are effective as
if included in the 1986 Act). Other provisions are effective as if in-
cluded in the 1986 Reform Act.

+ H.R. 3838 (99th Congress), as passed by the House of Representatives on December 17, 1985.



X. Insurance Provisions (Secs. 110 and 118(g) and (i) of the Bill)

1. Treatment of certain market discount bonds (sec. 110(a) of the
bill and see. 1011(d) of the Reform Act)

Present Law

The Reform Act repealed the prior-law 28 percent alternative tax
rate for corporate long-term capital gains, for years for which the
new corporate tax rates are fully effective (i.e., taxable years begin-
ning on or after July 1, 1987). Thus, corporate net capital gain for
such years is taxed at regular corporate rates (i.e., generally a max-
imum 34 percent rate under the Reform Act). For taxable years
that include periods prior to the time the new rates are fully effec-
tive, the alternative tax rate under the Reform Act on gain proper-
ly taken into account under the taxpayer’s method of accounting
after December 31, 1986, is 34 percent. These rules apply to all
items of long term capital gain, including gain attributable to
market discount on bonds issued before July 19, 1984, which was
treated as long-term capital gain under the transition rules of the
Deficit Reduction Act of 1984.

The Deficit Reduction Act of 1984 generally required income at-
tributable to market discount to be treated as ordinary income
rather than capital gain on disposition of a bond (Code sec. 1276).
However, the 1984 Reform Act grandfathered market discount gain
on bonds issued before July 19, 1984.

Under the Reform Act, a special rule is provided for gain with
respect to certain bonds of certain specified life insurance compa-
nies. Pursuant to this rule, gain representing market discount rec-
ognized by such companies on the redemption at maturity of any
bond which was issued before July 19, 1984, and acquired by the
company on or before September 25, 1985, is subject to tax at the
rate of 28 percent.

Explanation of Provision

The bill extends the special rule under the Reform Act to all life
insurance companies with a modification of the tax rate. Under the
bill, the tax rate on gain subject to the special rule is 31.6 percent,
rather than 28 percent.

2. Status of certain organizations providing commercial-type in-
sAurz)mce (sec. 110(b) of the bill and sec. 1012 of the Reform
ct

Present Law

Under present law, an organization described in sections 501(c)3)
or (4) of the Code is exempt from tax only if no substantial part of
its activities consists of providing commercial-type insurance. In

(78)
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the case of such a tax-exempt organization, the activity of provid-
ing commercial-type insurance is treated as an unrelated trade or
business but, in lieu of the usual tax on unrelated trade or business
taxable income, the unrelated trade or business activity is taxed
under the rules relating to insurance companies (subchapter L of
the Code).

Commercial-type insurance does not include insurance provided
at substantially below cost to a class of charitable recipients. Com-
mercial-type insurance also does not include health insurance pro-
vided by a health maintenance organization (i.e., any health main-
tenance organization, tax-exempt under prior law, which is sub-
stantially the same as a Federally chartered health maintenance
organization), if such health insurance is of a kind customarily pro-
vided by such organizations and is incidental to the organization’s
principal activity of providing health care. Commercial-type insur-
ance also does not include property and casualty insurance provid-
ed by certain church organizations or conventions or associations of
churches, if certain requirements are met.

The provision does not apply to certain organizations, including
Delta Dental Plans Association and the Missouri Hospital Associa-
tion.

Explanation of Provision

The exceptions from the provision for Delta Dental Plans Asso-
ciation and for the Missouri Hospital Association are restated to
apply to Delta Dental Plans Association organizations and to the
Missouri Hospital Plan, respectively.

The bill also provides Treasury regulatory authority to prescribe
rules providing proper adjustments in the case of organizations
that have a fiscal taxable year and that become subject to tax by
reason of the provision, where the organization has a short taxable
year that begins during 1987 by reason of rules requiring property
and casualty insurance companies generally to have a calendar
taxable year.

3. Inclusion in income of 20 percent of unearned premium reserve
(sec. 110(c) of the bill, seec. 1021 of the Reform Act, and sec.
832(b)(7) of the Code)

Present Law

Present law, as amended by the Reform Act, provides that a
property and casualty insurance company generally is required to
reduce its deduction for increases in unearned premiums by 20 per-
cent. In addition, such companies are required to include in income
20 percent of the unearned premium reserve outstanding at the
end of the most recent taxable year beginning before January 1,
1987, ratably over the 6 taxable years following such year.

The provision requiring ratable inclusion of the pre-1987 un-
earned premium reserve applies to a company without regard to
whether the company had computed its taxable income by taking
into account additions to an unearned premium reserve. Thus, the
ratable inclusion rule applies, under the Reform Act, to organiza-
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tions that were exempt from Federal income tax prior to 1987 and
to small companies that were taxed solely on investment income.

The Reform Act did not provide special rules for reciprocal insur-
ers.

Explanation of Provision

Treatment of certain formerly exempt companies.—The bill pro-
vides that if, at all times prior to its 1987 taxable year, a company
was exempt from tax under section 501(a) by virtue of being de-
scribed in a paragraph of section 501(c), or was a small company
subject to tax only on investment income, then the ratable inclu-
sion rule does not apply. This clarification reflects the intent that
no inclusion of prior reserve amounts is appropriate if the company
received no tax benefit from the reserve amounts due to its former
fully or partially tax-exempt status.

Phase-in ireatment.—The bill also adjusts the period over which
inclusion of 20 percent of the outstanding balance of the unearned
premium reserve is required in the case of a company that (1) is
exempt from tax under section 501(a) by virtue of being described
in any paragraph of section 501(c), or is subject to tax only on in-
vestment income for its first taxable year beginning after 1986; and
(2) was subject to tax as a property and casualty insurance compa-
ny in a year beginning before 1987. Such companies generally com-
puted taxable income taking into account a reserve for the gross
amount of unearned premiums. In such a case, the 20 percent rata-
ble inclusion rule applies for the 6-year period that begins with the
first taxable year after 1986 in which the company is subject to tax
under section 831(a).

Treatment of reciprocal insurers.—The bill provides that, in the
case of an interinsurer or reciprocal underwriter (within the mean-
ing of sec. 835) that is required under applicable State law to report
on its annual statement reserves on unearned premiums net of pre-
mium acquisition expenses, the amount of the unearned premiums
is to be treated as including an amount equal to such expenses for
purposes of the decrease in the deduction for unearned premiums.
Otherwise, such taxpayers would be subject to ratable inclusion of
a portion of the unearned premium reserve that did not give rise to
mismatching of income and deductions under prior law, which the
ratable inclusion rule was intended to address.

4. Treatment of certain dividends and tax-exempt interest (sec.
110(d) of the bill, see. 1022 of the Reform Act, and sec.
832(b)(5) of the Code)

Present Law

Present law, as amended by the Reform Act, provides that the
deduction of a property and casualty company for losses incurred is
reduced by 15 percent of (1) the property and casualty insurance
company’s tax-exempt interest and (2) the deductible portion of
dividends received (with special rules for dividends from affiliates).
For purposes of this proration provision, tax-exempt interest in-
cludes interest income excludable under section 103 (or deductible
under sec. 832(c)(7)), the portion of interest income excludable
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under section 133, and other similar items. If the amount of this
reduction exceeds the amount otherwise deductible as losses in-
curred, the excess is includible in income.

Explanation of Provision

The bill clarifies the treatment of dividends received for purposes
of applying the proration provision in the case of a property and
casualty insurance company that files a consolidated return. Under
the bill, the determination with respect to any dividend paid by a
member to another member of the affiliated group filing the con-
solidated return is made as if the group were not filing a consoli-
dated return.

The bill also clarifies that the deductible portion of any dividends
received from a subsidiary, including those received directly or in-
directly from a lower tier subsidiary, are subject to the proration
rules in the hands of the property and casualty insurance affiliate.
These provisions conform to the application of the proration rules
generally to all property and casualty insurance companies.

5. Loss reserves (sec. 110(e) of the bill, sec. 1023 of the Reform
Act, and sec. 846 of the Code)

Present Law

The Reform Act provides for the discounting of the deduction for
additions to loss reserves of property and casualty insurance com-
panies to take account partially of the time value of money. The
discounting of such deductions is applicable to loss reserves of prop-
erty and casualty companies, and to loss reserves of life insurance
companies that are not required to be discounted under life insur-
ance reserve rules. Special rules are provided in the case of certain
accident and health, international, and reinsurance lines of busi-
ness. The discounting of loss reserves is effective for taxable years
beginning after 1986, with a fresh start provision with respect to
undiscounted loss reserves applicable to the last taxable year be-
ginning before 1987.

Explanation of Provisions

The bill clarifies that, with respect to the special rule for dis-
counting unpaid loss reserves in certain accident and health lines
of business (other than unpaid losses relating to disability income),
it is assumed that unpaid losses are paid in the middle of the year
following the accident year. This assumption is intended to con-
form to the general assumption for loss reserve discounting pur-
poses that losses are paid in the middle of the year.

The bill provides that the Secretary may prescribe regulations to
determine appropriate adjustments in the application of the unpaid
loss discounting provisions, in the case of a taxpayer having a tax-
able year other than the calendar year. Although most property
and casualty companies have a calendar taxable year, some compa-
nies filing a consolidated return with noninsurance companies will
have a fiscal taxable year. The Reform Act did not provide special
rules that are used in applying the discounting rules to such fiscal
year taxpayers.
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The regulations also should provide appropriate adjustments in
the application of the discounting provisions in cases where the
Reform Act resulted in a required change in a company’s period of
accounting (e.g., where the Reform Act results in the application
for the first time of sec. 843, which generally requires property and
casualty insurance companies to utilize a calendar taxable year).

The bill also clarifies the application of the fresh start provision
in the case of an insurance company that (1) is exempt from tax
under section 501(a) by virtue of being described in any paragraph
of section 501(c) or, under section 831(b), is taxed only on invest-
ment income, in a year beginning after 1986, and (2) later becomes
subject to tax under section 831(a) as a regular property and casu-
alty insurance company. The rules relating to the fresh start under
the discounting provisions are to be applied by treating the last
taxable year before the year in which such a company becomes
subject to tax under sec. 831(a) as the company’s last taxable year
beginning before 1987.

6. Election to be taxed only on investment income (sec. 110(f) of
the bill, sec. 1024 of the Reform Act, and sec. 831(b) of the
Code)

Present Law

The Reform Act provided that mutual and stock property and
casualty insurance companies with net written premiums or direct
written premiums (whichever is greater) in excess of $350,000, but
less than $1,200,000, may elect to be taxed only on taxable invest-
ment income.

Explanation of Provisions

The bill clarifies that the election to be taxed only on investment
income, once made and so long as the requirements for the election
are met, may be revoked only with the consent of the Secretary.
This clarification reflects Congress’ intent that the election not be
used as a means of eliminating tax liability (e.g., by making the
election only for years when the taxpayer does not have net operat-
ing losses), but rather as a simplification for small companies.

7. Treatment of Physicians’ and Surgeons’ Mutual Protection As-
sociations (sec. 110(g) of the bill and sec. 1031 of the Reform
Act)

Present Law

Under the Reform Act, initial contributions to a pooled malprac-
tice insurance association are currently deductible to the extent
they do not exceed the cost of a commercial insurance premium for
annual coverage and are included in the association’s income. Re-
funds of such contributions are deductible to the fund only to the
extent included in the income of the recipient. The Reform Act pro-
vision applies to associations operating under State law prior to
January 1, 1984,
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Explanation of Provision

The bill clarifies that initial contributions to a pooled malprac-
tice insurance association under the provision include otherwise
qualifying contributions whether paid all in one year or in up to
six annual installments, provided, of course, that the total amount
of the contribution does not exceed the cost of a commercial insur-
ance premium for annual coverage. Members of the association are
intended to include provisional members (i.e., those association
members who have paid one or more, but not all, of the annual in-
stallments of their initial contribution).

8. Special rule for mutual life insurance company (sec. 110(h) of
the bill and sec. 217(i) of the Deficit Reduction Act of 1984)

Present Law

The Deficit Reduction Act of 1984 provided that a mutual life in-
surance company may elect to treat all individual noncancellable
(cr guaranteed renewable) accident and health contracts as
through they were cancellable for purposes of determining under
section 816 whether or not it is subject to tax as a life insurance
company or a property and casualty insurance company. Stock life
insurance subsidiaries of electing mutual companies are treated as
though they were mutual life insurance companies.

Explanation of Provision

The bill provides that, for purposes of determining the amount of
the small life insurance company deduction of a controlled group
including an electing mutual company, the taxable income of the
electing company is taken into account in applying the phaseout of
the small life insurance company deduction, for taxable years be-
ginning after 1986 and before 1992. The bill further provides that
the decrease in the amount of Federal revenue by reason of this
provision shall not exceed $300,000 per taxable year.

9. Annuity diversification requirements (sec. 110(i) of the bill, sec.
1821(m) of the Reform Act, and sec. 817(h) of the Code)

Present Law

Present law provides that certain variable contracts that are
based on a segregated asset account generally are not treated as
annuity contracts if the investments made by such account are not
(as provided in Treasury regulations) adequately diversified. No
special rule is provided for immediate annuities. Treasury regula-
tions were published September 12, 1986, setting forth require-
ments for adequate diversification of certain variable contracts, in-
cluding immediate annuities.

Explanation of Provision

The bill provides additional time to comply with the annuity di-
versification requirement, in the case of variable contracts that are
immediate annuities (as defined in sec. 72(u)(4)) that were issued by
September 12, 1986, and that do not (as of that date) meet the di-
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versification requirements set forth in the September 12, 1986, reg-
ulations because the investments made by the segregated asset ac-
counts under the contracts were invested in Government-guaran-
teed investments (FDIC- or FSLIC-guaranteed deposits). In such
cases, the diversification requirement with respect to Government
securities (including Government-guaranteed investments) is
waived until December 31, 1988, but applies in full on and after
January 1, 1989.

10. Treatment of alternative minimum tax with respect to share-
holders surplus account (sec. 110(j) of the bill and sec. 815(c)
of the Code)

Present Law

Present law provides that, in the case of a stock life insurance
company having an existing policyholder surplus account, a share-
holders surplus account must be continued in order to maintain a
record for tax purposes of amounts eligible for distribution before a
distribution is made from the policyholders surplus account (and,
generally, treated as taxable to the distributing company). In gen-
eral, the excess of the following amounts over the taxes paid for
the year are added to the shareholders surplus account: (1) life in-
surance company taxable income (but not below zero); (2) the small
life insurance company deduction; (3) the dividends received deduc-
tion allowed; and (4) excluded tax-exempt interest.

Explanation of Provision

The bill provides that, under regulations, in determining addi-
tions to the shareholders surplus account, proper adjustments are
to be made for any year in which alternative minimum tax is im-
posed under section 55 of the Code and for all subsequent years.
The provision was intended to take account, in calculating the
amount in the shareholders surplus account, of net tax liability of
the company, and thus should take into account minimum tax and
the minimum tax credit.

11. Treatment of certain items as not interest for source rules
(sec. 110(k) of the bill, sec. 1215 of the Reform Act, and sec.
818(f) of the Code)

Present Law

The Reform Act’s legislative history indicates that deductions of
life insurance companies that are described in Code section
807(c)1), (2), (3), and (6) should not be treated as interest expenses,
under the source rules, for allocation purposes (new Code sec.
864(e), added by section 1215 of the Reform Act). This language
could lead te the inference that deductions described in section
807(c)4) and (5) are interest expenses for allocation purposes.

Explanation of Provision

The bill clarifies that deductions of life insurance companies that
are described in Code section 807(c) (which includes paragraphs (1)
through (6)) are not to be treated as interest expenses for allocation
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purposes under new Code section 864(e), added by section 1215 of

the Reform Act.

12. Technical corrections to the Deficit Reduction Act of 1984
(secs. 118(g) and (i) of the bill, secs. 1821 and 1825(a)(4) of the
Reform Act, and secs. 812(e) and 7702 of the Code)

Present Law

Determination of policyholders’ share of gross investment
income.—Present law provides that the policyholders’ share of tax-
exempt interest reduces a life insurance company’s deduction for
certain reserves. For purposes of determining the policyholders’
share, sec. 812(e) provides that gross investment income excludes
any dividend received by the life insurance company that is a 100-
percent dividend. Whether a dividend is a 100-percent dividend is
determined by reference to the definition in sec. 805(a)(4)(C), not in-
cluding dividends described in sec. 805(a)(4)(D). The Reform Act
modified the provisions of secs. 805(c)(4)(C) and (D).

Certain policies to cover burial or funeral expenses.—Present law,
as amended by the Reform Act, provides that future increases in
death benefits may be taken into account in determining whether
the definition of a life insurance contract is satisfied with respect
to certain policies to cover payment of burial expenses or in con-
nection with prearranged funeral expenses. Such contracts can
qualify as life insurance contracts, provided that certain require-
ments (relating to limitations on increases in the death benefit) are
satisfied. The Reform Act provided no specific effective date for the
provision.

Explanation of Provisions

Determination of policyholders’ share of gross investment
income.—The bill clarifies that the prior-law definition of 100-per-
cent dividends continues to apply for purposes of determining gross
investment income within the meaning of section 812. Thus, the
provision is intended to retain the definition as under prior law.

Certain policies to cover burial or funeral expenses.—The bill pro-
vides that the rule that future increase in death benefits may be
taken into account under the definition of a life insurance contract,
with respect to certain policies to cover payment of burial expenses
or in connection with prearranged funeral expenses, is effective for
contracts entered into on or after October 22, 1986. Congress in-
tended that the provision be prospectively effective.



XI. Pensions and Deferred Compensation; Employee Benefits;
ESOPs (Secs. 111, 111A, 111B, and 118(q) of the Bill)

A. Limitations on Treatment of Tax-Favored Savings

1. Individual retirement arrangements (IRAs) (sec. 111(a) and (b)
of the bill, secs. 1101 and 1102 of the Reform Act, and secs.
219, 408, 4973, and 6693 of the Code)

a. IRA deduction limit .

Present Law

Under present law (sec. 219), a taxpayer is permitted to make de-
ductible IRA contributions up to the lesser of $2,000 or 160 percent
of compensation (earned income in the case of a self-employed indi-
vidual) if:

(1) in the case of a taxpayer who is not married or is married but
files a separate return, the taxpayer either (a) has adjusted gross
income (AGI) that does not exceed the applicable dollar amount or
(b) is not an active participant in an employer-maintained retire-
ment plan for any part of the plan year ending with or within the
taxable year; or

(2) in the case of married taxpayers filing a joint return, either
(a) the couple has AGI that does not exceed the applicable dollar
amount or (b) neither spouse is an active participant in an employ-
er-maintained retirement plan for any part of the plan year ending
with or within the taxable year.

The applicable dollar amount is (1) $25,000, in the case of an un-
married individual, (2) $40,000, in the case of a married couple
filing a joint return, and (3) $0, in the case of a married taxpayer
filing separately. The otherwise applicable IRA dollar limit Gi.e.,
$2,000) is reduced by an amount that bears the same ratio to such
dollar limit as the taxpayer’s AGI in excess of the applicable dollar
amount (or, in the case of a married couple filing a joint return,
%hg cguple’s AGI in excess of the applicable dollar amount) bears to

10,000.

Explanation of Provision

Present law creates an unintended incentive for married couples
to file separate returns. If one spouse is an active participant and
the other spouse is not, the couple can increase their IRA deduc-
tion limit under certain circumstances by filing separate returns.

In order to eliminate this incentive for a married couple living
together, the bill provides that, for purposes of determining wheth-
er ai IRA contribution is deductible for a taxable year, if the
couple lives together at any time during the year, the active partic-
ipant status of both spouses is taken into account for purposes of

(86)
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calculating the IRA deduction limit. If the spouses file separate re-
. turns, the applicable dollar amount is $0 and only the AGI of the
spouse making the IRA contribution is taken into account.

Also under the bill, a taxpayer is not considered married for a
- year if the taxpayer and the taxpayer’s spouse (1) did not live to-
gether at any time during the taxable year, and (2) did not file a
joint return for the taxable year. A taxpayer meeting these re-
quirements for a taxable year is treated as an unmarried individ-
ual for the taxable year. Accordingly, for purposes of determining
the taxpayer’s deduction limit, only the taxpayer’s AGI and status
as an active participant is taken into account, and the applicable
dollar amount is $25,000.

b. Nondeductible IRA contributions

Present Law

Under present law, an individual is permitted to make designat-
ed nondeductible IRA contributions to the extent that deductible
contributions are not allowed due to the AGI phaseout for active
participants. In addition, a taxpayer may elect to treat otherwise
deductible IRA contributions as nondeductible.

An individual who makes a designated nondeductible contribu-
tion to an IRA for a taxable year or who receives a distribution
from an IRA during a taxable year is required to provide such in-
formation as the Secretary may prescribe on the individual’s tax
return for the taxable year and, to the extent required by the Sec-
retary, for succeeding taxable years (or on such other form as the
Secretary may prescribe). The information that may be required in-
cludes, but is not limited to, (1) the amount of designated nonde-
ductible contributions for the taxable year, (2) the amount of distri-
butions from individual retirement plans for the taxable year, (3)
the aggregate amount of designated nondeductible contributions for
all preceding taxable years which have not previously been with-
drawn, and (4) the aggregate balance of all IRAs of the individual
as of the close of the calendar year with or within which the tax-
able year ends. An individual who overstates the amount of desig-
nated nondeductible contributions for a year is subject to a penalty
of $100 for each overstatement unless it is shown that the over-
statement is due to reasonable cause.

Explanation of Provision

Under present law, there is no separate penalty with respect to
an individual who fails to file the form prescribed by the Secretary
with respect to nondeductible IRA contributions. Accordingly,
under the bill, a taxpayer who fails to file the form required by the
Secretary is subject to a penalty of $50 for each such failure unless
the taxpayer shows that the failure is due to reasonable cause.

In order to take into account taxpayers with fiscal year taxable
years, the bill provides that the information that the Secretary
may require to be included on the form or return includes the ag-
gregate balance of all IRAs of the individual as of the close of the
calendar year in which the taxable year begins (rather than the
calendar year with or within which the taxable year ends).
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c. IRA withdrawals

Present Law

Present law provides that amounts withdrawn from an IRA
during a taxable year are includible in income for the taxable year
under rules similar to the rules applicable to quslified plans under
section 72. Under special rules applicable to IRAs for purposes of
section 72, (1) all IRAs of an individual (including rollover IRAs
and simplified employee pensions (SEPs), but excluding deductible
qualified voluntary employee contributions) are treated as 1 con-
tract, (2) all distributions that are made during a taxable year are
treated as 1 distribution, (3) the value of the contract (calculated
after adding back distributions that are made during the year),
income on the contract, and investment in the contract are com-
puted as of the close of the calendar year with or within which the
taxable year ends, and (4) the aggregate amount of withdrawals ex-
cludable from income for all taxable years shall not exceed the tax-
payer’s investment in the contract for all taxable years.

Explanation of Provision

Under the bill, for purposes of applying the special IRA rules of
section 72, the value of the contract (calculated after adding back
distributions that are made during the year), income on the con-
tract, and investment in the contract are computed as of the close
of the calendar year in which the taxable year begins (rather than
the calendar year with or within which the taxable year ends). The
provision is intended to facilitate computations with respect to tax-
payers with fiscal year taxable years.

d. Excess contributions

Present Law
Distritution prior to due date of return

Under present law (sec. 408(d)(4)), the normal rules for the tax-
ation cf distributions (sec. 72) do not apply to a distribution of con-
tributions to an IRA (and, consequently, the contributions are not
taxed upon distribution) if (1) the contributions exceed the amcunt
allowable as a deduction under section 219, (2) the distribution is
received on or before the due date (including extensions) for the in-
dividual’s return for the taxable year, (3) ne deduction is allowed
under section 219 with respect to the excess contributions, and (4)
the distribution is accompanied by the amount of net income at-
tributable to the excess contributions. The net income on the con-
tributions is deemed to have been earned and receivable in the tax-
able year in which the excess contributions were made.

Distribution after due date of return

If the total contributions made to all IRAs for a year (excluding
rollover IRAs) does not exceed $2,250, then, under present law, the
normal rules for the taxation of distributions (sec. 72) do not apply
to a distribution of contributions in excess of the amount allowable
as a deduction under section 219 if the excess contributions are dis-
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tributed after the due date (including extensions) for filing the indi-
vidual’s tax return for the year the contributions were made (sec.
408(d)(5)). For purposes of this rule, the amount allowable as a
deduction under section 219 (after application of section
408(0)(2)(B)(i1)) is increased by the nondeductible limit under section
408(0)(2)(B).

Excise tax

Present law provides a 6-percent nondeductible excise tax on con-
tributions to an IRA in excess of the amount allowable as a deduc-
tion under section 219 for a taxable year, if the excess contribu-
tions are not timely distributed (sec. 4973(b)). For purposes of this
rule, the amount allowable as a deduction under section 219 (after
application of section 408(0)(2)(B)(ii)) is increased by the nondeduct-
ible limit under section 408(0)(2)(B).

Explanation of Provision

Distribution prior to due date of return

The bill amends the rules relating to distributions of excess con-
tributions to take into account the fact that nondeductible contri-
butions may be made to an IRA. The bill permits any IRA contri-
butions to be distributed without income or excise tax consequences
prior to the due date (including extensions) for filing the individ-
ual’s income tax return for the year the contributions are made.
Thus, under the bill, the normal rules for the taxation of IRA dis-
tributions do not apply to a distribution of any contributions to an
IRA if (1) the distribution is received on or before the due date (in-
cluding extensions) for the individual’s return for the taxable year
for which the contributions were made, (2) no deduction is allowed
under section 219 with respect to the contributions, and (3) the dis-
tribution is accompanied by the amount of net income attributable
to the contributions. As under present law, net income on the con-
tributions are deemed to have been earned and receivable in the
taxable year in which the contributions were made.

Distribution after due date of return

The bill clarifies the intent that certain IRA contributions not in
excess of $2,250 may be withdrawn by providing that, for purposes
of the rule relating to return of excess contributions after the due
date of the individual’s return for the year for which the contribu-
tions were made, the amount allowable as a deduction under sec-
tion 219 is computed without regard to the AGI phaseout for active
participants (sec. 219(g)).

Excise tax

The bill provides that, for purposes of the excise tax on excess
contributions to an IRA, the amount allowable as a deduction
under section 219 is computed without regard to the AGI phaseout
for active participants (sec. 219(g)).
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2. Qualified cash or deferred arrangements (sec. 111(c) and (1) of
the bill, secs. 1105 and 1116 of the Reform Act, and secs.
401(k), 402, and 4979 of the Code)

a. Limit on elective deferrals

Present Law

In general

Present law provides that the maximum amount that an employ-
ee can elect to defer for any taxable year under all cash or deferred
arrangements in which the employee participates is limited to
$7,000. This $7,000 limit is adjusted for inflation at the same time
and in the same manner as the indexing of the dollar limit on ben-
efits under section 415(d). The $7,000 limit applies to the employ-
ee’s taxable year, regardless of the employer’s taxable year or the
plan year applicable to the cash or deferred arrangement. The
$7,000 limit is coordinated with other plans to which elective defer-
rals are made.

To ease the administrative burden on employees, employers, and
the IRS, the elective deferral arrangements maintained by any
single employer may preclude an employee from making elective

geferrals under such arrangements for a taxable year in excess of
7,000.

Treatment of excess deferrals

If, for any taxable year, the total amount of elective deferrals
contributed on behalf of an employee to all qualified cash or de-
ferred arrangements and other plans subject to the limit in which
the employee participates exceeds-$7,000, then the amounts in
excess of $7,000 (the excess deferrals) are included in the employ-
ee’s gross income for the taxable year to which the deferral relates.
In addition, with respect to any excess deferrals, by March 1 after
the close of the employee’s taxable year, the employee may allocate
the excess deferrals among the qualified cash or deferred arrange-
ments and other plans subject to the limit in which the employee
participates and notify the administrator of each plan of the por-
tion of the excess deferrals allocated to that plan. Not later than
April 15 after the close of the employee’s taxable year, each plan
may (but is not required to) distribute to the employee the amount
of the excess deferrals (plus income attributable to the excess defer-
rals) allocated to the plan.

The distribution may be made without regard to the terms of the
plan until the close of the first plan year for which an amendment
is required (Act sec. 1140) and notwithstanding any other provision
of law. In addition, the Secretary is to prescribe a model plan
amendment which permits the distribution of excess deferrals. Dis-
tribution pursuant to such amendment is to be treated as in ac-
cordance with the plan.

Income on excess deferrals distributed by the applicable April 15
date is treated as earned and received in the taxable year to which
the excess deferral relates. Excess deferrals (and earnings thereon)
distributed by the applicable April 15 date are not subject to the
additional income tax on early withdrawals (sec. 72(t)). Deferrals
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are not subject to the 10-percent excise tax on nondeductible contri-
butions (sec. 4972) merely because they are excess deferrals.

Reporting requirements

Under the Act, the employer is required to report to an employee
and to the IRS the amount of elective deferrals made by the em-
ployee and the amount of compensation deferred under section 457
(sec. 6051(a)).

Explanation of Provision

In general

The bill provides that income on excess deferrals is includible in
gross income in the year distributed, rather than in the year of the
deferral. To prevent individuals from electing to make excess defer-
rals in order to defer current taxation of income, the bill requires,
as a condition of qualification, that a plan that has a cash or de-
ferred arrangement is required to provide that elective deferrals
under the arrangement and under all other plans, contracts, or ar-
rangements of the employer maintaining the plan for a calendar
year may not exceed the limitation on elective deferrals in effect
for taxable years beginning in such calendar year. A similar re-
striction is required to be included in a simplified employee pen-
sion (SEP) (sec. 408(k)), tax-sheltered annuity contract (sec. 403(b)),
or section 501(c)(18) plan that permits elective deferrals. The provi-
sion is generally effective with respect to plan years beginning
after December 31, 1987. A delayed effective date applies with re-
spect to employees who participate in a plan maintained pursuant
to a collective bargaining agreement if the employees are covered
by the bargaining agreement.

Treatment of excess deferrals

Under the bill, income on excess deferrals distributed before the
applicable April 15 date, including income earned during and after
the year to which the deferral relates, is includible in income in
the year distributed, rather than in the year to which the deferral
relates. The bill clarifies that any distribution of less than the
entire amount of excess deferrals plus income attributable to such
deferrals is treated as a pro rata distribution of excess deferrals
and income.

The bill clarifies that excess deferrals (and income on such defer-
rals) distributed by the applicable April 15 are not subject to the
15-percent tax on excess distributions (sec. 4980A).

Reporting requirements

The Act did not contain an effective date for the reporting re-
quirement relating to elective deferrals. The reporting requirement
was intended to be effective at the same time the Act’s limit on
elective deferrals was effective. Accordingly, the bill provides that
the requirement is effective with respect to calendar years begin-
ning after December 31, 1986.
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b. Nondiscrimination requirements

Present Law

Under present law, a special nondiscrimination test applies to
limit the elective deferrals that may be made by highly compensat-
ed employees. The limit depends (in part) on the level of elective
deferrals by nonhighly compensated employees. A cash or deferred
arrangement under which only highly compensated employees par-
ticipate or are eligible to participate does not satisfy the special
nondiscrimination test. For purposes of applying the special nondis-
crimination test, under rules prescribed by the Secretary, employer
matching contributions that are nonforfeitable and that satisfy cer-
tain withdrawal restrictions may be taken into account.

If the special nondiscrimination rules are not satisfied for any
year, present law provides that the qualified cash or deferred ar-
rangement will not be disqualified if the excess contributions (plus
income allocable to the excess contributions) are distributed before
the close of the following plan year. In addition, instead of receiv-
ing an actual distribution of excess contributions, an employee may
elect to have the excess contributions treated as an amount distrib-
uted to the employee and then recontributed by the employee to
the plan on an after-tax basis. Such recharacterization is not per-
mitted in the absence of regulations. A plan may provide that an
employee is required to make such a recharacterization election as
a condition of plan participation.

Distribution of excess contributions may be made notwithstand-
ing any provision of the plan until the first plan year for which
plan amendments are required (Act sec. 1140) and notwithstanding
any other provision of law. In addition, the Secretary is to pre-
scribe a model plan amendment that permits the distribution of
excess deferrals. Distribution pursuant to such amendment is to be
treated as a distribution made in accordance with the plan. The
amount distributed is not subject to the 10-percent additional
income tax on early withdrawals (sec. 72(t)). Contributions are not
subject to the 10-percent excise tax on nondeductible contributions
(sec. 4972) merely because they are excess contributions.

Prior to the Deficit Reduction Act of 1984 (DEFRA), proposed
Treasury regulations permitted a cash or deferred arrangement
that failed the special nondiscrimination test to be qualified if the
arrangement satisfied the general nondiscrimination rules (sec.
401(a)4)). DEFRA provided that a cash or deferred arrangement is
not qualified unless it satisfies the special nondiscrimination test
(with an exception provided in DEFRA sec. 527(c)(1)B)). Although
the Act modified the nondiscrimination requirements, it did not
change the rule enacted in DEFRA section 527(c)(1)(B).

For a discussion of the excise tax on excess contributions and
excess aggregate contributions (sec. 4979), see below.

Explanation of Provision

The bill clarifies that, for purposes of the special nondiscrimina-
tion test, the elective deferrals of eligible highly compensated em-
ployees, rather than all highly compensated employees are taken
into account. Under prior law, highly compensated employees were
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defined by reference to eligible employees. However, the new uni-
form definition of highly compensated employees does not refer to
eligible employees and, therefore, the clarification is necessary to
obtain a result consistent with prior law.

The bill provides that, for purposes of determining whether
matching contributions may be used to satisfy the special nondis-
crimination test for elective deferrals, a matching contribution is
not treated as forfeitable merely because the matching contribution
is forfeited because the contribution to which it relates is an excess
deferral (sec. 402(g)(2)(A)), an excess contribution (sec. 401(k)(8)B)),
or an excess aggregate contribution (sec. 401(m)6)B)). The bill
clarifies that excess contributions distributed (or treated as distrib-
uted) by the end of the plan year following the year the excess con-
tributions arose are not subject to the excise tax on excess distribu-
tions (sec. 4980A).

¢. Withdrawal restrictions

Present Law

Under present law, withdrawals generally are not permitted
under a qualified cash or deferred arrangement prior to death, dis-
ability, separation from service, or (except in the case of a pre-
ERISA money purchase pension plan or a rural electric cooperative
plan) the attainment of age 59-1/2. However, a qualified cash or de-
ferred arrangement (other than a pre-ERISA money purchase pen-
sion plan or a rural electric cooperative plan) may permit hardship
withdrawals up to the amount of the employee’s elective deferrals
(but not income on the elective deferrals).

In addition, under the Act, distributions may be made from a
qualified cash or deferred arrangement upon (1) termination of the
plan without the establishment of a successor plan, (2) the date of
sale by a corporation of substantially all of the assets used by the
corporation in a trade or business if the employee continues em-
ployment with the corporation acquiring the assets, or (3) the date
of the sale by a corporation of the corporation’s interest in a sub-
sidiary if the employee continues employment with the subsidiary.
The Statement of Managers for the Act provided that a distribu-
tion upon any of these 3 events is permitted only if the distribution
constitutes a total distribution of the employee’s balance to the
credit in the cash or deferred arrangement.

Explanation of Provision

As originally enacted, the exception to the withdrawal restric-
tions for certain sales of assets or subsidiaries is unduly restrictive,
as it does not encompass other transactions that have the effect of
sales of assets or subsidiaries. The bill expands the exception to in-
clude dispositions of assets or subsidiaries other than sales and
clarifies that the exception only applies if the transferor corpora-
tion continues to maintain the plan after the disposition. Thus, the
bill provides that distributions can be made from a qualified cash
or deferred arrangement on the (1) disposition by a corporation of
substantially all of the assets (within the meaning of sec. 409(d)(2))
used by such corporation if the employee continues employment
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with the transferor corporation and the transferor corpoiation con-
tinues to maintain the plan, or (2) disposition by a corporation of
the corporation’s interest in a subsidiary (within the meaning of
sec. 409(d)(3)) if the employee continues employment with the sub-
sidiary and the transferor corporation continues to maintain the
plan.

The bill incorporates statutorily the requirement that a distribu-
tion must be a total distribution in order for the exception for dis-
positions of assets or subsidiaries or termination of a plan to apply.
Under the bill, a distribution upon any of these 3 events is permit-
ted only if the distribution is a “lump sum distribution”. For this
purpose, “lump sum distribution” means a lump-sum distribution
under the income averaging rules (sec. 402(e)4)), but without
regard to (1) the required events (such as attainment of age 59-1/2)
for eligibility for income averaging, (2) the election requirement,
and (3) the minimum period of plan participation requirement.
Thus, for this purpose, a distribution can constitute a lump sum
distribution even though, for example, the employee receives the
distribution prior to age 59-1/2, has already elected lump sum
treatment for a prior distribution, or has not been a participant in
the plan for at least 5 years.

d. Other restrictions

Present Laww

Under the Act, a cash or deferred arrangement is not qualified if
any employer contributions or benefits (other than matching con-
tributions) are conditioned (either directly or indirectly) upon an
employee’s elective deferrals. The Statement of Managers provides
that this prohibition is not limited to employer-provided benefits.

The Act prohibits tax-exempt organizations and State and local
governments (or a political subdivision of a State or local govern-
ment) from establishing qualified cash or deferred arrangements.
The restriction does not apply to a rural electric cooperative plan.

In addition, the prohibition does not apply to plans adopted
before (1) May 6, 1986, in the case of an arrangement maintained
by a State or local government (or political subdivision of a State
or local government), or (2) July 2, 1986, in the case of an arrange-
ment maintained by a tax-exempt organization. The grandfather
treatment is limited to the employers who adopted the plan before
the dates specified above. However, the grandfather treatment is
not limited to employees (or classes of employees) covered by the
plan as of the date the grandfather treatment is provided. Similar-
ly, plans that are grandfathered may be amended in the future.
Most such plans will, of course, have to be amended to take into
account the new requirements relating to qualified cash or deferred
arrangements. Other plan amendments may also be made. For ex-
ample, a grandfathered plan may be amended in the future to pro-
vide for employer matching contributions, to modify the level of
employer matching contributions, or to provide that the qualified
cash or deferred arrangement is part of a cafeteria plan.
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Explanation of Provision

The bill reconciles the statutory provision and the intent of Con-
gress articulated in the Statement of Managers by providing that
the prohibition on conditioning benefits on elective deferrals is not
limited to employer-provided benefits. Thus, for example, a plan
may not provide that voluntary after-tax employee contributions
may not be made until an employee makes a specified amount of
elective deferrals under a qualified cash or deferred arrangement.

The bill modifies the grandfather rule applicable to section 401(k)
plans maintained by governmental employers. Under the bill, the
prohibition on section 401(k) plans does not apply to (1) an employ-
er that is a State or local government (or political subdivision of a
State or local government) if the employer adopted a section 401(k)
plan before May 6, 1986, and (2) an employer that is a tax-exempt
governmental unit other than a governmental unit described in (1)
(e.g., the Tennessee Valley Authority), if the employer adopted a
section 401(k) plan before July 2, 1986. Because the grandfather
rule in the bill applies to the employer and not merely the plan, an
employer that satisfies the conditions of the grandfather may adopt
a new section 401(k) plan.

Because the identity of the employer is more likely to change in
the case of tax-exempt employers that are not governmental enti-
ties (such as through a merger of unrelated tax-exempt organiza-
tions), the bill limits this expansion of the grandfather rule to tax-
exempt governmental units.

3. Nondiscrimination requirements for employer matching contri-
butions and employee contributions (sec. 111(m) of the bill,
sec. 1117 of the Reform Act, and secs. 401(m) and 4979 of the
Code)

a. Special nondiscrimination test

Present Law
In general

Under present law, a special nondiscrimination test is applied to
employer matching contributions and employee contributions, in-
cluding employee contributions under a qualified cost-of-living ar-
rangement (sec. 415(k)). This special nondiscrimination test is simi-
lar to the special nondiscrimination test applicable to qualified
cash or deferred arrangements.

The term ‘“employer matching contributions” means any employ-
er contribution made to the plan on behalf of an employee on ac-
count of an employee contribution or an elective deferral under a
qualified cash or deferred arrangement. Forfeitures under a plan
that are reallocated to participants’ accounts on the basis of em-
ployee contributions or elective deferrals are, of course, also treated
as matching contributions.

Required aggregation

If 2 or more plans of an employer to which matching contribu-
tions, employee contributions, or elective deferrals are made are
treated as a single plan for purposes of the coverage requirements
for qualified plans (sec. 410(b)), then the plans are treated as a
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single plan for purposes of the special nondiscrimination test. In
addition, if a highly compensated employee participates in 2 or
more plans of an employer to which matching contributions, em-
ployee contributions, or elective deferrals are made, then all such
contributions are aggregated for purposes of the special nondis-
crimination test.

Explanation of Provision

In general

Under the bill, the special nondiscrimination test applicable to
matching contributions and employee contributions only applies to
contributions to defined contribution plans within the meaning of
sec. 414(k). Also under the bill, the definition of ‘“matching contri-
butions” includes any contribution to a defined contribution plan
made on account of an employee contribution or an elective defer-
ral under a qualified cash or deferred arrangement, whether such
contributions are made to the same plan or a different plan. Con-
tributions to a defined berefit pension plan may be employee con-
tributions or matching contributions to the extent treated as con-
tributions to a defined contribution plan (sec. 414(k)). The bill also
clarifies, in accordance with the Statement of Managers, that con-
tributions to a tax-sheltered annuity which are made on account of
an employee contribution or elective deferral are employer match-
ing contributions.

Under the bill, employer matching contributions that are treated
as elective deferrals for purposes of the special nondiscrimination
test applicable to cash or deferred arrangements are not subject to
the special test applicable to matching contributions and employee
contributions.

Required aggregation .

The bill modifies the requirement with respect to aggregation cf
plans in which a highly compensated employee participates. Under
the bill, if a highly compensated employee participates in 2 or more
plans of an employer to which contributions subject to the special
nondiscrimination test (sec. 401(m)) are made, then all such contri-
butions are aggregated for purposes of the test. For example,
assume an employer maintains a plan with & cash or deferred ar-
rangement under which matching contributions are made, and a
thrift plan providing for after-tax employee contributions and
matching contributions. Highly compensated employees participate
in both plans. Under the bill, matching contributions that are not
treated as elective deferrals in applying the special section 401(k)
nondiscrimination test and after-tax contributions under the plans
are aggregated for purposes of the special nondiscrimination test.
The elective deferrals, however, are not required to be aggregated
with the matching contributions and employee contributions.

b. Treatment of excess aggregate contributions
Present Law

If the special nondiscrimination test is not satisfied for any year,
the plan will not be disqualified if the excess aggregate contribu-
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tions (plus income allocable to such contributions) are distributed
before the close of the following plan year. Distribution of excess
aggregate contributions by such date may be made notwithstanding
any other provision of law, and the amount distributed is not sub-
ject to the additional income tax on early withdrawals (sec. T2(t)).
Contributions are not subject to the 10-percent tax on nondeduct-
ible contributions (sec. 4972) merely because they are excess aggre-
gate contributions.

An excise tax is imposed on the employer with respect to excess
contributions and excess aggregate contributions (sec. 4979). The
tax is equal to 10 percent of the excess contributions and excess ag-
gregate contributions (but not earnings on those contributions)
under the plan for the plan year ending in the taxable year.

However, the tax does not apply to any excess contributions or
excess aggregate contributions that, together with income allocable
to such contributions, are distributed (or, if nonvested, forfeited) no
later than 2-1/2 months after the close of the plan year in which
the contributions arose.

Excess contributions (plus income), excess matching contributions
(plus income), excess elective deferrals (plus income), excess quali-
fied nonelective contributions (plus income), and income on excess
employee contributions distributed within the applicable 2-1/2
month period are to be treated as received and earned by the em-
ployee in the employee’s taxable year to which such contributions
relate. Excess matching contributions are deemed to relate to the
same taxable year to which the employee’s mandatory contribution
relates, i.e.,, mandatory contributions that are elective deferrals
relate to the taxable year in which the employee would have re-
ceived (but for the deferral election) the deferral as cash, and man-
datory contributions that are employee contributions relate to the
taxable year of contribution. For purposes of this rule, the first
contributions (of the type distributed) for a plan year are deemed to
be excess contributions or excess aggregate contributions.

Explanation of Provision

The bill provides that excess aggregate contributions for a plan
year that are distributed before the end of the following plan year
are not subject to the 15-percent excise tax on excess distributions
(sec. 4980A).

In addition, to be consistent with the rules applicable to excess
deferrals and excess contributions, the bill provides that such dis-
tributions may be made without regard to the terms of the plan
until the close of the first plan year for which an amendment is
required (Act sec. 1140). The bill similarly provides that the Secre-
tary is to prescribe a model amendment that allows a pian to dis-
tribute excess aggregate contributions and that a plan distribution
in accordance with such amendment is to be treated as in accord-
ance with the terms of the plan. It is understood that the Secretary
has already prescribed model amendments under the Act; accord-
ingly, it is not intended that the Secretary be required to prescribe
a new amendment regarding excess aggregate contributions.

The Act provides that excess contributions and excess aggregate
contributions that are distributed within 2-1/2 months after the
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end of the plan year are treated as received and earned by the re-
cipient in the taxable year to which the contribution relates in
order to prevent deferral of income. Such deferral is not of major
concern, however, where the amount involved is not significant.
Accordingly, the Act provides an exception to the general rule.
Under this exception, if the total distributions of excess contribu-
tions and excess aggregate contributions under a plan for a plan
year with respect to an individual are less than $100, then the dis-
tributions are treated as earned and received by the individual in
the taxable year in which the distributions were made.

4. Unfunded deferred compensation arrangements of State and
local governments and tax-exempt employers (sec. 111(e) of
the bill, sec. 1107 of the Reform Act, and sec. 457 of the Code)

a. Application to tax-exempt employers; distribution re-
quirements

Present Law

The Act applies the limitations and restrictions applicable to eli-
gible and ineligible unfunded deferred compensation plans of State
and local governments (sec. 457) to unfunded deferred compensa-
tion plans maintained by nongovernmental tax-exempt organiza-
tions.

Under the Act, distributions cannot be made available to partici-
pants or beneficiaries under a section 457 plan before the partici-
pant is separated from service with the employer or is faced with
an unforeseeable emergency. In addition, distributions under a sec-
tion 457 plan are required to comply with the provisions of section
401(a)(9). Under section 401(a)9) as amended by the Act, distribu-
tions must begin no later than the April 1 of the calendar year fol-
lowing the calendar year the participant attains age 70%, regard-
less of whether the participant is still employed. Thus, section
401(a)X9) may require that distribution is to begin before the time
that distributions are permitted under section 457.

Explanation of Provision

The bill reconciles the rules under section 457 and section
401(a)9) relating to the time that distributions are to be made.
With respect to the rule prohibiting distributions prior to separa-
tion from service or the occurrence of an unforeseen emergency,
the bill provides an exception for distributions in or after the year
in which the employee attains age 70%. Thus, under the bill,
amounts may not be available under a section 457 plan earlier
than (1) the calendar year in which the participant attains age
70%, (2) when the participant separates from service, or (3) when
the participant is faced with an unforeseeable emergency.

b. Amount of deferrals

Present Law

Under present law, an unfunded deferred compensation plan is
not an eligible plan if it permits deferred compensation in excess of
the limits contained in section 457. The limit on deferred compen-
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sation under a section 457 plan is coordinated with contributions to
a tax-sheltered annuity (sec. 403(b)). In addition, under the Act, the
limit under section 457 is coordinated with elective deferrals under
a cash or deferred arrangement, a simplified employee pensior:, or
a plan described in section 501(c)(18).

Explanation of Provision

An employee may participate in a section 457 plan of 1 employer
and, for example, a cash or deferred arrangement of another em-
ployer. Thus, the employer maintaining the section 457 plan may
not know whether an employee is making elective deferrals to a
plan that is coordinated with the section 457 plan for purposes of
the limit on deferred compensation. Thus, it is not appropriate to
disqualify the entire section 457 plan in such cases.

Accordingly, the bill provides that, for purposes of determining
whether an unfunded deferred compensation plan is an eligible
plan under section 457, the rule requiring coordination of the de-
ferred compensation limit with other plans is disregarded. Of
course, if the limit (as so coordinated) is exceeded, the deferral of
income inclusion provided by section 457 does not apply to the
excess; instead, the rules of section 457(f) apply to such excess.

In order to prevent avoidance of the limit on deferred compensa-
tion under a section 457 plan by, for example, the use of affiliated
service groups or leasing arrangements, the bill provides that the
Secretary’s general regulatory authority to prevent avoidance of
certain requirements (sec. 414(o0)) applies to section 457 plans.

c. Effective date

Fresent Law

Under the Act, the requirements of section 457 do not apply to
amounts deferred under a plan established by a nongovernmental
tax-exempt employer with respect to an employee that (1) were de-
ferred for taxable years beginning before January 1, 1987, or (2) are
deferred for taxable years beginning after December 31, 1986, pur-
suant to an agreement between the employer and the employee
that (a) was in writing on August 16, 1986, and (b) on August 16,
1986, provided for a deferral for each taxable year of a fixed
amount or an amount determined pursuant to a fixed formula.
This exception does not apply with respect to amounts deferred in
a fixed amount or under a fixed formula (including a fixed formula
under a plan that is in the nature of a defined benefit plan) for any
taxable year ending after the date on which the amount or formula
is modified after August 16, 1986. The Act was unclear as to wheth-
er a plan is required to satisfy the requirements of section 457 (i.e.,
be an eligible plan) in order to qualify for the grandfather.

Explanation of Provision

The bill clarifies that the grandfather rule applicable to unfund-
ed deferred compensation arrangements of tax-exempt employers
applies to all deferred compensation plans of tax-exempt employers
that otherwise meet the requirements of the grandfather rule,
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without regard to whether the plans would be eligible deferred
compensation plans within the meaning of section 457.

The bill also clarifies that the grandfather rule only applies to
individuals who were covered under the plan and agreement on
August 16, 1986. Thus, for example, the grandfather does not apply
to a new employee hired after August 16, 1986, or an employee who
was hired on or before such date, but who was not a participant in
the deferred compensation plan until after August 16, 1986.

5. Deferred annuity contracts (sec. 111A(i) of the bill, sec. 1135 of
the Reform Act, and sec. 72(u) of the Code)

Present Law

Under the Act, if any annuity contract is held by a person who is
not a natural person (such as a corporation or trust), then the con-
tract is not treated as an annuity contract for Federal income tax
purposes and the income on the contract for any taxable year is
treated as ordinary income received or accrued by the owner of the
contract during the taxable year. In the case of a contract the
nominal owner of which is a person who is not a natural person,
but the beneficial owner of which is a natural person, the contract
is treated as held by a natural person.

The provision does not apply to any annuity contract that (1) is
acquired by the estate of a decedent by reason of the death of the
decedent; (2) is held under a qualified plan (sec. 401(a) or 403(a)), as
a tax-sheltered annuity (sec. 403(b)) or under an IRA; (3) is a quali-
fied funding asset for purposes of a structured settlement agree-
ment (as defined in sec. 130(d), but without regard to whether there
is a qualified assignment); (4) is purchased by an employer upon
the termination of a qualified plan and is held by the employer
until the employee separates from service; or (5) is an immediate
annuity.

Explanation of Provision

The rule under which certain contracts will not be treated as an-
nuity contracts was intended to apply for purposes of the Federal
income taxation of the policyholder, but was not intended to extend
to the tax treatment of the insurance company. Accordingly, the
bill would clarify that the treatment of annuity contracts held by
nonnatural persons applies generally for purposes of subtitle A of
Title I of the Code, other than subchapter L.

The bill also provides that, with respect to the exception to the
rule regarding treatment of annuity contracts held by nonnatural
persons for an annuity that is purchased by an employer upon ter-
mination of a qualified plan, the exception applies to an annuity
that is held until all amounts are distributed to the employee for
whom such contract was purchased or to the employee’s benefici-
ary.
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6. Elective contributions under tax-sheltered annuities (sec. 111(¢)
of the bill, sec. 1105 of the Reform Act, and sec. 402 of the
Code)

Present Law

The Act imposes a limit on elective deferrals under a tax-shel-
tered annuity that operates in the same manner as the limit on
elective deferrals under a qualified cash or deferred arrangement.
However, the annual limit on elective deferrals under a tax-shel-
tered annuity is $9,500 rather than $7,000. The $9,500 limit applies
until the cost-of-living adjustments to the annual limit on elective
deferrals under a qualified cash or deferred arrangement raise that
limit from $7,000 to $9,500, at which time the limit on elective de-
ferrals under a tax-sheltered annuity is also indexed at the same
time and in the same manner as the indexing of the annual limit
for elective deferrals under a qualified cash or deferred arrange-
ment.

The Act provides an exception to the $9,500 annual limit (bui not
to the otherwise applicable exclusion allowance (sec. 403(b)) or the
limit on contributions and benefits (sec. 415)) in the case of employ-
ees of an educational organization, a hospital, a home health serv-
ice agency, a health and welfare service agency, a church, or a con-
vention or association of churches. Under this exception, any eligi-
ble employee who had completed 15 years of service with the em-
ployer would be permitted to make an additional salary reduction
contribution under the following conditions:

(1) In no year can the additional contributions be more than
%35)000(and, therefore, the $9,500 limit may not be increased above

12,500);

(2) An aggregate limit of $15,000 applies to the total amount of
catch-up contributions (i.e., contributions that, in any year, exceed
the limit on elective deferrals for that year); and

(3) In no event can this exception be used if an individual’s life-
time elective deferrals exceed the individual’s lifetime limit.

The lifetime limit on elective deferrals for an individual, solely
for purposes of the special catch-up rule, is $5,000 multiplied by the
number of years of service that the individual performed with the
employer.

It is intended that the definition of years of service for purposes
of the special catchup election will include principles similar to the
principles of section 414(a). For this purpose, an employee’s years of
service will be determined by including all years of service with a
predecesscr employer (within the meaning of sec. 414(a)). Thus,
years of service with a denomination of a church that merges into
or combines with another denomination generally are to be aggre-
gated with years of service with the surviving denomination.

Explanation of Provision

The Act does not specify how years of sarvice are to be deter-
mined for purposes of the catch-up rule. The bill provides that, for
this purpose, years of service are defined as in section 403(b). This
definition will provide consistency with the way years of service
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are generally calculated under the rules relating to tax-sheltered
annuities.

It is recognized that it may be difficult for employers to calculate
the lifetime limit on elective deferrals for purposes of the catch-up
rule because employers may not have records for prior years with
respect to the portion of contributions to tax-sheltered annuities
that were elective deferrals. Accordingly, under the bill, for pur-
poses of calculating the lifetime limit under the catch-up rule, elec-
tive deferrals for prior years are to be determined in the manner
prescribed by the Secretary. Under this provision, it is expected
that the Secretary will provide administrable methods that employ-
ers can use to calculate elective deferrals for prior years.

7. Special rules for simi)lified employee pensions (sec. 111(f) of
the bill, sec. 1108 of the Reform Act, and sec. 408(k) of the
Code)

a. Salary reduction SEPs

Present Law

Under the Act, employees who participate in a SEP are permit-
ted to elect to have contributions made to the SEP or to receive the
contributions in cash. If an employee elects to have contributions
made on the employee’s behalf to the SEP, the contribution is not
treated as having been distributed or made available to the em-
ployee. In addition, the contribution is not treated as an employee
contribution merely because the SEP provides the employee with
such an election. Therefore, under the Act, an employee is not re-
quired to include in income currently the amounts the employee
elects to have contributed to the SEP. Elective deferrals under a
SEP are to be treated in the same manner as elective deferrals
under a qualified cash or deferred arrangement and, thus, are sub-
ject to the $7,000 (indexed) cap on elective deferrals.

The Act provides that the tax treatment described above of the
election to have amounts contributed to a SEP or received in cash
is available only if at least 50 percent of the employees of the em-
ployer elect to have amounts contributed to the SEP. In addition,
this exception to the constructive receipt principle is available for a
taxable year only if the employer maintaining the SEP had 25 or
fewer employees at all times during the prior taxable year.

In addition, under the Act, the amount eligible to be deferred as
a percentage of each highly compensated employee’s compensation
(i.e., the deferral percentage) is limited by the average deferral per-
centage (based solely on elective deferrals) for all nonhighly com-
pensated employees who are eligible to participate. The deferral
percentage for each highly compensated employee cannot exceed
125 percent of the average deferral percentage for all eligible non-
highly compensated employees.

If the 125-percent test is not satisfied, rules similar to the rules
applicable to excess contributions to a cash or deferred arrange-
ment are to apply.
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Explanation of Provision

The bill clarifies that, for purposes of the rules relating to SEPs
(other than sec. 408(k)(2)(C)), the uniform definition of compensa-
tion (sec. 414(s)) applies. The bill also clarifies that, for purposes of
applying the 125-percent test to a salary reduction SEP, compensa-
tion does not include compensation in excess of $200,000.

The bill clarifies that, in determining whether the employer
maintaining a salary reduction SEP had more than 25 employees
in the prior taxable year, employees who were eligible to partici-
pate in the SEP (or would have been required to be eligible to par-
ticipate if a SEP were maintained) are taken into account. This
rule provides consistency with the eligibility rules for SEPs, that is,
individuals who are not required to be eligible to participate in the
SEP may be disregarded in determining whether the 25-employee
rule is satisfied.

The bill adds provisions designed to ensure that excess contribu-
tions to a salary reduction SEP are distributed. These rules are
somewhat different from the rules relating to excess deferrals in
cash or deferred arrangements because, in the case of a SEP, the
employer may not force an employee to take a distribution of
excess deferrals because the SEP contributions are held in an IRA
which the employee controls.

The bill specifically authorizes the Secretary to prescribe appro-
priate rules, including rules requiring that the excess contributions
(plus income) be distributed, reporting requirements, and rules pro-
viding that contributions to a SEP (plus income) may not be with-
drawn until a determination that the special nondiscrimination
test has been satisfied is made. In addition, the bill provides that,
until such a determination has been made, any transfer or distribu-
tion from a SEP of salary reduction contributions (or income on
such contributions) is subject to tax in accordance with section 72
and to the early withdrawal tax (sec. 72(t)(1)), regardless of whether
an exception to the tax would otherwise be available.

Consistent with the inclusion of SEP contributions that are made
pursuant to a salary reduction agreement for purposes of FICA
(sec. 3121(a)(5)) and FUTA (sec. 3306(b)(5)), the bill would include
such contributions for purposes of determining benefits under the
Social Security Act.

b. Integration rules

Present Law

The Act eliminated the prior-law rules under which nonelective
SEP contributions could be combined with employer OASDI contri-
butions for purposes of the applicable nondiscrimination require-
ments. In place of these rules, the Act permits nonelective SEP
contributions to be tested for nondiscrimination under the new
rules for qualified defined contribution plans permitting a limited
disparity between the contribution percentages applicable to com-
pensation below and compensation above the integration level. This
provision is effective for years beginning after December 31, 1986.
The new rules for defined contribution plans permitting a limited
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disparity between contribution levels are generally applicable to
qualified plans for years beginning after December 31, 1988.

Explanation of Provision

The bill coordinates the effective date of the new integration
rules with respect to qualified plans and SEPs. Thus, the bill pro-
vides that the integration rules applicable to SEPs (sec. 408(k)(3)(D)
and (E)) prior to the Act will continue to apply to years beginning
before January 1, 1989, when the new integration rules are effec-
tive. However, no integration is permitted under the 125-percent
test.

c. Income exclusion

Present Law

Under present law, contributions to SEPs are excludable from
income, rather than allowable as a deduction as under prior law.

Explanation of Provision

To conform to the conversion of the SEP deduction to an exclu-
sion, the bill provides that, for purposes of section 408(d)(4), (5) and
section 4973, an amount excludable from income under section
402(h) is treated as an amount allowable as a deduction under sec-
tion 219.

d. Employer deduction

Present Law

Employer contributions to a SEP are deductible (1) in the case of
a calendar year SEP, for the taxable year with or within which the
calendar year ends, and (2) in the case of a SEP maintained on the
basis of the taxable year of the employer, for such taxable year.
The amount deductible in a taxable year for contributions to a SEP
may not exceed 15 percent of the compensation paid to the employ-
ees during the calendar year ending with or within the taxable
year.

Explanation of Provision

To take into account SEPs that are maintained on the basis of
the employer’s taxable year, the bill provides that, in the case of
such SEPs, the 15 percent of compensation limitation applies to
compensation paid during the employer’s taxable year.



B. Nondiscrimination Requirements

1. Minimum coverage requirements (sec. 111(h) of the bill, sec.
1112 of the Reform Act, and sec. 410(b) of the Code)

Present Law

Under present law, a plan is not qualified unless it meets at least
one of the following coverage requirements:

(1) the plan benefits at least 70 percent of all nonhighly compen-
sated employees;

(2) the plan benefits a percentage of nonhighly compensated em-
ployees that is at least 70 percent of the percentage of highly com-
pensated employees benefiting under the plan; or

(3) the plan meets the average benefits test, one requirement of
which is that the average benefit percentage for nonhighly compen-
sated employees be at least 70 percent of the average benefit per-
centage for highly compensated employees.

Explanation of Provision

The bill incorporates in the statute the provision in the State-
ment of Managers that a plan maintained by an employer that has
no nonhighly compensated employees for a year is considered to
satisfy thie coverage requirements for such year. As is so with re-
spect to the coverage rules generally, this rule is to apply separate-
ly with respect to former employzes under rules prescribed by the
Secretary.

2. Minimum participation rule (sec. 111(h) of the bi!l, sec. 1112 of
the Reform Act, and sec. 401(a)(26) ¢f the Code)

Present Law
In general

Under present law, a plan is not a qualified plan unless it bene-
fits no fewer than the lesser of (a) 50 employees of the employer, or
(b) 40 percent of all employees of the employer. This requirement
may not be satisfied by aggregating comparable plans. Also, this re-
quirement applies on an employer-wide basis and may not be satis-
fied on a line of business or operating unit basis.

Sanction

If a plan ceases to be qualified because of this minimum partici-
pation rule, it is subject to the generally applicable sanctions, one
of which is that employer contributions made to the trust during
the corresponding taxable year of the employer are includible in
employees’ incomes under rules applicable to nonqualified arrange-
ments (sec. 83). Under present law, in the case of a plan that fails

(105)
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to be qualified solely because it does not satisfy the coverage re-
quirements (sec. 410(b)), the employee’s vested accrued benefit
(other than employee contributions), to the extent that such
amount has not been previously taxed to the employee, is includ-
ible in income, rather than the employer’s contribution for the
year. Also, nonhighly compensated employees are not taxable on
amounts contributed to or earned by the trust merely because a
plan fails to satisfy the coverage requirements.

Special transition rule

For purposes of the coverage rules, but not the minimum partici-
pation rule, a special transition rule applies in the case of certain
dispositions or acquisitions of a business (sec. 410(b)(6)(C)).

Reversion tax and interest rate

The minimum participation rule is generally effective for plan
years beginning after December 31, 1988.

Under a special rule, if (1) a plan is in existence on August 16,
1986, (2) the plan would fail to meet the requirements of the mini-
mum participation rule if such rule were in effect on August 16,
1986, and (3) there is no transfer of assets to or liabilities from the
plan, or merger or spinoff involving the plan, after August 16,
1986, that has the effect of increasing the amount of assets avail-
able for an employer reversion, such plan may be terminated or
merged prior to the first plan year to which the minimum partici-
pation rule applies and the 10-percent excise tax on the reversion
of assets (sec. 4980) will not be imposed on any employer reversion
from such plan by reason of such termination or merger. Such a
termination and reversion are permissible even though the termi-
nating plan relies on another plan that is not terminated for quali-
fication. In determining the amount of any such employer rever-
sion, the present value of the accrued benefit of any highly com-
pensated employee is to be determined by using an interest rate
that is equal to the maximum interest rate that may be used for
purposes of calculating a participant’s accrued benefit under sec-
tion 411(a)(11XB). The Secretary is to prescribe rules preventing
avoidance of this interest rate rule through distributions prior to or
in lieu of a reversion.

Explanation of Provision
Sanction

The bill modifies the sanction applicable to a plan that ceases to
be qualified based on a failure to satisfy either the minimum par-
ticipation rule or the coverage rules. Under the bill, if a plan is not
qualified and one of the reasons is the failure to satisfy the mini-
mum participation rule or the coverage rules, any highly compen-
sated employee is to include in income such employee’s vested ac-
crued benefit (other than such employee’s investment in the con-
tract). (This modification does not affect the application of the gen-
eral rules of sec. 402(b)X1) regarding issues other than the amount
includible in the year of disqualification, such as the application of
sec. 72 to distributions from the disqualified plan.)
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In addition, if a plan is not qualified solely because it does not
satisfy either the minimum participation rule or the coverage rule
or both, the bill provides that there is to be no inclusion in income
by reason of such failure to qualify with respect to any employee
who was not a highly compensated employee at any time during
the trust year in which the plan became disqualified or during any
prior year for which service was creditable to such employee under
the plan (or a predecessor plan). For purposes of determining
whether an employee was a highly compensated employee in any
year, the definition of highly compensated employee applicable
wit}ll respect to such year for purposes cf the coverage rules is to
apply.

Except for these changes, the sanctions applicable under present
law, including the rules regarding the disallowance of an employ-
er’sldeduction for contributions to a disqualified plan, continue to
apply.

These modifications of the sanctions for disqualification are in-
tended to fulfill the intent of the Act with respect to (1) ensuring
that the disqualification sanction is adequate with respect to highly
compensated employees, and (2) reducing the sanction with respect
to nonhighly compensated employees in appropriate circumstances.

Applicability of affiliated service group and employee leasing rulies

In order to prevent avoidance of the minimum participation rule,
the bill provides that the affiliated service group rules (sec. 414(m))
and the employee leasing rules (sec. 414(n)) apply for purposes of
the minimum participation rule. The bill further clarifies that the
Secretary’s general regulatory authority to prevent avoidance of
certainlrequirements (sec. 414(0)) applies to the minimum participa-
tion rule.

Special transition rule

Under the bill, the special transition rule appiicable in the case
of certain dispositions or acquisitions of a business (sec. 410(b)(6)(C))
is to apply to the minimum participation rule. This is intended to
prevent the minimum participation rule from disrupting business
transactions by allowing a grace period following certain transac-
tions fcir the new entities to comply with the minimum participa-
tion rule.

Reversion tax and interest rate

With respect to the rule under present law regarding the exemp-
tion from the reversion tax in the case of the termination or
merger of certain-plans not satisfying the minimum participation
rule, the interest rate required to be used in determining the ac-
crued benefit of any highly compensated employee and the corre-
sponding reversion to the employer will in many cases understate
the value of the employee’s accrued benefit and thus represent a
cutback in the employee’s accrued benefit. In order to avoid this
result, the bill modifies the rule referred to above in several re-
spects.

First, the bill clarifies that for purposes of determining the
amount to be distributed from a plan to an employee, the value of
an employee’s accrued benefit is not to be affected by this transi-
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tional rule regarding the minimum participation rule. Thus, for
this purpose, the accrued benefit is to be determined under the in-
terest rate used by the plan, if otherwise permissible under the
Code.

Second, the bill provides a rule regarding the permissible inter-
est rate to be used for certain purposes. The interest rate rule ap-
plies in the case of the termination or merger of a plan that (1) was
in existence on August 16, 1986, and (2) would have failed to satisfy
the requirements of the minimum participation rule had such rule
been in effect on August 16, 1986. For this purpose, the term “ter-
mination or merger” is intended to include any similar transaction,
such as a consolidation.

If the interest rate rule applies to a plan, the interest rate used
in determining an ‘“eligible amount” is to be no less than the high-
est of:

(1) the rate in effect under the plan on August 16, 1986, or if on
August 16, 1986, the rate is determined under a formula (or other
method), the rate determined under such formula (or other
method);

(2) the highest rate used under the plan at any time after August
15, 1986, and before the termination or merger in calculating the
present value of the accrued benefit of a nonhighly compensated
employee under the plan (or any other plan used in determining
whether the plan meets the requirements of sec. 401); or

(3) 5 percent.

For purposes of (1) above, the rate is to be determined without
regard to any amendment adopted after August 16, 1986, even if
ilglg]él amendment is effective retroactively to apply on August 16,

The term “eligible amount” means the amount of any distribu-
tion with respect to a highly compensated employee that:

(1) may be rolled over under the applicable rules (sec. 402(a)(5));

(2) is eligible for income averaging (sec. 402(eX1)) or grandfa-
thered capital gains treatment; or

(3) may be transferred to another plan without inclusion in
income.

In addition, if an annuity contract purchased after August 16,
1986, is distributed to a highly compensated employee by a plan to
which the interest rate rule applies in connection with the termi-
nation or merger of such plan, the annuity contract is included in
the employee’s income to the extent of the excess of the purchase
price of such contract over the present value of such contract using
the lowest interest rate permitted in determining an eligible
amount under the rules described above. However, such excess is to
be disregarded for purposes of the early withdrawal tax (sec. 72(t))
and the excess distribution tax (sec. 4980A).

In the case of the termination or merger of a plan to which the
interest rate rule applies, the excess (if any) of (1) the amount dis-
tributed to a highly compensated employee by reason of the termi-
nation or merger, over (2) the amount determined by using the
lowest interest rate permitted in determining an eligible amount,
also is disregarded for purposes of the early withdrawal tax and
the excess distribution tax.
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3. Vesting standards (sec. 111(i) of the bill and sec. 1113 of the
Reform Act)

Present Law

Under present law, a plan (other than a multiemployer plan) is
not qualified unless a participant’s employer-provided benefit vests
at least as rapidly as under 1 of 2 alternative schedules. A plan sat-
isfies the first schedule if a participant has a nonforfeitable right to
100 percent of the participant’s accrued benefit derived from em-
ployer contributions upon completion of 5 years of service. A plan
satisfies the second schedule if a participant has a nonforfeitable
right to at least 20 percent of the participant’s accrued benefit de-
rived from employer contributions after 3 years of service, 40 per-
cent at the end of 4 years of service, 60 percent at the end of 5
years of service, 80 percent at the end of 6 years of service, and 100
percent at the end of 7 years of service.

In the case of a multiemployer plan, a participant’s accrued ben-
efit derived from employer contributions is required to be 100-per-
cent vested no later than upon the participant’s completion of 10
years of service. This exception applies only to employees covered
by the plan pursuant to a collective bargaining agreement.

Prior to the Act, special vesting rules applied to class-year plans.
A class-year plan was a profit-sharing, money purchase, or stock
bonus plan that provided for the separate vesting of employee
rights to employer contributions on a year-by-year basis. The mini-
mum vesting requirements were satisfied under prior law if the
plan provided that a participant’s rights to amounts derived from
employer contributions with respect to any plan year were nonfor-
feitable not later than the close of the fifth plan year following the
plan year for which the contribution was made.

The imposition of the new vesting rules described above, includ-
ing the repeal of class-year vesting, generally apply to plan years
beginning after December 31, 1988, with respect to participants
who have at least 1 hour of service after the effective date.

Explanation of Provision

The repeal of class-year vesting was not intended to adversely
affect the vesting status of any participant. To fulfill this intent,
the bill provides a special rule applicable to plans that after Octo-
ber 22, 1986, used class-year vesting. Whether a plan falls within
this category is to be determined without regard to any amend-
ment adopted after October 22, 1986, eliminating class-year vesting.

Plans that fall within the above category are to apply a special
rule to any employee that has an hour of service (1) before the
adoption of any amendment eliminating class-year vesting, and (2)
on or after the first day of the first plan year for which the repeal
of class-year vesting is applicable to such employee with respect to
the plan. Under this special rule, for the year described in (2) above
and any subsequent year, the employee’s nonforfeitable right to the
employee’s accrued benefit derived from employer contributions is
to be determined under the class-year vesting schedule that was
eliminated if such schedule would yield a larger nonforeitable right
than the new vesting schedule.
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4. Application of nondiscrimination rules to integrated plans (sec.
111(g) of the bill, sec. 1111 of the Reform Act, and secs.
401(a)(5) and (1) of the Code)

Present Law

Under present law, a plan is not considered discriminatory
merely because contributions or benefits of, or on behalf of, the em-
ployees under the plan favor highly compensated employees
through permissible integration of the plan. In general, in the case
of a defined contribution plan, whether integration is permissible is
determined by comparing contributions with respect to compensa-
tion above the integration level with contributions with respect to
compensation up to the integration level. In the case of a defined
benefit excess plan, the rules apply to benefits, rather than contri-
butions, with respect to compensation above and below the integra-
tion level.

In the case of a defined benefit excess plan, certain special tests
apply if the integration level is above covered compensation. For
this purpose, the term “covered compensation” means, with respect
to an employee, the average of the taxable wage bases in effect for
each year during the 35-year period ending with the year the em-
ployee attains age 65, assuming no increase in such wage base for
years after the current year and before the employee actually at-
tains age 65.

An integrated defined benefit plan is required to base benefits on
average annual compensation.

Explanation of Provision

The bill clarifies that generally it is only employer-provided con-
tributions and benefits that are taken into account in determining
whether the contributions or benefits with respect to compensation
above and below the integration level satisfy the integration rules.

To fulfill Congressional intent to conform certain qualified plan
rules to the social security system, the bill modifies the definition
of “covered compensation,” so that the references to age 65 are re-
placed by social security retirement age (sec. 415(b)(8)), which can
be between age 65 and age 67, depending on the date of birth of the
employee.

The bill also clarifies that ‘“average annual compensation”
means the participant’s highest average annual compensation for
any period of at least 3 consecutive years (or, if shorter, the partici-
pant’s full period of service). Thus, defined benefit plans providing
benefits based on career average compensation are not prevented
from integrating.
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5. Definitions of highly compensated employee and of line of busi-
ness (sec. 111(j) and (k) of the bill, sees. 1114 and 1115 of the
Reform Act, and sec. 414(q) and (r) of the Code)

Present Law
Highly compensated employee

In general

In general, under present law, an employee, including a self-em-
ployed individual, is treated as highly compensated with respect to
a year if, at any time during the year or the preceding year, the
employee (1) was a 5-percent owner of the employer (as defined in
sec. 416(i)); (2) received more than $75,000 in annual compensation
from the employer; (3) received more than $50,000 in annual com-
pensation from the employer and was a member of the top-paid
group (generally, the top 20 percent by compensation) during the
same year, or (4) was an officer of the employer (generally, as de-
fined in sec. 416(1)).

Treatment of family members

Present law provides a special rule for the treatment of family
members of certain highly compensated employees. Under the spe-
cial rule, if an employee is a family member of either a 5-percent
owner or 1 of the top 10 highly compensated employees by compen-
sation, then any compensation paid to such family member and
any contributions or benefits under the plan on behalf of such
family member are aggregated with the compensation paid and
contributions or benefits on behalf of the 5-percent owner or the
highly compensated employee in the top 10 employees by compen-
sation. Therefore, such family member and employee are treated as
a single highly compensated employee.

An individual is considered a family member if, with respect to
an employee, the individual is a spouse, lineal ascendant or de-
sci'endant, or spouse of a lineal ascendant or descendant of the em-
ployee.

Even if a family member is excluded for purposes of determining
the number of employees in the top-paid group (as discussed below),
such family member is subject to the aggregation rule.

Top-paid group

The top-paid group of employees includes all employees who are
in the top 20 percent of the employer’s workforce on the basis of
compensation paid during the year. For purposes of determining
the size of the top-paid group (but not for identifying the particular
employees in the top-paid group), the following employees may be
excluded: (1) employees who have not completed 6 months of serv-
ice; (2) employees who normally work less than 17% hours per
week; (3) employees who normally work not more than 6 months
during any year; (4) except to the extent provided in regulations,
employees who are included in a unit of employees covered by a
collective bargaining agreement; (5) employees who have not at-
tained age 21; and (6) employees who are nonresident aliens and
who receive no United States-source earned income. An example of
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an instance in which it is appropriate to consider employees cov-
ered by a collective bargaining agreement is the case in which the
plan being tested is maintained pursuant to a collective bargaining
agreement.

For purposes of this special rule, an employer may elect to apply
numbers (1), (2), (3), and (5) above by substituting any shorter
period of service or lower age than is specified in (1), (2), (3), or (5),
as long as the employer applies the test uniformly for purposes of
determining its top-paid group with respect to all its qualified
plans and employee benefit plans and for purposes of the line of
business or operating unit rules described below.

Line of business or operating unit rules

Generally, if an employer is treated as operating separate lines
of business or operating units for a year, the employer may apply
the new coverage rules applicable to qualified plans and the new
nondiscrimination rules applicable to statutory employee benefit
plans separately to each separate line of business or operating unit
for that year.

Under a special rule, a line of business or operating unit will not
be treated as separate unless it satisfies certain requirements, one
of which is that the line of business or operating unit have at least
50 employees.

Explanation of Provision
Highly compensated employees

Indexing

The bill provides that the $50,000 and $75,000 amounts are to be
adjusted at the same time and in the same manner as the dollar
limit applicable to defined benefit plans (sec. 415(d)). Such adjust-
ments will prevent the definition of ‘“highly compensated employ-
ee” from becoming inappropriate by virtue of inflation.

Nonresident aliens

In addition, under the bill, nonresident aliens who receive no
United States-source earned income from the employer are to be
disregarded for all purposes in determining the identity of the
highly compensated employees of the employer. This modification
will simplify the application of the rules and will prevent employ-
ees who are disregarded for purposes of the nondiscrimination
rules from affecting the identity of the highly compensated-employ-
ees.

Treatment of family memabers

The bill clarifies the applicability of the special rule for family
members of certain highly compensated employees. The rule gener-
ally is to be used in applying any provision that refers to the defi-
nition of highly compensated employee (e.g., secs. 89, 401(a)4),
401(a)(5), 401(k), 401(1) (through sec. 401(a)5)), 401(m), 403(b)(12) (by
reference to 401(a)4), etc.), 408(k), 410(b)). Thus, the special rule
does not apply for purposes of, for example, the limits on contribu-
tions or benefits (sec. 415) or the $7,000 limit on elective deferrals
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(sec. 402(g)). In addition, the bill provides the Secretary with regu-
latory authority to prevent the application of the special family
member rule to inappropriate, clearly unintended situations. This
regulatory authority is only to be used, however, in a manner con-
sistent with the general policy underlying the family member rule,
i.e., that, for purposes of all rules relating to nondiscrimination (or
deductibility), the members of the family constitute one economic
unit and thus are to be treated as one employee.

The bill also clarifies that the special family member rule applies
for purposes of the $200,000 limit on the amount of compensation
that may be taken into account under a qualified plan (for qualifi-
cation or deduction purposes) or under an employee benefit plan
(secs. 89, 401(a)(17), and 404(1)). However, for this purpose, the defi-
nition of a family member is modified to refer only to the employ-
ee’s spouse and children of the employee who do not attain age 19
by the close of the year.

For example, assume that employee A of employer X receives
compensation (as defined under sec. 414(s)) of $275,000 and is the
highly compensated employee with the highest compensation from
X. A’s spouse (B), adult child (C), and 17-year old child (D) also are
employees of X. B, C, and D receive $100,000, $225,000, and $10,000
of compensation (as defined under sec. 414(s)), respectively. X main-
tains a qualified cash or deferred arrangement (sec. 401(k)) under
which A, B, C, and D are eligible. A, B, and C each defers $7,000
under the arrangement; D makes no deferral.

For purposes of applying the special nondiscrimination test appli-
cable to the arrangement (sec. 401(k)(3)), A, B, C, and D are treated
as 1 employee. The compensation of this “1 aggregated employee”
is determined as follows: A, B, and D are combined and limited to
$200,000 (rather than the $385,000 they actually receive). The
$200,000 limit applies separately to C because, under the special
definition of a family member for purposes of the $200,000 limit, C
is not a family member of A, B, or D. Thus, the compensation
taken into account for the aggregated employee is $200,000 (for A,
B, and D) plus $200,000 (for C) for a total of $400,000. The total de-
ferrals for this aggregated employee are $21,000. Thus, for purposes
of applying the special nondiscrimination test to the cash or de-
ferred arrangement, A, B, C, and D are treated as a single employ-
ee with a deferral percentage of $21,000/$400,000 or 5.25 percent.
Since the family aggregation rule does not apply for purposes of
the $7,000 limit on elective deferrals (sec. 402(g)), none of the
family members is considered to have exceeded such limit.

The bill further clarifies the application of the special family
member rule to the integration rules under section 401(1). Al-
though the special family member rule generally applies for pur-
poses of section 401(1), it does not apply in determining the amount
of compensation below the plan’s integration level except that the
total of the compensation below the integration level is subject to
the $200,000 limit (sec. 401(a)(17)). Thus, for example, assume the
same facts described in the above example, except that instead of
maintaining a qualified cash or deferred arrangement, X maintains
an integrated, nonelective profit-sharing plan with an integration
level of $43,800. Again, the compensation of the aggregated employ-
ee is $400,000. Of that $400,000, a total of $141,400 is considered to

73-917 0 - 87 - 5
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be below the integration level (i.e., $43,800 each attributable to A,
B, and C, and $10,000 attributable to D).

Line of business or operating unit rules

Under the bill, the Secretary is to prescribe rules providing cer-
tain minimum standards regarding the age and service require-
ments that are to apply for purposes of determining which employ-
ees are taken into account in determining if a line of business or
operating unit may be treated as separate. (The standards are to
apply, for example, for purposes of determining if a line of business
or operating unit has 50 employees.) Under this authority, the Sec-
retary could provide that, for such purpose, section 414(q)(8) is to be
applied without regard to the last sentence thereof, i.e., the em-
ployer may not elect to reduce the age or service requirements
specified in the statute.

The primary purpose for this provision of the bill is to prevent
the use of nominal age or service requirements to avoid the effect
of the requirement that, to be treated as separate, a line of busi-
ness or operating unit is to have 50 employees.

6. Definition of compensation (sec. 111(k) of the bill, sec. 1115 of
the Reform Act, and sec. 414(s) of the Code)

Present Law

Under present law, except as otherwise provided, ‘“compensa-
tion” is defined as compensation for services for an employer that
is includible in gross income. The Secretary is to prescribe regula-
tions defining compensation for a self-employed individual based on
this definition applicable to common-law employees.

The employer may elect whether to include elective deferrals
(under secs. 125, 402(a)(8), 402(h) or 402(b)) as part of compensation.
In addition, the Secretary is directed to provide certain alternative
definitions of compensation that do not favor highly compensated
employees.

An employee who at any time during the plan year or any of the
4 preceding plan years is a l-percent owner of the employer and
has annual compensation from the employer of more than $150,000
is a key employee.

Explanation of Provision

The bill modifies the general definition of compensation so that
it is the same one used (for employees or self-employed individuals,
whichever is applicable) for purposes of the limit on contributions
under a defined contribution plan (sec. 415(c)(8)). (The bill does not
affect the employer’s right to elect to include elective deferrals or
the Secretary’s authorization to provide alternative definitions of
compensation.) This provides greater uniformity, and excludes cer-
tain items (such as deductible reimbursements of moving expenses)
that were not intended to be taken into account. It is not the intent
of the bill, however, to restrict future regulatory modifications of
the definition of compensation under section 415(c)(3).

The bill also clarifies that the definition of compensation provid-
ed in section 414(s) only applies to provisions that specifically refer
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to it. Thus, for example, the definition does not apply for purposes
of the limits on deductions (sec. 404) or on contributions and bene-
fits (sec. 415).

Under the bill, for purposes of determining whether an employee
is a key employee by virtue of having annual compensation over
$150,000, compensation means compensation as defined in section
415(c)(3) plus elective deferrals under sections 125, 402(a)(8), 402(h),
and 403(b). This is the same definition used for purposes of deter-
mining whether an employee is highly compensated (sec. 414(q)(7)),
a determination that is similar to the determination of who is a
key employee. This provision of the bill applies to years beginning
after December 31, 1988.



C. Treatment of Distributions

1. Uniform minimum distribution rules (sec. 111A(a) of the bill,
sec. 1121 of the Reform Act, and secs. 402(a)(5), 402(e)(1)(B),
and 408(d)(3)(A) of the Code)

Present Law

Under present law, a uniform benefit commencement date and
required distribution rules are provided for benefits under all
qualified plans (secs. 401(a) and 403(a)), IRAs (sec. 408), tax-shelterd
annuities (sec. 403(b)), and eligible deferred compenszation plans of
State and local governments and tax-exempt employers (sec. 457
plans).

The Act repealed the provisions that prohibited rollover distribu-
tions by or on behalf of 5-percent owners to another qualified plan.
However, the Act did not repeal the provision that prohibited a 5-
percent owner from rolling over a qualified plan distribution into a
conduit IRA and subseqgently rolling the distribution over into an-
other qualified plan.

Explanation of Provision

The bill clarifies that a distribution from a qualified plan and
corresponding distribution to an IRA that results in any portion of
a distribution being excluded from gross income under the rollover
provisions is treated as a rollover distribution for purposes of the
IRA rollover provisions.

The bill deletes the IRA rollover restriction under which certain
distributions from IRAs with respect to 5-percent owners are not
treated as rollover distributions for purposes of the IRA rules. This
provision is effective for rollover distributions made in taxable
years beginning after December 31, 1286. Thus, the bill clarifies
that, as is the case with other taxpayers, 5-percent owners may roll
over a qualified plan distribution into an IRA and subsequently
roll the amount distributed from the IRA into another qualified
plan. Different rules for 5-percent owners and other taxpayers are
no longer necessary under the Act because all distributions from
qualified plans are generally subject to the early withdrawal tax
formerly applicable only to distributions to 5-percent owners.

Further, the bill provides that, notwithstanding any other provi-
sion of law, a plan or contract is permitted (except as provided in
regulations prescribed by the Secretary) to incorporate by reference
the uniform benefit commencement date and the required distribu-
tion rules for qualified plans (sec. 401(a)(9)).

It is further intended that an employee who has not retired from
an employer prior to 1989, but has attained age 70% prior to 1989,
is considered to have attained age 70% in 1989 for purposes of ap-

(116)
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plying the new uniform benefit commencement rule to a plan
maintained by the employer.

2. Tax treatment of distributions (sec. 111A(b) of the bill, sec. 1122
of the Reform Act, and secs. 72, 402, and 414 of the Code)

The Act generally (1) phased out long-term capital gains treat-
ment over 6 years (except for certain grandfathered individuals); (2)
eliminated 10-year forward averaging (except for certain grandfa-
thered individuals) and allowed 5-year forward averaging under
more limited circumstances; (3) modified the prior-law basis recov-
ery rules for amounts distributed prior to a participant’s annuity
starting date; (4) repealed the special 3-year basis recovery rule; (5)
modified the general basis recovery rules for distributions from an
annuity; (6) provided basis recovery rules for distributions from an
IRA when an individual has made nondeductible IRA distributions;
(7) repealed the constructive receipt rule for tax-sheltered annu-
ities; and (8) modified the rules relating to rollovers of partial dis-
tributions.

a. Basis recovery rules

Present Law

The Act modified the basis recovery rules applicable to distribu-
tions from plans to which after-tax employee distributions have
been made by (1) eliminating the 3-year basis recovery rule for dis-
tributions on or after the annuity starting date, and (2) requiring,
with respect to distributions prior to the annuity starting date,
that basis be recovered on a pro-rata basis.

Further, present law limits the total amount that an employee
may exclude from income as a recovery of basis to the total
amount of the employee’s basis. If benefits cease prior to the date
the basis has been fully recovered, the amount of unrecovered basis
is allowed as a deduction to the annuitant for his or her last tax-
able year. These modifications of the basis recovery rules are effec-
tive with respect to an individual whose annuity starting date is
after July 1, 1986.

Under the Act, employee contributions to a defined contribution
plan (and the income attributable thereto) may be treated as a sep-
arate contract for purposes of the basis recovery rules.

Under present law, a special basis recovery rule applies with re-
spect to a plan substantially all the contributions to which are em-
ployee contributions (sec. 72(e)(7)). Under this special rule, distribu-
tions from such a plan are treated first as a return of taxable
amounts under the plan.

Explanation of Provision

The bill provides that, if employee contributions (and the income
attributable thereto) under a defined benefit plan are credited to a
separate account that generally is treated as a defined contribution
plan (sec. 414(k)), then such separate account is also treated as a
defined contribution plan for purposes of the basis recovery rules.
The bill clarifies that this separate contract treatment applies
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without regard to whether the distribution is received as an annu-
ity.

The bill repeals the special basis recovery rules that apply in the
case of a plan substantially all of the contributions tc which are
employee contributions.

The bill provides that the effective date of the provision allowing
a deduction in the last taxable year of the annuitant for unrecov-
ered basis is effective for individuals whose annuity starting date is
after July 1, 1986. Thus, in the case of an individual whose annuity
starting date is after July 1, 1986, and before January 1, 1987, the
rule limiting the amount of basis recovered does nct apply, but the
rule providing a deduction at death for unrecovered basis does
apply. This rule is provided because individuals who lost the bene-
fit for the 3-year basis recovery rule did not have adequate time to
consider alternative forms of retirement benefits and it would be
unfair to deny such individuals the benefit of the deduction for un-
recovered basis at death.

The bill provides a special rule with respect to plans maintained
by a State that, on May 5, 1986, provided for withdrawals to the
employee of employee contributions (other than as an annuity). In
the case of such plans, the modifications in the basis recovery rules
for distributions prior to the annuity starting date apply only to
the extent that the amount distributed exceeds the employee’s
basis as of December 31, 1986. In addition, amounts received (other
than as an annuity) before or with the first annuity payment are
treated as having been recovered before the annuity starting date.

b. Rollovers

Present Law

The Act modified the rules relating to rollovers of partial distri-
butions. Under the Act, partial distributions may be rolled over
only if the distribution would satisfy the requirements for a lump-
sum distribution and if the distribution is made on account of the
death of the employee, the employee’s separation from service, or is
made after the employee has become disabled. The rule aggregat-
ing plans of the same kind applies for purposes of determining
whether the amount distributed constitutes 50 percent of the bal-
ance to the credit of an employee (sec. 402(e)(4)(C)).

The Act contained a special rule permitting certain amounts de-
posited in certain financially distressed financial institutions to be
rolled over notwithstanding that the rollover does not occur within
60 days of the date of the original distribution. Under this rule, the
60-day period does not include periods while the deposit is frozen.
In addition, the individual has a minimum of 10 days after the re-
lease of the frozen deposit to complete the rollover.

Zxplanation of Provision

The bill clarifies that a partial distribution may be rolled over
only if the distribution would satisfy the requirements for a lump-
sum distribution if at least 50 percent of the balance to the credit
of an employee is used rather than the balance to the credit of the
employee in applying the test for lump-sum distribution treatment.
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For purposes of determining whether a partial distribution may be
rolled over, the 5 years of participation and the election require-
ments applicable to lump-sum distributions do not apply (secs.
402(e)(4)(B) and (H)).

The bill clarifies that the special rule for frozen deposits applies
only to amounts that are frozen within 60 days of the date that the
amounts are distributed from the plan.

c. Net unrealized appreciation
Present Law

Under present law, to the extent provided by the Secretary, a
taxpayer may elect to waive the special treatment of net unreal-
ized appreciation in employer securities with respect to a lump-sum
distribution prior to the time the distribution is received.

Explanation of Provision

Under the bill, the election to waive net unrealized appreciation
treatment with respect to a lump-sum distribution is to be made on
the tax return on which the distribution is required to be included
in gross income if the special treatment is waived. This change is
designed to give taxpayers more time to determine whether or not
they make the election. An election to waive the special treatment
of net unrealized appreciation does not preclude an election for
income averaging.

d. Income averaging and long-term capital gains treatment

Present Law

The Act generally repealed 10-year forward averaging, phased
out pre-1974 capital gains treatment over a 6-year period, and
made 5-year forward averaging (calculated in the same manner as
10-year averaging under prior law) available for 1 lump-sum distri-
bution with respect to an employee on or after the taxpayer attains
age 59%.

In addition, the Act provided a special transition rule under
which an individual who had attained age 50 by January 1, 1986, is
entitled to make 1 election to use 5-year averaging (under the new
tax rates) or 10-year averaging (under the prior-law tax rates) with
respect to a single lump-sum distribution. Similarly, such a grand-
fathered individual could elect capital gains treatment with respect
to a lump-sum distribution without regard to the 6-year phaseout
of capital gains treatment. Under this special capital gains elec-
tion, the portion of a lump-sum distribution entitled to capital
gains treatment is taxed at a rate of 20 percent, regardless of the
maximum effective capital gains rate under prior law.

Under prior law, the amount subject to tax under the income
averaging rule was calculated by adding in the zero bracket
amount. This addition was eliminated by the Act because the zero
bracket amount is eliminated generally.



120

Explanation of Provision

The bill clarifies that a 5-year averaging election may be made
by an individual, trust, or estate for a lump-sum distribution re-
ceived with respect to an employee whe had attained age 59%. In
additiorni, the bill provides that an income averaging election or
election of long-term capital gains treatment under the special
transition rules may be made by any individual, trust, or estate
{gg& respect to an employee who had attained age 50 by January 1,

The bill also clarifies that, for purposes of 5-year income averag-
ing, the phaseout of the 15-percent bracket applies.

Further, under the bill, the election under the special transition
rule of 10-year averaging (under the prior-law tax rates) is to take
into account the prior-law zero bracket amount. This change is
needed to preserve the prior-law treatment for persons who elect
the grandfather rule.

The bill clarifies that a capital gains election made under either
of the special transition rules is treated as an income averaging
election (within meaning of sec. 402(e)(4)(B)) for all purposes under
the Code (including, of example, sec. 4980A relating to the 15-per-
cent tax on excess distributions).

3. Additional income tax on early withdrawals (sec. 111A(c) of the
bill, sec. 1123 of the Reform Aczt, and sec. 72 of the Code)

The Act (1) modified the withdrawal restrictions applicable to
qualified cash or deferred arrangements, tax-sheltered annuities,
and tax-sheltered custodial accounts, and (2) impcsed a 10-percent
additional income tax on certain early withdrawals from qualified
retirement plans.

A qualified retirement plan is defined to include (1) a qualified
plan (sec. 401(a)), (2) a qualified annuity plan (sec. 403(a)), (3) a tax-
shelterad annuity or custodial account (sec. 403(b)), or (4) an indi-
vidual retirement arrangement (IRA) (sec. 408).

a. Early retirement exception

Present Law

Under the Act, the additional income tax on early withdrawals
does not apply to distributions that are made to an employee after
separation from service on account of early retirement under the
plan after attainment of age 55. This exception does not apply to
distributions from an IRA.

In all cases, the exception applies only if the participant has at-
tained age 55 on or before separation froin service. Thus, for exam-
ple, the exception does not apply to a participant who separates
fs'gom service at age 52 and begins receiving benefits at or after age

Explanation of Provision

The biil modifies the early retirement exception to apply in any
case in which an employee receives a distribution on account of
separation from service after attainment of age 55, rather than re-
quiring an early retirement under the plan. The intent of this pro-
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vision is to eliminate what is considered a requirement that has
little substantive effect, but could require plan amendment.

The modified early retirement exception continues to apply if the
employee returns to work for the same emloyer (or for a different
employer) as long as the employee did, in fact, separate from serv-
ice before the plan distribution. Of course, any short-term separa-
tion is to be closely scrutinized to determine if it is a bona fide, in-
definite separation from service that would qualify for this excep-
tion to the early withdrawal tax.

As under present law, this exception does not apply to IRA dis-
tributions.

b. Exception for distributions from ESOPs

Present Law

Under present law, certain contributions from an employee stock
ownership plan (ESOP) are exempt from the additional income tax
on early withdrawals. Under the Act, this exception applies to the
extent that, on average, a majority of assets in the plan have been
invested in employer securities for the 5-plan year period preceding
the plan year in which the distribution is made and the exception
does not apply to any distribution attributable to assets that have
not been invested in employer securities at all times during such 5-
plan year period.

Explanation of Provision

The bill modifies the ESOP exception to the additional income
tax on early withdrawals to provide that the exception is available
to the extent that a distribution from an ESOP is attributable to
assets that have been invested, at all times, in employer securities
(as defined in sec. 409(1)) that satisfy the requirements of sections
409 and 401(a)28) for the 5-plan year period immediately preceding
the plan year in which the distribution occurs. Employer securities
that are transferred to an ESOP from another plan are also eligi-
ble for the exception to the early withdrawal tax as long as the
holding period requirement is satisfied with respect to such em-
ployer securities taking into account the time such employer secu-
rities were held in the other plan.

For example, assume that employer securities that were trans-
ferred from a profit-sharing plan are held in an ESOP for the 1-
plan year period immediately preceding the plan year in which the
distribution is made. If the profit-sharing plan met the require-
ments of sections 401(a)(28) and 409 for the 4-plan year period im-
mediately prior to the transfer to the ESOP, then the holding
period requirement is satisfied. On the other hand, if the profit-
sharing plan did not satisfy sections 401(a)(28) and 409, the holding
period requirement would not be satisfied and the exception to the
early withdrawal tax does not apply. The bill clarifies that the em-
ployer securities are not required to be subject to the requirements
of sections 401(a)(28) and 409 prior to the time those requirements
are effective.
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These changes are designed to ensure that the ESOP exception
only applies with respect to employer securities that are subject to
the rules applicable to ESOPs.

Under the bill, an ESOP includes both an ESOP described in sec-
tios;l 4975(e)(7) and a tax-credit ESOP (within the meaning of sec.
409).

¢. Exceptions not applicable to IRAs

Present Law

Under present law, certain exceptions to the additional income
tax on early withdrawals are not applicable to distributions from
IRAs. These exceptions include the zarly retirement, medical ex-
pense, and ESOP exceptions. The exception for distributions pursu-
ant to a qualified domestic relations order applies to an IRA only
to the extent the IRA is subject to the rules relating to qualified
domestic relations orders.

Explanation of Provision

Because the rules relating to qualified domestic relations orders
do not apply to IRAs, the bill clarifies that the exception to the
early withdrawal tax in the case of distributions pursuant to a
qualified domestic relations order does not apply to IRA distribu-
‘ﬁggs. This is consistent with the pre-Reform Act law applicable to

S.

d. Deferred annuity contracts

Present Law

Under present law, early withdrawals from a deferred annuity
contract generally are subject to a 10-percent additional income tax
in the same manner as early withdrawals from a qualified plan.

Certain exception to the 10-percent early withdrawal tax are pro-
vided. An exception is provided for a distribution that is part of a
series of substantially equal periodic payments (not less frequently
than annually) made over the life or life expectancy of the taxpay-
er or the lives or life expectancies of the taxpayer and the taxpay-
er’s beneficiary.

If distributions to an individual are not subject to the tax be-
cause of application of the substantially equal payment exception,
the tax will nevertheless be imposed if the employee changes the
distribution method prior te age 59% to a method that does not
qualify for the exception. The additional tax will be imposed in the
first taxable year in which the modification is made and will be
equal to the tax (as determined under regulations) that would have
been imposed had the exception not applied.

In addition, the recapture tax will apply if an employee does not
receive payments under a method that qualifies for the exception
for at least 5 years, even if the method of distribution is modified
after the employee attains age 59%. Thus, for example, if an em-
ployee begins receiving payments in substantially equal install-
ments at age 56, and alters the distribution method to a form that
does not qualify for the exception prior to attainment of age 61, the
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additional tax will be imposed on amounts distributed prior to age
59% as if the exception had not applied. The additional tax will not
be imposed on amounts distributed after attainment of age 59%.

The modifications to the additional income tax on early with-
drawals under a deferred annuity apply to all distributions made
under the annuity in taxable years beginning after December 31,
1986.

Explanation of Provision

The bill clarifies that the substantially equal payment exception
and the recapture tax for, distributions in violation of the substan-
tially equal payment exception are not limited to distributions to
employees under an employer-maintained pension plan. Rather,
the exception and recapture tax apply to all distributions under a
deferred annuity whether or not received by an individual with re-
spect to the individual’s status as an employee.

Further, the bill clarifies that the additional income tax applica-
ble to early withdrawal from a deferred annuity (sec. 72(q)) does
not apply if a distribution is otherwise subject to the early with-
drawal rules for qualified plans (sec. 72(t)), whether or not an ex-
ception to the additional income tax on early withdrawals from a
qualified plan applies under section 72(t)(2).

The bill modifies the effective date of the provision relating to
the additional income tax on early withdrawals under a deferred
annuity so that the changes in the early withdrawal tax does not
apply to any distribution under an annuity contract if (1) as of
March 1, 1986, payments were being made under such contract
pursuant to a written election providing a specific schedule for the
distribution of the taxpayer’s interest in such contract, and (2) such
distribution is made pursuant to such written election.

e. Substantially equal payment exception

Present Law

Under present law, an exception to the 10-percent additional
income tax on early withdrawals from a qualified plan or deferred
annuity is provided for a distribution that is part of a series of sub-
stantially equal periodic payments made (not less frequently than
annually) over the life or life expectancy of the taxpayer or the
lives or life expectancies of the taxpayer and the taxpayer’s benefi-
ciary.

Explanation of Provision

The bill provides that the substantially equal payment exception
is available only if the beneficiary whose life or life expectancy is
taken into account in determining whether the exception is satis-
fied is a designated beneficiary of the individual. For this purpose,
rules similar to those applicable under section 401(a)9) are to

apply.
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f. Qualified voluntary employee contributions

Present Law

Under prior law, an employee who was a participant in a quali-
fied plan, tax-sheltered annuity program, or government plan was
allowed a deduction for qualified voluntary employee contributions
(QVECs) made by or on behalf of the employee to the plan. The Act
repealed the deduction allowed for QVECs, but permitted contribu-
tions that had been made prior to repeal to continue to be held
under the plan.

Under present law, in addition to the additional income tax on
early withdrawals under qualified plans (sec. 72(t)), a 10-percent ad-
ditional income tax is also imposed on early withdrawals of QVECs
(sec. 72(0)).

Explanation of Provision

In order to prevent the imposition of two 10-percent early with-
drawal taxes on distributions attributable to QVECs, the bill re-
peals the 10-percent early withdrawal tax applicable only to
QVECs. Thus QVECs are treated as distributions from a qualified
plan for purposes of the 10-percent additional income tax on early
withdrawals and are eligible for any of the applicable exceptions
otherwise available for distributions from qualified plans.

g. Tax-sheltered annuities

Present Law

The Act provided that the withdrawal restrictions applicable to
tax-sheltered custodial accounts generally were extended to elective
deferrals and earnings on elective deferrals under other tax-shel-
tered annuities. Under these rules, early distributions from elective
deferrals and earnings on elective deferrals under a tax-sheltered
annuity are prohibited unless the withdrawal is made on account
of death, disability, separation from service, or attainment of age
59%. In addition, withdrawals on account of hardship from a tax-
sheltered annuity or custodial account are permitted only to the
extent of the contributions made pursuant to a salary reduction
agreement (but not earnings on those contributions).

Under the Act, the provisions restricting distributions attributa-
ble to elective deferrals (and earnings thereon) under a tax-shel-
tered annuity are effective for taxable years beginning after De-
cember 31, 1988.

Explanation of Provision

The bill provides that the distribution restrictions added by the
Act with respect to tax-sheltered annuities are effective for years
beginning after December 31, 1988, but only with respect to distri-
butions from such tax-sheltered annuities that are attributable to
assets that were not held as of the close of the last year beginning
before January 1, 1989. Thus, the new rules apply to contributions
made in years beginning after December 31, 1988, and to earnings
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on those contributions and on amounts held as of the last year be-
ginning before January 1, 1989.

h. Involuntary cashouts under a qualified plan

Present Law

Under present law, a pension plan may immediately distribute
the present value of an employee’s benefit under the plan if the
employee separates from service with the employer and the present
value of the benefit does not exceed $3,500. It was unclear under
the Act whether the 10-percent additional income tax on early
withdrawals under a qualified plan applies in the case of such in-
voluntary cashouts of benefits.

Explanation of Provision

The bill clarifies that the additional income tax on early with-
drawals under a qualified plan is to apply in the case of an invol-
untary cashout. Of course, the early withdrawal tax does not apply
if the amount of the benefit paid to an employee is rolled over to
another qualified plan or an IRA.

4. Transition rule (sec. 111A(d) of the bill and sec. 1124 of the
Reform Act)

Present Law

Under the Act, a special transition rule was provided in the case
of employees who separated from service during 1986. In the case
of such an employee, if the employee received a lump-sum distribu-
tion before March 16, 1987, on account of the separation from serv-
ice, then the employee could treat the lump-sum distribution as re-
ceived in 1986 for all purposes. Thus, the lump-sum distribution is
includible in income in 1986 and, assuming the employee is other-
wise eligible, the employee can elect 10-year income averaging with
respect to the lump-sum distribution.

Explanation of Provision

Under the bill, the special transition rule is amended to apply in
the case of an employee who dies, separates from service, or be-
comes disabled at any time before 1987, including years prior to
1986. In the case of such an employee, if an individual, trust, or
estate receives a lump-sum distribution with respect to the employ-
ee after December 31, 1986, and before March 16, 1987, on account
of the employee’s death, separation from service, or disability, then
the individual, trust, or estate may treat the distribution as if it
was received in 1986 for all purposes under the Code. This restruc-
turing of the rule is intended to make it clear that (1) an individ-
ual, trust, or estate may elect the transition rule with respect to a
lump-sum distribution received for an employee who otherwise
would qualify for the transition rule and (2) a separation from serv-
ice on account of death or disability is also a separation from serv-
ice for purposes of the transition rule.

The bill also clarifies that, for purposes of the transition rule, the
5 years of participation requirement (sec. 402(e)(4)(H)) and the elec-
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tion requirement (sec. 402(e)(4)(B)) applicable to lump-sum distribu-
tions do not apply.

5. Loans from qualified plans (sec. 111A(h) of the bill, sec. 1134 of
the Reform Act, and sec. 72(p) of the Code)

Present Law

Under present law, an individual is permitted to borrow from a
qualified plan in which the individual participates (and to use his
or her accrued benefit as security for the loan) if certain require-
ments are satisfied.

Subject to certain exceptions, a loan to a plan participant is
treated as a taxable distribution of plan benefits under present
law.

Present law provides for the disallowance of the deduction for in-
terest paid on a loan from a qualified plan by (1) all employees on
loans secured by elective deferrals (or the income attributable
thereto) under a qualified cash or deferred arrangement or tax-
sheltered annuity or custodial account, and (2) key employees with
respect to loans from any qualified plan or tax-sheltered annuity or
custodial account.

Explanation of Provision

Present law does not expressly prescribe the period during which
the interest deduction disallowance rule applies. Therefore, the bill
clarifies the period during which the interest deduction disallow-
ance rule applies to include the period (1) on or after the first day
on which the individual to whom a loan is made is a key employee
or (2) the loan is secured by elective deferrals under a qualified
cash or deferred arrangement or tax-sheltered annuity or custodial
account.




D. Limits on Tax Deferral Under Qualified Plans

1. Overall limits on contributions and benefits under qualified
plans (sec. 111(d) of the bill, sec. 1106 of the Reform Act, and
secs. 404 and 415 of the Code)

The Act revised the overall limits on contributions and benefits
under qualified plans, tax-sheltered annuity programs, and SEPs.
In addition, the Act (1) provides special rules with respect to plans
of governmental employers and tax-exempt employers, (2) permit-
ted a defined benefit pension plan to maintain a qualified cost-of-
living arrangement under which employer and employee contribu-
tions may be applied to provide cost-of-living increases to the pri-
mary retirement benefit under the plan, (3) imposed a limit on the
amount of compensation that may be taken into account for deduc-
tion purposes, and (4) modified the rules relating to the phasein of
the limits on annual benefits under a defined benefit pension plan.

a. Includible compensation

Present Law

Under present law, not more than $200,000 of compensation of
an employee may be taken into account under a qualified plan.
This $200,000 limit on includible compensation applies for most
purposes under the Code, including the provisions relating to non-
discrimination requirements and to deductibility. Consequently, no
more than $200,000 of an employee’s compensation for a year may
be taken into account in computing deductions for plan contribu-
tions.

This $200,000 limit is to be adjusted, beginning in 1990, for post-
1988 cost-of-living increases at the time and in the manner provid-
ed for the adjustment of the limits on annual benefits under a
qualified defined benefit pension plan (sec. 415(d)).

Explanation of Provision

Under the bill, increases in the $200,000 limit on includible com-
pensation may not be taken into account before they occur in de-
termining the deduction limit for contributions to a qualified plan.
Similarly, such increases may not be taken into account before
they occur in calculating the full funding limitation (as determined
under sec. 412).

Further, the bill makes it clear that the $200,000 cap on includ-
ible compensation does not apply, under present law, in the case of
an employer’s deduction for benefits provided under a nonqualified
deferred compensation plan.

(127
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b. Eligibility to receive maximum benefits

Present Law

Under the Act, a reduced dollar limit applies to participants who
have completed fewer than 10 years of participation in a defined
benefit pension plan (sec. 415(b)(5)). With respect to such partici-
pants, the dollar limit is determined by multiplying the otherwise
applicable dollar limit by a fraction. The numerator of the fraction
is the number of years (including a fractional year) of participation
in the plan completed by the employee. The denominator of the
fraction is 10.

The Act provides that, to the extent provided in regulations, the
reduction based on years of participation is to be applied separately
with respect to each change in the benefit structure of a plan by a
plan amendment or otherwise as if such change is a new plan. This
phasein for each change in benefit structure begins on the date a
plan amendment creating the change is effective.

A separate phase-in rule applies to the 100-percent of compensa-
tion limit (sec. 415(b)(1)(B)) and to the $10,000 limit on de minimis
benefits {sec. 415(b)(4)). Under this rule, those limits are phased in
on the basis of years of service rather than years of participation.

Explanation of Provision

The bill clarifies that the rule requiring separate phaseins for
each change in benefit structure under a plan does not apply in the
case of the phasein of the 100 percent of compensation limit or the
$10,000 limit on de minimis benefits.

c. Qualified cost-ef-living arrangements

Present Law
In general

The Act permitted a defined benefit pension plan to maintain a
qualified cost-of-living arrangement under which empioyer and em-
ployee contributions may be applied to provide cost-of-living in-
creases to the primary benefit under the plan. If the arrangement
is qualified, then an employee contribution under the arrangement
is not to be treated as an annual addition in applying the separate
limit on annual additions under defined contribution plans (sec.
415(c)), but is to be treated as an annual addition for purposes of
applying the combined plan limit (sec. 415(e)). Further, under a
qualified arrangement, the benefit attributakle to an employee’s
contribution is to be treated as a benefit derived from employer
contributions for purposes of applying the limit on annuval benefits
(sec. 415(b)). Under the Act, 2 qualified cost-of-living arrangement
is required to comply with the dollar limits, election procedures,
and nondiscrimination requirements of the Act.

Limit requirement

A qualified cost-of-living arrangement satisfies the limit require-
ment provided by the Act if it (1) limits cost-of-living adjustments
to those cost-of-living increases occurring after the annuity starting
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| date, and (2) bases the cost-of-living adjustment on average cost-of-

living increases determined by reference to 1 or more indices pre-
scribed by the Secretary, except that the plan can provide a mini-
mum increase for each year of 3 percent of the original retirement
benefit. It was unclear, under the Act, whether a plan could pro-
vide for a minimum increase for each year of 3 percent of the re-
tirement benefit as adjusted under the cost-of-living arrangement
in prior years.

Election requirement

A qualified cost-of-living arrangement meets the election require-
ments if it provides that participation in the qualified cost-of-living
arrangement is elective and permits participants to make an elec-
tion in (1) the year in which the participant attains the age at
which retirement benefits are first available under the defined ben-
efit pension plan; (2) the year in which the participant separates
from service; or (3) both such years.

Explanation of Provision

Limit requirement

The bill clarifies that a plan will not fail to satisfy the limit re-
quirement if it provides for a minimum increase for each year of 3
percent of the retirement benefit (determined without regard to the
current year’s increase). Thus, the minimum increase may be 3
percent of the retirement benefit as adjusted under the cost-of-
living arrangement in prior years.

Election requirement

Under the bill, a plan may permit participants to make an elec-
tion under the qualified cost-of-living arrangement during any
year, as long as the plan permits elections to be mads at least in
the year in which the participant (1) attains the earliest retirement
age under the defined benefit pension plan (determined without
regard to any requirement of separation from service), or (2) sepa-
rates from service.

d. Computation of combined limit

Present Law

Under a transition rule of the Act, in the case of a plan that sat-
isfied the requirements of the overall limits on contributions and
benefits (sec. 415) for its last year beginning before January 1, 1987,
Treasury regulations are to provide for the determination of an
amount thai is to be subtracted from the numerator of the defired
contribution fraction so that the sum of the defined benefit plan
fraction and the defined contribution plan fraction (sec. 415(e)(1))
does not exceed 1.0 for such year. This amount to be subtracted is
not to exceed the numerator of the fraction.

Explanation of Provisior:

The bill clarifies that the adjustment to the sum of the defined
benefit plan fraction and the defined contribution fraction so that
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such sum does not exceed 1.0 for purposes of this transition rule is
determined as if the new rules were in effect for the last year be-
ginning before January 1, 1987.

2. Deduction limits for qualified plans (sec. 111A of the bill, sec.
1131 of the Reform Act, and sec. 4972 of the Code)

Present Law

In general

Under present law, a 10-percent nondeductible excise tax is im-
posed on nondeductible contributions to a qualified plan (secs.
401(a) and 403(a)) or simplified employee pension (SEP) (sec. 408(k)).

Amount of nondeductible contributions

The contributions to a plan that are subject to the excise tax on
nondeductible contributions are (1) the amounts contributed to a
qualified employer plan by the employer for the taxable year in
excess of the amount allowable as a deduction for the taxable year,
plus (2) the unapplied amounts in the preceding taxable year. The
unapplied amounts in the preceding taxable year are the amounts
subject to the excise tax in the preceding year reduced by the sum
of (1) the portion of the amounts that are returned to the employer
during the taxable year, and (2) the portion of such unapplied
amounts that are deductible during the current taxable year.

Time for determination of nondeductible contributions

Nondeductible contributions for a year are determined as of the
close of the employer’s taxable year. A contribution made on ac-
count of a year that is made after the close of the year is to be
taken into account in determining the level of excess contributions
for the year with respect to which the contribution is made.

Nondeductible contributions to underfunded plans

Under the Act, the excise tax on nondeductible contributions ap-
plies to nondeductible contributions to underfunded plans.

Definition of employer

The excise tax on nondeductible contributions is imposed on the
employer. Under present law, in the case of a plan that, provides
contributions or benefits for employees some or all of whom are
self-employed individuals (sec. 401(c)(1)), an individual who owns
the entire interest in an unincorporated trade or business is treat-
ed as the employer. Also, under present law, a partnership is to be
treated as the employer of each partner who is considered to be an
employee (sec. 401(c)(1)).

Under the Act, an employer to whom the excise tax on nonde-
ductible contributions applies includes an employer that is a tax-
exempt organization.
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Explanation of Provision

Amount of nondeductible contributions

Under the bill, the definition of nondeductible contributions in-
cludes, for purposes of the excise tax, contributions allocable to the
purchase of life, accident, health, or other insurance on behalf of a
self-employed individual, but only to the extent that the contribu-
tions would be nondeductible without regard to the special rule
limiting deductions for such contributions (sec. 404(e)).

The bill clarifies that the amount allowable as a deduction (with-
out regard to sec. 404(e)) for any taxable year is treated as coming
first from carryforwards to the taxable year from preceding taxable
years (in order of time) and then from employer contributions
made during the taxable year.

Further, under the bill, the unapplied amounts in the preceding
taxable year do not include nondeductible contributions made for
years prior to the effective date of the excise tax on nondeductible
contributions. However, in determining whether contributions after
the effective date are subject to the excise tax, carryforwards from
pre-effective date years are applied first against the deduction limit
(without regard to sec. 404(e)).

Time for determination of nondeductible contributions

Because the determination of nondeductible contributions as of
the end of a taxable year includes contributions made after the
close of the taxable year with respect to the year, the bill provides
that contributions that are returned (together with the income allo-
cable thereto) to an employer (to the extent permitted under sec.
401(a)(2)) by the due date of plan contributions for the year (sec.
404(a)(6)) are not treated as nondeductible contributions subject to
the excise tax.

Nondeductible contributions to underfunded plans

Under the bill, the excise tax on nondeductible contributions
does not apply in the case of a plan that is underfunded and to
which Title IV of ERISA applies. A plan is underfunded if, as of
the close of the plan year with or within which the taxable year
begins, (1) the liabilities of the plan (determined as if the plan were
terminated on that date) exceed (2) the assets of the plan. In the
case of such an underfunded plan, contributions for a plan year up
to the excess calculated under the preceding sentence are not sub-
ject to the excise tax even if such contributions are not deductible
by the employer.

Definition of employer

The bill provides that the excise tax on nondeductible contribu-
tions does not apply in the case of an employer that has been
exempt from income tax at all times. Under rules to be prescribed
by the Secretary, this exception does not apply to the extent that
the employer has been subject to unrelated business income tax or
has otherwise derived a tax benefit from the quaiified plan.

The original rationale for the excise tax was that, by making
nondeductible contributions to qualified plans, often the benefit of
tax-frez growth on the amounts contributed outweighed the delay
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in the employer’s deduction for plan contributions. Such an incen-
tive to make nondeductible contributions increased the likelihood
that employers would use qualified plans as a tax-favored savings
vehicle, particularly in the case of small plans that primarily bene-
fit the owners of the employer. The excise tax on reversions may
not offset the value of the deferral of tax on earnings on nonde-
ductible contributions to qualified plans.

Such a rationale does not apply in the case of contributions to
plans maintained by governments or tax-exempt organizations. In
the case of such plans, the employer generally has no incentive to
make plan contributions solely to receive the benefit of tax-free
growth because the employer could hold the funds directly without
incurring current income tax. Thus, an incentive to use a qualified
plan as a tax-favored savings vehicle generally does not exist in the
case of a qualified plan maintained by a government or tax-exempt
employer.

Effective Date

The bill provides a delayed effective date for the changes in the
deduction rules for plans maintained pursuant to a collective bar-
gaining agreement (see the discussion in Part E, below).

3. Excise tax on reversion of qualified plan assets to employer
(sec. 111A(f) of the bill, sec. 1132 of the Reform Act, and sec.
4980 of the Code)

Present Law
In general

Under present law, a 10-percent excise tax is imposed on a rever-
sion from a qualified plan. The excise tax is imposed on the em-
ployer maintaining the plan.

Present law defines a reversion as the amount of cash and the
fair market value of other property received (directly or indirectly)
by an employer from a qualified plan. No inference is to be drawn
from the definition of a reversion as to the income tax conse-
quences and the effect on a plan’s qualified status of a transfer of
assets from a qualified plan that has not been terminated to an-
other qualified plan.

Special rule for assets transferred to ESOPs

Present law provides an exception to the excise tax on reversions
in the case of transfers of assets from a defined benefit pension
plan to an employee stock ownership plan (ESOP). The amount
transferred is not includible in the income of the employer, nor is
the amount transferred deductible by the employer as a plan con-
tribution. No inference is to be drawn from this exception as to the
circumstances in which asset transfers will or will not satisfy the
exclusive benefit rule and any other applicable qualification re-
quirements (e.g., sec. 414(1)).

Under present law, the amount transferred to the ESOP is re-
quired to be used, within 90 days after the transfer, to acquire em-
ployer securities (as defined in sec. 409(1)) or used to repay a loan
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the proceeds of which are or were used to acquire employer securi-
ties.

The employer securities acquired with the amounts transferred
are to be allocated immediately under the plan to ESOP partici-
pants, subject to the limits under section 415. As provided under
the plan, the amount transferred but not allocated in the year of
transfer (by reasons of the limitation of sec. 415) may be held in a
suspense account pending allocation (provided allocations of the
amounts in the suspense account are made no more slowly than
ratably over a T-year period).

The employer securities acquired with the transferred assets are
to be held under the plan until distributed to plan participants.

The special exception for transfers to an ESOP does not apply to
transfers occurring on or after January 1, 1989, unless the transfer
occurs on account of a plan termination before January 1, 1989.

Explanation of Provision

The bill clarifies that the exception to the excise tax on rever-
sions in the case of transfers of assets to an ESOP applies to trans-
fers to tax-credit ESOPs (sec. 409) as well as ESOPs described in
section 4975(e)(7). Absent this clarification, a tax-credit ESOP
would be required, in order to qualify for the ESOP exception, to
add plan langauage applicable to leveraged ESOPs even if the
ESOP did not have any outstanding loans.

The bill provides an exception to the rule that the employer se-
curities acquired with transferred assets are to be held under the
plan until distributed to plan participants. Under this exception,
the transferred amounts are not required to be held in employer
securities if a plan participant elects to diversify a portion of the
participant’s account balance (under the rules of sec. 401(a)28)) and
diversification cannot be satisfied out of nontransferred assets.

In addition, the bill provides that, with respect to the allocation
of employer securities, the miminim amount required to be allocat-
ed to participants’ accounts in the ESOP in the year in which the
transfer occurs is not to be less than the lesser of (1) the maximum
amount that could be allocated without violating the requirements
of section 415, or (2) Y% of the total amount transferred. Thus, the
requirement in the Reform Act that amounts transferred to an
ESOP are required to be allocated in the year of transfer up to the
maximum amount permitted to be allocated under the limits on
contributions (sec. 415) is repealed.

Finally, the bill clarifies the exception for transfers to ESOPs to
the general rule that the employer is required to include the
amount of any reversion in income. Under the bill, the exception to
the income inclusion requirement applies to any reversion occur-
ring after March 31, 1985, if the reversion is transferred to an
ESOP, subject to the general Januay 1, 1989, termination of the
ESOP exception.
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4. Excise tax on excess distributions from qualified retirement
plans (sec. 111A(g) of the bill, sec. 1133 of the Reform Act,
and sec. 4981A of the Code)

Under the Act, an excise tax is imposed on excess distributions
from qualified retirement plans, tax-sheltered annuities, and IRAs.
To the extent that aggregate annual distributions paid to a partici-
pant from such tax-favored retirement arrangements are excess
distributions, the Act generally imposes an excise tax equal to 15
percent of the excess. The excise tax will be reduced by the amount
of tax on the distribution under the provision applying a 10-percent
additional income tax on early withdrawals.

a. Definition of excess distributions

Present Law

Under the Act, excess distributions are defined as the aggregate
amount of retirement distributions made with respect to any indi-
vidual during any calendar year, to the extent such amounts
exceed $112,500 (adjusted at the same time and in the same
manner as the dollar limitation on annual benefits under a defined
benefit pension plan).

The Act provided a special elective grandfather rule with respect
to benefits accrued as of August 1, 1986. If this grandfather rule is
not elected, then the definition of excess distributions is the greater
of (1) $112,500 (adjusted at the same time and in the same manner
as the dollar limitation on annual benefits under a defined benefit
pension plan) or (2) $150,000.

Explanation of Provision

The operation of the grandfather provision of the Act in effect
overrode the general definition of excess distributions in the Act.
Thus, the general definition of excess distributions is the agggre-
gate amount of retirement distributions made with respect to any
individual during any calendar year, to the extent such amounts
exceed the greater of (1) $112,500 (adjusted at the same time and in
the same manner as the dollar limitation on annual benefits under
a defined benefit pension plan), or (2) $150,000. The bill restruc-
tures the provision to make the general rule clear.

b. Distributions subject to the tax

Present Law

In determining the amount of retirement distributions that are
subject to the excise tax, aggregate annual distributions made with
respect to an individual from all pension, profit-sharing, stock
bonus, and annuity plans, IRAs, and tax-sheltered annuities gener-
ally are taken into account, regardless of the form of the distribu-
tion or the number of recipients.

Under the Act, however, certain amounts are excluded in deter-
mining such aggregate annual distributions. Excludable distribu-
tions include (1) amounts representing a return of an employee’s
after-tax contributions (but not earning thereon) or other amounts
that are treated as part of the employee’s investment in the con-
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tract, (2) amounts excluded from the recipient’s income because
' they are rolled over into another plan or an IRA, and (3) amounts

excluded from the participant’s income because they are payable to

a former spouse pursuant to a qualified domestic relations order
' (sec. 414(p)) and includible in the spouse’s income.

Explanation of Provision

The bill clarifies that the exception to the amounts taken into ac-
count in determining aggregate annual distributions under a plan
for investment in the contract is not limited to an employee’s in-
vestment in the contract under a qualified plan, but also includes
an individual’s investment in the contract under an IRA. The Act
was not intended to limit the exception for investment in the con-
tract to amounts received by employees in their capacity as such.

In addition, the bill provides that, in the case of an annuty con-
tract that is distributed to an individual and not included in the
individual’s income when the contract is distributed, the distribu-
tion of the contract is disregarded in applying this excise tax.
Rather, payments made under or received for such an annuity
contract are treated as retirement distributions subject to the
excise tax to the extent they are excess distributions.

In order to identify only those qualified plan distributions that
represent a payment of a benefit under the plan, the bill provides
that certain amounts returned to an employee under a qualified
cash or deferred arrangement or a plan subject to the special non-
discrimination requirements for employee contributions and em-
ployer matching contributions are not treated as part of the aggre-
gate annual distributions under a plan. Thus, under the bill, aggre-
gate annual distributions do not include a distribution, with re-
spect to an individual, of excess deferrals (as defined in sec. 402(g)),
excess contributions (as defined in sec. 401(k)(8)), excess aggregate
contributions (as defined in sec. 401(m)(6)), or certain amounts with-
drawn from an IRA before the due date of the return (sec.
408(d)(4)).

Under the bill, the operation of community property laws is dis-
regarded in determining the amount of aggregate annual distribu-
tions subject to the excise tax. Thus, just as a nonemployee spouse’s
interest in an employee spouse’s pension benefit is not taken into
account in determining the taxable income of an employee upon
distribution from or under a qualified plan, a nonemployee spouse’s
interest in such distributions is also disregarded in determining ag-
gregate annual retirement distributions subject to the excise tax.

c. Grandfather rule

Present Law

Under the Act, certain individuals may elect to be covered by a
special grandfather rule that exempts from the excise tax benefits
accrued as of August 1, 1986 (including benefits accrued under any
arrangements distributions from which are subject to the tax).
Under the grandfather, in the case of a defined contribution plan
or IRA, the accrued benefit of a participant as of August 1, 1986, is
the participant’s accrued benefit on that date. In the case of a de-
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fined benefit pension plan, the accrued benefit as of August 1, 1986,

is the present value of the participant’s benefit under the plan, de-

termined as if the participant separated from service on that date.
Benefits accrued as of August 1, 1986, to which the participant does
not have a nonforfeitable right are included in the definition of ac-
crued benefits for purposes of the grandfather rule.

If the grandfather rule is elected, then, for all purposes, the
threshold for retirement distributions that are excess distributions
is $112,500 (indexed), rather than the greater of $112,500 (indexed)
or $150,000.

The election to use the grandfather rule is to be made on a
return for a year beginning no later than January 1, 1988, and is
to be made in such form and contain such information as the Sec-
retary may prescribe. The election, once made, applies generally to
all retirement distributions made with respect to an individual, in-
cluding amounts subject to the special estate-level tax after the in-
dividual’s death. In addition, if an individual dies before the end of
the election period, the executor of the individual’s estate may
make the grandfather election.

The grandfather rule may only be elected with respect to an indi-
vidual if, as of August 1, 1986, the present value of the individual’s
interests subject to the excess distribution tax (if such tax were in
effect on that date) exceeds $562,500.

Explanation of Provision

Under the bill, for purposes of the grandfather rule, benefits ac-
crued as of August 1, 1986, do not include amounts that, as of
August 1, 1986, would not be distributions subject to the excise tax
if distributed on that date. Thus, under the bill, an individual’s ac-
crued benefit, for purposes of the grandfather, does not include any
portion of the accrued benefit that, as of August 1, 1986, (1) is pay-
able to an alternate payee pursuant to a qualified domestic rela-
tions order (sec. 414(p)) if includible in the income of the alternate
payee, or (2) is attributable to the individual’s investment in the
contract.

In addition, the bill clarifies that the grandfather rule is avail-
able if amounts are received with respect to an individual under (1)
the general rule, (2) the special rule for lump-sum distributions, or
(3) the special estate tax.

d. Post-death distributions

Present Law

The Act provided special rules to calculate the extent to which
retirement distributions made with respect to an individual after
the individual’s death are excess distributions subject to the excise
tax. In lieu of subjecting the post-death distributions (including dis-
tributions of death benefits) to the annual tax on excess distribu-
tions, the Act added an additional estate tax equal to 15 percent of
the individual’s excess retirement accumulation. After the estate
tax is imposed, post-death distributions are disregarded entirely in
applying the excise tax on excess distributions. Thus, beneficiaries
who are receiving distributions (other than certain former spouses
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 receiving benefits pursuant to a qualified domestic relations order)
- are not required to aggregate those amounts with any other retire-
ment distributions received on their behalf.

The excess retirement accumulation is defined as the excess (if
any) of the value of the decedent’s interests in all qualified retire-
ment plans, annuity plans, tax-sheltered annuities, and IRAs, over
the present value of annual payments equal to the annual excess
distribution ceiling for a period equal to the life expectancy of the
individual immediately before death.

In calculating the amount of the excess retirement accumulation,
the value of the decedent’s interest in all qualified plans, tax-shel-
tered annuities, and IRAs will be taken into account regardless of
the number of beneficiaries.

Explanation of Provision

The bill clarifies that, as is the case under the general rule, the
amount of the excess retirement accumulation with respect to an
individual for purpcses of the special estate tax is determined with-
out regard to community property laws. This rule is provided so
that the treatment of post-death distributions is consistent with the
treatment of distributions made with respect to an individual prior
to death.

In addition, under the bill, benefits that represent the decedent’s
investment in the contract or amounts payable to an alternate
payee and includible in the alternate payee’s income are disregard-
ed in determining the excess retirement accumulation.

The bill redefines the excess retirement accumulation to be the
excess (if any) of the present value of the decedent’s interests in all
qualified retirement plans, annuity plans, tax-sheltered annuities,
and IRAs, over the present value (as determined under rules pre-
scribed by the Secretary as of the applicable valuation date) of a
single life annuity with annual payments equal to the annual
excess distribution limit (as in effect for the year in which death
occurs and as if the individual had not died).

Under the bill, the amount of excess retirement accumulations
with respect to an individual does not include amounts that are
death benefits payable with respect to such individual. Therefore,
the bill provides that the amount of excess retirement accumula-
tions does not include the value of any death benefits payable by
the plan immediately after death with respect to a decedent to the
extent that the sum of such death benefits plus other benefits pay-
able with respect to the decedent exceeds the total value of benefits
payable with respect to the decedent immediately pricr to death.

The bill clarifies that, with respect to this special estate-level tax,
the tax may not be offset by any credits against the estate tax
(such as the unified credit).

Further, the bill provides an exception to the general rule that
the special estate-level tax applies to all excess retirement accumu-
lations with respect to an individual and that, after the estate-level
tax is imposed, a beneficiary receiving distributions with respect to
the individual is not required to aggregate the amounts received
with any other retirement distributions received by the beneficiary
on the beneficiary’s own behalf. Under this exception, if the spouse



138

of an individual is the beneficiary of all retirement accumulations
with respect to the individual, the spouse may elect, on a form at-
tached to the estate tax return, (1) not to have the special estate-
level tax apply and (2) for purposes of the general rule, to have the
distributions received with respect to the individual aggregated
with any distributions that the spouse receives on the spouse’s own
behalf. Thus, the amounts received with respect to the individual
would be subject to the general excise tax on excess distributions to
the extent that the amounts, when aggregated with the spouse’s
own benefits from or under qualified plans, tax-sheltered annuities,
and IRAs, exceed the threshold for the excise tax.

For purposes of this exception to the estate-level tax, if 1 or more
persons other than the spouse are beneficiaries of a de minimis
portion of the interests with respect to the individual that other-
wise would be subject to the estate-level tax, then the spouse is not
treated as failing to receive all excess retirement accumulations
with respect to the individual. Further, such de minimis amounts
are not subject to the excise tax on excess distributions nor to the
special estate-level tax if the spouse makes the election described
above. For purposes of this rule, an amount will not be considered
de minimis if it exceeds 1 percent of the decedent’s retirement ac-
cumulation.

e. Effective date

Present Law

Under the Act, the provisions generally apply to distributions
made after December 31, 1986. The special estate-level tax applies
with respect to the estate of a decedent dying after December 31,
1986.

Explanation of Provision

The bill clarifies that the provisions do not apply to distributions
with respect to a decedent who dies before January 1, 1987.



E. Miscellaneous Pension and Deferred Compensation Provisions

1. Discretionary contribution plans (sec. 111A(j) of the bill, sec.
1136 of the Reform Act, and secs. 401(a) (27), 404, and 818 of
the Code)

Present Law

Under present law, employer contributions to a profit-sharing
plan are not limited to the employer’s current or accumulated prof-
its. Contributions to a money purchase pension plan are required
to be fixed without reference to profits.

Explanation of Provision

Under the bill, a trust forming part of a plan will not be quali-
fied unless the plan designates (at such time and in such manner
as the Secretary may prescribe) whether the plan is intended to be
a money purchase pension plan or a profit-sharing plan. Of course,
a plan amendment is not required to comply with this rule until
such time as plan amendments generally are required under the
Act (sec. 1140).

2. Time required for plan amendments (sec. 111A(l) of the bill and
sec. 1140 of the Reform Act)

Present Law

The Act generally allowed plans that operated in compliance
with the new requirements of Title XI of the Act to delay the cor-
responding plan amendments to a specified time.

Explanation of Provision

The bill provides the same delayed amendment rules with re-
spect to the plan amendments required by Title XVIII of the Act
(the technical corrections title) or by the bill itself. This furthers
the intent of Congress to ease the administrative burdens on plans
by delaying the date required for certain amendments so that, in
general, all required amendments can be made in a single year.

In addition, the bill provides that a collective bargaining agree-
ment is not to be treated as terminated merely because a plan is
amended pursuant to the agreement to meet the requirements of
Title XI or Title XVIII of the Act. The bill does not intend to create
an inference that such an amendment otherwise would be consid-
ered a termination, or that an amendment made solely to conform
a plan to a requirement added by another Act is considered a ter-
mination.

(139)
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3. Federal Thrift Savings Plan (sec. 111A(n) of the bill, sec. 1147
of the Reform Act, and secs. 3121(v) and 7701(j) of the Code) ;

Present Law

Beginning in 1987, an employee generally is permitted to contrib- ‘
ute up to 10 percent of the employee’s rate of basic pay to the |
Thrift Savings Plan maintained by the Federal Government. If spe-
cial nondiscrimination requirements are satisfied and the limita- |
tion on elective deferrals is not exceeded, contributions to the plan
are not treated as made available merely because the employee
had an election to receive the amounts in cash. Therefore, the |
amounts deferred are not includible in an employee’s income until
distributed.

Explanation of Provision

The bill clarifies that the Thrift Savings Plan is required to meet
the rules of section 401(k)(4)B) under which the Plan may not be
maintained by any State or local government or any tax-exempt or-
ganization.

In addition, under the bill, the Thrift Savings Fund may elect to
have the nondiscrimination requirements applied separately to con-
tributions to the Fund with respect to employees who are covered
by the Civil Service Retirement and Disability System (CSRS) and
thus are treated differently under the Thrift Savings Plan (e.g.,
with respect to matching contributions). Separate treatment under
the nondiscrimination rules is analogous to the rules applicable to
qualified plans maintained by employers other than the Federal
Government.

4. Effective dates for collectively bargained plans (secs. 111(c), (g),
(h), and (n), and 111A(e) of the bill, and sees. 1105, 1111, 1112,
1120, and 1131 of the Reform Act)

Present Law

Under the Act, the effective dates of certain provisions are de-
layed with respect to plans maintained pursuant to 1 or more col-
lective bargaining agreements between employee representatives
and 1 or more employers ratified before March 1, 1986 (“collective-
ly bargained plans”). In some cases, the delayed effective date ap-
plies to the entire plan and, in other cases, the delay only applies
to, for example, individuals covered by 1 or more of the collective
bargaining agreements.

The provisions subject to the delayed effective date generally do
not apply to years beginning before the earlier of—

(1) the later of (a) January 1, 1989 (or, in certain cases, Janu-
ary 1, 1987) or (b) the date on which the last of the collective
bargaining agreements terminates (determined without regard
to any extension thereof after February 28, 1986), or

(2) January 1, 1991 (or, in certain cases, January 1, 1989).
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Explanation of Provision

The bill generally provides that the delayed effective date with
respect to collectively bargained plans applies to the entire plan in
the case of the amendments made by section 1111 (relating to the
application of nondiscrimination rules to integrated plans) and
1112 (relating to the minimum coverage and participation require-
ments for qualified plans) of the Act. As under present law, this
delayed effective date does not apply to any noncollectively bar-
gained plans even if such plans have terms identical to those of a
collectively bargained plan.

Also, the bill modifies the delayed effective date with respect to
the amendments made by section 1105, relating to the $7,000 limit
on elective deferrals. Under present law, the $7,000 limit does not
apply to contributions under a collectively bargained plan made
pursuant to 1 or more of the collective bargaining agreements re-
lating to the plan for taxable years beginning before the earlier
of—

(1) The date on which the last of such collective bargaining
agreements terminates (determined without regard to any ex-
tension thereof after February 28, 1986), or

(2) January 1, 1991.

Under the bill, clause ‘(1) above is modified to refer to the date
on which the collective bargaining agreement pursuant to which
the contribution is being made terminates. This change is appropri-
ate because the $7,000 limit is applied at the individual taxpayer
level. Thus, the later termination of a collective bargaining agree-
ment to which an individual is not subject should not affect that
individual’s tax treatment.

The bill also provides a delayed effective date for collectively bar-
gained plans with respect to 2 additional sections of the Act. First,
the amendments made by section 1120, applying nondiscrimination
rules to tax-sheltered annuity programs (sec. 403(b)), are not to
apply to collectively bargained plans in plan years beginning before
the earlier of—

(1) the later of (a) January 1, 1989, or (b) the date on which
the last of the collective bargaining agreements terminates
(without regard to any extension thereof after February 28,
1986), or

(2) January 1, 1991.

This delayed effective date applies to the entire program.

In addition, the amendments made by section 1131, relating to
the limits on deductions for contributions under a qualified plan
and to the excise tax on nondeductible contributions under a quali-
fied plan, are not to apply to contributions under a collectively bar-
gained plan made pursuant to any of the collective bargaining
agreements relating to the plan for taxable years beginning before
the earlier of—

(1) January 1, 1989, or

(2) the date on which the last of the collective bargaining
agreements terminates (determined without regard to any ex-
tension thereof after February 28, 1986).



F. Employee Benefit Provisions [

1. Nondiscrimination rules for statutory employee benefit plans ‘
(sec. 111B(a) of the bill, sec. 1151 of the Reform Act, sec. 209
of the Social Security Act and secs. 89, 125, 129, 414, 3121,
3231, 3306, 3401, and 6652 of the Code)

In general

Under present law, new nondiscrimination rules apply to statuto- |
ry employee benefit plans (sec. 89). The term ‘“‘statutory employee
benefit plans” includes accident or health plans and group-term
life insurance plans. At the election of the employer, the term also
includes qualified group legal services plans, educational assistance
programs, and dependent care assistance programs.

Under the new nondiscrimination rules, a plan generally is re-
quired to satisfy 3 eligibility tests—a 50-percent test, a 90-percent/
50-percent test, and a nondiscriminatory provision test—and a ben-
efits test. Alternatively, a plan may satisfy an 80-percent coverage
test, provided it also satisfies the nondiscriminatory provision test.

Nondiscrimination tests
50-percent test

Under the 50-percent test, nonhighly compensated employees
must constitute at least 50 percent of the group of employees eligi-
ble to participate in the plan. This requirement will be deemed sat-
isfied if the percentage of highly compensated employees who are
eligible to participate is not greater than the percentage of non-
highly compensated employees who are eligible.

90-percent/50-percent test

A plan does not satisfy the 90-percent/50-percent test unless at
least 90 percent of the employer’s nonhighly compensated employ-
ees are eligible for a benefit that is at least 50 percent as valuable
as the benefit available to the highly compensated employee to
whom the most valuable benefit is available. For purposes of this
test, all plans of the same type (i.e., all benefits excludable under
the same Code section) are aggregated.

For purposes of this 90-percent/50-percent test, available salary
reduction is not taken into account.

Nondiscriminatory provision test

The third eligibility test provides that a plan may not contain
any provision relating to eligibility to participate that by its terms
or otherwise discriminates in favor of highly compensated employ-
ees. This third test is intended to disqualify arrangements only on
the basis of discrimination that is not quantifiable.

(142)
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Benefits test

A plan does not satisfy the benefits test unless the average em-
ployer-provided benefit received by nonhighly compensated employ-
ees under all plans of the employer of the same type (i.e., plans
providing benefits excludable under the same Code section) is at
least 75 percent of the average employer-provided benefit received
by highly compensated employees under all plans of the employer
of the same type.

Alternative test

Present law also provides an alternative test that may be applied
in lieu of the eligibility and benefits tests described above. If a plan
benefits at least 80 percent of an employer’s nonhighly compensat-
ed employees, such plan is considered to satisfy the new nondis-
crimination rules. This alternative test will not apply unless the
plan satisfies the nondiscriminatory provision test described above.

This alternative test applies only to accident or health plans and
group-term life insurance plans. For purposes of this alternative
test, an individual will only be considered to benefit under a plan if
such individual receives coverage under the plan; eligibility to re-
ceive coverage is not considered benefiting under the plan.

Valuation

The Secretary is to prescribe rules regarding valuation of differ-
ent benefits. With respect to health coverage, the Secretary is to
prescribe tables prescribing the relative values of different types of
health coverage.

Definitions

For purposes of applying the new nondiscrimination rules,
present law provides generally applicable definitions of the follow-
ing: (1) highly compensated employee (sec. 414(q)); (2) employer (in-
cluding the employee leasing rules (sec. 414 (b), (c), (m), (n), (0), and
®)); (3) line of business or operating unit (as present law permits
the new nondiscrimination rules to be applied separately to sepa-
rate lines of business or operating units (sec. 414(r))); and (4) em-
ployees who are excluded from consideration. These definitions,
other than the line of business or operating unit rule, apply gener-
ally to all employee benefit plans, not only to statutory employee
benefit plans.

Qualification and reporting requirements

Employee benefit plans generally are subject to new qualification
and reporting requirements (sec. 89(k) and (1)).

a. Employers with no nonhighly compensated employees

Present Law

Under present law, the nondiscrimination rules applicable to
statutory employee benefit plans are applied by reference to the
eligibility of nonhighly compensated employees to participate in a
plan or to the amount of benefits provided to nonhighly compensat-
ed employees under a plan. It is unclear under present law how



144 I
these nondiscrimination rules apply in the case of an employer‘
who has no nonhighly compensated employees. ‘

Explanation of Provision

The bill clarifies that the nondiscrimination rules do not apply to !
an employer in a year in which such employer has no nonhighly |
compensated employees. As is so with respect to the nondiscrimina- |
tion rules generally, this rule is to apply separately with respect to
former employees under rules prescribed by the Secretary. ‘

b. Plan aggregation

Present Law

Under present law, each different option generally is a separate '
plan for testing purposes. However, for purposes of the 50-percent
eligibility test and the 80-percent alternative test, comparable acci-
dent or health plans may be aggregated (sec. 89(g)(1)).

Explanation of Provision

The bill provides that, under rules prescribed by the Secretary, if
an employee is eligible for (in the case of the 50-percent test) or re-
ceives coverage under more than 1 accident or health plan, then,
for purposes of the 50-percent test and the alternative 80-percent
test, such plans are required to be considered 1 plan with respect to
such employee.

For example, assume that an employer maintains 2 plans: 1 ben-
efiting all employees with a value of $950 and a second benefiting
only highly compensated employees with a value of $1,000. The
highly compensated employees receiving benefits from both plans
are to be treated for purposes of the 50-percent test and the alter-
native 80-percent test as receiving $1,950 of benefits from 1 plan
while the nonhighly compensated employees are to be treated as
receiving $950 of benefits from a separate plan. Under the compa-
rability rules (sec. 89(g)(1)), these plans would not be comparable so
that the plan covering the highly compensated employees would
satisfy neither the 50-percent test nor the alternative 80-percent
test.

c. Family coverage

Present Law

Under present law, a special rule applies in the case of family
coverage under an accident or health plan. Pursuant to this special
rule, the coverage for employees and the coverage for spouses and
dependents may be tested separately, as if they constituted 2 differ-
ent types of plans, for purposes of the 90-percent/50-percent test.
Further, for purposes of the same test, with respect to coverage of
spouses and dependents, the employer may disregard employees
who do not have a spouse or dependent. An employer who elects
this latter optional rule is required to obtain and maintain, in such
manner as the Secretary prescribes, adequate sworn statements to
demonstrate whether employees have a spouse or dependent.
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Explanation of Provision

The bill deletes the rule allowing employers to apply the 90-per-

cent/50-percent test separately with respect to family coverage and
| to take into account for such purpose only employees who have a
| family. This rule implies that family coverage cannot be considered
| available to an employee who does not have a family.

Under the bill, family coverage (i.e., coverage of an employee’s
family which is considered separate from coverage of the employee)
may be considered to be available or provided to an employee de-
spite the fact that the employee does not have a family. The pur-
pose of this rule is to relieve employers from the burden of deter-
mining which employees have families.

This rule alone, however, could produce inappropriate results in
certain very limited circumstances and it is intended that the non-
discriminatory provision test be applied to prevent such results.
Thus, if, under the facts and circumstances, it is clear that the em-
ployer is, by using the above rule that allows family coverage to be
considered to be available or provided to an employee who does not
have a family, evading the other nondiscrimination tests, the non-
discriminatory provision test is not to be considered satisfied with
respect to the relevant plan or plans.

For example, assume that an employer had 2 highly compensat-
ed employees and 8 nonhighly compensated employees, none of
whom had families. The employer provided $3,000 of employee cov-
erage to each of the 2 highly compensated employees. For the same
year, the employer provided family coverage to each of the 8 non-
highly compensated employees the value of which was $3,000 per
employee under the Secretary’s valuation tables. Because compara-
ble plans may be aggregated for purposes of the alternative 80-per-
cent test, the employer would satisfy such test. This is not the
result intended by Congress, since the facts of this example clearly
indicate that by using the rule allowing family coverage to be con-
sidered to be provided to employees without families, the employer
is avoiding providing the nonhighly compensated employees truly
nondiscriminatory benefits. Thus, the nondiscriminatory provision
test would not be considered satisfied with respect to the plan cov-
ering the highly compensated employees.

This application of the nondiscriminatory provision test applies
not only with respect to evasion of the alternative 80-percent test,
but to evasion of any of the tests. For example, the nondiscrimina-
tory provision test would not be considered satisfied with respect to
a plan maintained by the employer in the above example for its
highly compensated employees if such plan satisfied the 90-per-
cent/50-percent test by virtue of a second plan making family cov-
erage available to the nonhighly compensated employees.

d. Sworn statements

Present Law

For purposes of applying the benefits test to accident or health
plans, an employer generally (see sec. 89(g)(2)(D)) may elect to disre-
gard any employee or family member of an employee if such indi-
vidual is covered by a health plan that provides core benefits and

73-917 O - 87 - 6
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that is maintained by another employer of the employee or of a
member of the employee’s family. An employer who elects this op-
tional rule is required to obtain and maintain, in such manner as
the Secretary prescribes, adequate sworn statements to demon-
strate whether individuals have core health coverage from another
employer.

Explanation of Provision

The bill provides that, with respect to an employer (“first em-
ployer”), an individual may be considered to have core health bene-
fits from another employer of such individual or of a member of
such individual’s family, despite the fact that no sworn statement
is obtained and maintained to that effect, if (1) the first employer
makes available to an employee, at no cost, core health benefits
with respect to such individual, and (2) no health benefits under
any plan of the first employer are provided with respect to such
individual. For purposes of this rule, any financial detriment with
respect to core health benefits, regardless of whether it is direct or
indirect, current or future, fixed or contingent, is considered a cost
rendering this special rule inapplicable. A benefit that is available
to an employee on the condition that such employee reduce his
salary or forego another benefit is considered available at a cost.

Under present law, with respect to an employer that elects to
disregard individuals covered (or deemed covered under the rule
described above) by another employer’s core health benefits, in the
absence of a sworn statement, a highly compensated employee is
treated as (1) covered by a plan of another employer providing core
health benefits, and (2) not having a spouse or dependent. Thus,
the special rule under the bill described above only affects non-
highly compensated employees.

e. Excluded employees

Present Law

Under present law, certain classes of employees are disregarded
in applying the nondiscrimination rules if neither the plan, nor
any other plan of the same type, is available to any employee in
the same class. Two of the disregarded classes are (1) in the case of
an accident or health plan (other than with respect to noncore ben-
efits), employees who have not completed 6 months of service (or
such shorter period of service as may be specified in the plan); and
(2) in the case of any other statutory employee benefit plan (includ-
ing an accident or health plan with respect to noncore benefits),
employees who have not completed 1 year of service (or such short-
er period of service as may be specified in the plan).

An employer is to exclude an employee, on the grounds that such
employee has not satisfied the required period of initial service,
during the period prior to the first day of the calendar month im-
mediately following the actual satisfaction of the initial service re-
quirement. In general, this exclusion does not apply if any employ-
ee is eligible under any plan of the same type prior to the first day
of the calendar month immediately following the actual satisfac-
tion of the initial service requirement.
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In addition, the legislative history of the Act provided certain
rules of convenience, relating to the time at which the nondiscrim-
ination rules are to be applied, that were intended to reduce the
administrative burden of applying the nondiscrimination rules.

Explanation of Provision

Under the bill, the rule regarding the exclusion of employees be-
tween the date of actual satisfaction of the initial service require-
ment and the first day of the calendar month immediately follow-
ing such satisfaction is modified so that an employer may use, in-
stead of the first day of the next calendar month, the first day of a
period of less than 31 days specified by the plan. For example,
assume that an employer required 60 days of service for participa-
tion in a health plan, but did not allow participation to commence
other than on the first day of 4-week periods. Such employer is to
exclude employees during the period prior to the first day of the 4-
week period following satisfaction of the 60-days-of-service require-
ment.

The Secretary is to provide corresponding changes to the rules of
convenience relating to the time for testing described in the legisla-
tive history of the Act.

This amendment, allowing use of a period of less than 31 days,
provides employers with flexibility without adversely affecting the
policy of the nondiscrimination rules.

f. Self-employed individuals

Present Law

Under the Act, it is unclear whether self-employed individuals
are treated as employees for purposes of the nondiscrimination
rules applicable to statutory employee benefit plans.

Explanation of Provision

The bill clarifies that, for purposes of applying the nondiscrim-
ination rules to statutory employee benefit plans, the term ‘“‘em-
ployee” includes any self-employed individual (as defined in sec.
401(c)(1)), and the term “compensation” includes such individual’s
earned income (as defined in sec. 401(c)(2)).

In addition, an individual who owns the entire interest in an un-
incorporated trade or business is to be treated as his own employer.
A partnership is to be treated as the employer of each partner who
is treated as an employee under the rule described above.

These rules do not affect whether a self-employed individual may
exclude a benefit provided under a statutory employee benefit plan.
For example, group-term life insurance provided to a self-employed
individual may not be excluded by the self-employed individual be-
cause section 79 does not apply to self-employed individuals. The
effect of this provision of the bill is to count a self-employed indi-
vidual as an employee even though such individual is not eligible
for the exclusion. Generally, this will facilitate compliance with the
nondiscrimination rules, since self-employed individuals, who gen-
erally are highly compensated employees under the applicable defi-
nition (sec. 414(q)), are taken into account but treated only as eligi-
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ble for and receiving benefits that are excludable or deductible.
Thus, for example, with respect to health benefits, a self-employed
individual is treated as receiving (or eligible for) a benefit equal to
25 percent of the amount paid (or payable) for health insurance,
since that is the only amount that is tax-favored with respect to a
self-employed individual (secs. 106 and 162(m)).

g. Sanctions

Present Law

Year of inclusion

Under present law, if a plan is discriminatory in a plan year,
highly compensated employees are taxable on the value of the dis-
criminatory excess in their taxable year in which or with which
the plan year ends.

Discriminatory excess

The discriminatory excess is defined as the amount of the other-
wise nontaxable employer-provided benefit (including benefits pur-
chased with elective contributions) that would have to have been
purchased with after-tax employee contributions by the highly
compensated employees in order for all of the nondiscrimination
tests to be satisfied. In the case of group-term life insurance, the
value of discriminatory coverage is the greater of the cost of cover-
age under section 79(c) or the actual cost of coverage.

Employer sanction

If the employer does not report the discriminatory excess (or
other amounts includible under sec. 89) in a timely manner, the
employer may be subject to an employer-level sanction (sec.
6652(1)).

Explanation of Provision
Year of inclusion

Under present law, if a plan is discriminatory and the plan year
is, for example, the calendar year, the employer has only 1 month
to determine the discriminatory excess with respect to the highly
compensated employees in order to file accurate Forms W-2 in a
timely manner. In many cases, this is not a sufficient period of
time. Thus, the bill provides a special rule with respect to plans
with a plan year ending after September 30 and on or before De-
cember 31 of a calendar year.

Under this special rule, an employer may elect to have the dis-
criminatory excess included in the incomes of highly compensated
employees in their taxable year following the taxable year with or
within which the plan year ends. If an employer makes such an
election, however, the employer’s deduction relating to such dis-
criminatory excess is to be allowable only in the employer’s taxable
year with or within which ends the plan year following the plan
year in which the discriminatory excess occurred. It is not intend-
ed, however, that an employer be permitted to avoid the deferral of
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the deduction through the use of a short plan year following the
plan year in which the discriminatory excess occurred.

Discriminatory excess

For purposes of determining and allocating the discriminatory
excess with respect to a group-term life insurance plan, employer-
provided coverage over $50,000 will be treated as nontaxable under
the bill. Thus, to the extent that the discriminatory coverage does
not exceed the total coverage over $50,000, the effect of a finding of
discrimination is simply the inclusion in income of the excess, if
any, of the actual cost of the discriminatory coverage over the cost
of such coverage under section 79(c).

For example, assume an employee receives $150,000 of employer-
provided coverage and the $100,000 excess over $50,000 is included
in income, at the cost determined under section 79(c), pursuant to
section 79(a). Assume further that $25,000 of such employee’s cover-
age is determined to be discriminatory. The effect of this finding of
discrimination is that the excess, if any, of the actual cost of such
$25,000 of coverage over the section 79(c) cost of such coverage is
included in the employee’s income (in addition to the section 79(c)
cost of the $100,000 of coverage (i.e., the amount over $50,000)).

Qualification rule

If a plan to which section 505 applies—generally, a plan part of
which is a voluntary employees’ beneficiary association (VEBA)
(sec. 501(c)9)) or a qualified group legal services organizations
(GLSO) (sec. 501(c)20))—violates the new qualification require-
ments (sec. 89(k)), the VEBA or GLSO is not to be exempt from tax
under section 501(a). A plan failing to satisfy the new qualification
requirements is not the type of plan for which the VEBA or GLSO
tax exemption was established.

Employer sanction

If an employer does not report a discriminatory excess (or other
amount includible under sec. 89) in a timely manner, the employer
may be subject to an employer-level sanction. Under the bill, it is
clarified that the employer-provided benefit subject to the employer
sanction is determined under the general rules applicable under
section 89 except that the special rule relating to group-term life
insurance plans, under which employees are assumed to be age 40,
does not apply. Of course, the adjustment of the employer-provided
benefit under a group-term life insurance plan based on the em-
ployee’s compensation also does not apply.

h. Inclusion in wages

Present Law

Under present law, amounts that are includible in an employee’s
income because the section 89 requirements relating to employee
benefit plans are not satisfied are not in all cases treated as wages
(or compensation) for employment tax purposes.
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Explanation of Provision

Under the bill, amounts that are includible in gross income by
reason of section 89 are included in wages (or compensation), as of
the time includible in gross income, for purposes of the Federal In-
surance Contributions Act (sec. 3121), the Railroad Retirement Tax
Act (sec. 3231(e)), the Federal Unemployment Tax Act (sec. 3306),
income tax withholding (sec. 3401), and the Social Security Act (sec.
209). Of course, such inclusion is subject to the applicable limits on
wages (or compensation).

i. Dependent care assistance programs

Present Law

Present law provides a benefits test applicable to dependent care |
assistance programs that are not treated as statutory employee
benefit plans under section 89 (sec. 129(d)(8)). For purposes of apply- |
ing this benefits test to salary reduction amounts, employees with
compensation (as defined in sec. 414(q)(7)) below $25,000 are to be
disregarded. This special rule does not apply if the dependent care
assistance program is treated as a statutory employee benefit plan
under section &9.

Explanation of Provision

For purposes of applying the special benefits test (sec. 129(d)(7),
as redesignated by the bill) to salary reduction amounts under a
dependent care assistance program that is not treated as a statuto-
ry employee benefit plan under section 89, an employer may elect
to take into account employees with compensation (as defined in
sec. 414(q)(7)) below $25,000. Thus, the employer may elect to take
into account all employees with compensation below $25,000 or
may disregard employees with compensation below any specified
amount lower than $25,000. This rule is provided so that an em-
ployer may elect to take into account all nonhighly compensated
employees in applying the special benefits test.

j. Cafeteria plans

Present Law
Definition of a cafeteria plan

Under present law, the definition of a cafeteria plan includes a
plan only offering a choice between nontaxable benefits (sec. 125).

Qualified benefits

To qualify as a cafeteria plan, a plan may not offer benefits other
than cash and qualified benefits. The term “qualified benefits” gen-
erally means any benefit that, with the application of section
125(a), is excludable from an employee’s income by reason of a pro-
vision of Chapter 1 of the Code (other than secs. 117, 124, 127, or
132). In addition, the term includes (1) any group-term life insur-
ance coverage that is includible in income only because it is in
excess of $50,000, and (2) any other benefit permitted under regula-
tions.
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Explanation of Provision

Definition of a cafeteria plan

The bill amends the definition of a cafeteria plan so that a choice
between nontaxable benefits is not a cafeteria plan. The inclusion
of a choice between nontaxable benefits as a cafeteria plan would
require, to make the provision effective as a practical matter, addi-
tional amendments not intended by Congress. For example, under
present law, a choice between nontaxable benefits, one of which
constituted deferred compensation, would generally not be a cafete-
ria plan in light of the prohibition on deferred compensation in a
cafeteria plan. Thus, an employer could simply add to any choice
between nontaxable current benefits the choice of a nominal non-
taxable deferred benefit; this would at least arguably remove the
arrangement from the definition of a cafeteria plan. Although this
and other problems with the new definition could have been indi-
vidually addressed with additional rules, such rules would have
added complexity not contemplated by Congress.

Sanctions

The bill also clarifies that, in the case of a cafeteria plan that
fails the cafeteria plan nondiscrimination test (sec. 125(b)(1)), only
highly compensated employees are taxable on the available taxable
benefits. In the case of a cafeteria plan that fails the key employee
concentration test (sec. 125(b)(2)), the bill clarifies that only key em-
ployees are taxable on the available taxable benefits.

Qualified benefits

In addition, the bill modifies the definition of qualified benefits.
Under the bill, the term “qualified benefits” includes benefits that
would be qualified benefits but for the fact that they are includible
in an employee’s income under section 89. Thus, if, for example,
there is a discriminatory excess with respect to a health plan of-
fered under a cafeteria plan, such discriminatory excess will not
cause the cafeteria plan to cease to be a cafeteria plan.

k. Continuation of health care

Present Law

Under present law, for purposes of most employee benefit provi-
sions, certain aggregation rules are applied (sec. 414(b), (c), (m), (0),
and (t)). Thus, related employers generally are treated as a single
employer for purposes of these provisions. Further, under certain
circumstances, leased employees may be treated as employees of
the lessee (sec. 414(n)).

Explanation of Provision

The bill extends the rules aggregating related employers (sec.
414(b), (c), (m), (0), and (t)) and the employee leasing rules (sec.
414(m)) to the continuation-of-health-care rules under section
162(i)(2) and 162(k) and under section 2201(b) of the Public Health
Service Act. (The Act applied such aggregation and leasing rules
for purposes of the continuation-of-health-care rules under sec. 106



152

and the Employment Retirement Income Security Act of 1974
(ERISA).) Such extension presents evasion of the continuation-of-
health-care rules by the use of multiple employers, employee leas-
ing, or other arrangements.

Under the bill, this extension and the application under the Act
of the same aggregation and leasing rules to section 106 (relating to
the exclusion from income of employer-provided accident or health
coverage) and to the continuation-of-health-care rules of ERISA are
effective for years beginning after 1986.

1. Effective date

Present Law

In general, the amendments made by section 1151 of the Act,
which provide the new rules regarding nondiscrimination, depend-
ent care assistance programs, cafeteria plans, qualification, and re-
pgrting generally are effective for years beginning after the later
0 —

(1) December 31, 1987, or

(2) the earlier of—

(a) the date that is 3 months after the date on which the Sec-
retary issues regulations under section 89, or
(b) December 31, 1988.

Explanation of Provision

Under the bill, an employer may elect to apply the new rules of
section 1151 of the Act (including the nondiscrimination rules,
qualification rules, reporting rules, and cafeteria plan rules) to cer-
tain group-term life insurance plans in plan years beginning after
October 22, 1986. The plans for which this election is available are
described in section 125(c)(2)(C).

2. Deductibility of health insurance costs of self-employed individ-
uals (sec. 111B(b) of the bill, sec. 1161 of the Reform Act, and
sec. 162(m) of the Code)

Present Law

Under certain circumstances, a self-employed individual may
deduct 25 percent of the amounts paid for health insurance for a
taxable year on behalf of the individual and the individual’s spouse
and dependents (sec. 162(m)). The deduction is allowable in calcu-
lating adjusted gross income.

Explanation of Provision

The bill clarifies that, consistent with the Congressional intent
reflected in the Statement of Managers, the amount deductible
under section 162(m) is not taken into account in computing net
earnings from self-employment (sec. 1402(a)). Therefore, the
amounts deductible under section 162(m) do not reduce the income
base for the self-employed individual’s social security tax.
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3. Treatment of certain full-time life insurance salespersons (sec.
111B(e) of the bill, sec. 1166 of the Reform Act, and sec.
7701(a)(20) of the Code)

Present Law

Under present law, a full-time life insurance salesperson is treat-
ed as an employee for purposes of the cafeteria plan provision with
respect to accident and health plans.

Explanation of Provision

The bill clarifies Congressional intent, reflected in the Statement
of Managers, to treat full-time life insurance salespersons as em-
ployees for purposes of the cafeteria plan provision with respect to
benefits that the salesperson is otherwise permitted to exclude
from income.

4. Exclusion of cafeteria plan elective contributions from wages
for purposes of employment taxes (sec. 111B(a) of the bill, sec.
1151(d) of the Reform Act, sec. 209(e) of the Social Security Act,
and secs. 3121(a)(5) and 3306(b)(5) of the Code)

Present Law

Under present law, no amount is included in the gross income of
a participant in a cafeteria plan meeting certain requirements
solely because, under the plan, the participant may choose among
the benefits of the plan. Under the Act, this exception from the
principles of constructive receipt generally also applies for pur-
poses of FICA and FUTA taxes. The exception does not apply, how-
ever, for FICA and FUTA tax purposes with respect to elective de-
ferrals under a qualified cash or deferred arrangement that is part
of a cafeteria plan.

Explanation of Provision

The bill clarifies that the exclusion from wages provided under
the Act with respect to FICA and FUTA taxes is limited to pay-
ments under a cafeteria plan that are excludable from gross
income and that would not be treated as wages if provided outside
of the cafeteria plan. Thus, for example, no amount is included in
an employee’s wages for FICA and FUTA tax purposes attributable
to the employee’s election of a health benefit under a cafeteria
plan if no amount is included in the employee’s income with re-
spect to such election.

5. Tax treatment of qualified campus lodging (sec. 111B(d) of the
bill, sec. 1164 of the Reform Act, and sec. 119(d) of the Code)

Present Law

Under present law, the fair market value of use (on an annua-
lized basis) of qualified campus lodging furnished by, or on behalf
of, an educational institution (within the meaning of sec.
170(b)(1)(A){i)) is treated as not greater than 5 percent of the ap-
praised value for the lodging, but only if an independent appraisal
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of the fair market value of the lodging is obtained by a qualified |
appraiser under rules prescribed by the Secretary. For purposes of |
this rule, the appraised value is to be determined as of the close of
the calendar year in which the taxable year begins. \

The purpose of this provision is to avoid disputes between educa- |
tional institutions and the Internal Revenue Service regarding |
whether an individual has income attributable to the use, for a
specified rent, of employer-furnished lodging located on a campus
of, or in the proximity of, the educational institution.

Explanation of Provision

If the appraised value of qualified campus lodging is determined
as of the close of the calendar year in which the taxable year
begins, the 5-percent ceiling on the value of use of such lodging
may not be known until after the beginning of the rental period
and thus after the rent for the lodging has been established. The
result may be that the rent chosen is below the 5-percent ceiling,
which may give rise to income for the individual using the lodging.

The bill modifies the date on which the appraised value is deter-
mined in the case of a rental period not greater than 1 year. In
such case, the appraised value may be determined at any time
during the calendar year in which the rental period begins.

6. Military fringe benefits (sec. 111B(f) of the bill, sec. 1168 of the
Reform Act, and sec. 134 of the Code)

Present Law

Under present law, qualified military benefits are excludable
from gross income. The term “qualified military benefit” generally
means any allowance or in-kind benefit that—

(1) is received by any member or former member of the uni-
formed services of the United States or any dependent of such
member by reason of such member’s status or service as a member
of such uniformed services, and

(2) was excludable from gross income on September 9, 1986,
under any provision of law or regulation thereunder that was in
effect on such date (other than a provision of Title 26).

For purposes of the exclusion of qualified military benefits that
are payable in cash, certain adjustments to such benefits after Sep-
tember 9, 1986, are to be disregarded and thus are not to be cov-
ered by the section 134 exclusion.

Of course, benefits provided in connection with an individual’s
status or service as a member of the uniformed services may be ex-
cluded from income under other sections of the Code if the require-
ments for exclusion under such other sections are satisfied, even if
such benefit does not qualify as a qualified military benefit.

Explanation of Provision

The bill clarifies that, with respect to the definition of qualified
military benefit, the exclusion on September 9, 1986, may have
been by administrative practice, in addition to by law or regula-
tion.
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The bill also provides that the term ‘“qualified military benefit”

does not include personal use of a vehicle. This amendment applies
to taxable years beginning after December 31, 1986.
. Under the bill, it is further intended that qualified military bene-
(fits that are provided in kind may be modified or adjusted after
' September 9, 1986, without affecting the excludability of such bene-
' fit under section 134.

In addition, the bill modifies the general effective date of section
134 to apply to taxable years beginning after December 31, 1984
(rather than beginning after December 31, 1986).



G. Employee Stock Ownership Plans (ESOPs)

An employee stock ownership plan (ESOP) is a qualified stock
bonus plan or a combination of a stock bonus and a money pur-
chase pension plan under which employer stock is held for the ben-
efit of employees. The stock, which is held by 1 or more tax-exempt
trusts under the plan, may be acquired through direct employer
contributions or with the proceeds of a loan to the trust (or trusts)
that is exempt under section 4975. An ESOP is required to be de-
signed to be invested primarily in employer securities.

1. Changes in qualification requirements relating to ESOPs (sec.
111B(), (§), and (k) of the bill, secs. 1174-1176 of the Reform
Act, and secs. 401, 415, and 409 of the Code)

a. Diversification of investments

Present Law

The Act requires an ESOP to offer a partial diversification elec-
tion to participants who meet certain age and participation re-
quirements (qualified participants). Under the Act, a qualified par-
ticipant is entitled annually during any diversification election
period following each plan year in the participant’s qualified elec-
tion period to direct diversification of up to 25 percent of the par-
ticipant’s account balance (50 percent in the last election period).

Under the Act, an ESOP is required to provide an annual diver-
sification election period for the 90-day period following the close of
the ESOP plan year. Thus, for 90 days after the end of a plan year,
an ESOP is to permit an election by those qualified participants
who become or remain eligible to make a diversification election
during the plan year. Under the Act, any participant who has at-
tained at least age 55 and completed at least 10 years of participa-
tion in the plan is a qualified participant. A qualified participant
may modify, revoke, or make a new election at any time during the
90-day election period. Any qualified participant is permitted to
make a diversification election during each diversification election
period following each plan year in the participant’s qualified elec-
tion period.

No later than 90 days after the close of the election period, the
plan is to complete diversification pursuant to participant elec-
tions. The diversification requirement can be satisfied by (1) offer-
ing to distribute to the participant an amount equal to the amount
for which the participant elected diversification, (2) substituting for
the amount of the employer securities for which the participant
elected diversification an equivalent amount of other assets, in ac-
cordance with the participant’s investment direction, or (3) provid-
ing the participant the option to transfer (in accordance with appli-
cable qualification rules) the portion of the account balance for

(156)
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' which diversification is elected into a qualified plan that provides
| for employee-directed investment and in which the required diver-
| sification options are available. The ESOP, or the transferee pian
| in the case of a transfer described in (3), is to offer at least 3 invest-
' ment options (not inconsistent with regulations prescribed by the
Secretary).

Explanation of Provision

In order to conform to Congressional intent, the bill clarifies that
a qualified participant’s qualified election period generally begins
with the plan year during which the participant attains age 55 and
ends with the fifth succeeding plan year. If, however, the partici-
pant has not completed 10 years of plan participation by the end of
the plan year in which the participant attains age 55, the qualified
election period begins with the plan year in which the participant
completes 10 years of plan participation and ends with the fifth
succeeding plan year.

For example, in the case of an ESOP using the calendar year as
the plan year, a participant who completes 10 years of plan partici-
pation before attaining age 55 and who attains age 55 in 1990, be-
comes a qualified participant in the plan year beginning January 1,
1990. That participant is eligible to direct diversification during the
90-day election period beginning January 1, 1991, and remains eli-
gible to direct diversification during the annual election periods in
1992, 1993, 1994, 1995, and 1996.

Similarly, if the participant completes 10 years of participation
in 1990 when the participant is 58, the participant becomes a quali-
fied participant in the plan year beginning January 1, 1990. The
participant is eligible to direct diversification during the election
periods in 1991, 1992, 1993, 1994, 1995, and 1996.

Under the bill, the qualified election period of any participant
does not begin before the first plan year beginning after December
31, 1986. Thus, for example, under the bill, if a participant in a cal-
endar year ESOP attained age 55 and had 10 years of plan partici-
pation in 1986, the participant is eligible to make a diversification
election during the election periods in 1988, 1989, 1990, 1991, 1992,
and 1993.

The bill also clarifies that diversification is to be completed no
later than 90 days after the close of the election period, regardless
of the method used to implement diversification elections. Thus, di-
versification is to be completed within the 90-day period regardless
of whether diversification is implemented by means of distribution,
transfer to another qualified plan which offers the requisite invest-
ment options, or reinvestment of employer securities in other
assets.

b. Distributions from tax-credit ESOPs

Present Law

An ESOP under which an employer contributes employer securi-
ties (or cash with which to acquire employer securities) in order to
qualify for a credit against income tax liability is referred to as a
tax-credit ESOP. This credit was initially investment-based (and
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the plans were called TRASOPs due to their origin in the Tax Re- |
duction Act of 1975), but was payroll-based after 1982 (and the |
plans were called PAYSOPs). The Act repealed the credit with re-
spect to compensation paid or accrued after December 31, 1986.

Tax-credit ESOPs are subject to the requirements generally ap-
plicable to qualified plans and ESOPs. In addition, tax-credit
ESOPs are subject to special qualification requirements. In general,
under present law, employer securities allocated to an employee’s
account under a tax-credit ESOP may not be distributed before the
end of the 84th month after the month in which the securities were
allocated. This limitation does not apply to distributions of securi-
ties in the case of the employee’s separation from service death, or
disability, or in the case of certain corporate acquisitions. In addi-
tion, under the Act, the 84-month rule does not apply to distribu-
tions upon termination of the tax-credit ESOP, effective with re-
spect to plan terminations after December 31, 1984.

Explanation of Provision

The bill clarifies that the exception to the 84-month rule for dis-
tributions on termination of a tax-credit ESOP is available only
with respect to lump-sum distributions (within the meaning of sec.
401(k)(10)(B){ii) as added by the bill) upon the termination of the
plan without the establishment of a successor plan. The bill also
clarifies that the exception is effective with respect to distributions
(rather than plan terminations) occurring after December 31, 1984.

In order to coordinate the 84-month rule with the new diversifi-
cation rules, the bill provides that the 84-month rule does not
apply to the extent that a distribution is made to satisfy the diver-
sification requirement. This exception to the 84-month rule applies
only to the extent that the diversification requirement cannot be
satisfied by distributing employer securities that have already met
the 84-month rule.

c. Timing of distributions

Present Law

The Act modified the rules relating to the timing and form of re-
quired distributions. Under the Act, an ESOP is to permit earlier
distributions to employees who separate from service before normal
retirement age. Unless an employee otherwise elects in writing, the
payment of benefits under an ESOP is to begin no later than 1
year after the close of the plan year (1) in which the participant
separates from service by reason of attainment of normal retire-
ment age under the plan, or (2) that is the fifth plan year following
the participant’s separation from service for any other reason,
unless the participant is reemployed by the employer before such
year. The Act provided a special rule with respect to the portion of
the participant’s account (if any) that consists of securities acquired
with an exempt loan.

The rules added by the Act accelerate the otherwise applicable
benefit commencement date. Accordingly, if the general rules (secs.
401(a)(9) and 401(a)(14)) require the commencement of distributions
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' at an earlier date, those general rules override the special ESOP
' rules.

‘ Explanation of Provision

| Under the special distribution rule applicable to ESOPs, the bill
provides that, in the case of a separation from service for reasons

. other than separation on or after normal retirement age, death, or

! disability, distributions are not required to begin if the participant

' returns to service with the employer prior to the time distribution
is otherwise to begin under the rule.

d. Right to demand employer securities

Present Law

A participant in an ESOP who is entitled to a distribution under
the plan has the right to demand that the participant’s benefits be
distributed in the form of employer securities.

Explanation of Provision

To coordinate with the new diversification rules, the bill provides
that a participant does not have the right to demand that benefits
be paid in the form of employer securities with respect to the por-
tion of the participant’s account that the participant elected to di-
versify.

e. Voting

Present Law

An ESOP (or other defined contribution plan other than a profit-
sharing plan) that is established by an employer whose stock is not
publicly traded is generally required to pass through certain voting
rights to plan participants (sec. 401(a)(22)). Under the Act, the pass-
through voting requirement is eliminated with respect to employer
securities issued by an employer whose stock is not publicly traded
if a substantial portion of the employer’s business consists of pub-
lishing a newspaper for general circulation on a regular basis.

Explanation of Provision

The bill incorporates in the statute the provision in the State-
ment of Managers that the exception to the voting rules applies to
an employer (determined without regard to the controlled group
rules) whose business consists of publishing a newspaper for gener-
al circulation on a regular basis. Thus, the exception does not
apply to members of the controlled group that do not meet this re-
quirement.

The bill replaces the term ‘“not publicly traded” in section
401(a)(22) with the term “not readily tradable on an established
market” to conform to the term used in section 409.
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2. Estate tax deduction for sales to an ESOP® (sec. 111B(g) of the
bill, sec. 1172 of the Reform Act, and secs. 409 and 2057 of the
Code)

Present Law

The Act permits a deduction from the gross estate of 50 percent
of the qualified proceeds from a qualified sale of employer securi-
ties. Under the Act, a qualified sale means any sale of employer
securities (within the meaning of sec. 409(1)) by an executor to (1)
an ESOP described in section 4975(e)(7), or (2) an eligible worker-
owned cooperative (as defined in sec. 1042(c)(2)).

Under the Act, certain penalties apply if any portion of the
assets attributable to employer securities acquired in a qualified
sale (or assets in lieu thereof) accrue or are allocated during the
nonallocation period for the benefit of (1) a decedent whose estate
makes such a sale, (2) any person who is related to the decedent in
one of the ways described in section 267(b), or (3) any other person
who owns (after application of the attribution rules of sec. 318(a) as
modified for this purpose) more than (a) 25 percent (by number) of
any class of outstanding stock of the corporation (or certain related
corporations) that issued such qualified securities, or (b) more than
25 percent of the total value of any class of outstanding stock of
the corporation (or certain related corporations).

There are 2 sanctions for failure to comply with the allocation
restriction. First, the Act requires that an ESGP that acquires se-
curities in a qualified sale is required to provide that the restric-
tion on the allocation of securities (or assets in lieu thereof) to the
sellers, family members, and 25-percent shareholders will be satis-
fied. Failure to comply with this requirement results in disqualifi-
cation of the plan with respect to those participants who received
prohibited allocations. Thus, failure to comply results in income in-
clusion for those participants of the value of their prohibited allo-
cations on the date of such allocations. Second, if there is a prohib-
ited allocation or accrual, then a 50 percent excise tax is imposed
on the amount involved in the prohibited allocation (sec. 4979A).

Explanation of Provision

The bill conforms the nonallocation rules applicable to sales
under section 2057 to the nonallocation rules applicable to sales
under section 1042 (relating to nonrecognition treatment for cer-
tain sales of stock to an ESOP): With respect to the rule prohibit-
ing allocation or accrual of benefits under a plan attributable to se-
curities acquired in a qualified sale (or assets in lieu of such securi-
ties), the bill clarifies that the nonallocation period is the period be-
ginning on the date of the sale and ending on the date that is 10
years after the later of (1) the date of sale or (2) the date of the
plan allocation attributable to the final payment of acquisition in-
debtedness incurred in connection with such sale.

¢ H.R. 1311 and S. 591 (100th Cong.) would make modifications to sec. 2057. The modifications
are designed to conform the provision to Congressional intent and to reduce the revenue loss of
the provision to the original level estimated during consideration of the Tax Reform Act of 1986.
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The bill also provides that individuals who are ineligible to re-
ceive an allocation of securities (or other assets) solely because they
are lineal descendants of the decedent can receive an allocation of
the securities acquired in the qualified sale provided that the total
amount of such securities (or assets in lieu thereof) allocated to all
such lineal descendants is not more than 5 percent of all employer
securities acquired in the qualified sale.

Finally, the bill clarifies that, in the case of a plan which fails to
comply with the nonallocation rules, the statutory period for the
assessment of the excise tax imposed with respect to such failure
(sec. 4979A) is extended.

3. Partial exclusion of interest earned on ESOP loans (sec.
111B(h) of the bill, sec. 1173 of the Reform Act, and sec. 133
of the Code)

Present Law

In general

Under present law, a bank, an insurance company, regulated in-
vestment company, or a corporation actively engaged in the busi-
ness of lending money may exclude from gross income 50 percent
of the interest received with respect to a securities acquisition loan.
A ‘“‘securities acquisition loan” is generally defined as a loan to a
corporation or to an ESOP to the extent that the proceeds are used
to acquire employer securities (within the meaning of section
409(1)) for the ESOP. There has been some confusion as to the
availability of the partial interest exclusion with respect to refin-
ancings of the various types of securities acquisition loans.

Back-to-back loans

The Act clarified the definition of a securities acquisition loan in
the case of a loan to a corporation with a corresponding loan to an
ESOP that is exempt under section 4975 (a back-to-back loan). The
Act provides that a loan to a sponsoring corporation will qualify as
a securities acquisition loan if the terms of such loan are substan-
tially similar to the terms of the corresponding exempt loan from
the corporation to the ESOP. In addition, the Act provides that, if
the terms of the 2 loans are not substantially similar, the loan to
the sponsoring corporation will still qualify as a securities acquisi-
tion loan if (1) the corresponding loan to the ESOP provides for
more rapid payment of principal or interest than the loan to the
sponsoring corporation; (2) the allocations of stock within the ESOP
attributable to the difference in payment schedules do not result in
discrimination in favor of highly compensated employees; and (3)
the total commitment period of the loan to the sponsoring corpora-
tion is not more than 7 years.

The T-year limitation applies to the total commitment period.
Thus, provided the final maturity of the credit arrangement is not
greater than 7 years, the funds may be provided by 1 or more lend-
ers in a series of shorter maturity loans, each of which (other than
the first) is used to repay the preceding loan.

The T7-year limitation on the term of the loan does not apply to
loans directly from a commercial lender to an ESOP or to back-to-
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back loans if the terms of the loans are substantially similar. For
example, assume a bank makes a loan to employer X with a term
of 10 years and employer X in turn makes a loan to its ESOP. If
the terms of the 2 loans are substantially similar, then the partial
interest exclusion is available for the entire 10-year commitment
period of the loan. Similarly, the partial interest exclusion applies
for the entire commitment period of the loan if the loan is made
directly from the bank to the ESOP.

Immediate allocation loans

The Act extended the definition of “‘securities acquisition loan”
to include certain loans to a corporation that are used by the corpo-
ration to purchase employer securities that are immediately allo-
cated to employees’ accounts. -Thus, the partial exclusion is avail-
able with respect to interest paid on a loan to a corporation to the
extent that (1) within 30 days of the date of the loan, employer se-
curities are transferred to the ESOP in an amount equal to the
proceeds of the loan, (2) such contributions are allocable to ac-
counts of plan participants within 1 year of the date of the loan,
and (3) the total commitment period of the loan does not exceed 7
years.

As in the case of other loans to which the 7-year limitation ap-
plies, the limitation applies to the total commitment period. Thus,
provided the final maturity of the credit arrangement is not great-
er than 7 years, the funds may be provided by 1 or more lenders in
a series of shorter maturity loans, each of which (other than the
first) is used to repay the preceding loan.

Refinancings

The Act provided that, in certain cases, the refinancing of a secu-
rities acquisition loan (other than an immediate allocation loan or
a back-to-back loan that has terms that are not substantially simi-
lar, which are discussed above) may also qualify as a securities ac-
quisition loan.

All refinancings, including refinancings of back-to-back loans

that are not substantially similar, are required to comply with sec-
tion 4975.

Explanation of Provision
In general

The bill clarifies the availability of the partial interest exclusion
in thle case of refinancings of the various types of securities acquisi-
tion loans.

Back-to-back loans

The bill provides that, with respect to back-to-back loans the
terms of which are not substantially similar, if the total commit-
ment period of the loan is extended beyond 7 years, the partial ex-
clusion will be available, but for the first 7 years of the loan only.
This 7-year period begins as of the date of the original loan. The
provision is effective with respect to a loan used to acquire employ-
er securities after July 18, 1984, and a loan made after July 18,
1984, that is used (or is part of a series of loans used) to refinance a
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loan that (1) was used to acquire employer securities after July 18,
1984, and (2) met the requirements of section 133 of the Code as in
effect at the time the loan was made.

Immediate allocation loans

The bill provides that, with respect to immediate allocation
loans, if the total commitment period is extended beyond 7 years,
~ the partial interest exclusion will be available, but for the first 7
years of the loan only. This 7-year period begins as of the date of
the original loan. This provision is effective as if included in the
Act.

Refinancings

The bill provides that a loan to an ESOP (other than an immedi-
ate allocation loan or a back-to-back loan that has terms that are
not substantially similar) after July 18, 1984, that is used (or is
part of a series of loans used) to refinance a loan will qualify as a
securities acquisition loan provided that (1) the original loan met
the requirements of section 133(b)(1) as in effect on the date of the
loan, or, if later, July 19, 1984; and (2) the original loan was used to
acquire employer securities after May 23, 1984. Immediate alloca-
tion loans and back-to-back loans which have terms that are not
substantially similar are described above.

Under the bill, if a securities acquisition loan (other than an im-
mediate allocation loan or a back-to-back loan that has terms that
are not substantially similar) is refinanced and as a result the total
commitment period exceeds the greater of the original commitment
period or 7 years, then the partial exclusion would continue to
apply, but only during the first 7 years of the commitment period
(measured from the date of the original loan) or the original com-
mitment period, whichever is greater. For example, if an otherwise
qualified securities acquisition loan to an ESOP with an original
commitment period of 5 years is refinanced and the commitment
period is extended for 2 years (for a total commitment period of 7
years), the partial exclusion would apply during the entire 7 years
of the loan.

Under the bill, as under the Act, if the terms of the back-to-back
loans are no longer substantially similar as a result of the refinanc-
ing, the partial exclusion would be available only during the first 7
years of the loan. :

4. Sales of stock to an ESOP (sec. 118(q) of the bill, sec. 1854 of
the Reform Act, and secs. 404, 409, and 1042 of the Code)

Present Law

A taxpayer may elect to defer recognition of gain on the sale of
certain qualified securities to an ESOP or to an eligible worker-
owned cooperative to the extent that the taxpayer reinvests the
proceeds in qualified replacement property within a replacement
period (sec. 1042).

Prior to the Act, nonrecognition treatment was not available if
any portion of the assets attributable to employer securities ac-
quired in a qualified sale (or assets in lieu thereof) accrued or were
allocated during the nonallocation period for the benefit of (1) the
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taxpayer involved in the nonrecognition transaction, (2) any
member of the taxpayer’s family (within the meaning of sec.
267(b)), or (3) any other person who owned (after application of the
sec. 318 attribution rules) more than 25 percent in value of any
class of outstanding securities. Temporary Treasury regulations
provided that, for purposes of determining whether an individual is
a 25-percent shareholder, stock that is owned directly or indirectly
by or for a qualified plan is not treated as outstanding (Temp.
Treas. reg. sec. 1042-1T Q&A 2(a)(3)).

The Act made several changes with respect to the nonallocation
requirement. In particular, for purposes of determining whether an
individual is a 25-percent shareholder, the Act provides that the al-
location rules of section 318(a) are applied, without regard to the
employee trust exception in paragraph (2)(B)d). Thus, all allocated
securities held by an ESOP are treated as securities owned by the
ESOP participant and are also treated as outstanding securities.
This provision is effective with respect to sales of securities after
October 22, 1986.

An excise tax is imposed with respect to certain dispositions of
employer securities within 3 years of the date of a sale to which
section 1042 applies (sec. 4978).

Explanation of Provision

In order to conform the statute to Congressional intent, the bill
clarifies that the nonallocation period is the period beginning on
the date of the sale and ending on the date that is 10 years after
the later of (1) the date of sale or (2) the date of the plan allocation
attributable to the final payment of acquisition indebtedness in-
curred in connection with such sale.

In some situations, the rules for determining whether an individ-
ual is a 25 percent shareholder may be more favorable under the
Act than under prior law. The provision of the Act, however, is ef-
fective prospectively only. The bill provides that, for purposes of de-
termining whether an individual is a 25-percent shareholder with
respect to sales occurring before October 22, 1986, in taxable years
beginning after July 18, 1984, all allocated securities held by an
ESOP for an individual may be treated as outstanding with respect
to the individual if securities allocated to the individual under the
ESOP are treated as securities owned by the individual. This rule
applies consistently to all individuals with respect to any sales to
which section 1042 applies.

The bill provides that the excise tax on certain distributions (sec.
4978) does not apply to employer securities which are required to
be disposed of pursuant to the new diversification rules.

5. Dividends paid deduction (sec. 111B(h) of the bill, sec. 1173 of
the Reform Act, and sec. 404(k) of the Code)

Present Law

Subject to certain requirements, an employer may deduct divi-
dends paid in cash on employer stock held by an ESOP if, in ac-
cordance with the plan provisions, (1) the dividend is paid in cash
to the plan participants or their beneficiaries, (2) the dividend is



165

paid to the plan and distributed to participants or beneficiaries not
later than 90 days after the close of the plan year in which paid, or
(3) the dividend with respect to employer securities is used to make
payments on a loan described in section 404(a)(9) (sec. 404(k)).

Explanation of Provision

The bill provides that, with respect to dividends used to make
payments on a loan described in section 404(a)(9), the dividend de-
duction is available both with respect to dividends on unallocated
and allocated shares. However, dividends on allocated shares may
be used to make payments on such a loan only if the account to
which the dividend would have been allocated is allocated employ-
er securities in an amount equal to the amount of the dividend
that would have been allocated. In addition, such allocation must
be n(llade in the year the dividend would otherwise have been allo-
cated.



H. Technical Corrections to the Retirement Equity Act of 1984
(sec. 118(q) of the bill, sec. 1898 of the Reform Act, sec. 417 of
the Code, and sec. 205 of ERISA)

Present Law

Under present law, a plan is required to notify participants of
their rights to decline a qualified preretirement survivor annuity
before the applicable election period. Under the Act, the period
during which notice is required to be provided to an individual is
the latest of the following periods: (1) the period beginning with the
first day of the plan year in which the participant attains age 32
and ending with the close of the plan year in which a participant
attains age 35; (2) a reasonable period of time after the individual
becomes a plan participant; (3) a reasonable period of time after
the survivor benefit applicable to a participant is no longer subsi-
dized (as defined in sec. 417(a)4); (4) a reasonable period of time
after the survivor benefit provisions (sec. 401(a)(11)) become applica-
ble with respect to a participant; or (5) a reasonable period after
separation from service in the case of a participant who separates
from service before attaining age 35.

Explanation of Provision

The bill clarifies that the notice period in the case of a partici-
pant who separates from service before age 35 overrides any other
period during which notice might be required. In such a case, the
bill provides that the notification period is a reasonable period
after separation from service and such notice period is not included
in the list of notice periods the last of which applies.

This provision is effective for distributions after the date of en-
actment of the bill.

(166)




XII. Foreign Tax Provisions (Sec. 112 of the Bill)

A. Foreign Tax Credit (sec. 112(a)-(c) of the bill, secs. 1201, 1202,
and 1203 of the Reform Act, and secs. 864, 902, and 904 of the
Code)

Under the foreign tax credit system, the United States reserves
the right to collect full U.S. income tax on U.S. persons’ foreign
income, less any foreign income taxes imposed on that income. The
mechanics of the foreign tax credit are such that the United States
may collect little or no residual U.S. tax—after aggregate foreign
taxes are credited—on income that is taxed abroad at below the
U.S. rate. This results where the law permits a cross-crediting of
taxes, sometimes referred to as “averaging’’: that is, where taxpay-
ers are permitted to credit high foreign taxes paid on one stream of
income against the residual U.S. tax otherwise due on other, light-
ly taxed foreign income.

While the Code does not and has not attempted to eliminate all
cross-crediting among types of differently taxed income, it has in
the past separated types of income for credit purposes, most recent-
ly based on the character, rather than the country of origin, of
income. The Act further separated certain income into the follow-
ing newly defined ‘“baskets”: passive income, high withholding tax
interest, financial services income, shipping income, and dividends
from each noncontrolled section 902 corporation.

1. Separate application of foreign tax credit provisions to finan-
cial services income

Present Law

The “predominantly engaged” test and the priority of the financial
services income basket

The financial services income basket applies not only to income
earned by an entity predominantly engaged in the active conduct of,
a banking, insurance, financing, or similar business, but also to
income earned by a person in the active conduct of a banking, fi-
nancing, or similar business, or earned in connection with certain
insurance activities, even if that person is not predominantly so en-
gaged. The types of income that the Act places in the financial
services income basket of a ‘“predominantly engaged” entity are
not limited to the types of income included in the financial services
basket of a person not predominantly engaged. For example,
income that would otherwise be passive is treated as financial serv-
ices income in the hands of a predominantly engaged entity, but
remains passive in the hands of an entity that is not predominant-
ly engaged.

(167)
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On the other hand, Congress intended that dividends from each
noncontrolled section 902 corporation would be subject to their
their own separate limitation regardless of whether those dividends
also met the definition of financial services income (or of passive
income or shipping income or of any other separate limitation type
of income).

Generally, the Act places certain export financing interest in the
overall limitation basket, that is, outside the separately defined
limitation baskets, regardless of whether the entity deriving the in-
terest is engaged in financial services. In addition, the financial
services income basket excludes high withholding tax interest.
Where a predominantly engaged entity earns interest qualifying as
export financing interest that is subject to a 5-percent or greater
gross basis tax, however, Congress intended that such interest be
treated as financial services income.

Modification of the look-through rule to prevent avoidance of the
purpose of the separate limitations

Under the Act’s look-through provisions for characterizing cer-
tain types of income that a U.S. shareholder derives from a con-
trolled foreign corporation, interest income of the shareholder is
generally to be treated as financial services income (without regard
to high withholding taxes or other circumstances that would ordi-
narily shift such interest out of the shareholder’s financial services
income basket) to the extent that the interest payment is properly
allocable to financial services income of the controlled foreign cor-
poration. At the same time, the Act requires the IRS to prescribe
such regulations as may be necessary or appropriate to prevent
manipulation of the character of income the effect of which is to
avoid the purposes of the separate limitations. In granting this reg-
ulatory authority Congress intended that the IRS invoke it to
modify, in some cases, the application of the look-through rule.

For example, if a U.S. person lends funds directly to an unrelat-
ed foreign person whose country of residence imposes a withhold-
ing tax of at least 5 percent on the interest paid on the loan, then
the interest is high withholding tax interest subject to the separate
limitation for such interest. United States banks might take the po-
sition, however, relying upon the look-through rule for interest,
that they can avoid the separate limitation for high withholding
tax interest by lending funds to such a borrower through a subsidi-
ary that is a controlled foreign corporation incorporated in the bor-
rower’s country, rather than lending those funds directly. Taxpay-
ers might argue that, under the look-through rule for interest, in-
terest received in turn by the U.S. bank from the foreign subsidi-
ary will not be high withholding tax interest, even though it at-
tracts the foreign country’s high withholding tax.

Because such a result would undermine the separate limitation
for high withholding interest, Congress intended that it be preclud-
ed under the anti-avoidance regulations. It was expected that such
regulations might treat the interest received by the U.S. bank from
the foreign subsidiary in this example as high withholding tax in-
terest.
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Querall basket treatment of highly taxed financial services income
of a controlled foreign corporation

Where the taxpayer establishes to the satisfaction of the Secre-
tary, pursuant to Code section 954(b)(4), that income of a controlled
foreign corporation was taxed at over 90 percent of the maximum
federal rate, the Act provides that dividends paid by the controlled
foreign corporation out of its financial services income (as well as
dividends paid out of the controlled foreign corporation’s passive
income and shipping income) are to be treated as overall basket
income to the taxpayer.

Explanation of Provision

The predominantly engaged test and the priority of the financial
services income basket

Under the bill only income of persons predominantly engaged in
the active conduct of a banking, insurance, financing, or similar
business is separated into the financial services income basket. The
bill therefore simplifies the foreign tax credit somewhat, relieving
taxpayers from the necessity of computing a separate limitation
with respect to a very limited type of income (i.e., non-passive, fi-
nancial service income of an entity not predominantly engaged in
providing such services) that generally could be expected to yield
relatively insignificant amounts of additional tax revenues.

The bill clarifies that dividends from a noncontrolled section 902
corporation which would otherwise meet the definition of financial
services income are placed in the separate basket for that corpora-
tion’s dividends. Thus the bill prevents banks and other financial
businesses from receiving unintended relief from the 902 basket
provisions not available to non-financial businesses.

Where a predominantly engaged U.S. person earns export financ-
ing interest (as defined by the Act) that is subject to a 5-percent or
greater gross basis tax, the bill clarifies that this interest is finan-
cial services income, rather than overall limitation income. In gen-
eral, this treatment makes it clear that the Code allows cross-cred-
iting of high taxes on such income against U.S. tax on lower-taxed
financial services income, supplementing the favored treatment
provided in the Act that allows cross-crediting of high taxes on
overall basket income against U.S. tax on lower-taxed export fi-
nancing interest.

Modification of the look-through rule to prevent avecidance of the
purpose of the separate limitations

The bill eliminates the look-through treatment of interest subject
to 5-percent or greater gross basis tax that is paid to a U.S. share-
holder by a controlled foreign corporation out of income that would
otherwise be treated under the look-through rules as financial serv-
ices income. This provision makes it clear that lenders are prevent-
ed from shifting high withholding tax interest into the financial
services basket by the mere interposition of a controlled local
entity between themselves and foreign borrowers.
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Overall basket treatment of highly taxed financial services income
of a controlled foreign corporation

The bill provides for separate basket treatment of dividends paid
by controlled foreign corporations where paid out of the latter’s fi-
nancial services income (or shipping income), even where it has
been established pursuant to section 954(b)(4) that the controlled
foreign corporation’s income was taxed by a foreign government at
more than 90 percent of the maximum U.S. rate. Thus, for exam-
ple, a dividend from a highly taxed banking subsidiary will be
available for cross-crediting against U.S. tax on other lower-taxed
financial services income of the parent.

2. Shipping income
Present Law

The Act establishes a separate foreign tax credit limitation for
shipping income. This limitation applies to income received or ac-
crued by any person which is of a kind that would be foreign base
company shipping income under Code sec. 954(f). The Act did not
provide express ordering rules to determine the correct basket for
income that could be placed in the shipping basket or a basket for
dividends from a noncontrolled section 902 corporation. However,
as indicated above, Congress intended the baskets for section 902
corporations to take priority over the shipping basket.

As in the case of financial services income described above,
where the taxpayer establishes to the satisfaction of the Secretary
that income of a controlled foreign corporation was taxed at over
90 percent of the maximum federal rate, the Act provides that divi-
dends paid by the controlled foreign corporation out of its shipping
income are to be treated as overall basket income to the taxpayer.

Explanation of Provision

The bill provides that dividends from a noncontrolled section 902
corporation that might otherwise constitute shipping income are to
be placed in that corporation’s dividend basket rather than the
shipping basket, consistent with Congress’ intent generally to give
first priority to the section 902 dividend baskets.

As in the case of financial services income, the bill provides for
separate basket treatment of dividends paid by a controlled foreign
corporation out of its shipping income when the taxpayer estab-
lished to the satisfaction of the Secretary that the income was
taxed by a foreign government at more than 90 percent of the max-
imum U.S. rate. Thus, taxpayers may cross-credit taxes on any
highly taxed shipping income against the U.S. tax on other ship-
ping income they may earn.

3. Txl'ansition rule for high withholding tax interest on qualified
oans

Present Law

Generally for taxable years beginning after December 31, 1986,
interest income subject to a foreign withholding tax or other gross
basis tax of 5 percent or more (other than export financing inter-
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est) is “high withholding tax interest” subject to its own separate

foreign tax credit treatment. A special transition rule applies, how-

ever, to certain interest on certain loans to any of 33 foreign coun-

tries or to any resident of one of those countries for use in that

country. The applicability of the transition rule turns on the
amount of loans held by the taxpayer on November 16, 1985 and
" during subsequent taxable years.

Explanation of Provision

The bill provides that for purposes of this transition rule, all
members of an affiliated group of corporations filing a consolidated
return shall be treated as one corporation. (Under this rule, inter-
company loans are eliminated.) Thus, for members of a consolidat-
ed group, the transition relief will be available regardless of, and
will be limited without regard to, the particular group member
holding qualified loans on November 16, 1985, or during the rele-
vant subsequent taxable year.

4. Passive income

Present Law

Related party factoring income

Under the related party factoring rules of the Tax Reform Act of
1984, any income of a controlled foreign corporation from a loan to
a person for the purpose of financing the purchase of inventory
property of a related person was interest for separate foreign tax
credit limitation purposes without regard to the exceptions to prior
law’s separate limitation for interest. Under the 1986 Act, such
income of a controlled foreign corporation is also ineligible for the
export financing exception to the new separate limitations (sec.
864(d)(5)(A)1)). In the case of passive income, this result follows be-
cause the Act defines passive income generally as income “of a
kind which would be foreign personal holding company income”
(Code sec. 904(d)(2)(A)1)); if export financing interest fits that de-
scription, the related party factoring rules make unavailable the
export financing exception from passive basket treatment which
would otherwise be available.

Congress did not intend that the availability of the export financ-
ing exception for interest received directly by U.S. persons (rather
than by controlled foreign corporations) be restricted by the 1984
factoring rule governing loans made to finance inventory property
purchases, or by the analogous 1986 rule. However, the phrase “of
a kind which would be foreign personal holding company income”
arguably leads to an inference that interest income earned directly
by U.S. perscns (i.e., interest that would be foreign personal hold-
ing company income if the recipient was a controlled foreign corpo-
ration) is ineligible for overall basket treatment under the export
financing exceptions.

Income inclusions under sections 551 and 1293

Foreign personal holding company inclusions (under Code sec.
551) and passive foreign investment company inclusions (under new
Code sec. 1293) are passive income. In the case of a passive foreign
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investment company inclusion, Congress intended that the high-tax
kick-out shift the inclusion to the overall limitation basket, howev-
er, if the creditable foreign tax with respect to the inclusion ex-
ceeds the U.S. tax on the inclusion.

Explanation of Provision

Related party factoring income

The bill clarifies that in determining whether income is ‘“of a
kind which would be foreign personal holding company income”
the related person factoring rules applicable to controlled foreign
corporations shall apply only in the case of an actual controlled
foreign corporation. Thus, income earned directly by a U.S. person
may be eligible for the applicable export financing exceptions.

Income inclusions under sections 551 and 1293

The bill amends the Code to make it clear that income inclusions
under section 1293 are subject to recharacterization (e.g., by virtue
of the high-tax kick-out), as are other kinds of income generally
categorized as passive.

5. Separate application of foreign tax credit limitation to income
of controlled foreign corporations under the look-through rules
in general

Present Law

Payments by controlled foreign corporations to U.S. shareholders

A payment of interest, rent, or a royalty is ordinarily character-
ized as separate or overall limitation income under the general
rules defining the new separate limitation categories (sec. 904(d)(2)).
Under the look-through rules of new Code section 904(d)(3), howev-
er, any interest, rent, or royalty which is received or accrued from
a controlled foreign corporation by a U.S. shareholder will be treat-
ed as separate category income to the extent it is properly allocable
to separate category income of the controlled foreign corporation.

Without a mechanism to determine which set of rules takes prec-
edence, the application of the look-through rules, on the one hand,
and the general definitions of 904(d)(2), on the other, could produce
conflicting results. For example, interest paid to a U.S. shareholder
by a controlled foreign corporation earning only overall limitation
income may be subject to a high withholding tax. Also, interest
may be paid by a controlled foreign corporation to its U.S. share-
holder to finance sales by the U.S. shareholder. On the one hand,
this interest may qualify as export finance interest; on the other
hand, the interest may be properly allocable to the controlled for-
eign corporation’s income unrelated to export financing.

Congress intended that the question whether interest received
from a controlled foreign corporation by a U.S. shareholder of the
corporation is overall limitation income or a separate limitation
type of income generally depend upon the application of the look-
through rules to that interest, not upon the direct application of
the export financing exception or the high withholding tax basket
to that interest. In the case of high withholding tax interest, Con-
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gress expected the IRS to promulgate regulations specifying cir-
cumstances where it might be necessary to reverse the priority of
the look-through rule in order to forestall abuse of the separate
basket rules, as described above.

Under the high-tax kick-out of section 904, the passive income
basket generally excludes high-taxed income, that is, income sub-
ject to foreign taxes paid or deemed paid by the taxpayer at rates
higher than the maximum federal rates. As with financial services
income and shipping income discussed above, the Act provides that
for purposes of applying the dividend look-through rule, income
that would otherwise be passive basket income will instead go into
the overall limitation basket if the taxpayer establishes to the sat-
isfaction of the Secretary, pursuant to Code section 954(b)4), that
such income was subject to an effective rate of income tax imposed
by a foreign country greater than 90 percent of the maximum fed-
eral rate of tax.

In the case of payments of interest, rents, and royalties to the
U.S. shareholder out of income of a controlled foreign corporation
that would otherwise be passive, the combined effect of the look-
through and high-tax kick-out rules may have been unclear.

De minimis exception

If a controlled foreign corporation has no foreign base company
income or subpart F insurance income in a taxable year because
the subpart F de minimis rule (Code sec. 954(b)3)(A), as amended
by the Act) is satisfied for that year, then interest, rents, or royal-
ties paid by the corporation during that year and dividends, to the
extent treated as paid from that year’s earnings and profits, are
not treated as income in a separate limitation category.

Explanation of Provision

Payments by controlled foreign corporations to U.S. shareholders

The bill provides a general rule that income of the U.S. share-
holder allocable to separate category income of a controlled foreign
corporation will retain that character in the hands of the U.S.
shareholder, subject to the high-tax kick-out (and to another excep-
tion, described above, relating to interest paid by a controlled for-
eign corporation bearing a high withholding tax but attributable to
financial services income). For example, as intended by the Act, the
bill makes it explicit that interest that technically may qualify as
export financing interest paid by a controlled foreign corporation
to a U.S. shareholder out of the corporation’s passive income will
Ee li{n the shareholder’s passive basket rather than its overall

asket.

The bill makes it clear that the high-tax kick-out applies only at
the U.S. shareholder level, not at the controlled foreign corporation
level. Income of the U.S. shareholder out of the controlled foreign
corporation’s passive basket will be subject to the kick-out based on
the entire amount of foreign tax imposed on the U.S. shareholder’s
income. Thus, where a withholding tax is imposed on royalties paid
by a controlled foreign corporation to a U.S. shareholder out of pas-
sive income, the shareholder’s income will be in the overall basket



174

if the withholding tax is high enough to trigger the high-tax kick-
out after allocation of U.S.-borne expenses.

De minimis exception

The bill limits the effect of the provision that treats income satis-
fying the de minimis rule as non-separate limitation income. Under
the bill, this treatment applies only to the controlled foreign corpo-
ration’s foreign base company income (determined without regard
to deductions otherwise taken into account for subpart F purposes
under sec. 954(b)(5)) and gross insurance income for the taxable
year, as that term is generally used for subpart F purposes.

6. Definition of high withholding tax interest

Present Law

The Act defines high withholding tax interest generally as any
interest (other than export financing interest) subject to a foreign
withholding tax (or other tax determined on a gross basis) of 5 per-
cent or more. The Act further states that the Secretary may by
regulations provide that amounts (not otherwise high withholding
tax interest) will be treated as high withholding tax interest where
necessary to prevent avoidance of the purposes of the separate lim-
itations. Congress intended these rules to encompass foreign gross-
basis taxes and other taxes that are substantially similar in the
sense that their imposition results in heavier taxation by the levy-
ing country of foreign lenders than of residents.

Explanation of Provision

The bill gives the Secretary authority to exclude from the defini-
tion of withholding taxes, for these purposes, those taxes that are
in the nature of a prepayment of a tax imposed on a net basis,
where the tax in question is otherwise free of those characteristics
of a gross-basis tax that would warrant treatment as high with-
holding taxes. Thus, the bill makes clear that where a foreign
taxing authority uses withholding simply as a collection mecha-
nism (as does the United States in the cases of ordinary wage with-
holding and backup withholding on certain interest, dividend, and
other reportable payments under Code section 3406), it will not nec-
essarily follow that the mechanism results in interest being treated
as high withholding tax interest.

7. Deemed-paid credit

Present Law

The Act clarifies that the deemed-paid credit limitation rules
(Code sec. 902) and the subpart F deemed-paid limitation rules (sec.
960), as well as the general foreign tax credit limitation rules (sec.
904(a)-(c)) and the separate foreign oil and gas limitation rules (sec.
907), apply separately to categories of income subject to the sepa-
rate limitations. The Act also gives the Secretary authority to pro-
vide such regulations as may be necessary or appropriate to carry
out both sets of deemed-paid limitation rules, but in so doing, refers
to specific authority to regulate the separate application of section
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904 to deemed-paid taxes only in the case of taxes deemed paid
under section 902.

The Act provides that for purposes of computing the deemed-paid
foreign tax credit, dividends or subpart F inclusions are considered
made first from the post-1986 pool of all the distributing corpora-
tion’s accumulated earnings and profits. In the case of taxes
deemed paid under section 902 on dividends, the Act defines the
term ‘“post-1986 undistributed earnings” by reference to the defini-
tions of earnings and profits in sections 964 (prescribing rules for
the computation of earnings and profits of a foreign corporation)
and 986 (prescribing rules for the translation of a foreign corpora-
tion’s foreign currency denominated earnings into dollars).

Section 964 has 3 subsections. Subsection 964(a) provides general-
ly for the computation of earnings of foreign corporations in a way
substantially similar to the earnings of a domestic corporation,
with some exceptions. Subsection 964(b) excludes blocked income,
for purposes of Code sections 952, 955, and 956, from earnings and
profits of a controlled foreign corporation. Blocked income is
income that is shown, to the satisfaction of the Secretary of the
Treasury, to be unavailable for distribution by a controlled foreign
corporation to United States shareholders due to currency or other
restrictions or limitations imposed under the laws of any foreign
country. Subsection 964(c) provides record-keeping and record dis-
closure rules for purposes of enforcing subpart F and subpart G (re-
lating to export trade corporations).

Explanation of Provision

The bill clarifies that the Secretary’s authority to provide such
regulations as may be necessary to carry out the provisions of the
subpart F deemed-paid credit rules in section 960 is to include au-
thority to provide for, inter alia, the separate application of section
960 (as well as the separate application of section 902) to reflect the
separate application of the section 904 rules to separate types of
income and loss.

The bill amends the definition of “post-1986 undistributed earn-
ings” under section 902, so that it will direct the computation of
earnings and profits of the foreign corporation in accordance with
subsection 964(a) (rather than section 964 as a whole) and section
986. Thus, the bill clarifies that the blocked income provisions of
964(b) are irrelevant to the computation of the post-1986 undistrib-
:iltedd earnings pool for purposes of the deemed-paid credit on divi-

ends.

8. Recapture of foreign separate limitation losses

Present Law

The 1986 Act provided express rules to make it clear that losses
in the new and existing separate limitation baskets do not reduce
U.S. taxable income before foreign taxable income (new Code sec.
904(f)(5)). The new rules provide that losses for any taxable year in
a separate foreign tax credit limitation basket and in the overall
limitation basket offset U.S. source income only to the extent that
the aggregate amount of such losses exceeds the aggregate amount
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I8
of foreign income earned in other baskets. These losses (to the H
extent that they do not exceed foreign income for the year) are to |
be allocated on a proportionate basis among (and operate to reduce) |
the foreign income baskets in which the entity earns income in the
loss year.

By analogy to the overall foreign extraction loss recapture rules
of section 907(c)4), the Act further provides a loss recharacteriza-
tion rule that applies to subsequent income. Where a basket previ-
ously showed a separate limitation loss which was allocated against
income in other baskets, subsequent income in the loss basket will
be recharacterized as income of the type that it previously offset, in
proportion to the prior loss allocation not previously taken into ac-
count under this recharacterization provision.

In addition to the Act’s new separate basket loss recapture provi-
sion and the overall foreign extraction loss recapture rules upon
which the former is based, the Code provides a third rule, in effect
since 1976, for recapture of overall foreign losses. This rule is de-
signed to prevent taxpayers from benefiting from a combination of
forgiveness of U.S. tax on a portion of current U.S. income (result-
ing from the use of an overall foreign loss to reduce worldwide tax-
able income below U.S. taxable income) and an allowance of a for-
eign tax credit with respect to the full amount of subsequent years’
foreign income. Under the rule, a portion of foreign taxable income
earned after an overall foreign loss year is treated as U.S. taxable
income for foreign tax credit purposes (Code sec. 904(f)(1)-(4)).

Section 904(f)(3) contains gain recognition and characterization
rules to ensure the recapture of an overall foreign loss where prop-
erty which was used in a trade or business, and which was used
predominantly outside of the United State, is disposed of prior to
the time the loss has been recaptured by recharacterizing foreign
income as U.S. taxable income. Under section 904(fX3), gain on
such a disposition is viewed as foreign source income to be rechar-
acterized as U.S. source income until the loss is fully recaptured.
Recapture occurs regardless of whether gain would otherwise have
been recognized on the disposition. There is no provision analogous
to section 904(f)(3) in the recapture rules for foreign oil and gas ex-
traction losses, or in the Act’s new separate limitation loss recap-
ture provision.

Explanation of Provision

The bill adds a provision to the Act’s separate loss recharacteri-
zation rules stating that recognition rules similar to those of
904(f)(3), applicable to an overall foreign loss, shall apply to any dis-
position of property, the gain from which would be in an income
category whose separate limitation loss was allocated against any
separate limitation income. Thus, the bill achieves a result consist-
ent with the general loss recharacterization rules of the Act in the
case where losses in a category have been allocated against income
in the other categories, and property generating income in the loss
category is disposed of at a gain (whether or not the gain would be
recognized for other Code purposes) before income in the other cat-
egories has been restored to the full extent of losses allocated
against them.




B. Source Rules

1. Determination of source in case of sales of personal property
(sec. 112(d) and 112(z)(5) of the bill, sec. 1211 of the Reform
Act, and secs. 338, 864, and 865 of the Code)

Present Law

Overview

Prior to the Act, the source of income derived from the sale of
personal property generally was determined by the place of sale
(commonly referred to as the “title passage” rule). While the Act
did not change the place-of-sale rule for most inventory sales, the
Act generally did replace the place-of-sale rule for sales of other
personal property with a residence-of-the-seller rule.

Under the residence-of-the-seller rule (new sec. 865), income de-
rived by U.S. residents from the sale of personal property, tangible
or intangible, generally is sourced in the United States. Similarly,
income derived by a nonresident of the United States from the sale
of personal property, tangible or intangible, is generally treated as
foreign source. For purposes of determining source, the term sale
does not include a sale of intangible property to the extent pay-
ments received in consideration for the sale are contingent on the
productivity, use, or other disposition of the property. Payments
that are so contingent are treated like royalties in determining
their source.

Definition of resident

An individual is a resident of the United States for purposes of
section 865 if the individual has a tax home (as defined in sec.
911(d)(3)) in the United States. Any corporation, partnership, trust,
or estate which is a United States person (as defined in sec.
7701(a)30)) is a U.S. resident for this purpose. Other individuals
anld entities generally are nonresidents for purposes of these source
rules.

Under the Act, regulations are to be prescribed by the Secretary
carrying out the purposes of the Act’s source rule provisions. One
area where it was contemplated that regulations may be required
is to prevent persons from establishing partnerships or corpora-
tions, for example, to change their residence to take advantage of
the new rules. It was anticipated that the establishment of an anti-
abuse rule to treat, for example, a foreign partnership as a U.S.
resident to the extent its partners are U.S. persons would be appro-
priate.

United States citizens and resident aliens who have tax homes
outside of the United States are nevertheless considered U.S. resi-
dents in one case. This case occurs when income from a sale is not
subject to an effective foreign income tax of 10 percent or more.

(177)
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This level-of-tax rule prevents U.S. citizens and resident aliens
from generating zero- or low-taxed foreign source income that ‘
might otherwise escape all tax. As a consequence of retaining prior
law’s place-of-sale rule for income derived trom the sale of invento-
ry and gain in excess of recapture derived from the sale of depre-
ciable personal property, the level-of-tax rule does not apply to
sales of these types of personal property but does apply to sales of |
all other types of personal property. .

Exceptions to residence rule

Income derived from the sale of depreciable personal property

The residence-of-the-seller rule does not apply to income derived
from the sale of depreciable personal property, to the extent of
prior depreciation deductions. This income is sourced under a re-
capture principle. Specifically, gain to the extent of prior deprecia-
tion deductions from the sale of depreciable personal property is
sourced in the United States if the depreciation deductions giving
rise to the gain were previously allocated against U.S. source
income. If the deductions giving rise to the gain were previously al-
located against foreign source income, gain from the sale (to the
extent of prior deductions) is sourced foreign. If personal property
is used predominantly in the United States for any taxable year,
the taxpayer is to treat the allowable deductions for the year as
being allocable entirely against U.S. source income. If personal
property is used predominantly outside the United States for any
taxable year, the taxpayer is to treat the allowable deductions for
such year as being allocable entirely against foreign source income.
(This special predominant-use rule does not apply for certain per-
sonal property generally used outside the United States, namely,
personal property described in sec. 48(a)(2)(B).) Any gain in excess
of prior depreciation deductions is sourced pursuant to the place-of-
sale rule. These rules apply without regard to the residence of the
taxpayer.

Depreciable personal property is any personal property if the ad-
justed basis of the property includes depreciation adjustments.
Thus, intangible property for which an amortization deduction is
allowable is considered depreciable personal property. With respect
to sales of intangible property, however, it is unclear under the Act
whether the recapture rule applies to gain to the extent of amorti-
zation recapture, and whether the general intangible rules or the
place-of-sale rule as retained under the Act applies to gain in
excess of amortization recapture.

Income attributable to an office or other fixed place of busi-
ness

The residence-of-the-seller rule does not apply to income derived
from the sale of personal property when the sale is attributable to
gn office or other fixed place of business outside the seller’s resi-

ence.

For U.S. residents, this office rule applies to certain income de-
rived from the sale of personal property when the sale is attributa-
ble to an office or other fixed place of business maintained by the
taxpayer outside the United States. With respect to U.S. residents,
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individual or otherwise, however, the office rule applies only if an
effective foreign income tax of 10 percent or more is paid to a for-
eign country on the income from the sale. It is unclear under the
Act if the office rule applies to income (in the form of noncontin-
gent payments) derived from the sale of intangible property by a
U.S. resident when the sale is attributable to a fixed place of busi-
ness in a foreign country and the U.S. resident pays an income tax
at an effective rate of 10 percent or more.

Income derived from the sale of stock in foreign affiliates

The residence-of-the-seller rule does not apply to income derived
by U.S. corporations from the sale of stock in certain foreign affili-
ates. If a U.S. corporation sells stock of a foreign affiliate in the
foreign country in which the affiliate derived from the active con-
duct of a trade or business more than 50 percent of its gross income
for the 3-year period ending with the close of the affiliate’s taxable
year immediately preceding the year during which the sale occurs,
any gain from the sale is foreign source. An affiliate, for this pur-
pose, is any foreign corporation whose stock is at least 80 percent
owned (by both voting power and value). It is unclear under the
Act if this rule applies only to gain from the sale of stock in corpo-
rations directly engaged in an active trade or business or also ap-
plies to gain from the sale of stock in corporations indirectly en-
gaged in an active trade or business.

Other rules

Prior to the Act, foreign source income derived from the sale of
inventory property by a foreign person generally was treated as ef-
fectively connected with the conduct of a U.S. trade or business if
the sale was attributable to a U.S. office (or other fixed place of
business) and sold through the U.S. office. The Act repealed this
rule but generally made income derived from the sale of any per-
sonal property by a foreign person when the sale is attributable to
a U.S. office (or other fixed place of business) U.S. source.

The Act’s legislative history indicated that Congress intended
that the Act’s source rule changes prevail over treaty source rules
to the extent necessary to insure that income not taxed by a for-
eign country not escape U.S. tax as well. This policy was to apply
to all the source rule changes in the Act, not just these applicable
to personal property.

Section 338 generally and 338(h)(10) in particular allow in certain
circumstances a sale of stock in an affiliated corporation to be
treated as a sale of the affiliated corporation’s assets. As indicated
above, a sale of stock in a U.S. corporation is sourced under the
residence-of-the-seller rule while a sale of assets is sourced under
the residence-of-the-seller rule, the place-of-sale rule, the rules re-
lating to intangible property, or the recapture rule depending on
the type of asset sold and the income generated therefrom. Thus,
for example, if an election under section 338(h)(10) is made, the
income inherent in the stock may or may not be sourced under the
residence-of-the-seller rule.
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Explanation of Provision
Definition of resident

The bill modifies the definition of resident in the case of partner-
ships. Whereas the Act generally determined the source of income
derived from sales of personal property by treating a partnership
as a U.S. resident or nonresident based on its situs, the bill makes
these determinations at the partner level, except as provided in ‘
regulations. In determining source, it is ant1c1pated that, like the
attribution of a U.S. trade or business under Code section 875, a |
U.S. office or other fixed place of business of the partnership will
be attributed to its partners. i

The bill provides regulatory authority to determine source at the
partnership level, for example, in cases where it is not administra-
tively possible to apply the rules at the partner level. For example,
it may be appropriate to determine source at the partnership level
in the case of a publicly traded partnership which has hundreds of |
partners. |

The bill also modifies the 10-percent tax payment requirement
(applicable to U.S. citizens and resident aliens maintaining tax
homes outside the United States) for bona fide residents of Puerto
Rico. The 10-percent tax payment requirement is waived for an in-
dividual who is a bona fide resident of Puerto Rico for the entire
taxable year on the sale of stock of a corporation which (directly or
indirectly) (1) is engaged in an active trade or business in Puerto
Rico, and (2) derives from the active conduct of a trade or business
in Puerto Rico more than 50 percent of its gross income for the 3
years preceding the year of sale. Under this rule, bona fide resi-
dents of Puerto Rico who sell stock in certain corporations doing
business in Puerto Rico generate Puerto Rican source income and,
thus, retain the benefits of section 933.

Exceptions to residence rule

Income derived from the sale of depreciable personal property

The bill clarifies that income to the extent of previously allowed
amortization deductions derived from the sale of amortizable intan-
gible property is sourced under the Act’s recapture rule. The recap-
ture rule applies whether or not the payments in consideration for
the sale are contingent on the productivity, use, or disposition of
the property. For sales where the payments are so contingent, it is
intended that the source of all payments be determined under the
recapture rule until the entire recapture amount has been recap-
tured, and that any remaining payments be sourced under the gen-
eral intangible rules.

The bill also clarifies that gain derived from the sale of intangi-
ble property in excess of amortization recapture is sourced under
the residence-of-the-seller rule when the payments in consideration
for the sale are not contingent on the productivity, use, or disposi-
tion of the property. When payments are so contingent, the source
rule for royalties applies to the gain.
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Income attributable to an office or other fixed place of busi-
ness

The bill clarifies that the office rule as it applies to U.S. persons
also applies to a sale of intangible property when the payments in
consideration for the sale are not contingent on the productivity,
use, or disposition of the property. Thus, a U.S. resident who sells
intangible property for noncontingent payments generates foreign
source income as long as the sale is attributable to a foreign office
and an effective rate of foreign income tax of at least 10 percent is
paid on the income derived from the sale. Further, the bill clarifies
that the recapture rule prevails over the office rule to the extent of
any recapture amount.

Income derived from the sale of stock in foreign affiliates

The bill clarifies that income derived from the sale of stock of a
foreign affiliate which wholly owns another foreign corporation is
treated as foreign source income in certain cases. Under this clari-
fication, as long as either the parent or the subsidiary is engaged
in an active trade or business in the country in which the sale
occurs and 50 percent of the gross income of the holding company
and the subsidiary combined for a three-year period is derived from
the active conduct of a trade or business in that foreign country,
then gain on the sale of stock in the holding company will be treat-
ed as foreign source.

Other rules

The bill reinstates the provision repealed by the Act that treats
foreign source income derived from certain sales of inventory prop-
erty by a foreign person as effectively connected with the conduct
of a U.S. trade or business. This provision is necessary to ensure
that foreign persons who may be treated as U.S. residents for
source rule purposes but as nonresidents for general purposes are
taxed on income derived from sales of inventory property.

The bill codifies the Act’s legislative history by clarifying (in con-
nection with the changes to sec. 7852(d)) that the Act’s source rule
changes generally prevail over any conflicting treaty source rules
under the general later-in-time rule. The bill does provide, howev-
er, an exception to the general later-in-time rule. Under this excep-
tion, if a taxpayer, by claiming treaty benefits, treats as foreign
source any gain derived from the sale of stock in a treaty country
corporation which would be U.S. source under the Act, then foreign
taxes on that gain cannot offset U.S. tax on any other item of
income, and foreign taxes on any other item of income cannot
offset U.S. tax on that gain. For example, under the Act, gain from
the sale of stock in a less-than-80-percent owned foreign corpora-
tion by a U.S. resident is U.S. source. A treaty may treat that
income as foreign source. Under the bill, that income is subject to
U.S. tax as foreign source income, but the U.S. resident may credit
only foreign tax imposed on that income against the U.S. tax im-
posed on that income.

The bill provides, except as provided in regulations, that an elec-
tion under section 338(h)(10) to treat a sale of stock in an affiliated
corporation as a sale of assets does not treat that sale as a sale of
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assets for purposes of determining source in determining the sell-
er’s foreign tax credit limitation. Instead, for these purposes, the
gain is treated as a gain from the sale of stock.

It is anticipated that any regulations prescribed under the gener-
al regulatory authority provided under section 338 will limit the
applicability of the scope of section 338 so that that section will not
affect inappropriately the determination of source and of a taxpay- |
er’s foreign tax credit limitation. Moreover, to the extent that regu- |
lations prescribed under section 336(e) extend the principles of sec-
tion 338 to a sale of stock in a foreign corporation, it is anticipated |
that those regulations will not affect inappropriately the determi-
nation of source and of a taxpayer’s foreign tax credit limitation.

The bill’s modification to section 338(h)(10) is effective for trans-
actions occurring after the date of the bill’s introduction.

2. Special rules for exemption from U.S. tax on U.S. source trans-
portation income (sec. 112(e) of the bill, sec. 1212 of the Reform
Act, and secs. 872 and 883 of the Code)

Present Law

The Code’s reciprocal exemption provisions sometimes exempt
foreign persons from U.S. tax on U.S. source transportation
income. Prior to the Act, the reciprocal exemption provisions ex-
empted foreign persons from U.S. tax on earnings derived from the
operation of ships (or aircraft) documented under the laws of a for-
eign country if that country exempted U.S. citizens and domestic
corporations from its tax. The Act modified these provisions to pro-
vide the exemption from U.S. tax only to alien individuals who are
residents of, and foreign corporations organized in, a foreign coun-
try which grants U.S. citizens and domestic corporations an equiva-
lent exemption.

A foreign corporation, in addition to having to be organized in a
country that grants U.S. persons an equivalent exemption, must
also satisfy a residence-based requirement to obtain U.S. tax ex-
emption. The residence-based requirement requires that ultimate
individual owners of more than 50 percent of the foreign corpora-
tion be residents of a foreign country that grants U.S. citizens and
domestic corporations an equivalent exemption. Thus, it is not
enough for the foreign corporation to be organized in a foreign
country which grants U.S. citizens and domestic corporations an
equivalent exemption: individuals ultimately owning most of its
stock must reside in such a country as well. Ultimate individual
ownership is determined by treating stock owned directly or indi-
rectly by or for any entity (for example, a corporation, partnership,
or trust) as being actually owned by the stockholder (or partner,
grantor, or beneficiary, as the case may be) of that entity and by
further attributing that ownership to its owners if necessary to
reach individual owners.

The residence-based requirement does not apply to any foreign
corporation organized in a foreign country that exempts U.S. per-
sons from its tax if the stock of the corporation is primarily and
regularly traded on an established securities market in that foreign
country. This publicly traded exception also covers a foreign corpo-
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ration that is wholly owned by a second corporation organized in

| the same country as the first foreign corporation if the stock of the
second foreign corporation is primarily and regularly traded on an
established securities market in that country.

Explanation of Provision

The bill modifies the reciprocal exemption provisions so that
they operate independently with respect to nonresident alien indi-
viduals and foreign corporations. Thus, for a nonresident alien indi-
vidual to be exempt from U.S. tax, his or her country of residence
must exempt only U.S. citizens from its tax. Similarly, for a foreign
corporation to be exempt from U.S. tax, its country of organization
must exempt only domestic corporations from that country’s tax.

The bill extends the publicly-traded exception to the residence-
based requirement to certain foreign corporations that are wholly
owned subsidiaries of third-country parent corporations. This ex-
tension applies to a parent corporation that is organized in a coun-
try that exempts domestic corporations from its tax if the parent
corporation’s stock is primarily and regularly traded on an estab-
lished securities market in its country of organization. Thus, if
both the parent corporation and its wholly-owned subsidiary are or-
ganized in foreign countries that grant equivalent exemptions to
U.S. corporations, and the stock of the former is primarily and reg-
ularly traded in its country of organization, then the subsidiary is
exempt from U.S. tax regardless of whether more than 50 percent
of its stock is owned by local residents.

3. Limitations on special treatment of 80/20 corporations (sec.
112(f) of the bill, sec. 1214 of the Reform Act, and secs. 861
and 2105 of the Code)

Present Law

Prior to the Act, a U.S. corporation’s dividend and interest pay-
ments were foreign source and not subject to U.S. withholding tax
when at least 80 percent of the U.S. corporation’s income over the
prior three years was from foreign sources (commonly referred to
as an 80/20 company). The Act repealed prior law as it applied to
dividends paid by an 80/20 company (other than dividends paid by
a possessions corporation) and treats dividends paid by U.S. corpo-
rations as U.S. source. Dividends received by foreign persons from
U.S. corporations, though treated as U.S. source, receive look-
through treatment for U.S. withholding tax purposes when the cor-
poration satisfies an active foreign business requirement. In such a
case, the amount of the withholding tax exemption is based on the
source of the income earned by the U.S. corporation. With respect
to interest payments by a U.S. corporation, the Act generally treats
the interest as U.S. source unless the corporation satisfies the
active foreign business requirement. If the active foreign business
requirement is met, the Act treats interest paid by a U.S. corpora-
tion as foreign source if the interest is paid to unrelated parties
and as having a prorated source based on the source of the payor’s
income if the interest is paid to related parties.
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The active foreign business requirement is satisfied if at least 80 |
percent of the U.S. corporation’s gross income for the 3-year period
preceding the year of the payment is derived from foreign sources
and is attributable to the active conduct of a trade or business in
one or more foreign jurisdictions (or U.S. possessions).

The 80-percent active foreign business requirement may be met
by the U.S. corporation alone or, instead, may be met by a group
including domestic or foreign subsidiaries in which the U.S. corpo-
ration owns a controlling interest. It is intended that at least a 50-
percent ownership interest be required for a subsidiary’s business
to be attributed to a U.S. shareholder. In allowing attribution of a
subsidiary’s active foreign business to a controlling corporate
shareholder, the character (i.e., active foreign business income) of
the subsidiary’s gross income is intended to be attributed to the
corporate shareholder only on the actual inclusion of income from
the subsidiary, for example, dividends, interest, rents, or royalties,
and for the purpose of determining the percentage of dividends
paid by the shareholder that are subject to U.S. withholding tax.
Thus, for example, dividends received by a corporate shareholder
from controlled U.S. subsidiaries, though treated as U.S. source in
the hands of the corporate shareholder, are to be characterized as
active foreign business income for the purpose of this look-through
rule in the same proportion that the controlled subsidiaries’ active
foreign business income bears to their total income. With respect to
other items of income received from controlled subsidiaries, those
amounts are to be characterized as active foreign business income
to the extent they are allocated against active foreign business
income of the payor.

Prior to the Act, certain income paid by U.S. persons to foreign
persons was effectively exempted from U.S. withholding tax be-
cause the income was treated as foreign source income. Under the
Act, the income is treated as U.S. source, but the exemption from
U.S. withholding tax is made explicit. The interest affected in-
cludes interest on deposits with persons carrying on the banking
business, interest on deposits or withdrawable accounts with a Fed-
eral or State chartered savings institution as long as such interest
is a deductible expense to the savings institution under section 591,
and interest on amounts held by an insurance company under an
agreement to pay interest thereon, but, in each case, only if such
interest is not effectively connected with the conduct of a trade or
business within the United States by the recipient of the interest.
The Act also made an explicit exemption from U.S. withholding
tax for income derived by a foreign central bank of issue from
bankers’ acceptances. By treating the interest on deposits as U.S.
source, it is not intended that the principal amounts which gener-
ate the income be includible in a foreign person’s estate.

Explanation of Provision

The bill clarifies that, for purposes of attributing a lower-tier cor-
poration’s active foreign business income to an upper-tier U.S. cor-
poration, the upper-tier corporation must own directly or indirectly
at least 50 percent of both the voting power and value of the stock
of the lower-tier corporation.
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The bill clarifies that the change in source for certain interest on
deposits does not change its treatment for estate tax purposes.
Thus, for example, bank deposits the interest on which is not effec-
tively connected with a U.S. trade or business, though such interest
is treated as U.S. source income, are not treated as property within
the United States.

Further, the bill clarifies that the Act’s provisions are generally
effective for payments made in taxable years of the payor begin-
ning after December 31, 1986.

4. Rules for allocation of -interest, etc., to foreign source income
(sec. 112(g) of the bill, sec. 1215 of the Reform Act, and 864(e)
of the Code)

Present Law

Basis of stock of nonaffiliated 10-percent owned corporation

When the tax book value method of expense apportionment is
used, the Act provides a new rule to allocate and apportion ex-
penses on the basis of assets when the asset is stock in one of cer-
tain corporations. If a 10-percent or more owned corporation is not
included in the group treated as one taxpayer, then, in general, the
adjusted basis of the stock owned in such corperation in the hands
of a U.S. shareholder is increased by the amount of the earnings
and profits of the corporation attributable to that stock and accu-
mulated during the period the taxpayer held it. Earnings and prof-
its are not limited to those accumulated in post-enactment years.
(In general, two kinds of 10-percent owned corporations are not in-
cluded in the one-taxpayer group: foreign corporations, and U.S.
corporations that are more than 10- but less than 80-percent
owned.) In the case of a deficit in earnings and profits of the corpo-
ration that arose during the period when the U.S. shareholder held
the stock, that deficit reduces the adjusted basis of the asset in the
hands of the shareholder. In that case, however, the deficit cannot
reduce the adjusted basis of the asset below zero.

Under prior law and under the Act, subpart F inclusions in-
crease stock basis in but do not decrease earnings and profits of a
controlled foreign corporation (secs. 961 and 959). Congress did not
intend that the addition of such amounts to stock basis by virtue of
a subpart F inclusion (or another inclusion with an equivalent
effect on basis) result in double counting.

Allocation of expenses to deductible dividends

The Act provides that for purposes of allocating or apportioning
any deductible expense, any tax-exempt asset (and any income
from such an asset) shall not be taken into account. A similar rule
applies in the case of any dividend from a U.S. corporation that is
eligible under section 243 for the 80-percent dividends received de-
duction (but not in the case of a dividend from a U.S. corporation
that is eligible for the 100-percent dividends received deduction)
and in the case of any dividend from a foreign corporation a frac-
tion of which (that reflects its U.S. earnings) is eligible under sec-
tion 245(a) for an 80-percent dividends received deduction.
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Treatment of bank holding companies and banks

While the Act generally requires an affiliated group to be treated
as if all members of the group were one taxpayer for purposes of
allocating and apportioning interest expense, that general rule
does not apply to any financial institution (described in section 581
or 591) if the business of the financial institution is predominantly
with persons other than related persons or their customers, and if
the financial institution is required by State or Federal law to be |
operated separately from any other entity which is not a financial
institution. A bank to which this exception applies is not treated as
a member of the group for applying the Act’s general one-taxpayer
rule for interest expense allocation and apportionment to other
members of the group; instead, that bank and all other banks in
the group are to be treated as one taxpayer (rather than each bank
being treated as a separate taxpayer for this purpose).

Although treated separately from other group members for inter-
est expense allocation, banks were to be treated as part of the over-
all group that the Act treats as one taxpayer for expenses other
than interest. The Act does not make this distinction.

Direct allocation of interest expense when deduction is denied

The Act provides that the Secretary is to prescribe such regula- |
tions as may be necessary or appropriate to carry out the purposes
of this section, including regulations providing for direct allocation
of interest expense incurred to carry out an integrated financial |
transaction to any interest (or interest-type income) derived from
such transaction.

In certain cases, the dividends received deduction is reduced in
cases where portfolio stock is debt financed (Code sec. 246A). In ad-
dition, a life insurance company is allowed a dividends received de-
duction for its share of dividends received, but this deduction is not
allowed for the policyholders’ share of dividends received. Further,
the reserve deduction and other deductible payments to policyhold-
ers of a life insurance company are reduced by the policyholders’
share of tax exempt interest. Moreover, in the case of a property
and casualty insurance company, 15 percent of the sum of tax
exempt interest and the deductible portion of dividends received re-
duces the deduction for losses incurred (section 832(b)(4)).

Scope of expense allocation rules

For purposes of subchapter N of chapter 1 of the Code (secs. 861-
999), except as provided in regulations, the Act provides a series of
rules governing expense allocation and apportionment. The intent
of the grant of regulatory authority was to allow regulations to
identify provisions of this subchapter to which the new rules would
not apply. The Act’s rules literally apply for the determination of
taxable income from sources outside the United States. With one
exception, however, these rules were intended to apply for all de-
terminations under subchapter N of chapter 1, whatever the source
(U.S. or foreign) of the income against which expenses are allocat-
ed. The exception relates to the possessions tax credit: Congress did
not intend that new Code section 864(e)(1) apply for purposes of
computations under section 936(h).
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Transition rules

The Act provides a number of transition rules designed to phase
in the application of the new expense allocation rules insofar as
they relate to interest expenses.

Explanation of Provisions

Basis of stock of nonaffiliated 10-percent owned corporations

The bill clarifies the Act’s rule governing the allocation and ap-
portionment of expenses when the tax book value method is used
and the asset at issue is stock in one of certain corporations. The
adjusted basis of any stock in a nonaffiliated 10-percent owned cor-
poration is increased by the amount of earnings and profits of that
corporation attributable to that stock and accumulated during the
period the taxpayer held the stock, or reduced, but not below zero,
by any deficits in earnings and profits in that corporation attribut-
able to that stock for that period. For this purpose, a “nonaffiliated
10-percent owned corporation” is one that is not included in the
taxpayer’s affiliated group, and in which members of the affiliated
group own 10 percent or more of the voting power. The bill makes
it clear that the adjustment to asset value on a look-through basis
is also applied to stock of foreign corporations that is not directly
held by U.S. taxpayers but that is indirectly 10-percent owned by
U.S. taxpayers. Stock owned directly or indirectly by a corporation,
partnership, or trust is treated as being owned proportionately by
its shareholders, partners or beneficiaries. When a taxpayer is
treated under this look-through rule as owning stock in a lower
tier corporation, the adjustment to the basis of the upper-tier cor-
poration in which the taxpayer actually owns stock is to include an
adjustment for the amount of the earnings and profits (or deficit in
earnings and profits) of the lower-tier corporation which were at-
tributable to the stock the taxpayer is treated as owning and to the
period during which the taxpayer is treated as owning that stock.

The bill provides that proper adjustment is to be made to the
earnings and profits of any corporation to take into account any
earnings and profits included in gross income under the subpart F
current inclusion rules (or under any other provision) that are re-
flected in the adjusted basis of the stock. Thus, a subpart F inclu-
sion, which increases stock basis but does not decrease earnings
and profits of a controlled foreign corporation, is not to result in
double counting.

Allocation of expenses to deductible dividends

The bill makes it clear that to the extent any dividend benefits
from the dividends received deduction under section 243 (allowing
an 80-percent dividends received deduction for certain dividends
from U.S. corporations) or 245(a) (allowing an 80-percent dividends
received deduction for the U.S. source portion of certain dividends
from foreign corporations), that portion of the dividend is treated
as tax exempt income for the purpose of the Act’s expense alloca-
tion rules and that portion of the related asset is treated as a tax
exempt asset.
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Treatment of bank holding companies and banks

The bill provides that, to the extent provided in regulations, a |
bank holding company (within the meaning of section 2(a) of the |
Bank Holding Company Act of 1956), and any subsidiary of a bank |
holding company predominantly engaged in the active conduct of a |
banking, financing, or similar business, shall be treated as a finan-
cial institution for the exception that applies in certain cases to fi-
nancial institutions described in section 581 or 591. The bill also
makes it clear that any financial institution that is excluded from |
the general one-taxpayer group and is included in a one-taxpayer |
group covering financial institutions is not so treated for purposes |
of expenses other than interest. That is, financial institutions and |
all other affiliated entities are treated as one taxpayer under the
Act for expenses other than interest.

Direct allocation of interest expense when deduction is denied

The bill provides that the Secretary is to prescribe regulations
for direct allocation of interest expense in the case of indebtedness
resulting in a disallowance under section 246A, which reduces the
dividends received deduction in cases where portfolio stock is debt
financed. Thus, to the extent that an interest deduction reduces the
amount of the dividends received deduction, the interest expense
generating the loss of the dividends received deduction is to be
treated as directly allocable to the income resulting from the loss
of the dividends received deduction.

Under the bill, the Secretary is also to prescribe regulations pro-
viding that, in the case of an life insurance company, the Act’s rule
requiring that tax-exempt assets and income therefrom be disre-
garded will not apply to the policyholders’ share of any tax-exempt
asset or income from such an asset. That is, the policyholders’
share of assets that produce tax-exempt income will attract ex-
penses notwithstanding their tax-exempt character. The same
treatment applies to tax-exempt assets of property and casualty in-
surance companies, to the extent that the income from such assets
reduces that company’s loss deduction (under section 832(b)(4)).

In general, similar treatment is to apply with respect to the pol-
icyholder’s share of stock that insurance companies hold to the
extent that dividends it pays would be eligible for the 80-percent
dividends received deduction. Thus, that stock will attract expenses
notwithstanding the deduction for the dividends it would pay.

Scope of expense allocation rules

The bill provides that new Code section 864(e) (relating to ex-
pense allocation) shall not apply for purposes of any provision of
subchapter N of chapter 1 of the Code (secs. 861-999) to the extent
the Secretary determines under regulations that the application of
this subsection for such purposes would not be appropriate. In a
conforming amendment, the bill deletes the provision for excep-
tions to new Code section 864(e) in the introductory language to
that subsection.

With one exception, the bill makes it clear that these rules apply
for all determinations under subchapter N of chapter 1, whatever
the source of the income against which expenses are allocated. The
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exception relates to the possessions tax credit: Code section 936(h)
| is to apply as if new Code section 864(e)1) had not been enacted.

Transition rules

The bill clarifies the operation of the Act’s transition rules.

One set of the bill’s provisions clarifies the Act’s phase-in of the
Act’s new rules governing interest expense allocation generally.
(This set of the bill’s provisions does not affect the Act’s phase-in of
the one-taxpayer rule of new Code sec. 864(e)(1), which is described
below.) These clarifications, the bill’s “general” phase-in provisions,
apply to the aggregate amount of indebtedness of the taxpayer out-
standing on November 16, 1985. In the case of the first three tax-
able years of the taxpayer beginning after December 31, 1986, the
Act’s amendments relating to interest expense allocation (other
than the one-taxpayer rule of new Code sec. 864(e)X1)) do not apply
to interest expenses paid or accrued by the taxpayer during the
taxable year with respect to an aggregate amount of indebtedness
which does not exceed the general phase-in amount. Except for cer-
tain reductions in indebtedness, the consequences of which are de-
scribed below, the general phase-in amount is the applicable per-
centage of the taxpayer’s debt outstanding on November 16, 1985.
In the case of the first taxable year, the applicable percentage is
75; in the case of the second taxable year, the applicable percent-
age is 50; in the case of the third taxable year, the applicable per-
centage is 25.

The general phase-in amount eligible for relief for any period,
however, is not to exceed the lowest amount of indebtedness of the
taxpayer outstanding as of the close of any preceding month begin-
ning after November 16, 1985. To the extent provided in regula-
tions, the average amount of indebtedness outstanding during any
month is to be used in lieu of the amount outstanding as of the
close of such month for this purpose. This grant of regulatory au-
thority is designed to allow the Internal Revenue Service to disal-
low transition relief to taxpayers whose month-end debt levels are
not representative of their monthly debt levels generally. Reduc-
tions in debt as of a month’s end are not to reduce phase-in relief
for prior months, however. For example, if a calendar year taxpay-
er’s outstanding debt is $100 on November 16, 1985 and at all times
thereafter until December 1, 1987, at which time it pays off all its
debt, the taxpayer is entitled to general phase-in treatment for in-
terest on $75 during the first 11 months of 1987.

In addition, the bill’s “special”’ phase-in rules clarify the Act’s
provisions that phase in the Act’s one-taxpayer rule (new Code sec.
864(e)(1)). In the case of the taxpayer’s first five taxable years be-
ginning after December 31, 1986, the Code’s new one-taxpayer rule
(Code sec. 864(e)(1)) is not to apply to interest expenses paid or ac-
crued by the taxpayer during the taxable year with respect to an
aggregate amount of indebtedness that does not exceed the special
phase-in amount. The special phase-in amount is the sum of three
separate amounts: the general phase-in amount, described above,
the five-year phase-in amount, and the four-year phase-in amount.

The five-year phase-in amount is the lesser of two amounts. The
first amount is an applicable percentage of the “5-year base.” The
5-year base is the the excess (if any) of the amount of a taxpayer’s
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outstanding indebtedness on May 29, 1985, over the amount of the
taxpayer’s outstanding indebtedness as of the close of December 31,
1983. For this purpose, however, the 5-year base cannot exceed the
aggregate amount of indebtedness of the taxpayer outstanding on
November 16, 1985. The applicable percentage, in each year, is the
excess of the percentage granted relief under the Act’s 5-year
phase-in over the percentage granted relief under the Act’s general
(3-year) phase-in. In the case of the first taxable year beginning
after December 31, 1986, the applicable percentage is 8-1/3 (83-1/3 -
75); in the case of the second taxable year, the applicable percent-
age is 16-2/3 (66-2/3 — 50); in the case of the third taxable year,
the applicable percentage is 25 (50 — 25); in the case of the fourth
taxable year, the applicable percentage is 33-1/3; and in the case of
the fifth taxable year, the applicable percentage is 16-2/3.

The 5-year phase-in amount cannot exceed a second amount.
That second amount, which is in the nature of a limitation, caps
the 5-year phase-in amount in cases where reductions of indebted-
ness (“paydowns”) reduce the taxpayer’s debt below the amount
that would have been eligible for 5-year relief had no paydown oc-
curred. More specifically, the second amount is the 5-year base, re-
duced (but not below zero) by paydowns of debt, and then multi-
plied by a percentage. The paydowns that reduce the 5-year base
for this purpose are defined as the excess of the taxpayer’s Novem-
ber 16, 1985, debt over the lowest amount of indebtedness of the
taxpayer outstanding as of the close of any preceding month begin-
ning after November 16, 1985 (or to the extent provided in regula-
tions, as under the general phase-in, the average amount of indebt-
edness outstanding during any such month).

To compute this second amount, the (possibly reduced) 5-year
base is multiplied by a fraction the numerator of which is the ap-
plicable 5-year percentage (the excess of the 5-year percentage
under present law over the 3-year percentage), and the denomina-
tor of which is the sum of the applicable percentage under the gen-
eral (3-year) rule and the applicable percentage under the 5-year
rule. This second amount limits the 5-year base only in cases where
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