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‘ INTRODUCTION

This document ! provides a comparative description of tax reform pro-
posals in connection with the markup by the Senate Committee on Finance,
beginnii:g on March 18, 19¥6.

The document, in columnar form for each item, includea: present law
(Col. 2); the President's tax reform proposal * (Col. 3); the House-passed tax
reform hill, H.R. 3838 * (Col. 4); and the Finance Committee Chairman's pro-
posal (Col 5).

Note: The phrase. “Same as House bill,” does not necesearily imply the
exact statutory language used in the House bill (ie., there may be technical
or clerical changes to the House statutory language), but rather the
same substantive policy as reflected in the House bill.

! This document m.i\h. cited es follows Joint Committee on Taxstion, Tas Reform Proposals in Connec
fon with Commatiee on Finance Muluf (JCB-8 861, March 18, 1986

* The White House, The Presudent's Tas Proposals to the Congress for Fairmass, Growth, and Simplifica
fion, May 1945

* Passed by the House of Representatives on December 17, 1985 See also report of the Commitise on
Ways and Means. H Rep Na 99426, Decomber 7, 1985




L INDIVIDUAL INCOME TAX PROVISIONS !

Preren( Law

Presldent’s Proposal

House Bill

’_ Chairman's Proposal

A llasic Rate Structure *
1. Tax rale achedules

a. Married indiciduaiz filing
Joinily and  surviving
nporse

b. Head of household

¢. Single individuals

The present tax structure consists of up
to 15 taxable income brackets and tax
rates above the zero bracket amount
(ZBA). The following figures apply for 198€
un;! reflect an inflation adjustment for
1925,

() 14 iaxabie income brackets above the
ZBA cf $3,670; 11-percent tax rate starts
above $3.670; rates rise to the maximum
50-peccent rate above $175,250,

(b) 14 tazable incom= brackets above the
$2,4R0 ZBA; l1l-percent tax rate starts
above $2,4R(0; rates rise to the 5)-percent
rate above $116,870.

{c) 15 taxable income brackets above the
$2,480 ZBA; 1l-percent tax rate starts
above $2,480; rates rise to the 50-percent
rate above $88,270.

(For married individuals filing separate
returns, the ZBA is one-half the ZBA on
joint returns, and the taxable income

begin at half the ta for
joint returns.)

‘

The tax structure would consiat of three
taxable income brackets and tax rates—15,

25, ard 35 percent—above the ZBA Index-
irg would continued as under present
law.
(») Thx rate Brackets

ZBA zl‘) to 4,000

16% 000 to 29,000

25% $29,000 to 70.000

35% Over $70,000
() Tax rate Brackets

ZBA to 3,600

16% ,600 to 28,000

25% 23,090 to 52,000

35% Over $52,000
(c) Tox rate Brackets

z8 to 2,90¢

15% 2,300 to 18,000

26% 18,000 vo 42,000

35% Over $42,096

Effective Zate.—The changed tax rates
and taxable income brackets would become
effective on July 1, 1986. For taxable year
1986, taz rate schedules would blend the
pll'ment-luw schedules with the new sched-
Ulea

Same as President’s proposal, except for
modifications shown below

(a) Tax rate Brackets
ZBA replaced by standard de-
duction
16% 0 to $22,600
26% 22,500 to $43,000
35% $43,000 to $100,000
38% Over $100,000
(b) Tax rate Brackets
ZBA replaced by standard de-
duction
15% $0 to $16,000
25% 16,000 to $34 000
35% 34,000 to $75.000
38% Over $75,000
{c) Tax rate Brackets
ZBA replaced by standard de-
duction
16% to $12,600
25% 12,600 to $30.000
35% ,000 to ,000
38% Over $60,000

El{nluv date.—Same as President’s pro-
posa

Same as President's proposal, except for
modifications shown below

(a) Tax rate Brackets
ZBA

replaced by standard de-
duction
16% 0 to $20,000
25% $20,000 to $57.000
35% Over $57,000
(b) Tax rate Brackets
ZBA replaced by standard de-
duction
16% 0 to $14,000
26% $14,000 to $42,000
35% Over $42,000
(©) Tax rate Brackets
2ZBA replaced by standard de-
duction
16% 0 to $11,250
26% $11,250 to $35.000
35% Over $35.000

Effective date.—The changed tax rates
and taxable income brackets would become
effective on July 1, 1987 For taxable year
1987, tax rate schedules would blend the
schedules of rates that would have applied
under present law (ie, 1986 rates as ad-
justed for inflation) with the new sched-
ules.

2. Zero bracket amount (stand-
ard deductlon)

a. Increased standard deduc-
tion for oll individuals

(a) The followi

zera bracket

zero bracket
apply for 1986 and reflect an inflation ad-

justment for 1985.

Fiing status ZBA
Joint returns and surviving apouse  $3,670
Head of household . - 2,480
Single individuals........... . ... 2,480

The ZBA is indexed annually
changes in the inflstion rate

for

{a) The g i d
amounts would epply for 1986.

Filing status ZBA
Joint returns and surviving spouse.. $4,000
Head of household v 3

Single individuals 2,900

Indexing would be continued as in
present law

{a) Instead of the ZBA, indlviduals are
allowed a standard deduction. In 1987, the
standard deduction is increased to the fol-
lowing amounts:

Standard

Filing status deduction
Joint returns and surviving

spouse . . 800

Head of household .200

Single individuala 2,960

{a) Instead of the ZBA, individuals would
be allowed a standard deduction In 1985,
the standard deduction would be increased
to the following amounts:

Stondard

Filing status deduction
JoInt returns and surviving

spouse . e $5.160

Head of household $4.500

Single individuals $3.200




1. INDIVIDUAL INCOME TAX PROVISIONS—(Continued)

ltem Present Law President’ Proposal llouse Bill Chairmen’s Proposal
2. Zero bracket amount (stand
ard deduction) (Cont.)
a. Increased standard deduc- These increased standard deduction These increased standard deduction

tion for ail (ndividuals
(Cont.)

b Additional standard de-
duction omount for elderly
or blind individuals

(b) No provision.

(b) No provision

nm‘;lunh are eﬂ'ectlve on Janunry b 198’1
dexed for

1988 For 1986, the standard deduction u

the same amount as the ZBA for 1986

under present law.

(b} An additional standard deduction
amount of $600 (indexed for infletion be-
ginning in l988l i8 allowed for an elderly
or blind indi . For these
only, the new standard deduction mounu
listed in (a) above (otherwise effective in
1987) and the additional $600 standard de-
(li;asc((iion amount are effective on January 1,

amounts would be effective on January |,
1988, and would be indexed for inflation
beginning in 1989. For 1987, the standard
deduction would be the aame amount as
the ZBA that would have applied for 1987
under present law (i.e., the 1986 ZBA as
adjusted for inflation in 1986).

(b) An edditional standard deduction
amount of $600 (indexed for inflation be-
ginning in 1989) would be allowed for an
elderly or blind individual. For these tax-
payers only, the new standard deduction
amounts listed in (a) above (otherwise ef-
fective in 1988) and the additional $600
standard deduction amount would be effec-
tive on January 1, 1987.

3. Personal exemptlon

The personal exemplinn for an individ-
ual, the individual's spouse, and each de-

ndent is $1,080 for 1986 {reﬂectlr.g un in-
ﬁiuon ndjunlmcnl for 1985). One addition-
al personal exemption is provided for an
individual who is age 656 or older, and for
an individual who is blind

The personal exemption for an individ-
ual, an individual's spouse, and each de-
pendent would be in to $2,000 In-
dexing would be continued as under
present law The additional exemption for

elderly or blind individuals would be re-
pealed.

Effective date.—Taxable years beginning
on or after January |, 1986

Same as President's propoeal in provid-
ing a §2,000 exemption and repealing the
additional exemption for elderl)e ihnd
individuals. However, itemizers must
reduce their total itemized deductions by
$500 times the number of personal exe
tions claimed, beginning in 1986. The 85&
amount will be indexed for inflation begin-
ning in 1987.

Effective date (personal exemption
amount and ficor under itemized deduc-
tions).—Taxeble years beginning on or
after January 1, 1986.

Same as President’s proposal, escept
that the personal exemption would
phased out between $100,000-$200,000 of
adjusted groes income

Effective date.—Taxsble years beginning
on or after January |, 1987.




Item

1. INDIVIDUAL INCOME TAX PROVISIONS—(Continned)

Present Law

President’s Propnsal

House Bill

Chairman’s Proposal J

1. Limltation nn tax-labllity re-
ductinn  for highest-bracket
individuala  sttributable to
pernnnal exemptions and cer-
{8in itemlzed deductions

Under present law, an individual's gross
income is reduced by certairm adjustments in
computing adjustsd gross income (AGI). For
taxpayers who itemize, AGI is then reduced
by itemized deductions (to the extent
exceeding the applicable ZBA) and by
personal exemptions. For nonitemizers, AGI
18 reduced by the nonitemizer charitable
deduction and by personal exemptions.

The doller amount by which an individ-
ual’s income tax liability ie reduced by
virtue of itemized deductions (above the
ZBA), the noni charitable deduction,
oc personal exemptions eque!s the amount
of such deductions and exemptions multi-

lied by the applicable marginal tax rate.

‘or example, for an individua! in the high-
est (50 percent) bracket, itemized deductions
(above the ZBA) totaling $1,000 can reduce
tax liability by $500; for an individual in the

0 percent bracket, the tax liability reduc-
tion cannot ex 00.

No provision.

No provision

Individeals in the highest (35 percent)
bracket would be subject to a limitation on
the extent to which their tax liability can
be reduced hy virtue of (1) the personal ex-
emption nnd (2) itemized deductions (in
excess of the standard deduction) other
than deductions for mortgage interest on
principal or second residences, real proper-
ty taxes, and charitable contributions

Under the limitation, these items could
not reduce an individual's income tax li-
ability by more than the amount of such
exem{niona or deductions multiplied by the
middle tax bracket rate (25 percent). For
example, if an unmarried individual in the
higheat bracket (35 percent) had $1,000 of
such excems itemized deductions, the maxi-
mum tax liability reduction attributable to
such deductions, plus one $2,000 personal
exemption, wouldphe $750 (25 percent of
$3.000) rather than $1,050 (35 percent of
$3,000).

This limitation would not apply to item-
ized deductions for home mortgage inter-
est, real property taxes, and :ﬁariuble
contributions. Also, this limitation would
not affect individuals whose taxable
income, computed without deducting the
itemized deductions subject to the limita-
tion or the personal exemption, would
Elam them in the 15-percent or 25-percent

racket. The limitation would apply to per-
sonal e: pti of any i izers who
are in the highest (35 percent) bracket; the
limitation would not apply to the nonitem-
izer charitable deduction.

This limitation would be implemented by
adding to income tax liability 10 percent of
the lower of (a} the sum of those itemized
deductions (in excess of the standard de-
duction) subject to the limitation plue the
personal exemptions claimed on the
return, or (b) the amount in (a) plus tax-
able income, minus the applicable dollar
figure defining the beginning of the 35-per-
cent bracket.

Effective date.—Taxable years beginning
on or aftec January 1, 1987,
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ttem

Presen! Law

President’s Proposal

1louse Bill

=

Chairmen's Proposal

5. Two-earner deduction

Under present law, differing rate sched-
ules and zero bracket emounts contribute
to an increased tax liability (marriage pen-
alty) when two single taxpayers marry and
file 8 joint return Couples filing a joint
return are allowed o tax deduction equal
to 10 percent of the lesser of the earned
income of the lowerearning spouse or
g0,000; the maximum deduction thus is

3,000

The two-earner deduction would be re-
pealed

Effective date —Taxable years beginning
on or after January 1, 1986.

Same as President’s propoeal (marriage
penalty relief provided through standerd
deduction and rate schedules). ¢

Ef(«lwe date.—Same as President’s pro-
posal.

Seme as House bill.

Effective date.—Taxeble years beginning
on or aRer January 1, 1987.

6. Earned Income credit

Taxpayers with one or more children are
allowed e credit of 11 percent of their first
$6.000 of earned income (maximum credit
of $560). The amount of the credit is re-
duced as income rises over $6,600, and the
credit is totally phased-out at $11,000 of
AGI. The credit is refundable.

The allowable credit would be increased
to 14 percent of the first $5,000 of earned
income (maximum credit of $700). The
income level at which the phaseout begins
would be raised to $6, with a total
phaseout at $13,600 of AGl. The maximum
amount of the credit as well as the phase-
out income levels would be adjusted for in-
Mation occurrirg after 1984

Effective dat.—Taxable years beginning
on or after January 1, 1986.

Same as President's mpmal, except
that, for taxable years nning on or
after January 1, 1987, the income leve! &t
which the phaseout begins is increased to
$9,000 Because the rale of phaseout i8 the
same a8 President’s pro) 1, total phase-
out does not occur until $16,000 of AGI.

Effective for taxable years beginning in
1987, the earned income credit would be in-
creased to 14 percent of the first $5,000 of
earned income (maximum credit of $700),
and the income phase-out levels would be
increased o $6,600/$13,500, with these
amounts being adjusted for inflation in
1985-86. Effective for taxable yeare begin-
ning on or after January 1, 1988, the
income phase-out levels would be increased
o $9,000/816,000, with these amounts
being adjusted for inflation in 1985-87

7. Income averaging

An eligible individual (ie, one who has
been sell-aupporting and & U.S. citizen or
resident during the past three years) can
elect to have o lower marginal rate apply
to the portion of income that is more than
40 percent higher than his or her income
for the prior three years.

Income averaging would be repealed.

Effective date.—Taxable years beginning
on or after January 1, 1986.

Same as President’s proposal.

Same as President’s proposal

Effective date —Taxable years nnin,
on or after January 1, 1987, pees !
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President’s Proposal

House Bill

Chalrman’s Proposal

It Tax Treatment nf the Elderly and
Disabled
1. Exempllion for the elderly

Present law provides an additional per-
sonal exemption ($1,080 for 1986) for an in-
dividual who is age 65 or older, or who is
blind. An individual who is both age 65 or
over and blind is entitled to claim two ad-
ditional personal exemptions.

The additiona; gemnal exemption for
an individual age 65 or over, and ihe addi-
tional personal exemption for an individ-
ual who is btind, would be repealed.

Effective date.—Taxable years bexinning
on or after January 1, 1986.

Same as President's proposal (but the
standard deduction is increased by $600 for
an individual over age 65, by $600 for e
blind individual, and by $1,200 in the case
:{ a; individual who is both elderly and

ind).

Effective date.—Taxable years beginning
on or efter January I, 1986.

Same as House bill

Effective date. —Taxable years beginning
on or after January 1, 1987

2. Credit for the elderly

Present law provides & nonrefundeble
income tax credit for individuals who are
age 65 or over, or who have retired on per-
manent and total disability. The credit
equals 15 percent of an initial base amount
reduced by the amount of certain tax-free
income received by the yer and by
one-half of the taxpayers Ad’aeweeding a
specified threshold.

The initial base amount is $5,000 for an
unmarried individual or for a merried
couple filing & joint return if only one
spouse is eligible for the credit; $7,500 for a
married couple filing a joint return with
both uses eligible for the credit; or
$3,750 for mamed couple filing separate
returns. For a disabled individual who is
under age 65, however, the initial base
amount equals the individual's digability
income for the year, if less than the initial

amount.

The initial base amount is reduced by
certain aontaxeble income of the taxpayer,
including pension and annuity income,
social security, railroad retirement, or vet-
erans’ nonservice-related disability bene-
fits. In addition, the initial base amount is
reduced by one-half of the taxpayer's AGl
in excess of §7,600, in the case of a single

_individual; $10,000, in case of married tax-

payers filing e joint return; or $5,000, in
the case of married taxpayers filing sepa-
rate returns.

The tax credit for the elderly and dis-
abled wvuld be expanded and mudified as

followe:

(1) The class of taxpayers eligible for
the credit would be expanded to include
taxpayers under age 65 who (a) are
blind, or (b} receive workers' compensa-
tion or black lung disability benefits.

(2) The initial base amount on which
the credit is calculated would be in-
creased to $7,000, in the case of en eli-
gible single individual or & merried
couple filing 8 joint return with only
one spouse eligible for the expended
credit; $9,260, in the case of a head of
household; and Sll 600, in the case of
a married couple filing joint return
where both g{um are eligible for the
credit (85,760, in the case of such e
mnmed “rle ﬂlu\qI separate re-
turns). dition, the initial base
emount for an individusl who is both
;ld;u;l and blind would be increased

Yy

(3) The AGI level ot whlch the ini-
tial base amount begins to be reduced
wvuld be increased to $11,000, in the

of an unmarried individual;
312500 in the case of a head of house’
hold; and $14,000, in the case of @ mar-
ried couple filing e joint return
(87,000, in tha case of e married couple
filing separate returns).

Retain present law.

Retain present law.
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Chairman's Propusal

2. Credit for the elderly (Cont.)

(4) All dollar amounts used in deter-
mining the amount of the credit would
be indexed for inflation in future
years.

(5) For those taxpayers with work-
ers’ compensation and black lung dis-
ability benefits, the initial
amount would be the sum of (a) the
amount of such benefits received, and
(b) any initial base amcunt for which
they would otherwise qualify. Under
the proj other dizability income
ehglble for the credit would be restrict-
ed to dieabil ity payments from a
“qualified plan.”

Effective date.—l'axable years beginning
after December 31, 1985,

3. Wage replacement benefits

a. Unemployment compensa-
tion

Preeent law provides a limited 1

from groes income for unemployment com-
pensation benefits received under a Feder-
al or State program. If the sum of the tax-
peyer’s unemployment compensation bene-
fits and AGI does not exceed a base amount,
then the entire benefit amount is excluded
from income. The base amount is $12,000,
in the case of an unmarried individual;
$18,000, in the case of & married couple
filing a joint return; and zero, in the case of
a married couple filing separate returns.

If the base amount is exceeded, then the
amount of ment ion
benefits that is includible in income is
equal to the lesser of (1) one-half of the
excess of the uxpa er's combined income
(modified AGI nefits) over the base
amount, or (2) t! lmuunt of the unemploy-
ment compensation.

Al | tion bene-
fits would be includible in groes income.

Effective date.—Tuxable years beginning
after December 31, 1986.

Same as President’s proposal

Same as President’s proposal.
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]

b. Workers' compensation

ond black lung dinability .

henefits

Present law provides that gross income
does not inclu&lJ amounts received under
workers’ statules as
sation for personal injuries or sicknees.
This exclusion slao applies to benefits paid
under a workers' compeneation statute to a
survivor of a deceased employee

Under present law, black lung disability
benefita paid for claims by coal miners are
excludeble from gross income as workers’
compensation benefits.

All cash wai::nnm for workers' compen-
cetion and biack lung disability beneiits
would be includible in groes income, except
for payments for medical services (unleas
previously deducted), payments for
cal and vocational Nhﬂbl‘lﬂhl)“, an pay<
menta for bunal expenscs.

Worker's compensation a&nd black lung
disability benefits would be eligible for the
expanded credit for the eldeily.

Effeciive date.—The repeal of the exclu-
sion for workers’ compensation benefiis
would apply to benefits attributable io dis-
abilities occurring on or after January 1,
1987 The provision that would make work-
ers’ compensation and black lu:s disubility
benefits eligible for the expanded credit for
the elderly would be effective for tazable
years beginning after December 31, 1986.

Retain present law

Retain present law
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Present Law

President’s Proposal

House Bill

Chalrmen’s Proposal

C. Scholarships and Fellowships

(1) In general —Degree candidates at an
educstionel institution may exclude
amounts received as e scholarship or fel-
lowship grant, and also incidental amounts
for expenses for trevel, research, clerical
help, and equipment. Nondeﬂree candi-
dates may exclude only scholarships or fel-
lowship grants from tax-exempt orxnmm

(1) In general. —Amounts received as’

scholarships or fellowship grants by degree
candidates would be includible in the re-
cipient’s gross income except to the extent
that they were required to be, and were,
spent on tuition and equipment required
for courses of instruction. g‘londegree can-
didates would not be permitted to exclude

tions or inter or gover any such ts, but cnuld exclude reim-
agencies, limited to a lifetime | b for incid P (travel,
exclusion of $10,800 The exclusion for inci- | research, clerical hel , or equipment)

dental amounts received by nondegree can-
didates is not limited.

(2) Payments for services. —Amounts re-
ceived by degree candidates are not eligible
for the excl if they
for tan::hnn? or other services reqmnd as e
condition of receiving the grant, unless all
candidates for a particular degree must
perform such services.

Grants received under a Federal pro-
gram which would otherwise be eligible for
the exclusion, but for the fact that the re-
cipient must perform future services as a
Federal employee, are excludable to the
extent used for tuition and required fees,
books, supplies, and equipment.

Degree candidates would not be permitted
to exclude incidental expenses.

(2) Payments for services.—The special
rule concern:ng performance of services re-
Tmed of al! candidates for a particular
legree would be repealed

The special rule reletinq to certain Fed-
eral grants would be repealed

Effective date —The pmpoul would be

(1) In general. —Same as President's pro-
pwal except thnl amounts reoelved by

or
penses are not excludable (although oﬂael-
ting deductions ere available if such costs
qualify as business expenses under sec.
162).

(2) Payments for services. —Same as
President’s proposal.

Same as President’s proposal

Ef/srlu'e dau —Thde provmon is effective
for

effective for s
received in tazable years qunl on or
after January 1, 1983' except that if @ bind-
commitment to grant a scholarship for
anﬁ candidate is made before Janua
amounts received would be exclud-
able under present law through 1990.

pe gran
after September 25, 1985

(1) In general —Same as llouse bill.

(2) Poyments for
President’s proposal

services. —Same a8

Same as President’s proposal

Effective date —Effective on Jenuary |,
1987, for scholarships end fellowships grant-
ed after March 1, 1986
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I Deductinna for Pernons! Expend-
itures
I. ltemized deductiona for cer-
tain State and locel taxes

Individuals may claim itemized deduc-
tions with respect to the following State
and local taxes: income taxes, real proper-
ty taxes, personal property taxes, and sales
taxes. No other State and local taxes are
deductible by individuals unless incurred
in & business or in an income-producing
(investment) activity.

Itemized deductions for State and local
taxes would be repealed.

State and local taxes other than income
taxes would be deductible if incurred in a
business oc, subject to the limitation in the
fellowing sentence, in an investment activi-
ty. When incurred by an individual in an
investment ectivity, these taxes would be
among the ca ry of expenditures that
would be deductible “sbove-the-line” to the
extent exceeding one percent of adjusted
gross income {see item E.2, below).

Effective date.—Taxable years inning
after 1985. 4 oy

Same as present law

Itemized deductions for State and lncal
sales taxes and personal property taxes not
incurred in a business or investment activi-
ty would be repealed (If incurred in & busi-
ness or investment sctivity, these taxes
would be capitalized, if apfmpriql‘x, or de-
ductible under the general rules allowing
deductions for such activities ) ltemized de-
ductions for real property taxes would be
sllowed as under present law ltemized de-
ductions for income taxes would be allowed
as under rrenem. law, subject to the limita-
tion (see |.A 4, above) applicable to taxpay-
ers in the 35-percent brecket.

Effective date.—Taxable years beginning
on or after January 1, 1987

2. Charitable deduction for non-
itemizern

Nonitemizers mey deduct their charita-
ble contributions in addition to taking the
standard deduction (ZBA), subject to limi-
tations for pre-1986 years.

e maximum nonitemizer deduction
was $26 for 1982 and 1983, and $76 for
1984. For 1985, 60 percent of the amount
contributed was deductible, without a
dollar cap. For 1986, the full amount of
contributions is deductible.

Under present lew, no deduction (beyond
the standard deduction) is provided for
charitable contributions by nonitemizers
made after 1986,

The nonitemizer charitable deduction
would be repealed for contributions made
after 1985, i.e., one year earlier than the
scheduled termination of the

The bill mekes the
izer charitable decrcctlon The bill modifies
the dcduclmn by providi ﬂ\al for taxable

deduction under present law.

yea after 1985, the deduction
in subject to a $100 floor.

The i charitable deduction
would be made permanent (with no floor).

Effective date —On enactment

3. Adoptlon expensen

An itemized deduction is allowed for up
to $1,600 of sdoption fees and expenses
(such as court costs and attorneys' fees) for
the udoptlon of a child with special needs,
ie, d or other child eligible
for edoption assistance payments under
the Social Security Act.

1 ad.

The .
would be rspmled in anticipation that a
direct expenditure program would be en-
acted to continue Federal support for fami-
lies adopting children with special needs

E ective date.—Generally January 1,
ul:e,rt that pmenl law would upply
for pr&lQ and special ph
rules would upply for edoptions during
1986.

T T

Same as President's proposal:
8) the adoption expense deduction is re-

and

(b) the Ado mn Assistance program in
Title IV-E of the Social Security Act is
amended to prvvide matching funds as an
administrative expense for adoption ex-
penses for any child with special needs
who has been placed for edoption in ac-
cordance with spplicable State and local
law Such expenses include all qualified
adoption expenses included in the current
tax deduction provision, The effective date
is to be coordinated with repeal of the cur-
rent tax deduction

Retain present law




1. INDIVIDUAL INCOME TAX PROVISIONS—(Continied)

ltem

Present Law

Presideat’s Proposal

House Bill
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4. Deductibility of mortgage in-
terest and taxes allocable to
tax-free allowances for minis-
ters and military personnel

The IRS has ruled that a minister may
not deduct mortgage interest and propert
taxes allocable to a tax-free parsonage al-
lowance. This ruling was based on Code
igex:uon 265(1), whlch dumllows deduclmnn
or to
income. This ruling applied eﬂ'ectlve Jury
1, 1983, aubject to transitional relief (ex-
tended thmuxh 1986) for ministers owning
homes before 1983.

No provision

The bill provides a permanent rule (el-
fective retroactively) that ministers receiv-
ing tax-free parscnage allowsuces, as well
a8 military personnel receiving taz-free
military housing ailowances, are noi pre-
cluded by section 266 from Jeducting mort-
gage intereat or real preperty tases on the
taxpayer’s reaidence.

Same as House bill
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Present Law

President’s Proposal

Hause Bill

{ Chairman’s Proposal

k. Expenses for Business or Inzest-
ment
I Travel and entertalnment ex-
pennes
a Meal expenses

b. Entertainment expenses
other than for meals

(a) Meal expenses that constitute ordinary
and necessary business expenses generslly
are deductible if the meal takes place in an
at ph conducive to busi discus-
sion, whether or not business is discussed
before, during, or after the meal Unlike
the substantiation rules for deducting
other entertainment expenses (see below),
the taxpayer need not show that such meal
expenses are either directly related to or
associated with the active conduct of busi-
ness

(b) Entertainment expenses are deducti-
ble if, in addition to constituting ordinary
and necessary business expenses, they are
either (i) directly related to the active con-
duct of the taxpayer's business, or (ii) if
directly preceding or followir , a substantial
and bona fide busi di i iat-

(a) Allowable deductions for a business
meal would be limited to $25 times the
number of participants in the meal, plus one-
half of the excess This limit would apply toa
taxpayer's meals while away from home on
business, but not to meals furnished on the
premises of the taxpayer primarily for its
employees.

(b) Deductions for en

tertainment
would be denied, with the foll

ex-

(a) Under the House bill, 80 percent of oth-
erwise allowable busi meal expe
(including meals eway from home) can be
deducted This reduction rule elso applies
to meals furnished on an employer's prem-
ines to ita employees, unless (1) taxed as

p ion, or (ii) excludable under the
subsidized eating facility or de minimis
fringe benefit exclusions (sec. 132). Certain
other exceptions apply

In additi ded 1l d

n is

unless (i) businees is discussed during, or
directly before or after, the meal lexcept
for an individual eating alone while eway
from home on business), and (ii) the meal
has a clear business purpose, presently re-
lated to the active conduct of the taxpay-
er's business. The Treasury is instructed to
tighten substantiation requirementa; spe-
cial freud and negligence penalties epply
to certain improper deductions

(b) 80 percent of otherwise allowable en-
il t can

limiwd exceptions: (i) expenses paid under a

reimbursement arrangement (in which case

the deduction would be denied to the

making the mimbum'j;-:nlt). (ii) items taxed
oEkio Pt

ed with the active conduct of the taxpayer's
business.

No deduction or credit is allowed for the
cost of purchasing or constructing certain
entertainment facilities (e g, luxury sky-
boxes). This limita does not apply to the
rental of such a facility.

as fes, (iii)
recr P for pl teg.,
Chri parties), and (iv) items made
available to the general public (e.g., samples
and promotional activities).

ter p be deducted
Items listed as exceptions under the Presi-
dent’s proposal are deductible in full (with
reduction rule applicable to a taxpayer that
reimburses entertainment expenses), as
well as the full amount paid for tickets to
certain charitable fundraising sports event.
Ticket costs in excess of face value are
nondeductible, except with regard to tickets
for charitsble fundraising sports events.

In addition, deductions for the rental or
other use of a luzury skybox st e sports
arena are disallowed, to the extent in excess
of the cost of regular tickets, if used by the
taxpayer for more than one event.

(a) Same as House bill

(b) Same as House bill, except without the
speciel rule in the House bill for skyboxes
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e Travel expenses (other
than conventions)

(cx1) Luxury water transportation.—
Travel expenses incurred by the taxpayer
while away from home in the conduct of a
business generally are deductible However,
the cost u?mmmuting toand from work is not
deductible.

(2)  Educational travel. —Travel may
qualify as a form of education, and thus

may nge rise to a deduction, on the
ground that traveling llaell' maintains or
existing skills or is

rwqulred by an employer or by applicable
laws or regulations.

(3} Chantable travel —Travel away
from home may give rise to a charitable
deduction when—

() an individual deducts out-of-
pocket travel expenses on the ground
that they were incurred in performing
services for the charnty; or

(ii) the chanty itsell pays for travel
by an individual who has made a con-
tribution to the charity.

(cX1) Luxury water transportation.—No
deduction would be allowed for the cost of
luxury water transportation, to the extent
in ezcess of the cost of otherwise evailable
business trensportation.

(2)  Educational travel —No deduction
would be allowed for travel that would be
deductible only on the ground that the
travel constitutes a form of education

(3) Chanitable travel.—No provision

(ckl) Luxury water transportation.—De-
ductions for luxury water transportation are
limited (subject to certzin exceptions) to
twice the highest Federal travel per diem
times the number of days in transit. This
limitation does not apply to deductions for
cruise shio conventions, which remain sub-
Ject to present-law limitationa.

(2) Educational travel —Same as Presi-
dent's proposal.

(3) Charitable travel —The present-law
rule applicable to medical deductions for
lodgi costs awey from home (sec.
213(dn2xB)) is extended to charitable de-
ductions claimed for transportation and
other travel expenses incurred in perform-
ing services away from home for a charita-
ble organization Thus, no deduction is al-
lowed tor such expenses (whether paid di-
rectly by the individual or indirectly
lhmugh a contribution to the organization)
unless “there is no significant element of

rsonal pleasure, recreation, or vacation
in the travel away from home.”

(cX!) Luxury water transportation. Same
as House bill.

(2) Educational travel —Same as Presi-
dent's proposa)

(3) Charitable travel. —Retain present
aw.
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¢. Travel expenses (other
thon conventions) (Cont.)

d Travel expenses for aot-
tending conventions

e. Effecttve date (all travel
ond entertatnment provl-
slons)

(§) Away from home Limutation —
There is no statutory time limit on the
period during which a taxpayer may qual-
ify as "away from home,” thus giving rise
to deductions for transportation

[ Auufv rom home limitation.—For
purposes of determining whether an indi-
vidual is eway from home, work assign-
ments that extend for more than one year
in o location would be idered indefi-

and meals, lodging, and other living ex-
penses. For example, an individual who

intains a primary resi or principal
place of business in one city may, under
some circumstances, deduct the costs of
living in another city, even for a period in
excess of one year, in ccnnection with tem-
porary employment in that city.

x1)in g!nfml.'—’l'he cost of alhnding a

nite rather than temporary, and no deduc-
tions would be allowed for travel to and
feom the job site and the individual's resi-
dence or for meals and living expenses at
the job site.

(dX1)In general. ——No_spgcia.! rule (see meg!

convention or . either for b
or for investment purposes, generally is de-
ductible.

(2) Foreign conventions.—No deduction is
allowed for the cost of attending a conven-
tion outside of the North American area
tie, not in the US, Canada, Mexico, or
certain Caribbean countries) unless the
taxpayer can show that it was as reasone-
ble to hold the convention there as in the
North American areas. Certain Caribbean
countries, including Bermuda, are treated
as in the North American area if they make
available certain tax information to U.S.
authorities.

(8) Cruise-ship conventinns. —Deductions
for ottending conventions held on cruise
ships are limited to $2,000 per taxpayer
per year, and are wholly disnrlzwvd unless
the cruise ship is registered in the US.
and stops at ports of call enly in the US.
In Iuddllion, special substantiation rules
apply.

and entertai described
above).
(2) Foreign conventions.—No special pro-

vision. Undar S. 1718 (introduced at the
request of the Administration), Bermuda
would qualify a8 in the North American
area even if it does not make available tax
informaetion, subject to Presidential certifi-
cation.

(3) Cruise-ship conventions.—No deduc-
tion would be allowed for the cost of at-
tending conventions, seminars, or other
meetings held aboard cruise shipe.

(e) Taxable years beginning after Decem-
ber 31, 1985,

(4) Away from home limitation.—Re-
tain present law

(dx1) In general.—The cost of attending a
convention or seminar for investment pur-
poses is not deductible.

_(2) Foreign conventions.—No special pro-
vision.

(3)  Cruiseship  conventions.—Retain
present law.

(e} Same as President's proposal

(4) Auay from home hmitation.—Re-

tain present law

(dXx1) In generol —Same as House bill.

(2) Foreign conventions.—Same as S. 1718
(see President’s proposal).

(3)  Cruiseshtp  conventions. —Retain
present law.

(e) Taxable years beginning after Decem-
ber 31, 1986.
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2. Employee business expenses,
Investmenl expenses, eond
nther miscellaneous itemized
deductlons

a. Miscellaneous itemized de-
ductions

b. “Above-the-line” expenses

¢. Home office expenses

(a) A number of expenses of producing
income are allowable only as itemized de-
ductions. This category, commonly called
the “miscellaneous deductions,” cousists
principally of certain employee business
expenses, certain expenses of earning in-
vestment income, and expenses relating to
filing tax returns.

(b) Four t, of employee businees ex-
penses are med “above-the-line” in cal-
culeting adjusted groas income, and thus
are nof among the miscellaneous itemired
deductions: (1) reimbursed by the
travel @)
p! tation exp and (4)
Eas of \

P ploy who are
outside salespersons

ployer, (2) employe

() An itemized deduction is allowed for
use of a part of one's home as an office
subject to the following restrictions: (1) use
of the home office must be for the conven-
ience of the employer, (2) the home office
must be used regularly and exclusively
either as the taxpayer’'s principal place of
business, or to meet pstients, clients, or
customers, and (3) the deduction cannot
exceed the taxpayer's groes income from
the business. A recent case held that these
limits do not apply when the Laxparver
leases a portion olPhia home to his employ-
er.

(a) The miscellaneous itemized deduc-
tions would be moved "ebove-the-line” (i e,
would also be deductihle by

(a) Under the House bill, & one-percent
Poor is placed under itemized deductions
oF " 1 .

and allowed only to the extent thst, when
aggregated with the employee expenses de-
scribed below, they exceeded one percent of
the taxpeyer’'s adjusted gross income (AGI).

(b} EmpIO{m expenses (other than those
imb d the amployer) would be ag-
ated with the present miscellaneous
leductions for purposes of the one-percent
floor. In addition, State and local taxes
(other than iacome taxes) that releted to
an investment activity of the taxpayer
(other than one involving the production of
rental or royalty income) wauld be
ated with the miscellanenus deductions
or purposes of the floor.

(c) No provision.

and certain other expenses, and nonreim-
bursed employee travel and other expenses
that presently are deductible “‘above-the-
line” are included in the miscell
itemized deduction.

(b) Employee expenses (other than those

reimbursed {y the employer) are aggregeted

with the present miscellaneous itemized de-

ﬂ“""’"’ for purposes of the one-percent
oor.

(c) The present-law limits are to apply
when an employee leases e portion ofrrin
home to his employer. In addition, the
home office deduction is limited to the tax-
payer’s net income from the business (ie.,

rose income minus deductions attributa-

le to the business). Disallowed home office
deductions may be carried forward to later
years.

(a) Same as House bill

(b) Same as House bill

(c) Same as House bill



L. INDIVIDUAL INCOME TAX PROVISIONS—(Continued)

Prerent Law

President’s Proposal

1Inuce Bill

Chairman’s I’ranposal

(d) Hobby losses are restricted to the
amount of hobby income. An activity is
Emumtd not to be a hobby if it is profita-
le in 2 out of b consecutive years, or 2 out
of 7 years for horse breeding or racing.
(However, an activity need not meet this
standard in order to avoid treatment s a
hobby.)

d) No provision.

(e) Effective date {employee business ex-
penses, etc.).—Taxable years beginning
after 1986.

(d) Under the House bill, an activity
{other than horse breeding or racing) is
presumed not to be a hobby if it is profita-
ble in 3 out of 5 consecutive years; present-
law rules are retained for horse activities

(e) Effective date (employee business ex-
penses, etc.).—Same as President’s proposal

(d) Same as House bill

(e) Effective date (employee business ex-
penses, etc).—Taxable years beginning on
or after January 1, 1987,

[ Item
2. Employee buriness expenses,
investment expenses, and
other miscellaneous deduc-
tions (Cont.)
d. Hobby losses
e. Effective date
F. Political  Contrlbutlons  Tax

redit

Individual taxpayers may claim a nonre-
fundable income tax credit equal to one-
half the amount of their contributions to
political candidates and certain political
campaign organizations during the taxable
year. The maximum allowable credit is $50
for an individual and $100 for a married
couple filing a joint return.

The political contributions credit would
be repealed.

Effective date.—Taxable years beginni
on or after January 1, 1986. -

Under the bill, a credit is allowed to in-
dividuals for the full amount of political
contributions, up to a maximum of $100
($200 for a joint return), made to a Con-

ressional candidate for election in the

tate in which the taxpayer resides.

Effective date. —Taxable years beginning
after 1985.

Retain present law

;. Prenidential Campalgn Checkofl

individual taxpeyers may allocate $1 ($2
on @ joint return) of their Federal income
tax lisbility to the President.al Election
Campaign Fund. Monies in this fund are
used to finance the campaigns of presiden-
tial and vice-presidential candidates and
the nominating conventions of some politi-
cal parties.

The checkoff for the F ! Elec-
tion Campaign Fund would be repealed.

Effective date.—Returns filed for 1986
(l;h;%)é._,in general, must be filed by April
3 ).

Retain present law.

Retain present law
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11. ACCELERATED COST RECOVERY SYSTEM AND INVESTMENT TAX CREDIT

ltem

r

Present Law

President’s Proposal

House Bill

Chairman’s Propaosal

A. Depreciation
1. Accelerated depreciation

a. Cost recovery classes

{a) Cost recovery classes

Under the Accelerated Cost Recovery
System (“ACRS"), recovery deductions are
determined by applying a etatutory per-
centage (o an asset s original cost (adjusted
for allowable investment tax credit). The
classification of assets undar ACRS gener-
ally is based on the Asset Depreciation
Range ("ADR") system of prior law. Under
the ADR system, a present class life {“mid-
point’’) was provided for all asseta used in
the same activity, other than certain assets
with commop characteristics (e g., cars).

3-year class: Property with an ADR mid-
roint of 4 years or less (such as cars and
ight-duty trucks), plus property used in

b

& exper

tion and certain horses Method is 150 per-
cent declining balance, switching to straight
line, over 3 years.

5-year class- All tangible personal proper-
ty not included in any other class Includes

(a) Cost recovery classes

ACRS would be replaced by the Capitel
Cost Recovery System (“CCRS"). Under
CCRS, a recovery percentage would be ap-
phed to an asset’s inflation-adjusted basis.
Asset classifications under CCRS would not
be based on ACRS or ADR,; rather assets
would be identified by descriptions drawn
from the U S. National Income and Prod-
ucts Account prepered by the Commerce
Depertment:

COCRS Class 1. 3-year ACRS property
Method is equivalent to 220 percent declin-
ing balance method, switching to straight
line, over 4 years.

CCRS Class 2: Trucks, buses, trailers,
and office, computing, and uwounti%
i Method 18 equivalent to 2

railroad track, ial p air-
craft, and single-pu agriculturel
structures. Mathod is 150 percent declinii
balance, switching to straight line, over
years.

10-vear class: Public utility property with
an ADR midpoint of 18.5 to 26 years, cer-
tein burners and boilers with an ADR mid-
n)inl of 26 years, and mobile homes

ethod is 150 percent declining balance,
switching o straight line, over 10 years.

15-year public utility class: Other public
utility property with an ADR midpoint of
more than 25 years Method is 150 percent
declini bal itching to straight

line, over 15 years

rcent declining balance method, awitch-
ing to straight line, over 5 years.

COCRS Class $ Construction machinery,
tractors, aircraft, mining & ol field ma-
chinery, and instruments Method is equiv-
alent to 198 percent declining balance
method, switching to straight line, over 6
years.

CCRS Class § All tangible personal
roperty not included in any other class
rn(‘ udes railroad track and furniture and
fixtures. Method is 154 percent declining
balance method, switching to straight line,
over 7 years

(a) Cost recovery classes
ACRS is replaced by the lncentive De-
preciation System (“IDS”). Under IDS,
assets wouid be grou, nccordmg W
rment class lives (or ADR midpoint lives)
IDS deductions are subject to incmm for
dj begi in £

Class 1: Property with ADR midpoints
under b years, except cars and light gener-
al purpose trucks, plus clothing held for
rental. Includes motor vehicle special tools
and truck tractors Method is 200 percent
declining balance, swilching to straight
line, over 3 years.

Class 2: Property with ADR midpoints of
at least 3 but less than 7 years, plus cars
and light general purpose trucks, qualified
technological equipment, comr puter-based
talephone central office switching equip-
ment, and race horses. Includes trailers,
compaters, heavy trucks, electronics manu-
facturing, and oil and gas drilling assets.
Method is 200 percent declining balance,
switching to straight line, ovar 6 years.

Class 3. Property with ADR midpoints of
at least 7 but less than 10 years ncludes

(&} Coat recovery classes

ACRS would be retained with changes in
the classification of certain long-lived as-
seta. ACRS deductions, except for real prop-
erty, would be adjusted for inflation begin-
ning on the eflective date (See 11A3

low.)

J-year class: Same as present law, adding
d -based teleph

8 an p - P
central office switching equipment, and ex-
cluding cars, light trucks, and truck trac-
tors. ethod 18 1560 percent dechini

ce, switching to atraight line, over
years

5-year class: Same as present law, addi
cars, light trucks, and truck tractors, an
ntludmlg property with ADR midpoint
lives of 16 years and greater. Method 18 150
percent declining balance, switching to
straight line, over b years.

10 year class: Same as present law, adding
property that is excluded from the 5year

ffshore drilling, ch ing,
and distributive trades and services assets.
Method is 200 percent declining bal

class b of an ADR midpoint life of 16
years und_’gmur, and excluding property
now cl d as 15-year property. Method

switching to etraight line, over 7 years.

Class §: Property with ADR midpoints of
at least 10 but leas than 13 yesrs, plus horses
other than race horses, and property that
has no ADR midPoint and is not classified

i8 150 percent declining balance, switching
to straight line, over 10 years.

15-year class: Property with an ADR mid-
point of 20 years and greater if it 15 utility
property or steam and electric generation or
distribution systema. Method is 150 percent
declini b itching to straght

otherwise. | cial

aircraft, mobile homes and offices, railroad
track, agriculture, mining, aercepsce man-
ufacturing, and motor vehicle manufactur-
ing Method is 200 percent declining bal-
ance, ewitching to straight line, over 10
years

line, over 16 years.
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1I. ACCELERATED COST RECOVERY SYSTEM AND INVESTMENT TAX CREDIT—(Continued)

Present Law

Presldent’s Proposal

1ause Bilt

Chairman’s Proposal

1. Accelerated depreciation tcont.)
(a) Cont recovery classes (cont.)

15-year real property class: Low-income
housing. Method is 200 percent declinin,
balance, switching to atraight line, over Ig
years.

19-year real property class. Buildings and
structures With relatively few exceptions,
ADR lives were not assigned to buildings
Method is 175 percent declining balance,
switching to straight line, over 19 years.

CCRS Class 5: Railroad structures, ships
& boats, engines & turbines, plant & equip-
ment for generation, transmirsion, and dis-
tribution of electricity and other power,

Class 5 Property with ADR midpoints of
at least 13 but lesa than 16 years, plus
single-purpose agricultural or horticultural
ntruct:xrea, Includes assets used in pulp

and distribution plant for o ion
nervices Method is equivalent to 170 per-
cent declining balance method, switching
to straight line, over ten years.

COCRS Class 6: ACRS 19-year real ::rer
ty and low-income housing. Mett is
equivalent to 112 percent declining bal-
ance method, switching to straight line,
over 28 years.

ing, primary steel manufactur-
ing. and railroad machinery and equip-
ment Method ia 200 percent declining bal-
ance, switching to strsight line, over 13
years

Class 6. Property with ADR midpoints of
at least 16 but less than 20 years Includes
vessels and barges. Method in percent
declining balance, switching to straight
line, over 16 years.

Class 7: Property with ADR midpoints of
at least 20 but less than 25 years, plus very
low-income housing. Includes cement man-
ufacturing, pipeline transportation. and
nuclear production of electricity. Method is
200 percent declining balence, switching to
straight line, over 20 years

Class 8 Property with ADR midpoints of
at least 25 but less than 30 years, plus tele-
phone distribution plant and comparable
equipment used by other transmitters of
information. Includes steam power produc-
tion of electricity Method is 200 percent
declini bal. itching to straight

line, over 25 years.

Class 9: Property with ADR midpoints of
at least 30 but less than 36 years, plus low-
income housing (other than very low
income housing). Includes railroad siruc-
tures, electric transmission and distribu-
tion plant, and gas distribution facilities
Method is 200 percent declining balance,
switching to straight line, over 30 years.

Class 10: Property with ADR midpoints
of at least 36 years, plus all other real
property. Method is straight line over 30
years

30.year real property class Present law 16-
year and 19-year real property Method is
straight line over 30 years

17



1. ACCELERATED COST RECOVERY SYSTEM AND INVESTMENT TAX CREDIT—(Continued)

item

Presen( Law

Presldeni’s Pruposal

House Bill

Chairman’s Proposal

L. Accelerated deprectation (cont.)

b. Luxury cors

¢. Changes in classification

d. Definition of low-income
housing

(b) Recovery deductions for automobiles
are subject to the following dollar limita-
tions: $3,200 for the first recovery year;
4,800 for each succeeding taxable year in
the recovery period.

(c) Under ACRS, recovery periods are
fixed

(d) Low-income housing generally is de
fined in relation to HU Rrogram., One
rule defines low-income housing as a

roject whare 86% of tenants are eligible
or, but do not necessarily receive, ion
8 subsidies. Presently Section 8. eligibility
is defined as familles whose income 1s 50%
or less of area medlan income, adjusted for
family size.

(b) Retain present law

(c) Treasury would monitor and analyze
actual experience with all tangible depre-
ciable assets 8o that changes could be mada
made.

(d) No provision.

(b) Same as President’s proposal

(c) Same as President’s proposal

(d) Low-income housing is defined as a
project where either 20% of tenants have
incomes equal to 70% or less of median
gross income, or 25% of tenants have in-
comes equal to 80% or less of median gross
income Very low-income housing 18 de-
fined as a project where 40% of tenants
have income equal to 60% or lees of median

groes income.

(b) Conform fixed limitations so that the
price range of affected cars i8 unchanged
tlarify that the fixed limitations apply to
all deductiona claimed for depreciation of
automobiles, not just recovery deductions

(c) Same as President’s proposal.

{d) No provision (but see XVI C.2,, below).

2.

Alternative cost
system
a. In general

recovery

b. Property predominantly of
foreign origin

c. Property used in outer
space

(a) ACRS deductions are reduced for
property that is (1) used 5redominanlly
outaide the United States, (2) leased to a
tax-exempt entity, or (3) financed with in-
dustrial development bonds the interest on
which is exempt from tax Different depre-
ciation methods are also used for purposes
of (1) computing earnings and profits of a
domestic corporation, and (2) applying the
minimum tax provisions Taxpayers can
elect to use the straight-line method over
the applicable ACRS recovery period (or
over a longer recovery period) with respect
to one or more classes of ACRS property
placed in service during a taxpable year

(b) There 18 Presidential authority to
deny the investment tax credit, but not ac-
celerated depreciation.

(c) No provision.

(a) A system intended to allow deprecia-
tion deductions that approximate the as-

Depreciation deductions would be
under the method that is used

(a)

sumed decline in an asset’s value would
apply Although no specific system is rec-
ommended the Administration proposal in-
dicates that the depreciation system set
furth in the 1984 Treasury report ("RCRS")
would serve as the model S’nder RCRS,
the inflation-adjusted basis of property
would be recovered over periods ranging
from 5 years for short-lived property to 6.
years for real property

(b) No provision

(c) No provision.

under present law for property that is
leased to a tax-exempt entity, which is gen-
erally straight-line over the ADR midpoint
life *’hiﬂ method could be elected by a tax
payer for property otherwise eligible for in-
centive depreciation, on a class-by<class,
year-by-year basis Tax-exempt bond fi-
nanc property, other than luw-income
housing, 8 depreciated using the straight-
line method over the next longest |IDS c?m
(40 years fur real property).

(b} Provide Presidential authority to
deny accelerated depreciation to property
produced abroad, similar to present-law

rules applicable to the investment tax
credit.

(c) Property launched by a US. person
from the United Statee and used in outer
space would not be treated as foreign use
property

(a) Same as House bill, except all tax
exempl bond financed pruperty would be
depreciated under the method for property
that 18 leased to a tax-exempt entity. Tax-
payers would be permitted to elect to recov-
er costs using the straight-line method uver
the ACRS recovery period, in heu of ACRS

(b) Same as House bill

(c) Same as House bili.




1I. ACCELERATED COST RECOVERY SYSTEM AND INVESTMENT TAX CREDIT—(Continued)

Item

Present Law

President’s Propasal

Hause Bill

t'heirmen's Propoaal

3. Indexing

The basis of depreciable property is not
adjusted for inflation; however, deprecia-
tion allowances are accelerated, in part, to
compenaate for inflation.

Beginning with the second year an aseet
ie in service, the asset's unrecovered hasis
would be adjusted upwards for inflation.

Beginning in 1988, IDS deductions are
eligible for increases for inflation. General-
ly, the deductions would be increased for
half the annual inflation in excess of 6
percent gince the second year an asset is
placed in service.

For proxer&g other than 30-year real
Eroperty, CRS deductions would be eligi-
le for increases for inflation. Generally,
the deductions would be increased for the
full amount of inflation in excess of a 2
percent annual aversge since the second
year an asset is placed in service. The infla-
tion adjustment would be capped for infla-
tion exceeding an 8 percent annual average.

1. Accounting conventlons

a. Half.year convention

b. Mid-month convention

(a) The statutory schedules for personal
property reflect a half-year convention
that results in a hall-year depreciation al-
lowance for the first recovery year, regard-
less of when property is placed in service
during the year

(b) Under a mid-month convention, real
property (other than low-income housing)
placed in service or disposed of st anytime
during a month is treated as having been
pla in service or disposed of in the
middle of the month.

(a) The depreciation allowance for the
first year would be based on the number of
months the asset was in service

(b) The same mid-month convention that
applies to most real property under
present law would apply to all property.

(a) For personal property, both the first
and last depreciation allowances for an
asset would reflect the half-year conven-
tion.

(b) For Clase 10 property and low-income
housing, apply the present-law mid-month
convention For other property, apply the
mid-month convention to taxpayers who
place more them 40 percent of property in
service during the last quarter of the tax-
able year.

(a) Same as House bill

(b) The present-law mid-month conven-
tion would apply to 30-year real property,
and to other property held by taxpayers
who place more than 40 percent of property
in service during last quarter of taxable
year, as under the House bill

5. Gain on disposition
a. In generol

b.

<

Residential real property

Nonresidentinl real prop-
erty

(a) With limited exceptions, gain is "‘re-
captured” as ordinary income to the extent
of previously allowed depreciation deduc-
tions. Gain in excess of amounts subject to
recapture is treated as capital gain. These
rules have no application to nondepreciable
rrogeny used in a trade or business (such as
and).

(b) For residential real property held for
more then one year, gain is recaptured
only to the extent that accelerated depre-
ciation deducti exceed straight-line de-
ductions. Recapture for low-income hous-
ing is phased out after property has been
held for a prescribed period.

tc) There is no recapture if the taxpayer
elected to recover the property's cost using
the straight-line method. Otherwise, the
full amount of depreciation—to extent of
gain—is rvcaptunxr

ta) All gain on disposition of depreciable
property would be taxed as ordinary in-
come.

(b) No special provision.

{c) No special provision.

(a) Retain present law.

() For low-income housing, only the
excess of 115 deductions over straight line
deductions (over the ap‘rlimblu recovery
period) is recaptured, and the phaseout of
recapture is repealed. For property that
ceases to qualify as low-income housi
after a sale-leaseback, Treasury is gran
regulatory authority to determine the re-
capture amount by reference to straight
line depreciation over 30 years. For other
residentisl real property that is 30-year
property, there is no recapture

(c) For nonresidential 30-year real prop-
erty, there is no recapture.

(a) All gain on disposition of depreciable
property, to the extent of previously taken
depreciation, would be taxed as ordinary
income.

Effective date.—Assets placed in service
after December 31, 1986, except for property
eligible for the transition rules in 11.A 1l.c.,
below.

(b) No special provision.

(c) No special provision.




11 ACCELERATED COST RECOVERY SYSTEM AND INVESTMENT TAX CREDIT—(Continued)

Chairman’s Proposal J

Item Present Lew President’s Proposal House Bill
6. lLessee leasehold Improve- A lessee recovers the cost of leasehold The cost of leasehold improvements A lessee would recover capital costs Same as Houee bill The statutory rules
menis improvements over the shurter of the prop- | made by a lessee would be recovered under | under the general rules in every case for determining the term of a lease the only

erty's ACRS recovery period or the portion
of the lease term remaining on the date
the property is acquired Under statutory
rules provided for use in determining the
term of a lease, in certain cases, a lease
term includes periods during which the
lease may be renawed pursuant to an option
held by the lessee, unless the lessee estab-
lishes that it is more probable than not that
the lease will not be renewed. In other
cases, the statute provides that a lease term
is determined by excluding renewa) options
held by the lessee, unless the facts show
with reasonable certainty that the lease will
be renewed. These rules also apply in deter-
mining the amortization period for lease
acquisition costs.

the general rules, without regard to the
lease terni, except where the improvement
is reasonably expected to have no residual
value on expiration of the lease

future relevance of which would be in deter-
mining the amortization period for lease
acquisition costs—would be amended to pro-
vide that the term of a lease is determined
by includin# all renewal options as well as
any period for which the parties reasonably
expect the lease to be renewed.

7. Repalr allowances

Expenditures that prolong the life of an

Each asset cluss would be assigned a

asset are recoverable in the same

fe-harbor repair all factor A tax-

as the cost of a capital asset. Other expend-
itures for repair or maintenance are ex-
pensed The characterization of an expense
as a capital expenditure or a deductible
repair requires a factual determination.

payer wuuld automatically deduct expenses
to the extent the expenses do not exceed
the product of the asset’s inflation-adjusted
basis multiplied by the repair allowance
factor.

Retain present law

Retain present law

8. Expensing

Tuparem can elect to expense up Lo
$5,000 of the cost uf personal property thet
is purchased and used in a trade or busi-
nees. The $5,000 ceiling is scheduled to in-
crease to $7,500 for taxable {enm beginning
in 1988 and 1989, and to $10,000 for years
beginning after 1989 The dollar limitation
i8 subject to apportionment among certain
related entities. If expensed property is con-
verted to nonbusiness use within two years
of the time the property was placed in serv-
ice, the difference between the amount ex-
nsed and the ACRS deductions that would
ave been alluwed for the period of businesa
use is recaptured as ordinary income.

The scheduled increases in the ceiling
would be repealed

Provide a $10,000 ceiling and limit eligi-
bility for expensing to taxpayer whose
total investment in tangible personal prop-
erty for taxable year is $200,000 or less

vaide a $50,000 ceiling and limit eligi-
bility for expensing up to $50,000 to taxpay-
ers whose total investmenl in Langlb{e

rsonal property for taxable year s
200,000 or lese For other taxpayers, for
every dollar of invesiment in excess of
$200,000, reduce the $50,000 ceiling by une
dollar Recapture the difference between
expensing and ACRS deductions if property
i8 converted Lo nonbusiness use at any time
before the end of the pruperty’s recovery
period

9. Vintage accounts

Taxpayers generally compute deprecia-
tion deductiuns on an asset-by-asset basis
There is an election to establish mass asset
vintage accounts for assets in the same re-
covery class and placed in service in the
same year The definition of assets ehigible
fur inclusiun 1n masa asset accounts is lim-
ited, primarily because of concern about
the mechanics of recapturing investment
tax credit

Mass asset vintage accounts would be re-
tained for property quabfying for such
treatment under ACRS

With repeal of the investment tax credit,
the definition of eligible property would be
expanded to include all property

Same as House bill




Item

iL A

Present Law

Prenident’s Proposal

"CELERATED COST RECOVERY SYSTEM AND INVESTMENT TAX CREDIT—(Continued)

House Rill

Chalrman’s l'mpn-nl ]

10. Puhlic utility property

The benefits of accelerated depreciation
must be normalized

Same as present law

Same ar present law; also, normalization
rules are anlled to excess deferred tax re-
serves resulting from the reduction of cor-
porate income tax rates.

Same as House bill

11. Effective date
a. In general

b. Anfi-churning rules

¢. Tronaition rules

(a) CCRS would be effective for property

placed in service on or after January
1986

(b) Under rules similar to those pnnch’d

as part of ACRS, taxpayers would be
vented from bringing property pla

service before the effective date under
CCRS by certain post-effective date trans-

actions among related parties.

(c) No provision.

(a) Same as President’s proposal

(b} No provision.

(c) ACRS would apply to:

(1) property that is constructed, re-
constructed, or acquired pursuant to a
written contrect that was binding as of
September 25, 1985, or

(2) property constructed or recon-
structed by the taxpayer, if the lesser
of $1 million or 6 percent of cost has
been incurred or committed by Sep-
tember 25, 1985, if construction com-
menced by that date, or

(3) an equipped building or a plant
facility, if construction has commenced

ptember 25, 1985, pursuant to
a written specific plan, and more than
half of the cost has been incurred or
committed by that date, and

(4) property or proj is placed in
service by July 1, 1986, in the case of
Class 1 property, cars, and light gener-
al purpose trucks; by January 1, 1987,
in the case of Class 2 property; by Jan-
uary 1, 1989, in the case of Class 3-6
property; and by January 1, 1991, in
the case of Class 7-10 property.

(6) ACRS would ap ly to property
that qualifiss undor 1l§ (2l. or (3) and
(4), but is sold and I k by the
person initinlly commltted to acquire
the property within a 3-month
window.

(6) special transitional rules are
vided for certain multi-use u
projects, mass commuti vehicles,
solid waste disposal facilities, proper-
ties included in master plans of inte-
grated projects, and proj that were
approved by the Federal Energy Regu-
latory Commiasion, tnter alia.

(a) Effective for prope: gplsced in service
on or after January 1, 1987

(b) Provide rules similar to President’s
propoeal.

(c} Present law ACRS would ugply to
property with an ADR midpoint of
or greeter (othar than wmguur-hued tele-
phone central office switching equipment)
that is:
(1) constructed, reconstructed, or ac-
c?'med pursuant to a written contract
at was binding as of March 1, 1986, or
(2) constructed or reconstructed by
the taxpeyer, if the lesser of $1 million
or 6 percent of cost has been incurred or
committed by March 1, 1986, if con-
struction commenced by that date, or
(3) an equipped building or a plant
facility, if construction has commenced
a8 of March 1, 1986, pursuant to & writ-
ten specific plan. and more than half of
the cost has n incurred or commit-
ted by that date, and
H) such property is placed in service
uary 1, 1989 in the case of pro)
erty wllh an ADR midpoint less than
years; and by January 1, 1991 in the
case of property with an ADR midpoint
of 20 years and mur and 30-year
class real pmr
(6) Present law ACRS would apply to
property that qualifies under (1), (2{
(3) and (4), but is sold and leased beck
by the person initially committed to
acquire the property within a 3-month
window
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H. ACCELERATED COST RECOVERY SYSTEM AND INVESTMENT TAX CREDIT—(Continued)

ltem

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

B. Wind(sll Recapture of Excess
Accelerated Depreciation

Taxpayers who defer tax liability by
taking accelerated depreciatiun deductions
at present law rates normally pay the de-
ferred taxes only when and as the invest-
ment either produces taxable income or is
disposed of at a gain

Taxpayers who defer.ed tax liability by
taking accelerated depreciation deductions
at present-law rates would mclude 40 per-
cent of "excess de recm!mn (ie, the
excess of accelerat epreciation deduc
tions over depreciation nl owances for pur

of computing earnings and prufits)
income over a three-year period.

Effective date. —The proposed recapture
rule would apply to excess depreciation
taken between January 1, 1980, through
June 30, 1986 Certain dispositions before
July 1, 1986, would be disregarded.

No provision.

No proewision.

C. Regular Investmen( Tax Credit
1. Allowable credit

A credit against income tax liability is
allowed for up to tan percent of a taxpay-
er's investment in tangible personal prop-
erty (six percent foc proprety in the lﬂ
year ACRS class).

The regular investment tax credit would
be repeal

Same as President’s proposal.

Same as President’s proposal

2. Public utifity property

For public utility property, the tax bene-
fits of the credit must be normalized

Normalization rules would be retained
for the unamortized portion of investment
tax credits allowed to public utilities

Same as President’s proposal

Same as President’s proposal.

3. Effective date
a. General

b. Transition rules

(a) Repeal would be effective for propert
p‘l)nced in service on or after January fv
1986.

(b) No provision.

(a) Same as President’s proposal

(b) The credit would be available under
the same circumstances in which present-
law depreciation rules would continue to

apxly .
taxpayer would spread the credit
earned on transition property ratably over
b years. A i8 adjustment would {)e
uired for the full investment credit in the
irst taxable year

(a) Repeal would be effective for property
placed in service on or after March 1, 1986

(b) The credit would be available under
the same circumstances in which present
law depreciation rules would continue to
apply The credit earned on transition pry
erty would be available under the conﬂfl)
tions proposed for credit carryovers (See
11D, below.)




1. ACCELERATED COST RECOVERY SYSTZM AND iNVESTMENT TAX CREDIT—(Continued)

item

Present Law

President’s Propnoal

Iouse Bill

Chairman’s Propaosal J

1). Mandatery Refund of Unused ITC
t'srryovers

Unused investment tax credits are al-
lowed a threeyear carryback and a 15-year
carryforward. Credits that are not used
before the end of the carryforward period
expire,

No provision.

No provision

70 percent of investment credit carryovers
existing as of the beginning of the first
taxable year beginning after the effective
date (see C.3.a., above) of termination of the
credit would be treated as a payment
against tax for such year (mede on the last
day prescribed for filing the return for such
year, determined without regard to exten-
sions). A similar rule would apply to a tax-
eble year in which credits are claimed
under transitional rules. The provision
would not affect the requirement that a half
basis adjustment be computed by reference
to the full amount of credit earned.

F. Finance Leanes

Under the finence lease rules, the fact
that a lessee has a fixed-price option to
purchase the property or the le: proper-
ty is limited use property is not taken into
account in determining whether the agree-
ment is e lease. The finance lease rules are
scheduled to go into effect after December
31, 19817, although the rules are available
currently for limited categories of proper-
ty.

No provision.

Repeal the finance lease rules.

Effective date.—Agreements entered into
on or after Januery 1, 1986 (for property
that qualifies for 'l?nunce lease transition
rules under prior tax acts, January 1, 1988).

Same as House bill.

Effective date.— Agreements entered into
on or after Janun?' 1, 1987 (for property
that qualifies for finance lease tranaition
rules under prior tax acts, January 1, 1988).

F. Multl-Family Realdential Rental
Uredit (See also XVI.C.2.)

Low-income housing is eligible for accel-
erated depreciation (using a shorter recov-
ery pen'os and 8 more accelerated method
that those applicable to other real proper-
ty). The cost of low-income housing that is
tax-exempt financed is recovered using the
straight-line method over a shorter recov-
ery period than that applicable to other
real property.

No special provision.

Present law is retained, but modified

The special depreciation and tax-exempt
financing rules are replaced by a special
low-income housing tax credit. (See item
XVI.C2, below.)




H1. ACCOUNTING ISSUES

ltem

Present Law

P’resident’s Propusal

House Bill

Chairman’s Proposal J

A. Simplified Dollar Vslue LIFO
Method for Certaln Small Busi-
nesses

A taxpayer whose overage annual gross
receipts do not exceed $2 million may elect
to use a single, dollar value LIFO invento-
ry pool for any trade or business. Under
regulations, a taxpayer using the dollar
v:?ue LIFO method may use data pub-
lished by the Bureau of Labor Statistics to
construct an individualized index that esti-
mates the annual chlnfe in prices for
items in an inventory pool

No provision.

A taxpayer whose sverage annual gross
receipts do nol exceed $5 million may elect
to use u simplified method of determining
dollar vslue LIFO inventory values The
method establishes inventory pools in ac-
cordance with general categories of inven-
tory items puglished by the Bureau of
Labor Statistica and uses the change in the
published index for the category to esti-
mate the annual change in prices for in-
ventory items in the pool

Effective date —Taxable years beginning
after December 31, 1985

Same as House bill

Effective date. —Taxeble years beginning
after December 31, 1986.

B. Limitations on the Use of the
Cash Method of Accounting

{a) A taxpayer may alect to use any meth-
od of accounting that clearly reflects income
and is larly used in ieeping its books
The casl ipte and di
method (the cash mathod) generally is con-
sidered to clearly reflect income for Feder-
al income tax purposes under present law,
except where inventories are required to
be kept.

(b) An accrual basis taxpayer most accrue
an emount as income when oll the eveuts
have occurred which fix the right to receive
such income and the amount can be deter-
mined with reasoneble accuracy

(a) Any taxpayer with annual re-
ceipts from a business exceeding $5 million,
computed on a 3-year moving average basis,
would not be permitted to use the cash
method of accounting for Federal income
tax purposes For businesses other than
farming, use of tha cash method also would
be dissllowed if another method of ac-
counting has been used larly to ascer-
tain the income, profit or loss of the busi-
ness for the pur of reports or state
ments to aharehom, partners, other pro-
prietors, beneficiaries, or for eredit pur-

The proposal would apply in addition to
the current law limitation on the use of
the cash method with reaspect to a business
in which inventory accounting is required.

(b) No provision.

Effective date. —Taxable years beginning
on or after January 1, 1986 The adjust-
ment to income resulting from the change
in tax accounting method would be recog
mzed ratably over a period not to exceed
6 years inning with the first tax year
for which the proposal is effective

(a) The cash method of accounting gener-
ally may not be used by any C corporation,
partnership that has a C corporation as a
partner, or tax-exempt trust with unrelat-
ed business income. Exceptions are made
for farming businesses, qualified personal
service corpurations, and entities with av-
erage annual gross receipts of $5 million or
less. Computation of average annual gross
receipts 18 done on the is of the 3
previous taxable years (not including the
current taxable year).

(b) A taxpayer 18 not required to accrue as
income any amount to be received for the
performance of services prior to the time
the amount is billed or which, on the basis
of experience, will not be collected, so long
as unpaid balances do not bear interest or
result in a late payment charge An accrual
basis recipient of services generally may not
treat the services as economically per
formed prior to the time of billing

Effective dote.—Taxable years beginning
on or after January |, 1986 The adjust-
ment to income resulting from the change
in tax accounting melhog is recognized rat-
ably over a period not to exceed 5 years
(not to exc 10 years in the case of a hos-
pital). Taxpayers may elect to continue to
report income from loans, leases and trans-
actiona with related persons entered into
befure September 25, 1985, using the cash
method

(a) Same as the llouse bill except that tax
shelters (as defined in section 46111)) would
not be allowed to use the cash method

(b) Retatn present law, except that a tax
payer 18 not required to accrue as (ncome
any amount to be received for the perforin-
ance of services which, on the basis of ex)we-
rience, will not be collected, so long us un

id bulances do not bear interest or result
n a late payment churge

Effective date. —Taxable years beginning
after December 31, 1986 '{‘he adjustment
to income resulting from the change n ac-
counting method would be recognized rat-
ably over a period not to exceed 5 years
beginning with the first tuxable yeur tor
which the proposal 13 effective
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1. ACCOUNTING tSSUES—(Continued)

Item

Present Law

Presldent’s Proposal

Houre Bill

Chairman’s Proposal

Installment Sales

A taxpayer who sells property in ex-
change F:r deferred payments generally
may report income on the installment
method Generally, under the installment
method, gain is reported in proportion to
the payments received on the outstanding
installment obligations. Under Treasury
regulations, a portion of sales made on a
revolving credit plan are treated as install-
ment sales eligible for reporting on the in-
stallment method.

The portion of sales made on a revolving
credit plan that may be treated as sales
eligible for installment reporting is that

General rule.—If an installment obliga-
tion is pledged for a loan, the proceeds of
the loan generally would be treated as pay-
ment on the obligation, and proportionate
u!vzl:éxnts of deferred gain would be recog-
nized.

Special rule for dealer property.—If in-
nu;ﬁr:ent obligation received for property
sold in the ordinary course of a tnS: or
business is pl for loan in ordinary
course of trade or business, p of the
loan would trigger gain to the extent the loan
proceeds ex: the basis of the obligation.

Suh

portion of the sales that pl ’zlv
ments being mede in two or more install-
ments and that are in fact paid for in two
or more i 1 . The determination of
this portion is made on the basis of a sta-
tistical sample of the revolving credit ac-
counts.

A revolving credit plan includes cycle
budget accounts, flexible budget accounts,
continuous budget accounts and other simi-
lar plans or arrangements under which the
customer agrees to pay during each period
of time for which a periodic statement of
charges and credita is rendered, a part of

s

quent p . — P by ob-
ligor on an instaliment obfigstinn would
trigger additional gain to the extent that
the gain attributeble to such peyments ex-
cTeds gain recognized on account of the
pledge.

Exceptions.—Inapplicable to pledge of an
obligation that by its terms is due within
12 months, or an obligation received under

a revolving credit plan that

Same as President’s proposal, except—

Pledges of installment obligations re-
ceived for property sold in the ordinary
course of a trade or business are trea
the same as the pledges of other install-
ment obligations under proposal.

An exception is provided for any install-
ment payments that are due within 9
months regardless of the maturity of other
psyments on the obligation. For a taxpayer
who sells property on a revolving credit
plan, the amount eligible for the exception
18 that portion of the receivable bal-
ance that is determined (pursuant to a sta-
tistical sampling technique) to be paid in
9 months.

The exception for %0-day debt is allowed
only if the taxpayer does not issue addi-
tional debt within 45 days.

Anti-avoidance rules are included sub-
jecting & borrowing to the pledging rule if
it is bl

all purchases would be Fald for within 12

months Also Inapplicable to pledges of ob-

ligations for debt that by its terms is pay-

able within 90 days, provided that debt is
d o T :

the outstanding balance of the ¢
account.

not r Also i 1}
ble to indebtedness owed to a financial in-
stitution and secured by a general lien on
all of the borrower's trade or business
asmsets, except if substantially all the bor-
rower's assets are installment obligations

Effective date.—Applicable to obligations
pledged after December 31, 1985. Any in
stallment obligation pledged before .ﬁmu-
ary 1, 1986, would be treated as pledged on
January 1, 1991, if still outstanding

to expect that the lender
took into account payments on the install-
ment obligations as a source for payments
on the indebtedness, but a safe harbor is
provided where more than 50 percent of
the taxpayer's assets are used in an active
trade or business.

Effective date.—Applicable to obligations
pledged after December 31, 1985, and eppli-
cable to obligations created after Septem-
ber 25, 1985, if pledged for a debt oblige-
tion outstanding after December 31, 1985.
The provision 18 phased in over 3 years
for installment obligations arising from the
rale of property in the ordinary course of
business that are pledged in 1986, and
phased in over 2 years for like install-
ment obligations pledged in 1987. One resi-
dential condominium project is grandfa-
thered

The use of the installment method i de-
nied for a portion of saler of dealers in
personal property (other than sales under
revolving credit plans) The disallowed por-
tion is that portion that bears the same
ratio to the total installment sales that the
taxpayer's outstanding debt besrs to the

dj d basis of the payer's assets An
exception is provided for sales by a manu-
facturer to a dealer where the term of the
dealer’s obligation is dependent upon the
time that the pmgerty is resold or is rented
by the dealer, the manufacturer has the
right to repurchase the property if the deal-
er does not resell or rent the property with-
in a specified period, and the amount of the
manufacturer s installment obligations ex-
ceeds the manufacturer's net worth.

Use of the installment method for males
made pursuant to a revolving credit plan
and for sales of publicly traded property is
eliminated

Effective date.—The elimination of the
installment method for sales on a revolv-
ing credit plan and for sales of publicly
traded property is effective for sales of
property after Becember 31, 1986. Taxpay-
ers who sell property on a revolving credit
plan and who may no longer use the install-
ment method of accounting for revolving
credit plans may include the resulting
adjustment in income over a period not
exceeding five years

The proportionate denial of the install-
ment method for dealers in personal prop-
erty is effective as of January 1, 1987 with
regpect to sales made on or after March I,

986
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[ Item

Present Law

111, ACCOUNTING ISSUES—(Contlnued)

President’s Proposal

Noose il

Finance Commitiee .
Staff Ophon

). Cupitalization of Inventory, Con-
struction, and Development Costs
(See alsa secs. V11.A.2. and B.2,
relating to casts incurred in
forming, ranching, and timber
activities)
1. Inventory

Manufacturers generally must accomu-
late costs of producing "inventory” goods
in an inventory account. Costs in the in-
ventory account may be deducted only as
the goods to which L“ey relate are disposed

of

Under regulations, the "full absorption
method” detsrmines which costs are in-
cludible in inventory All direct production
costs, including costs of materials inco
rated into the product or consumed during
production nm‘r labor directly involved in
manufacturing, must be inventoried. The
treatment indirect production costs
varies aecording to the nature of the cost:
some coets are deductible; others are inven-
toriable, others (“financial conformity”
coets) are deductible only 1f deducted by
the taxpayer for financial reporting pur-

poses.

Purchasers of goods for resale (eg,
wholesalers and retailers) must include in
inventory the invoice price of the pur-
chased goods plus transportation and other
necessary costs incurred in acquiring pos-
session.

Comprehensive  capitalization rules
(hereinafter, the “uniform capitalization
rules”) would apply to the manufacture of
inventory goods ese rules would essen-
liallr parallel the full absorption rules, but
would require that moset financial conform-
ity costs be inventoried In addition, all tax
depreciation, current pension and fringe
benefit costs, and a portion of general and
administrative expenses would be treated
as inventory costs However, research and
experimental costs (within the meaning of
sec. 174) would not be subject to capitaﬁu
tion in the case of inventory.

Same as President’s proposal

Same as President’'s proposal, except
that purchasers of goods for resale woufd
generally be subject to the uniform capital
ization rules. Thus, costs (including general
and administrative costs) attributable to
purchasing, transporting, repackaging or
other processing, and storage of goods, and
other similar costs associated with the
goods, would be treated as inventory costs

2. Self-construcled property and
noninvenlory property pro-
duced for sale

The costs of acquiring, constructing, or
improving buildings, machinery, equi
ment, or other assets having a useful life
beyond the end of the taxable year are not
currently deductible These “capital ex-
penditures” become part of the basis of the
asset, and may be recoverable over the
useful life of the property through depre-
ciation or amortization deductiona if the
property is held for business or investment
purposes  Any unrecovered basis may be
offset against the amount realized if the
property is sold.

Although a taxpayer's direct costs of con-
structing an assel for its own use or a non-
inventory asset produced for sale must be
capitalized, the proper trcatment of many
indirect costs is uncertain

Cost (other than research and axperimen-
tal costs) incured in connection with con-
struction of noninventory property and self-
use property would be subject to the uni-
form capitalization rules.

Same as President’s proposal

Same as President’s proposal




Item

111. ACCOUNTING 1881/E8—~(Continued)

Present Law

Presldent’s Proposal

Hnure RIN

Chalrman's Proposal

|

1. Long-term cnntracts

The treatment of costs of producin,
property under a “long-term contract
variea depending on the method of ac-
counting used by the taxpayer. In additlon
to an inventory method (described above),
taxpayers may use two special methods of
accounting for long-term contracts: the
percentage of completion method and the
completed contract method. Under the per-
centage of completion method, gross income
ie recognized according to the percentage of
the contract completed during each taxable
year, and contract costs are currently de-
ductible. Under the completed contract
method, the gross contract price is included
in income, and cost associated with the con-
tract may be deducted, in the year that the
contract ie completed and accepted.

The rules relating to which costs are
contract costs vary depending on whether
the contract is an extended period contract
(in general, a contract requiring longer
than 2 years to complete) or a non-ex-
tended period contract. The rules applica-
ble to extended period contracts are essen-
tially the same as the uniform capitaliza-
tion rules. Non-extended period contracts
are subject to eimilar but somewhat less
comprehensive rules.

Au long-term contracts would be subject
lﬁ the uniform oapitalisation rules under
the czlmplemd contract method In addi-
tion

1 ﬁanarﬁl and administrative costs
attributable to cost-plus contracts, and to
Federal government contracts requiring

certification of costs. would be trpated as
contract costs

Provides that all long-term contracts
must be reported under the percentage of
completion methed. Thus, long-term con-
tract coats would be currently deductible to
the extent attributable to contracts report-
ed under the percentage of completion
method. An exception is provided for con-
tracts for the construction of real property
to be completed within 2 years of the con-
tract date, if performed by a taxpayer whose
average annuel gross receipts do not exceed
$10 million. Present law capitalization rules
would be retained for contracts not required
to be reported under the percentage of com-
pletion method.

Same as President’s proposal, but retain
present law for real property construction
contracta not uiring more than 2 years to
complete, if performed by a taxpayer with
average annual groas receipts of $10 million
or less

1. Interest

Interest incurred by a '.nlparyer during
construction or improvement of real prop-
erty held for business or investment pur-
poses generally muat be capitalized and
amortized over 10 years An exception is
provided for low-income housing

Capltalization would be required for in-
terest on debt incurred to flnance the con-
structloa or manufacture of (1) long-lived
personal and real property or (2) tangible
property requiring £ or more years to
construct or :_nnr:ufhctun ’Q\on would be
no p [or m 1

Same as President’'s proposal, except in-
terest incurred to finance the construction
or manufacture of property costing more
than $1 million wou& also be capitalized

Same as House bill (See XVIC.2 for the
special credit for low-income housing )

5. Effective date

In gmnl. costs and Interest incurred
after mber 81, 1985. For inventories,
the rules would nwle taxable years be-
inning after December 81, 1986. The sec-
fon 481 adjustment would be spread rat-
ably over e period of not more than 6 years
under the rules applicable to a cha ina
method of accounting initiated by the tax-
payer.

Same as President’s proposal, except the
section 481 adjustment would be epread
over a period of not more than 5 years, and
the change to the percentage of completion
method would apply to contracts entered
into after September 25, 1985.

The provisions would generally be effec-
tive for costs and interest incurred after
December 31, 1986 For inventories, the
rules would mpply to taxable years begin-
ning after mber 31, 1986. The section
481 edjustment would be epread ratably
over a period not to exceed gyenrs under
the rules applicable to a change in a method
of accounting initiated by the taxpayer For
long-term contracts, the rules wouf‘(’] apply
to contracts entered into on or after
March 1, 1986.
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HI. ACCOUNTING ISSUES— Continued)

lem

L

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

|

E. Special Treatment of Certain
Hems
1. Reserves for bad debts

A taxpayer may take a deduction for
losses un business debts under the “reserve
method”  (sec. 166(c). The ‘reserve
method” allows a current deduction for
that portion of business debts currently
owed the taxpayer which are expected to
become uncolﬁ::tible

A similar rule applies to debt that is
guaranteed by a dealer in property where
the debt arises from the sale of tangible
property and related services in the ordi-
nary course of business.

The use of the reserve method in com-
E:tlng the deduction for bad debts would
disallowed. Instead, deducti for bad
debts wuuld be allowed when specific loans
become partially or wholly worthless iie.,
the “specific charge-off’ method). Wholly
worthless debts would have to be treated
as worthless on a taxpayer’s books in order
for a deduction to be allowed for Federal
income tax purposes, as is the case under
resent law for partially worthless debts
tains present law on guarantees by a
dealer in property

Effective date.—Taxable years beginning
on or after January 1, 1986. The balance in
any reserve for bad debts at that time
would be included in income ratably over a
10-year period beginning with the first tax-
able year beginning on or after January I,
1986,

Same as President’s proposal except that
the balance in any reserve for bad debts on
the effective date of the provision is to be
included in income ratably over a 5year
period

Same as House bill, except that use of
the reserve method in computing the de-
duction for losses on debts guaranteed by a
dealer would aiso be disallowed. The pro-
posal would be effective for taxable years
beginning after December 31, 1986




111. ACCOUNTING ISSUES—(Continued)

ltem

Prerent Law

Presldent’s Praposal

House Hill

Chairman’s Praposal

2. Returns of magazines, paper-
backe and records

An accrual-basis taxpayers may elect to
exclude from groes income eamounts attrib-
uteble to “qualified sales” of magazines,
paperbacks or records which are repaid or
credited to the purchaser before the close
of the “merchandise return period” (sec.
486). A "‘qualified sale” is @ sale for which,
at the time of the sale, tha taxpayer has &
legal obligetion to edjust the sales price of
the item if it is not resold, and which is in
fact so edjusted. The merchandise return
period is 2 months and 15 days following
the close of the taxable year for magazines,
and 4 months and 15 days following the
close of the taxeble year for paperbacks
and records.

For the first year to which an election
applies, special rules delay a portion of the
exclusion to limit the bunching of exclu-
sions that might otherwise occur.

The election to exclude from gross
income amounts attributable to the qusli-
fied sales of magazines, paperbacks or
records which are repaid or credited after
year end, but before the close of the mer-
chandise return period, would be repealed.

Any amount oreexclusion deleyed in the
first year of election, which has not yet
been allowed as an exclusion, would be
treated as e deduction in the first taxable
year for which the proposal is effective.

Effective date.—Taxable years beginning
on or after Jenuary 1, 1986.

Retain present law

Retain present law

3. Qualified dlrcount coupons

An accural-basis taxpayer may elect to
deduct the cost of red “qualified di

. The eleyﬁoq“!a_dggluct the cost of re-

count murona" outstanding at the close of
the taxable year and recei for redemp-
tion up to 6 months followinﬁ the close of
the taxeble year (sec. 466). A "qualified dis-
count coupon” is one which is issued and

d ble by the P and which
allows a discount of not more than $5 on
the purchase price of mechandise or other
tangible personal property. For the first
year to which an election applies, a special
rule deleyn a portion of the deduction st-
tributable to the election to prevent a
bunching of deductions.

g re-
solved after the close of the taxable year
would be repealed. Any portioa of the de-
leyed deduction from the first year of elec-
tion, which has not yet been allowed as e
deduction, would be deductible in the first
taxable year for which the proposal is ef-
fective.

Effective date.—The
effective for taxable years
after January 1, 1986.

would be
inning on or

Retain present law.

Same as President’s proposal, except thet
the proposal would be effective for taxable
years beginning after December 31, 1986




1V. CAPITAL GAINS

[ Item

Present l.aw

President’s Proposal

llouse Bill

Chairman’s Proposal ]

A. Individual Capital Gains

An individual may deduct from groses
income 60 percent of net capital gain (the
excess of net long-term capital gain over
any net short-term capital loes) Since the
maximum regular individual tax rate is
percent, the deduction means that net ca,
ital gain is tazed at a maximum rate of 20
percent. The alternative minimum tax,
which apphes only 1If greater than the reg-
ular tax, is also 20 percent Thus, although
the deduc'ed portion of capital gains is a

(11 50 percent of an individual's net cap-
ital gain would be deductible. Since the
highest regular tax rate for individuala
would be 35 percent, the highest rate ap%h-
cable to such net capital gnm would be 1
percent However, taxpayers subject to the
alternative minimum tax would be poten-
tially subject to a 20 percent rate on net
capital gain.

(2) For ules aﬂer 1990, individuals could
elect gain by i

preference item, the alternative
tax does not increase the maximum rate
on net capital gain.

ly

the basis of capluil assets, instead of de

ducting a portion of unindexed gain from
groses income.

E ective date —July 1, 1986 A taxpayer

a fiscal year that includes but does

not Pe}m on July l 1986 would use a

any time durmq_im year 1986.

for sales at

(1) 42 percent (50 percent in 1986) of an
individual’s net capital gain would be de-
ductible. Since the highest regular rate for
the individuals wouis be 38 percent, the
highest rate applicable to such net capital
gain would be 2504 percent.

{2) No indexing the basis ot capital
assets.

Effective date —Taxable years bc;ginning
after December 31, 1985

« (1) % (a7 in 1987) of an individual's net
capital gain would be deductible Since the
highest regular rate for individuals would
be 35 percent, the highest rate applicable o
such net capital gain would be 20 percent

(2) No indexing the basis of capital
assels.

Effective date. —Taxable years beginning
after December 31, 1986.

B. Corporate Caplitel Galns

An alternative tax rate of 28 percent ap-
plies Lo a corporation’s net capital gain if
the tax would be lower than the tax using
the regular graduated rates.

Retain present law.

The slternativa tax on corporate net cap-
ital gain is repealed. Thus, corporate net
capital gain is taxed at regulnr corporate
rates.

Effective date.—The change in the alter-
native tax for corporate carlhl gain gener-
ally applies to gam properly taken into ac-
count on or after January 1, 1986, unless

ursuant to a sale that was made on or

fore September 26, 1985, or that was pur-
suant to a written binding contract in
effect on that date

Retain present law.

C. Incentive Stock Options

An employee i8 not taxed on the exercise
of an incentive stock option and 18 entitled
to capital gains when the stock is sold

In order for options to qualify as incen-
tive stock options, among other require-
ments, the options must be exercisable 1n
the order they are granted, and the em-
ployer may not grant the employee such
options to vire stock with a value of
more than $100,000 (increased by certain
carryover amounts) in any one year

No provision.

No provision

(1) The requirement that the options be
exercisable in the order granted would be
repealed

(2) The $100,000 limitetion would be
modified o apply Lo options first exercis-
able during the year

(3) A corporation with profits (groes
sales lesa coet of goods sold) in excess of $100
million in the previous year could not 1ssue
incentive stock options

Effective  date. tions issued aftel
195k e i
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IV. CAPITAL GAINS—(Continued)

Present Law

President’s Proposal

Hnuse Bill

Chairman’s Proposal 1

L

1 Small B

Partic)

Debentures

paid on indebtedness generall
is deductible by the borrower and 1s includ-
ible as ordinary income by the lender.

Loss on the sale or exchange of stock in
a “small business corporation” is treated
as ordinary loes up to $50,000 ($100,000 for
a joint return). A small business corpora-
tion is a domestic corporation the amount
of whose paid-in capital does not exceed $1
million and which did not receive more
than 50 percent of its aggregate groes re-
ceipte from certain passive sources in the
preceeding five years.

No provision.

No provision

Interest on a “small business participat-
ing debenture” is deductible by the borrow-
er. Such interest is treated as ordinary
income to the lender to the extent of any
fixed portion, and is treated as capital gain
to the extent of any portion based on the
earnings of the borrower

In general, a small business participet-
ing deb re is a debt obligation that is
issued by a “qualified small business’ and
tha':dhu a fixed mat:rity. 5 m}nimum
sta interest rate, and provides for pay-
ments to the lender hnnetron the agm!:gs
of the borrower. The borrower and the
lender may not be related persons and the
lender must be a U.S. person, or a foreign
person that treats the income an effectively
connected with a U.S trade or business No
issuer may have more than $! million of
small business participating debentures
outstanding.

A qualified small business generally is a
corporate businees that has paid-in capital
not exceeding $1 million and that is not
controlled by a foreign person The corpo-
ration must not have derived more than 50
percent of its ate groms receipta in
the preceeding iwe ears from specified
pamsive sources. Qualified small business
also includes a noncorporate business that
meets requirements similar to those for
corporations.

Losses on the sale or exchange of a small
business participating debenture are treat-
ed the same as losses on the sale or ex-
change of small business corporation stock,
i.e., a limited amount of such losses is eligi-
ble for ordinary loss treatment.

Anti-avoidance rules are provided
Effective date. —The provision i’ effective

for small busi part
issued after December 31, 1986 and before

January 1, 1990.
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1V. CAPITAL GAINS—(Continued)

Item

Present Law

Presldent’s Pruposal

House Hill

Chairman’s Pruposal

E. Straddles
1. Mark-to-merket system

{a) Section 1266 contracts (regulated fu-
tures contracts, certain listed options, and
forward contracta traded in the interbank
market) are marked to markat at the close
of the taxable year, with gain taxed as 60-
percent long-term and percent short-
term (for a maximum tax rate of 32 per-
cent).

(a) No provision.

(a) No provision.

(a) Tax gains under the mark-to-market
regime as 100 percent short-term capital
ains (two-thirds short-term capital gains
5uring 1987), for a maximum tax rate of 35
percent (the proposed top rate).

Effective date—Positions established on
r Janurary 1, 1987

2. Year-end rule for qualified cov
ered calls

() A lossdeferral rula -p;liu 0 a
straddle consisting of stock offset by an
option, subject to an axception for qualified
covered | options. The qualified covered
call exception is denied to a taxpayar who
fails to hold stock for 30 days r the re-
lated call option is disposed of et a loss,
where gain on sale of the stock is included
in the subsequent year.

(b) No provision.

(b) No provision.

(b) Apply the yearend rule to cases in
which stock is sold at a loss and gain on
the option is included in the subsequent
year

Effective date.—Positions established on
or r January 1, 1987

32



A

V. COMPLIANCE AND TAX ADMINISTRATION

lem

Present Law

Prealdent’s Praposal

Houre Bill

Chairman's Proporal

]

Increased Penalties
1 Penaltier releting to Informa-
tion returns

The Code provides a $50 penalty for each
failure to nﬁ.- an information return with
the IRS and each failure to supply a copy
of the information return to the taxpayer.
e maximum penalty is generally
$50,000, except in cases of intentional disre-
gard.
The Code also provides a $5 penalty ($50
under certain circumstances) for failure to
furnish a correct taxpayer identification
number There is no specific penalty for in-
cluding other incorrect information on an
information return.

(a) Eli the $50,000 i i

(b) Impose a new $56 penalty for supply-
ing incorrect information {with a reasona-
ble cause exception), and

(c) Consolidate the existing penalty for
failure to file informatioo returns with the
IRS with the existing penalty for failure to
supply e copy of the information return to
the taxpeyer.

Effective date.—Returns due on or after
January 1, 1986 (without regard to exten-
sions).

Generally the same as the President’s
proposal, except provide a $100,000 maxi-
mum penalty ($20,000 for supplying incor-
rect information).

Seme aa House bill Additionslly, provide
that the $20,000 maximum does not spply in
cases of intentional disregard

Effective date.—Returna due on or after
January I, 1987 (without regard to exten-
sions).

2. Penalty for fallure to pay
taxes
a. Penalty

b. Cost of collection charge

(a) A taxpayer who fails to pay taxes
when due must pay a penalty of one-half of
one percent of the tax for the first month
not paid. The penalty increases by one-half
of one percent for each month the failure to
pay continues, up to a maximum of 26 per-
cent.

(b) No provision.

(a) Repeal present-law penalty.

(b) Replace the pennl:{forfli)m wﬁy
'.nesm;humtofeoecﬁouchl e
goal of the proposal is to recover " costs
of collecting deli ;

pey

Effective date.—Returns due on or after
January 1, 1986 (without regard to exten-
sions)

(a) Increase the penalty for failure to pay
from one-half of one percent to one percent
per month (up to the 25 percent limit)

after the taxpayer has been notified that
the IRS will levy upon the taxpayer’s
assets to collect the ue taxes. This in

the point at which the IRS uses more ex-
pensive collection methods.

improve the coordinetion of the penalty
for failure to pay taxes with the penalty
for failure to ﬁr:n tax return

Effective date.—Amounts assessed after
December 31, 1985.

(b) No provision.

{a) S8ame as House bill.

Effective date.—Amounts assessed after
December 31, 1986.

(b) Require the Treasury to report to the
Senate Finance and House Ways and Meens
Committees by March 1, 1987, with specific
recommendatians as to how the cost of col-
lection charge deacribed in the President’s
proposal is proposed to be implemented
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Item

Present Law

Prealdent’s Proposal

House Bill

Cheirmen’s Proposal J

3. Negligence and fraud penal-
tles

(a) The Code provides penalties for negli-
gence and fraud. Both penalties have two
components. The first 18 e timesensitive
component. The second is e specified per-
cent.age (6 percent for negligence, 50 per-
cent for fraud) of the entire underpayment
of tax if any portion of the underpayment
is due to negligence or fraud

(b) A special negligence penalty epplies
to failures to incl on a tax return inter-
est or dividends that were reported to the
taxpayer on an information report, in the
abeence of clear and convincing evidence
thet there was no negligence.

(c) The general negligence penalty doea
not apply to all tazes impmad%ey the Code.

No provision.

(a) Apply the freud penalty only to the
poriion of the underpayment of tax ettrib-
utable to freud; increase the 50 percent
component of the fraud penelty to 75 per-
cent.

(b) Apply the special negligence penalty
to all failures to include on e tax return
items subject to information reporting.

(c) Apply the general negligence penalty
to all taxes 1mpased by the Code.

(d) Apply the negligence penalty only to
the portion of the underpayment not sub-
ject to the fraud penalty

Effective date.—Returns required to be
filed on or after January 1, 1986

(a) Same as House bill

(b) Same as House bill.

(c) Same as House bill.

(d) Apply the negligence penalty only to
the portion of the underpayment attributa-
ble to negligence and increase the 5-percent
component of the negligence penalty to 10
percent.

Effective date.—Returns uired to be
filed on or after January 1, 1987.

B. Interest Provisions
1. Interest rate

Taxpayers must pay interest to the
ury on underpayments of tax, and
the Treasury must pay interest to taxpay-
ers on overpayments of tax Both the rate
taxpayers pay to the Treasury and the rate
the asury pays o taxpayers are the
same rate. t rate 18 determined semi-
ennually. The rate utilized is the prime
rete.

No provision.

The interest rate that Treasury pays to
anazverl is the 3-month Treasury bill rate
plus 2 percentage points The interest rate
thet taxpayers pay to the Treasury is the
8-month Treasury bill retes plus 3 percent-
age points. The rate is adjusted quarterly

Effective date —Determinations of inter-
eat for peniods after December 31, 1985.

Same u House bill.

Effective date —Determinations of inter-
est for periods after December 31, 1986

2. Interest on underpayments of
accumulated earnings tax

The Code imposes the accumulaeted earn-
ings tax to prevent corporations from accu-
mulating (rather than distributing) divi-
dends with the intent of reducing or evoid-
ing taxes. Interest is charged only from the
date IRS demends payment o{ the tax,
rather thao the date the return was origi-
nally due to be filed.

No provision.

Chaerge interest on underpayments of the
accumulated earnings tax from the date
the return was originally due to be filed.

Eérzrlwc date.—Returns due in or after
198

Same as House bill

E{/‘etnw date —Returns due in or after
1987.

3. Interest on tax refunds

IRS pays interest on tax refunds unless
the refund is issued within 45 days of the
last date the return mey be filed (generally
April 15).

No provision.

No provision

Require that IRS pay interest on tax re-
funds unless the refund is issued within 45
days of the date the return is actually filed

Effective date —Returns filed efter De-
cember 31, 1986




V. COMPLIANCE AND TAX ADMINISTRATION—(Continued)

L Hem

Prenent Law

Prenident’s Proponai

Tlouse BiI

Chairman’s Proponsal J

t". Information Reporting Provisions

1. Information reporting on real
eatate transactions

Brokers must, when required by Treas-
ury regulations, file information reports on
the business they transact for customers
(sec. 6045)

No provision.

Real estate transactions must be report-
ed The reporting is to be done by the set-
tlement attorney or other stakehoider
This would generaily be the person respon-
sible for closing the transaction.

Effective date.—Real estate transactions
occurring on or after January 1, [986.

Generally same a8 House bili Reporting
is to be done by the real estate broker ar, if
there is no neu{estam broker, by the person
responsible for closing the transaction.

Effective date.—Rea| estate transactions
occurring on or after January 1, 1987

2. Information reporting on per-
sona receiving rontracts from
certain Federal agencies

There is no provision that requires infor-
mation reporting on persons receiving Fed:
erai contracts.

No provision.

Requires Federal executive agencies to
file an information return on each person
with which the agency enters into a con-
tract.

Effective date.—Contracts signed on or
after or in effect on or after January 1,
1986,

Same as House bill.

Effective date.—Conltracts signed on or
?gsa; or in effect on or after January I,

3. Information reporting on
State and local taxes

No provision requires State and local
governmenta to provide information re-
ports to the IRS and the taxpayer on pay-
menta of State and focal income, real prop-
erty, and personal property taxes.

No provision

Any State or local government that im-
poses an income tax, a real property tax,
or a personal property tax, must report to
the individual who paid those taxes and to
the IRS the amount of those taxes paid by
that individual.

Effective date.—January 1, 1987.

Same as House bili, for income taxes only.

4. Tax-exempt interest required
to be shown on tax returns

There is no requirement that all taxpay-
ers report the amount of tax-exempt inter-
est they receive on their tax returns. The
individual income tax return (Form 1040)
for 1985 does, however, require that taxpay-
ers with taxable social security benefits re-
port the tax-exempt interest they receive

No provision.

Any person uired to file a tax return
must report on that return the amount of
tax-exempt interest received or accrued
during the taxable year.

Effective date.—Taxabie years beginning
after December 31, 1985.

Same as present Jaw
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V. COMPLIANCE AND TAX ADMINISTRATION—(Continued)

Item

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

D). Suspend Statute of Limitatinns
During Prolonged Dispute With
Third Partles

There is generally a three-year statute of
limitations on tax returns, except in cases
of fraud, failure to file, or a sizeable under-
statement of income The statute continues
to run aven if the IRS must obtain records
held by third parties. If the IRS must liti-
gate to obtain access to the third party
recurds, the statute of limitations can
expire prior to final determination as to
the availability of the records.

No provision.

No provision.

If third party records are not produced
within six months of an administrative
summons, the statute of limitations is sus-
pended until the issue is resolved

Effective date.—Date of enactment.

E. Tax Shelters
I. Tax shelter user's fee

The costs of administering the tax law
with respect to tax shelters 1s paid as part
of the overall IRS budget, which is funded
from general revenues. This cost is ap-
proximately $165 million annually, and in-
cludes audits, examination, appeals, litiga-
tion, and criminal investigation. No specif-
ic fee is imposed on tax shelters to offset
this cost.

No provision.

No provision.

Require taxpayers who claim on tax re-
turns cumulative net losses (plus three
times the value of cumulative tax credits)
that exceed cumulative actual cash invest-
ed in a tax shelter to pay a8 user’s fee of |
percent of the losses claimed and 3 percent
of the credits claimed. (These percentages
are set at a lavel that will raise revenue
approximately equal to the 1RS cost of ad-
ministering tha law with respect to tax
shelters.)

“Tax shalter” is defined as
(a) any enterprise required to regis-
tar with a Federal oregl.nte securities
agency (other than a C corporation),
(b) any syndicate more than 35 per-
cent of the losses of which are alloca-
ble to limited partners or limited en-
trepreneurs, or
(¢) any plan or entity the principal
rpose of which is to avoid or evade
‘ederal income taxes
ese definitions are currently used
in the Code for other purposes.)

This user’s fee is non-deductible Impose
a penalty equal to the user’s fee if the tax-
payer does not pay the user's fee with the
tax return

Effective date.—Returns filed on or after
January 1, 1987
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V. COMPLIANCE AND TAX ADMINISTRATION —(Cuntinued}

Item

Present Law

President’s Prnposal

[louse Bill

Chairman’s Proposal

2. Tax shelter registration

Tax shelter organizers are required to
regmher with the IRS tax shelters they or-
ganize, develop, or sell. A tax shelter is
any investment for which the ratio of the
deductions plus 200 percent of the credits
to the cash actually invested is greater
than 2 to 1. The investment also must be
subject to Federal or State securities re-
quirements or be privately placed with 5 or
more investors.

No provision.

No provision

Muitiply the value of the credits hy 300
percent, instead of 200 percent (to conform
to rate changes)

Effective date —Same as rate changes

3. Penalty for fallure to register
a tax shelter

Specified tax shelters are required to
register with the [RS and obtain a tax
shelter identification number. The penalt
for failure to ister a tax shelter wit!
the IRS is $10,000 or, if less, one percent of
the aggregate amount invested in the tax
shelter (but in no event less than $500).

No provision.

No provision.

Increase the penalty to the greater of
one percent of the ate amount in-
vested in the tax shelter or $10,000.

Effective date —Date of enactment.

1. Penalty for fallure to report
the tax shelter Identlﬂcatlon
num

If a taxpayer invests in a tax shelter
that has a tax shelter identification
number, the taxpayer is required to in-
clude that number on the tax return The
penalty for failure to do so is $50, unless
the failure is due to reasonable cause.

No provision.

No provision

Increase the penalty to $250

Effective date —Returns filed after date
of enactment.
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V. COMPLIANCE AND TAX ADMINISTRATION—~(Continued)

Present Law

President’'s Proposal

1louse Bl

Chairman’s Proposal J

5. Penalty for fallure to main-
tain lists of Investors

Organizers and sellers of specified tax
shelters are required to maintain liats of
investors. The penalty for failure to do so
is $50 for each name missing from the hat,
unless the failure is due to reasonable
cause, up to a maximum of $50,000 per
year.

No provision.

No provision

Increase the penalty to $100 &fr name
omitted, up to a maximum of $100,000 per
year

Effective date.—Date of enactment.

6. Tax shelter Interest

If a taxpayer owes interest due to a sub-
stantial underpaymeot of tax (more than
§$1,000) attributable to a tax-motivated
transaction (such as a tax shelter), interest
is computed at 120 percent of the genarally
applicable rate

No provision

No provision.

Increase the rate to 200 percent of the
otherwise applicable rate.

Effective date.—Interest accruing after
January 1, 1987.

F. Estimated Tax Payments by Indi-
viduals

Individuals owing tax who do not have
sufficient taxes withheld from thair wages
must make estimated tax payments. These
payments must equal at least the lesser of
100 percent of last year’s tax liability or 80
percent of the current year's tax liability.

No provision.

uire that individuals must make esti-
mated tax payments that equal at least the
lesser of 100 percent (as under present law)
of last year's tax liability or 90 percent
(rather than 80 percent) of the current
year's tax liability.

Effective date.—Payments due for tax-
abél;i years beginning on or after January 1,
1986.

Same as House bill.

Effective date.—Payments due for tax-
t;ggfl years beginning on or after January 1,




V. COMPLIANCE AND TAX ADMINISTRATION—(Continued)

Item

Present Law

President’s Proposal

House Bill

Chairman’s Propoaal

(.. Tax Litigatinn and Tax Court

1. Awards of attorneys’ fees In
tax cares

Attorneys’ fees may be awarded in tax
cases to private rarlies who prevail on the
issues litigated if the taxpayer proves that
the government's ition was unreason-
able. Awards are limited to $25,000. GAO
has stated, however, that there is no appro-
priation currently available to pay q‘u
Court awards.

is provision expired with reapect to
court proceedings commenced after
ber 31, 1985.

No provision

(a) Extend the present-law sunset date
until December 31, 1989

(b) Authnrize funding of attorneys' fee
awards out of source used in non-tax cases.

(c) Give courts the authority to assess all
or a portion of an attorneys’ fee award
against an IRS employee if the proceeding
results from an arbitrary or capricious
action of the employee

(a) The authorizatinn of attorneys’ fees
and other court costs in tax cases is made
permanent, with the following modifica-
tions.

(1) If it is determined that the tax-
payer prevailed in the tax litigation,
the burden rests on the Government to
show that ita position was substantial-
ly justified or that epecial circum-
stances exist that make an award of
litigation costs unjust;

(2} The “substantially justified”
standard applies to the administrative
action or inaction by the Government
on which such proceeding is based;

(3) No award is allowed to a prevail-
ing party who unreasonably protracted
the proceedings;

(4) The $25,000 cap is eliminated (as
under present 18w, recoverable costs
would not include coats of the adminis-
trative process), and

(5) Limits are imposed on hourly
charges by attorneys and expert wit-
ness fees rvcovembr: under the provi-
sion.

Effective  date —Actions
after December 31, 1985,

commencing

(b) Same as House bill

tc) No provision
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Item

=

Present Law

President’s Proposal

House 14l

]

Chairman’s Proposal

dministrative

payer may go directly to Tax Court

2. Exhaus(ion of
remedies

without requesting review by the adminis-
trative appeals office within the IRS After
the case i8 opened in the Tax Court, it is
sent to the RS appeals office fur settle-
ment Many of these cases are then settled
without significant involvement by the
Court.

No provision

Authorize the Tax Court to impose s
$120 penalty if the taxpayer has not used
reasonable efforts to resolve his case ad-
ministratively before going to court

Require the Tax Court and IRS to report
to Congress annually on Tax Court inven-
tory and measures taken to close cases more
efficiently.

Effective date —Cases filed in the Tax
Court after January 1, 1987

No pruvision

3. Tax Court provlsions
a. Tax Court practice fee

b Provide Tax Court with
Jurisdiction over late pay-
ment penalties

¢. Provide Tax Court with
assis f/ U.S. Mar-

d Salary and trovel ex-
penses of Special Trial
Judges

(a) The Tax Court imposes a $25 applica
tion fee prior to admission to practice
before the Court. No fee is im after
the application fee has been pai

The Tax Court rules authorize the Court
to initiate disciplinary proceedings against
practitioners who appear before it. The
Court is authorized to appoint outside coun-
sel to pursue disciplinary matters

(b) Provides a penalty if the taxpayer
does not’rﬁay the taxes shown on the tax
return e Tax Court has held that it
does not have jurisdiction over this penalty
because it does not relate to a deficiency

(¢) US. Marshals provide courtroom se-
curity, among other duties It is not clear
that the Tax Court has the authority to re-
quest the assistance of US Marshals, be-
cause the Tax Court is an Article 1 (rather
than Article 111) court.

(dX1) The Chief Judge of the Tax Court
is authori. to appoint Special Trial
Judges, who assist in the work of the
Court. The Code provides that their salary
18 determined by the procedures relating to
the Commission on Elecutive, Legisiative,
and Judicial Salaries The Executive Order
implementing that provision fails to in-
clude Special Trial Judges

(2) Prior to January 17, 1985, Special
Trial Judges were entitied Lo reimburse
ment for travel expenses on the same basis
as other Federal judgee On that date, the
Comptroller General determined that they
were entitled only to reduced reimburse-
:nenl pursuant to the Federal Travel Regu-
ations

(a) No provision

{b) No provision

(c) No provision

(d) No provision

(a) No provision

(b) No provision.

(c) No provision

(d) No provision

(a) Authorize the Tax Court o impose a
periodic registration fee on practitioners
admitted to practice before it. The Tax
Court is to establish the level of the fee
and the frequency of its collection. but the
fee may not exceed $30 per year These
funds would be available to the Tax Court
to pay outside counsel engaged by the
Court to pursue disciplinary matters

Effective date.—January 1, 1987

(b) Provide the Tax Court with jurisdic-
tion over this late payment penalty

Effective date.—Date of enactment

(¢) Authorize that US Marshals be
available to the Tax Court in the ssme
manner that they are availuble to other
courts

Effective date.—Date of enactment

(dx1) Provide that the salary of Special
Trial Judges 18 %0 percent of l{ue salary of
Tax Court judges (This 18 historically the
level of their aslary.)

(2) Provide that special Trial Judges are
to be reimbursed for travel expenses at the
ssme level as other judges.

Effective date.—Date of enactment
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V. COMPLIANCE AND TAX ADMINISTRATION—({antinued)

Present Law

President’s Proposal

Hanuse Bill

' hairman’s Proporal j

e. Tax Court Judges' retire-
ment provisions

(e) District Court judges meeting age and
longevity of tenure requirements may
resign, engage in the practice of law, and
continue to receive retirement pay

Tax Court judges who resign after meet-
ing these age and longevity of tenure re-
quirements, bui who engage in the practice
of Federal tax or contract law, forfeit re-
tirement pay Forfeiture also occurs if a re-
tired (rather than resigned) judge accepis a
government position, whether pe d
or not.

(e) No provision.

(e) No provision

{e) Permit Tax Court judges to resign,
practice law, and continue to receive re-
tirement pay in the same manner that Dis-
trict Court judges currently are permitted
to do.

Provide that forfeiture of retired pay by
a retired judge who accepts a government
position only applies if the position is com-
pensated.

Effective date.—Date of enactment.

It Tax Administration Provisions
1. Authority to rescind atatutary
notice of deficiency

Once the IRS has issued a statutory
notice of deficiency, the IRS does not have
the authority to withdraw the notice; only
a Tax Court decision can alter ita effect.

No provision

Where the IRS and the taxpayer mutual-
ly agree, a statutory notice of deficiency
may be rescind

Effective dale.—Siatu(ar} notices of defi-
ciency issued on or after January I, 1986.

Same as House bill

Effective date.—Statutory notices of defi-
ciency issued on or after date of enact-
ment.

2. Authority tn ahate interest
due to errors or delay hy the
IRS

The IRS does not have the authority to
abate interest charges where the addition-
al interest has been caused by IRS errors
and delays, except in cases of certain IRS
math errors

No provision.

In cases where an IRS official fails either
to perform a ministerial act in a timely
manner or makes an error in performing a
ministerial act, the IRS has the nu(h\;‘gt
to ahate the interest attributable to sucK
delay No aspect of the delay can be attrib-
utable to the taxpayer. The intereat abate
ment only applies to the period of time at-
tributable to the failure to perform the
ministerial act, and only after the taxpay-
er has been contacted by the IRS.

The IRS is required to exercise this au-
thority to abate interest in instances in
which it issues an erroneous refund check,
except where the taxpayer has caused the
overstated refund to occur, or where an er-
roneous refund check exceeds $1 million

Effective date.—Interest accruing with
respect to deficien, or payments for tax-

able years beginning in or after 1982

Same as House bill, except that no sig-
nificant aspect of the delay can be attribut-
able to the taxpayer
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V. COMPLIANCE AND TAX ADMINISTRATION—(Continued)

D

Present Law

President’s Proposal

House Bill

Chairman's Proposal

i di

b of comp '
where Interest on deficiency
is suspended

The running of interest is suspended
where the IRS fails to 18sue the taxpayer a
bill stating how much the taxpayer owes
within 30 gnys of concluding an audit This
rule does not apply to the compounding of
interest on previously accrued interest

No provision

Compounded interest on the previously
accrued interest is suspended when the un-
derlying interest is also suspended

Effective dote.—Interest accruing in tax-
able periods after December 31, 1985

Same as House bill

Effective date.—Interest accruing after
date of enactment and interest not paid as
of date of enactment accruing after &cem»
ber 31, 1982.

4. Exemptlon from levy for
service-connected  disability
payments

Various pay , such as I
ment benerlts, workmen's compensation,
and a minimum amount of ordinary wages,
are exempt from IRS lavy Military service-
connec disability yments are not,
however, exempt from r:vy

No provision.

Military service-connected disability pay-
ments are exempt from levy

Effective date.—Payments made after
December 31, 1985

Same as House bill

Effective date —Payments made after
December 31, 1986.

5. Modification of administra-
tive rules applicable to for-
feiture

The IRS can seize property that is used
in violating the provisions of the lnternal
Revenue laws. If the amount of personal
property seized is valued at $2,600 or less,
the IRS may use administrative procedures
to forfeit the property and sell it without
judicial action, after both appraisal and
notice to potential claimants.

No provision.

The IRS may administratively sell up to
$100,000 of personal property used i viola-
tion of the Internal Revenue laws Such
sale would require both an appraisal to de-
termine value and notice to potential

lai Potential clai can require
nboc:i)ur( proceeding by posting a ?i.’;oo
n

Effective date.—January 1, 1956.

Same as present law

6. Certain recordkeeping re-
quirements

In general, law enforcement officers are
not subject to the substantiation rules and
the income and wage inclusion rules for
s@lﬁed use of a law enforcement vehicle
[l special agents are not, however, in-
cluded within the term "law enforcement
officers "

No provision

Use of an automobile by a special agent
of the IRS is treated in the same manner
as use of an automobile by an officer of
any other law enforcement agency

Effective date.—Date of enactment.

Same as present law
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V. COMPLIANCE AND TAX ADMINISTRATION —(Continued)

[ ' ftem

Prenent Law

Presldent's Proposal

Houre Bill

Chairman’s l’rnpﬂ-M l

1 Modification af Employee With-
holding Allowance Forms

Employees can claim withholding allow-
ances on Form W-4 That form determines
how much in Federal taxes is withheld
from the ployee's wages. Witt
allowances can be claimed for personal ex-
emptions, tax credits, and estimated deduc-
tions (such as itemized deductions). That
form remains in effect until the taxpayer
changes or revokes it.

No provision.

Modify withholding schedules to better
approximate the newly effective rate
schedules.

Effective date.—January 1, 1986

Same as House bill

Effective date —January 1, 1987

J. Report on
Syslem

Return-Free Tax

Individuals whosee income exceeds speci-
fied levels must file income tax returns
each year. Generally, these returns must
be filed by April 15, unless the taxpayer
receives an extension of time to file.

Provide the IRS with the authority to
ir:{:lement a return-free system for individ-
u Taxpayers who meet certain criteria
(relating to the complexity of their returns)
would be offered the option of not filing an
income tax return. Instead, the IRS would

re the return and compute the tax li-
abl ity of the taxpayer The IRS would do
this mnngs‘tme reports currently filed
with the ial Security Administration
and information returns currently filed
with the IRS. The IRS would send the tax-

yer a remrt stating the Service's calcu-
ation of ti gyers tax liability. The
taxpayer would free to challenge the
Service's calculation of tax.

Effective date.—Not specified in Presi-
den{(s proposal.

Require a report from IRS to the House
Ways and Means and Senate Finance Com-
mittees. Report would state:

(a) Who can participate in propoeal
and who cannot;

(b) How the proposal would be
phased in;

(c) What resources (computers, staff,
etc.) are needed; and

(d) The types of changes to the Code
that would inhibit or enhance the use
of the return-free system

The IRS should also consider whether an
in-house test of the proposal (not involving
taxpayers) would be Lneﬁcml

Effective date—Report due in six
months.

Same as House bill.
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V. COMPLIANCE AND TAX ADMINISTRATION—(Continued)

f Item

Present Law

Presldent’s Proposal

House Bill

Chairman’s Proposal J

K. Decrease Perlod uf Tax Deferral
for Trusts

Beneficiaries of trusts are taxable on dis-
tributions from trusts to the extent of the
trust's taxable income for taxable years
ending with, or within, the taxable year of
the beneficiary If the trust is on a differ-
ent taxable year than its beneficiaries, the
beneficiaries defer taxable income from
one taxable year to the next A trust can
elect to use any year as its taxable year.

No provision.

No provision

Trusts (both existing and newly created)
would be required to adopt a taxable year
ending in October, November, or December

In addition, trusts would be required to
make estimated payments of their income
taxes

Effective date.—Taxable years ending
after December 31, 1986. Therefore, the
trust's first taxable year beginning after
December 31, 1986, will be a short taxable
ear. Distributable net income taxable to

neficiaries for that short taxable year
would be included in income of the benefici-
ary evenly over a 4-year peri

L. Payment of Income Taxes of Es.
lates

Income tax of an estate is payable in
four quarterly payments after the year in
which the income is earn

No provision

No provision.

Estates would be required to make esti-
mated payments of income taxes Any re-
maining incomea taxes uf an estate would be
payable at the normal due date of the in
come tax return of the estate (ie, 3%
months after the close of the taxable year).

Effective date.-—Taxable years ending
after the date of enactment
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Item

Vi

t'ORPORATE AND GENERAL RUSIN

Present Law

President’s 'ropossl

louse Bill

thairman‘s I’'ropossl

A In General
t. Corporate tax rates

Corporate taxable income is subject to
tax under a 5-bracket gradusated rate struc-
ture as follows:

Taxable Income

An edditional 5 percent tax is imposed
on a corporation’s taxable income in excess
of $1 million, up to a total additional tax of
$20,250. Thia results in elimination of the
benefit of the graduated rate atructure (in
effect, payment of tax at a flat 46 percent
rate) for income over $1,405,000.

Corporate income would be suhject to tax
under & 4-bracket graduated rate atructure
as follows:

Taxable Income Rnlg
6 1

3 18

$50,000-87 25

Over $75,000 ... RX}

The graduated rates would be phased out
for corporation with taxahle income in
excess of $140,000 by imposing an addition-
al G5-percent tax on income between
$140,000 and $345,000. Thus, corporations
having taxable income of $345,000 or more
would, in effect, pay tax at a flat 33 per-
cent rate.

Effective date.—July 1, 1986 (income in
taxable years that include July 1, 1986,
would be subject to “blended’ rates).

Corporate income would be subject to tax
under a 3-bracket graduated rate structure
as follows

Rate

Taxoble income
$50,000 or less .
$50,000-$75,000 .
Over $75,000

An additional 5-percent tax would be im-
on income between $100,000 and
365.000. Thus, corporations having tax-
able income of $365,000 or more would, in
effect, pay tax at a flat 36 percent rate

Effective date—July 1, 1986 (income in
le years that include July 1, 1986,
would be subject to blended rates)

Same as House bill, except maximum
corporate rate would be 35 percent Thus,
mv])orale income would be subject to tax
under a 3-bracket graduated rate structure
as follows:

Taxoble Income Rate
50,000 or less . .. 15
,000-$75,000 256
Over $75,000 ... 35
Under the phaseout, corporations

having taxeble income of $350,000 or more
would, in effect, pay tax at a flat 35 per-
cent rate.

Effective date —July 1, 1987 (income in
taxable years that include July 1, 1987,
would be subject to blended rates).

2.

Corporate dividends
deduction

pald

Corporations generally compute taxable
income and sre subject to a separate cor]
rate-level tax without deduction for divi-
dends paid to shareholders.

Foreign shareholders of U.S. corpora-
tions generally are subject to 30-percent
withholding tax on dividends; a lower rate
may be provided by treaty Tax-cxempt en-
tities generally are not taxable on divi-
dends received, except in certain cases
where the tax-exempt entily owns debt-fi-
nanced property

Domestic corporations would receive a de-
duction for 10 percent of dividends paid
out of corporate earnings that have been
subject to tax after the general effective
date. Additional compensatory withholding
tax equal to the tax benefit received from
the deduction woulm:lrned on foreign
shareholders not pi by treaty No
mpecial rules are provided for dividends paid
to tax-exempt shareholders

Effective date. —Generally, taxable years
beginning after December 31, 1986, with
special rule for dividends paid after that
date in taxable years beginning before Jan-
uary 1, 1987

Same as President’s proposal exce)
phased in over 10 years beginning in 1987,
deduction would be 1 percent for taxable
years beginning after ‘r:nunry 1, 1987, in-
creasing | percent each year up to 10 per-
cent for taxsble years beginning after
January 1, 1996.

Also, President's proposal is modified as
follows

(a) The deductible portion of divi-
dends paid to tax-exempt shareholders
owning 5 percent or more of e corpora-
tion's stock would be treated as taxable
“unrelated business income’” to the
shareholder

(b) A compensatory withholding tax
would be imposed on dividends paid
after December 31, 1988, to forei
shareholders otherwise protected by
treaty, except where the foreign coun-
try grants equivalent relief from & two-
tier tax to US shareholders.

Retain present law
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VI. CORPORATE AND GENERAL BUSINESS TAXATION—(Continued)

liem

Present Law

President’s Proposal

House Bill

Chairman's Proposal

|

3. Corpourate dividends recelved
deduction

Corporations generally are entitled to an
5 percent dividends received deduction;
100 percent dividends received deduction
applies to dividends from certain affiliates.

Dividends received deduction is limited
for dividends from a foreign corporation,
based on extent of the foreign corporation’s
earninge subject to U.S. tax No dividends
received deduction for dividends on stock
not held with substantial risk of loes for a
specified period. Deduction is limited for
dividends on certain “‘debt financed portfo-
ho stock.”

Dividends received deduction for corpo-
rations modified, so that a 90 percenl; di(yi-
: b

The 85 percent dividends received deduc-
tion wa)uld be reduced to 80 percent for

dends received ded is for
dividends paid out of earnings that have
been subject to corporate tax and a 100
percent dividends received deduction is
available fur dividends paid out of earnings

that have not been subject to corporate tax
Extent of stock ownership would not mat-
ter.

E[Irrlwe date —Generally, taxable years

beginning after December 31, 1986, with
special rule for dividends paid after that

te in taxable years beginning before Jan-
uary 1, 1987,

d after 1985, and then re-
duced over 10 years to 70 percent. The
phase-in period corresponds to that of the
dividends paid deduction.

Same as President’s proposal for divi-
dends eligible for the 100 percent dividends
received deduction, except that the propos-
al is phased in corresponding to 1he phase-
in of the payor's dividends paid Jeduction.

Same as present law, except the 85 per-
cent dividends received deductivn is reduced
to 80 percent.

Effective date.—Dividends received afier
December 31, 1986.

4. Dividend exclusions for indl-
viduals

First $100 of qualifying dividends re-
ceived by an individual (§200 by married
couple ﬁrmg joint return) is excluded from
income

Generally, qualifying dividends are divi-
dends from domestic corporations

Di
be repealed

for would

Effective date —Taxable years beginning
after December 31, 1985

Same as President’s proposal, with clari-
fication that the exclusion is repealed for
dividends received in taxable years begin-
ning afler ber 31, 1985, regardless of
when paid by the corporation.

Same as House bill

Effective date —Dividends received in
taxable years begining afler December 31,
1986

5. Stock redemption payments

In general, a corporation may not deduct
the cost of repurchasing its own stock from
shareholders Some corporations have
taken the position that stock redemption
payments and related expenses for the pur-
pose of preventing a hostile takeover of the
corporation (socalled “greenmail” pay-
ments) are deductible as ordinary business
expenses

No provision

Provides that no portion of payments by
a corporation in connection with a redemp-
tion of its own stock is deductible

Effective date —No effective date is ex-
pressly provided

Same as House bill.

Effective date.—The provision would be
effective for payments on or after March 1,
1986




VI. CORPORATE AND GENERAL BUSINESS TAXATION—(Continued)

Item

Present Law

Prealdent’s Proponal

inuse Bill

Chairman’s Proposal

6. Special llmitations on net op-
erating loas (NOL) carryovers
a General approach

b. Taxoble purchases
(1) When lLmutations
apply

(2) Effect of change of
ownership

(9} Period for testing
ounership changes

(4) Shoreholders taken
tnto account

(5) Constructive owner-
ship rules

(f)  Business continu-
otton requirement

{a) There is no consistent approach. If
the limitations apply, NOL carryovers are
reduced or eliminated, depending on
whether the transaction takes the form of
a tax-free reorganization or a taxable pur
chase, respectively.

(bX1) The limitations apply if there is a
purchase of 50 percent or more of the stock
of a loss cor ion, unlees the busi
continuation requirement described below
is astisfied.

(2) NOL carryovers are eliminated.

(3) Two years.

(4) Ten largest shareholders

(5) The constructive ownership rules of
section 318 apply, so that a purchase from
one whose stock would be attributed to the
purchaser would be disregarded, except
that the attribution rules for corporations
and shareholders apply without regard to
the 50-percent limitations in section 318,

(6) NOL carryovers are eliminated if the
loss corporation fails to continue the con-
duct of a trade or business that was con-
ducted before {he change in ownership

(a) No provision.

(bX1) No provision

(2) No provision.

(3) No provision

{4) No provision.

(5) No provision.

(6) No provision.

(a) The new owners of a loss corporation
would not be able to use a NOL carryover
more rapidly than it would be used if there
were no change in ownership. In general, if
the limitations apply, the earnings against
which an over could be deduct-
ed—and not the NOL carryover itself—
would be limited, with an exception for
stock acquired by reason of death; trans-
feree treated as having owned stock during
the period held by a decedent who was a
family member

(bX1) The limitations would apply after
change in ownership of more than .¥)0 per-
cent of the value of a loss corporation's
equity.

(2) The earnings available for offset in
each post isition year g Iy would
be limiled to an amount equal to the tax-
exempt long-term bond rate multiplied by
the loss corporetion's equity value immedi-
ately before the ownership change {imme-
diately after the ownership change after a
redemption).

(3) Three years

(4) All 5% or greater shareholders, with
all less-than-5% shareholders treated as
one 5% shareholder.

(5) Same as present law, except a corpo-
ration would treated as owning stock
owned by @ shareholder in the proportion
that the value of the shareholder's stock in
the corporation bears to the value of all
outstanding stock, end stock underlying an
option would be attributed to the person
whose ownership would cause the limita-
tions to apply.

(6) NOL carryovers are elimineted unless
the loss corporation satisfies the continuity
of business enterprise requirement that aj
plies to tax-free reorganizations (see c.3.,
below), during the two-year period follow-
ing the acquisition

(a) Same as House hill, with exceptions
for stock acquired by reason of death, gift,
separation, or divorce; also, exceptions for
acquisitions by ESOPs or ESOP partici-
pants.

(bX1) The limitations epply efter change
in ownership of more than 50 percent of
the value of & loes corporation’s stock (with
regulatory authority to treat other equity
interesta—such as warrants—as stock).

(2) The earnings available for offeet
would be limited to the Federal mid-term
rate multiplied by the value of the loss cor-
poration's stock immediately before the
ownership change

(3) Same as House bill, except—other
than in cases where a loss corporation has a
built-in loss that is subject to the special
limitations—the testing period would not
begin before the first taxable year from
which there is a carryover.

(4) All 5% or greater shareholders.

(6) Same as House bill, except the 50-per-
cent limitations in section 318 are replaced
by b-percent limitations, and the option at-
tribution rules apply only to the extent
provided in regulations

(6) No provision
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ltem

Present Law

President’s Proposal

llouse Bill

Chairman's Pruposal

73

d

Tax-free reorganizations
1) When
oppiy

limutotions

(2) Effect of change of

ownership
(3)  Business continu-

ation requirement

Successive
nges

ownership

e. Bulit-in gains and losses

fex1) The hmnlauom apply if the loss-
inter-

mmleathan?)permnl

(2) NOL carrlyovers are reduced by 5 per-
cent for each [ percent by which the con-
tinuing interest is below 20 percent.

13) No general requiremant that business
be continued, though in certain cases some
continuity of business enterprise may be
required for tax free reorganization treat-
ment.

{d) No provision.

(e) The special limitations do not apply to
built-in gaina and losses.

(cx1) No provision

(21 No provision

(3) No provision.

{d) No provision

(e) No provision.

(cX1) Apply the same rule that applies to
taxable purchases, except the rule for less-
than-5% shareholders would not apply

(2) Apply the same rule that applies to
taxable purchases.

(3) Apply the same rule that applies to
taxable purchases.

(d) A rule is provided to prevent taxpay-
ers frum circumventing the special limita-
tions by acquiring control of a loss corpora-
tion by means of a taxable transaction fol-
lowed by a tax-free reorganization

(e) For a 10-year recognition period, apply
the special limitations to built-in losses (in-
cluding built-in depreciation deductions),
with reliel for built-in gains, subject to a
15-percent de minimis rule. Provide that
the value of assets cannot exceed the pur-
chase price of a controlling stock interest,
for pul of determining whether there
is a built-in loss.

{cX1) Same as llouse bill
(2) Same as House bill

(3) Same as present law (but see item
V1A 8. a, below, for modification of defini-
tion of a tax-free reorganization).

(d) Rules would be provided to prevent
taxpayers from circumventing the special
limitations by means of ‘any combination of

(eg., a tax-
free reorganization followed by a taxable
purchase).

(e) For a 5-year recognition penod apply
the special flmlmtmm to built-in losses
(but not built-in depreciation deductions),
with relief for built-in gains, subject to a
25-percent de minimis rule.
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VI. CORPORATE AND GENERAL RUSINESS TAXATION—(Continued)

Present Law

Presaldent’s Proporal

House Bill

Chalrmen’s Proposal J

f.  Bankruptcy proceeding
and  stock-for-debt  ex-
changes

9. Other tax attribates
h Measurement of beneficial
ownership

L Pasaive assets

J. Capital contributions

k. Tax-motivated transac-
tionn

L Effective date

m. Status of omendments
made by Tax Reform Act
of 1976

(N Stock received in exchange for an un-
secured creditor’s claim is not treated as a
continuing stock interest under the rule
for taxable purchases. Secured creditors
who receive stock in certain exchanges are
treated as continuing shareholders. NOLs
are generally available without limitation
following a bankruptcy reorganization
Special rules are provided for reorganiza-
tions described in section 368(aX3XDXii) (re-
lating to financially troubled thrifts).

() Similar rules apply to the carryover of
credits and capital losses.

(h) Ownership changes are measured by
refarence to n{l shares, except nonvoting
stock, that is limited and preferred as to
dividends.

(i) No specific rule, although, under the
rule for taxable purchases, the loss corpo-
ration must hold assets used in a trade or

iness.

(j) No specific provision.

(k) Under section 269, NOL carryovers are
subject to disallowance following acquisi-
tion of 50 percent of atock in a corporation
or a tax-free acquisition of assets, if the
principal purpose of the acquisition was tax
avoidance.

(m) The 1976 Act amendments apply to
purchases after December 31, 1985, nm!m
organizations pursuant to plans adopted on
or after January 1, 1986.

(D No provision.

(g) No provision.

(h) No provision.

(i) No provision.

() No provision.

(k) No provision.

() No provision.

(m) No provision.

(f) After a bankruptcy reorganization or
a stock-fordebt exchange that occurs as
part of a bankruptcy proceeding, a loss cor-
poration's equity value ia measured imme-
diately after the ownership change.

(g) Similar rules would apply to credits
and capital losses, axcept foreign tax credit
carryovers would be limited pursuant to
regulations.

(h) Ownership changes would be deter-
mined without regard to stock that does not
represent an interest in a corporation’s
growth potential.

(i) If at least one-third of loss corporation’s
assets consist of ive assets, the income
against which NOL carryovers could be
used would be subject to reduction.

() The value of the loss corporation’s
equity would be reduced by the value of
capital contributions made within 3 years of
the acquisition date.

(k) Retain present law

(1) Effective date —The amendments are
effective for acquisitions on or after Janu-

(N The special limitations would not
apply after a bankruptcy reorganization or
a stock-fordebt exchange that occurs as
Kart of bankruptcy proceeding, if debt was

eld for one year before filing of bankrupt-
cy or arose in ordinary course of loss corpo-
ration’s busi Interest deducti on
converted debt are backed out of NOL car-
ryovers if deducted during the three-year
period preceding bankruptcy vrowetf':@
On a second ownership ch: within two
years, NOLs would be unavailable

(g) Same as House bill.

(h) Same as House bill.

(i) No NOLs are available if two-thirds or
more of loss corporation’s asset value is at-
tributable to amsets held for investment
(except if a RIC or a REIT)

(5) The value of the loss corporation’s
stock would be reduced by capital contribu-
tions made with a tax-avoidance motive
Capital contributions made within two
years of the acquisition date wnuld be pre-
sumed to have a tax-avoidance motive

(k) Retain present law

(1) The new amendments would he effec-
tive for purchp.seg after December 31, 1986

ary 1, 1986, and reor [ to
plans adopted on or after January 1, 1986,
subject to general transitional rules for
bankruptcy reorganizations and four special
transitional rules.

(m) No provision.

and reor p t to plans
adopted after December 31, 19R6.

(m) The amendmenta made by the 1976
Anﬁwould be repealed, effective January 1,
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Item

Present Law

Presiden(’s Proposal

House Bill

Chairman’s Proposal

7. Recognition of galn or loss
on liquidating sales and dis-

tributlons
a. General rules

b. Exceptions
rules

to general

(a) In general, under the socalled “Gen-
eral Unlities" rule (the statutory codifica-
tion of the result in a Supreme Court case),
a corporation recognizes ho gain or loss on
a asle or distribution of its assets in liqui-
dation

Gain (but not loss) is generally recog-
nized by a corporation on a nonliquidating
distribution of property with respect to its
stock (eg, a dividend or redemption). The
gain recognized is generally the excess of
the fair market value of the property over
its basis in the hands of the corporation.

(bX1) Liquidating distributions ond
sales —On a liquidating distribution or sale,
a corporation may recnﬂ\im gain under the
recapture provisions, the tax benefit doc-
trine, or other statutory or judicial rules,
notwith ding the general ition
rule.

(2) Nonliquidating distributions.—A cor-
poration may be entitled to nonrecognitivn
ou a nonliquidating distribution if it relates
to “qualified stock.” Qualified stock 18 stock
held by a long-term, noncorporate share-
holder owning 10 percent or more of the
corporation’s outstanding stock

(a) Nu provision,

(bX1) No provision

{2) No provision

(a) In general, gain or loes would be rec-
ogmized Ey a corporation ou a lic‘n‘ndnlm

distribution of its assets, as if it had sol

them at fair market value, and on liquidat-
ing sales.

(bx1)  Liquidating distributions and
soles.—Nonrecognition would be permitted
for the following transactions by a hquidat-
ing corporation’

(1) certain carryover basis distribu-
tions to controlling corporate share-
holders;

(2) certain distributions in connec-
tion with tax-free tranaactions;

(3) certain distributions with respect
to stock held by noncorporate, long-term
shareholders holding 10 percent or
more of the distributing corporativn's
stock (under rules similar to the rules
applicable to nonliquidating distribu-
tions under present ?aw); an

{4) certain liquidating ssles of prop-
erty, and sales of stock treated as asset
sales under section 338, to the same
extent nonrecognition would be avail-
able if the property had been distributed.

The recapture rules and other statutory
and judicial rules of present law would
continue to apply to these excepted trans-
actions.

(2) Nonliquidating distributions.—In gen-
eral, present law rules would continue to
apply to nonliguidating distributions,
except that the rules relating to the quali-
ied stock exception would be conformed to
the rules for liquidating distributions

{a) Same as House bill

(bk1) Liquidating duwstnibutions and
aoles —Exceptions from recognition would
be provided for the following types of distri-
butions in liquidation:

(1) distributions to a corporation
where the distributee takes a carry-
over basis in the property;

(2) distributions consisting of stock
in a subsidiary and qualifying for tax-
free receipt under section 355; and

(3) distributions consisting of stock
in a subsidiary controlled by the dis-
tributing corporation during the 5-year
period pr ing the distribution

Under certain circumstances, no gain
would be recognized on liquidating sales of
property where the purchaser takes a car-
ryover basis (see discussion of “qualified
acquisitions”, 8 , below)

Loss would not be recognized by a corpo-
ration on lLiquidating distributiuns to cer-
tain related parties

(2) Nonliquidoting distributions —The
same exceptions as for liquidating distnibu-
tions would apply to gains No loss would be
recognized on nonliquidating distributivns
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Item

P’resent Law

VI. CORPORATE AND GENERAL BUSI

President's Proporal

TAXATION—(Cantinued)

flouse il

Chsirman's Propass

¢. Relief from sharcholder-

level tax

d. Effective date

€. Other npeclal rules

(1) Collapmible corpora-
tions ond controlled
foreign corporations

(cXI) A corporation is treated as an entity
separate from its shareholders for tax pur-
rm-a Thus, cor#mmle earnings are general-
y taxed twice. first to the corporation when
realized and later to the shareholders when
distributed No credit is given to sharehold-
ers for taxes paid by the corporation on
corporate-level income.

(2) In certain types of liguidations, no
shareholder-level tax may be imposed. A
shareholder may elect not to recognize gain
on receipt of an in-kind liquidating distribu-
tion and take a subetituted basis in the
Kropert received equal to the adjusted

asis of his stock (sec. 333). Gain is recog-
nized, however, to the extent of the share-
holder's ratable share of the corporation's
earnings and profits, and the ercess of
money and stock or securities received over
such ratable share

(eX1Xi) A shareholder who disposes of
stock in a collapeible corporat.on in a trans-
action that would otherwise produce capital
gain (eg., liquidation of the corporation)
must treat the gain as ordinary income (sec.
341). A colla igle corporation is one formed
or availed of for the manufacture, construc-
tion, or production of property, or the pur-
chase of certain ordinary income or section
1231 assets, with a view to converting what
would be ordinary income into capital gain

(ii) If 8 10-percent or more U.S. share
holder of a controlled foreign corporation
realizes gain on the disposition of the stock
of a controlled foreign corporation, the

ain i8 ordinary to the extent of the share-

older's share of the earnings and profits
of the corporation accumuiated during the
period it held the stock (sec 1248)

(c) No provision.

(e) (1) No provision.

tc) No provision

(d) Effective date.—In genersl, applies to
distributions and sales and exchanges oc-
curring on or after November 20, [985.
Under transitional rules, distributions and
salea made pursuant to a plan of liquida-
tion adopted before that date would not be
affected. Special rules apply in determin-
ing whether a plan was adopted before No-
vember 20 for this purpose

te) (1) No provirion.

(eX1) Although gain would generally be

recognized at the corporate level, relief from
the shareholder tax would be provided for
certain liquidations and acquisitions where
the corporation’s value doea not exceed $5
million. In such cases, a basis increase
would be allowed to shareholders with re-
spect to their stock The adjustment, which
could not exceed the shareholder's gain on
his stock, would approximate the amount of
corporate gain recognized on long-held cap-
ital assets.
Partial relief from the shareholder-level
tax would be provided in the case of corpo-
rations having a value between $5 million
and $10 million

(2) A shareholder in a liquidating corpora-
tion could elect not to recognire gain on
distributions and take a subetituted basis in
the assets received equal to the adj
basis of hia stock Gain would be recognized,
however, to the extent cash or marketable
securities were received.

(d) Effective date.—The provisions would
apply to distributions and sales and ex-
cha on or after March 1, 1986 Transi-
tional rules similar to those in the House
bill would be provided

(eX1Xi) The collapsible corporation provi-
sions would generally be repealed Appro-
gginw anti-avoidance rules would be provid-

(i) In addition to general earnings and
profits rules, a 10-percent or more US.
shareholder in a controlled foreign corpo-
ration would also recognize ordinary gain
on disposition of the stock if 70 percent or
more of the corporation’s aseets (exclusive
of those held for 3 years or more) would be
ordinary income property in the hands of
substantial shareholders

Effective date.—Dispositions of stock and
liquidations on or after January {, 1988
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e. Other special rules
(Cont.)
(2) Subchapter S corpo-
rations

12) A closely-held business operating in
corporate form may elect to have business
gains and losses taxed directly to or
(within certain limits) deducted directly by
its_individual shareholders (secs 1361-
1379, subch. S of the Code). In order to pre-
vent taxation of the same income more
than once, a shareholder’s basis in the
stock is increased by his share of corporate
income, and decreased by his share of corpo-
rate losses.

A corporate-level tax is im) on cer-
tain capital gains realized within 3 years of
a subchapter S election by an S corpora-
tion that was formerly a C corporation
(sec. 1374).

2) No provision

(2) A rule is provided to prevent circum-
vention of the repeal of the General Utili-
ties rule through conversion to an S cor,
ration If anug corporation that was for-
merly a C corporation liquidates before the
close of (he second taxable year following
the year in which the subcinpter S elec-
tion took effect, the election would be ter-
minated retroactively to the first taxable
year for which it was effective.

Effective date.—November 20, 1985.

(2) In general, a shareholder of an S cor-
poration would be denied an increase in
stock basis with res to 80 percent of
the long-term capital gain and 65 percent of
all other gain recognized by the corporation
on the disposition of assets during the 5
year period following (il the date the elec-
tion takes effect, where a C corporation
makes an S election, or (ii) the date of the
qualified acquisition, where an S corpora-
tion makes a carryover basis acquisition of a
C corporation.

This provision would not apply if the
assets are long-held capital assets or the
corporation has a vulue of $6 million or less
Partial relief would be available if the cor-

ration’s value is between $56 million and

10 milhon.

Effective date.—March 1, 1986
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Item

Present Law
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House Hill

Chairman’s Propasal J

& Madification of merger and
acquisition rules
a. In generaf

b. Treatment of acquired and
acquiring corporalions

(a) Tax-free and tsxable mergers and ac-
uisitions of corporations are governed by

3iﬂerent sets of rules A transaction quali-
fies for tax-free treatment only if it falls
within one of several statutorily-defined
categories of “reorganization” and meets
certain regulatory and judicial require-
ments (e.g., business purpose, continuity of
busineas enterprise). rganization status
depends on the existence of a substantial
continuing equity interest in the acquiring
corporation by the acquired corporation’s
shareholders,

A purchase of a controlling interest in
the corporation by another corporation
may, at the election of the acquiring corpo-
ration, be treated as a sale and purchase of
the aseets of the acquired corporation (sec.
33R). Statutory “consistency” rules prevent
the acquiring corporation {rom obtaining &
cost basis in some assets of the acquired
corporation or members of its affiliated
group and a carryover basis in others.

(b} In a tax-free “reorganization,” the
corporations that are parties to the reorga-
nization generally recognize no gain or loes
on the transfer of assets, stock, or securi-
ties, and the asset basis and tax attributes
(e.g.. NOL carryovers, excess credits) of the

uired corporation carry over In a tax-
able acquisition, gain or loss is generall
recognized by the acquired corporation (af:
though a liquidating corporation may be
eligible for relief from recognition under
sec. 337, relating to sales pursuant to a
plan of complete liquidation), and its tax
attributes disappear. The acquiring corpo-
ration takes a cost basis in the assets or
stock of the acquired corporation

A corporate controlling shereholder may
elect to treat an acquisition of stock in a

beidiary as if the subsidi had sold its
gsse\s in a section 337 liquidation (sec

3R).

{a) No provision

(b) No provision

(a) No provision.

(b) No provision

fa) Acquisitions by a corporation of &
controlling stock interest in another corpo-
ration or of subatantially all of the corpo-
ration's assets (“qualified acquisitions”)
would be eligible for elective tax treatment
at the corporate level, as described below
Elective treatment would be available
without regard to whether the shareholders
of the acquired corporation maintain a con-
tinuing equity interest in the acquiring cor-
poration. Consistency rules would generally
spply on an entity-by-entity rather than on
an affiliated group basis, with a special
exception for goodwill.

The nonstatutory requirements applica-
ble to reorganizations (business purpose,
continuity of business enterprise, etc)
would not apply in determining whether a
transaction 1s a qualified acquisition

(b) In the case of a qualified acquisition,
the acquiring eorporutiun could elect to
treat the transaction as a carryover basis
acquisition or as a cost basis acquisition.

In a carryover basis acquisition, the ac-
quired corporation would recognize no gain
or loss and the acquiring corporation for
the acquired corporation, if it remained in
existence) would take a carryover basis in
the acquired corporation’s assets The ac-
quired corporation’s tax attributes would
survive

In a cost basis acquisition the acquired
corporation would ize gain or loes,
the acquiring corporation would take a
cost basis in the acquired corporation's
assets, and the acquired corporation’s tax
attributes would disappear.
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¢. Trealment of shareholders
of acquired corporalion

(1) Relationship  of

shareholder-level con
sequences to conse
Zflencea ot corporate
vel

2 Slgm/itgnre of type

{ck1) In & tax-free reorganization, share-
holders and security holders of the acquired
corporation generally recognize no gain or
loss on the exchange of stock or securities for
stock or securities of the acquiring corpo-
ration In & taxable acquisition, gain or
loss is recognized by shareholders and se-
curity holders irrespective of whether the
consideration received is stock or securities
of the acguiring corporation or other prop-
erty

(2) The qualification of a transaction as a
ization d d

of ¢ re-
cetved by other share-
holders

t3) Treatment of non-
quoltfying  consider-
otion

reor upon whether, in
the aggregate, the shareholders of the ac-
quirx corporation receive sufficient stock
in the acquiring corporation to satisfy the
statutory continuity of interest require-
ment. Accordingly, a shareholder who re-
ceives only stock in the acquiring corpora-
tion may fully taxable on any gain real-
ized in the exchange

(3Xi) If a shareholder of the acquired cor-
poration receives nonqualifying consider-
ation (“boot’) in a reorganization, gain is

ized to the extent of the value of the
consideration, but nut in excess of the re-
lized gain. Boot includes cash or property
other than stock or securities of the acquir-
ing corporatiun If secunities are received
having a principal amount in excess of the
principal amount uf securities surrendered
in the exchange, the fair market value of
such excess is treated as boot

(ii) In general, liabilities assumed by the
acquiring corporation are treated as boot
only if the principal purpose of the as-
sumption was tax avoidance

(iii) Gain attributable to boot is ordinary
income to the shareholder if the distribu-
tion has the effect of a dividend It is un-
clear whether the acquired or the acquir-
ing corporation i8 w‘Le viewed as having
made the distribution in making this deter-
mination.

(cX1) No provision

(2} No provision

(3) No provision

(ci1) No provision

(2) No provision,

(3) No provision.

(cXl) In a qualified acquisition, the
shareholders of the acquired corporation
would not recognize gain or loss with re-
spect to any qualifying consideration—in
general, stock or securities of the acquiring
corporation—received The shareholder
level c q would be independ
of the treatment at the corporate level (1e.
whether a cost basis or carryover basis
election 18 made).

(2) In a qualified acquisition, the treat-
ment of a shareholder of the acquired cor-
poration would not be affected by the type
of consideration received by other share-
holders, but would depend solely on the
nature of the consideration received by
such shareholder (see (3), below).

3%i) In a quabfied acquisition, the ac-
quiring corporation or its sharehvlders
would generally recognize gain to the
extent they receive nonquahfying consider-
ation Under a special exception, however,
gain would not be recognized by a control-
lm%‘corporale shareholder on receipt of boot
if the acquisition is a cost basis acquisition,
or the controlling corporate shareholder 18
liguidated within 1 year after the acquisi-
tion.

(i) Liabilities assumed by the acquiring
corporation would be treated as boot unless
they (i) constitute purchase money indebt-
edness or (2) are assumed by the transferee
incident to its acquisition, holding, or oper-
ation in the ordinary course of business of
the pruperty transferred The tax avoid-
ance test of present law would be repealed

(iii} If the receipt of the boot has the
effect of a dividend, the amount of ordi-
nary income recognized would be the lesser
of (1) the amount of money or the fair
market value of property received or (2)
the shareholder's share of the combined
earnings and profits of the acquired and
acquiring corporation; income would not be
limited to the gain realized on the shares
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P’resent Law

Prealdent’s Proposal

{Continued )

{lause Rill

Chairman’s Proposal J

c. Treatment of
shareholders of
ocquired corparation

(Cont)

d. Related and conforming
amendments to section
351 (transfers to con-
trolled corporations)

(1) In genernl

(2) Defimition of control

(3" Receipt of nonquali-
fring considerotion
(i) Debt instruments
of transferee

(i) Assumption of
traneferor’s
liahilities

(iv) Loss is not recognized on receipt of
boot.

(dx1) No gain or loas is recognized on the
transfer of property to a corporation con-
trolled by the transferor immediately after
the exchange in exchange for stock or secu-
rities of the transferee (sec. 351).

(2) Control for purposes of section 351
and the reorganization provisions means
ownership of stock possessing at least &0
percent of the voting power and at least R0
percent of the total number of shares of all
other classes of stock

(3¥i) No gain or loss is recognized by a
shareholder on receipt of “securities’ of
the controlled corporation in a section 351
exchange, irrespective of whether securi-
ties are surrendered. Gain is ized by
a shareholder on the receipt of other types
of debt (e.g.. short-term notes) of the corpo-
ration, and by a nonshareholder on the re-
ceipt of any form of debt.

(i) IF liabilities of the transferor are as-
sumed in a section 351 exchange, gain is
not triggered unless the liabilities exceed
the basis of the property transferred, or
the purpose of the transaction is tax avoid-
ance In a reorganization, the exceas of li-
abilities assumed over the basig of property
g:)r:s(errﬁd generally does not conatitute

{d¥1) No provision.

(2) No provision

(3¥i) No provision

(ii) No provision

(dx1) No provirion

12) No provision.

(3¥i) No provision.

(it No provision

In determining dividend equivalency, the
acquiring corporation would be viewed as
having distributed the boot in redemption
of its stock

(iv) Loss would not be recognized on the
receipt of boot unless a shareholder of the
acquired corporation receives no stock in
the acquiring corporation, or a security
holder of the acquired corporation receives
no stock or securities in the macquiring cor-
poration

(d¥1) In the case of a corporate transfer-
or, the requirement that the transferor
have control of the transferee corporation
“immediately after the exchange  would
be satisfied even though the transferee is
(am Part of an overall plan) acquired in a

ified isition i diately following
the exchange The assets transferred in the
section 351 exchange must constitute an
active business within the meaning of sec-
tion (disregarding the 5-year operation re-
quirement) to qualify for this treatment.

(2) Control for purposes of section 351
(and for purposes of the qualified acquisi-
tions provisions) would be conformed to the
definition of affiliation contained in the

lidated return provisi Thus, con-
trol would be defined as stock of a corpora-
tion representing at least 80 percent of the
total voting power and having a value
equal to at least R0 percent of the total
value of the corporation’s stock

(3%i) Consistent with the treatment of
debt received in connection with a quali-
fied acguisition, securities of the transferee
corporation received in 8 section 351 ex-
change would trigger recognition of gain to
the extent their issue price exceeds the ad-
justed basis of the securities surrendered

(ii) Consistent with the treatment of li-
abilities assumed in connection with a
qualified acguisition. liabilities assumed in
a section 351 exchange would be treated as
boot unlese they (1) conatitute purchase
money indebted or (2) are od by
the transferee incident to ita acquisition,
holding. or operation in the ordinary
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Item

Present Law

President’s Proposal

lluuse Bill

Chairman’s Proposal —l

d Reiated and
Conforming
Amendments (cont.)

(4! Overlap with merger
and acquisition provi-
siwons

e. Effective date

(4) The proper treatment of a transaction
that qualifies as both a section 351 ex-
change and a reorganization 18 unclear

(4) No provision

(4) No provision

course of business of the property trans-
ferred This exception would not apply,
however, to the extent liabilities exceed
the basis of property transferred The tax
avoidance test of present law would be re-
pealed.

(4) A transaction that qualifies as both a
section 351 exchange and a qualified acqui-
sition would generally be treated as a quali-
fied acquisition.

(e] Effective date —Transactions after De-
cember 31, 1987.
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V1. CORPORATE AND GENERAL BIISINESS TAXATION—(Continued)

Present Law

Presldent’s Proposal

ounse Bill

'hsirmsn's ['mpuml ]

9 Mircellaneous subchapter C
rhanger
a. Tranafers to controlled
rorporations (sec. 351)

(1) Installment sales be-
tween  shareholders
and a controlled cor-
poration

(2) Basiz of stock re-
cewed in a gectron 351
exchange

b. Adjustments to banis of
o controlling corporate
zhareholder in subsidiary
atock

(aX]) An installment sale between a cor-
poration and ita shareholders may not be
subject to section 351 If the sale is not
subject to section 35!, the transferee may
obtain a stepped-up (fair market value)
basis althou, K ition of the transfer-
or's gain is eferrn under the installment

method

(2) The transferor’s basis for stock or se-
curities received in a section 361 exchange
is generally the adjusted basis in the prop-
erty transferred 1f the property has a

is in excess of its fair market value,
there would be a potential loss in the trans-
feror's stock as well as in the property.
Thus, the loes may be recognized twice.

(b} The basis of a controlling corporate
shareholder in the stock of a subsidiary
corporation may be a cost, a carryover, or
a substituted basis depending on the
manner in which the stock was acquired
This basis may have no relation to the sub-
sidiary's basis in its aseets. Thus, the par.
ent's potential “outside” gain or losa on
the uux‘k of the subsidiary and the subaidi-
ary’s "inside" gain or loss on its assels
may be different, producing different re-
sults in an acquisition of the subsidiary de-
pending on whether the stock or assets are
sold.

Where a parent corporation and its sub-

‘aidiary file a consolidated return, adjust-

ments to stock basis required under Treas-
ury reguletions for post-acquisition earn-
ingg and losses, and intercompany
transactions and distributions may lessen
;)he disparity between inside and outside

(aX1) No provisinn.

(2) No provision

(b) No provision.

(ax1) No provision

(2) No provision.

(b) No provision

(aX1) An installment sale of property to
a corporation by a 20 percent or more
shareholder would be treated as a section
351 exchange. The transferee’s basia in the
property would be increased only as and to
the extent the transferor recognizes gain.

Effective date.—Transactions after De-
r 31, 1987.

(2) If the fair market value of property
{ransferred in a section 351 exchange is less
than its adjusted basis, the basis of the stock
received would be the fair merket value of
the property.

Effective date.—Transactions after De-
r 31, 1987.

(b) If a corporation acquires a controlling
interest in another corporation (other than
in a cost basis acquisition, where "inside"
and "outside’* basis would otherwise be con-
formed), the conlrollm{ corporation’s basis
in the subsidiary s stock would generally be

ual to its cost during the 3-year period
e.‘Ir)wmg goquisition of control  Adjust-
mente would made for gains and losaes
accruing prior to acquisition of control but
recognized by the subsidiary during this
period.

Following the 8-year period, the perent's
basis in the stock of the subeidiary would
generally equal its allocable share of the
subsidiary's ‘-asiu in its assets, net of liabil-
ities

Effective date. —January 1, 1988 (The ba-
sis nf controlling corporate shareholders in
the stock of existing subeidiaries held as of
this date would also be conformed to the
subsidiaries’ asset basis).
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10. Extraordinary dividends re-
ceived by corporate share-
holders

If a corporate shareholder receives an
“extraordinary” dividend on stock and dis-
poses of the stock without holding it for
more than 1 year, the basis of the stock
must be reduced by the amount of the un-
taxed portion of the dividend “Extraordi-
nary dividend” is defined in terms of the
size of the dividend in relation to the share-
holder's adjusted basis in its stock The un-
taxed portion of the dividend is the excess of
the value of tha distribution over the tax-
able portion of the distribution (i.e., net of
the dividends received deduction)

No provision

No provision

The basis of stock held by a corporation
would be reduced by the untaxed portion of
extraordinary dividends, regardless of the
holding period of the stock

Effective date.—Dividends declared after
March 18, 1986.

11. Ordinary income treatment
on uales between related entl-
ties

(aX1) Generol rule—Gain on a sale of
property to a related party is treated as
ordlnar{income if the property is deprecia-
ble in the hands of the transferee. Install-
ment sale treatment 18 not available in such
a case unless it is established to the satisfac-
tion of the Internal Revenue Service that
tax avoidance was not a principal purpose of
the sale.

(2) Related parties for this pur in-
clude a person and all entities which are 80
percent owned, directly or indirectly, with
respect to that person Specified attribution
rules apply.

(bu1) Additional partnership rule.—Gan
un the sale of property between a partner-
ship and certain related parties 18 ordinary
income if the property is not a capital asset
in the hands of the transferee.

(2} Related parties for this purpose include
a partner ,nsas partnership in which that
person owns, directly of indirectly, more
than 80 percent of the interests Related
parties also include partnerships in which
the same persons own, directly or indirectly,
more than B0 percent of the interests Speci-
fied attribution rules apply, generally based
on the rules that appry to limit losses on
sales between related parties

{ax1) No provision.

(2) No provision

(bX1) No provision.

(2) No provision.

(ak1) No provision

(2) No provision.

(bx1) No provision.

(2) No provision.

(ak1) Same a8 present law

(2) Related parties would include a person
and all entities more than 50 percent
owned, directly or indirectly, with respect
to that person Related parties would also
include entities more than 50 percent
owned, directly or indirectly, by the same
persons Attribution and relationship rules
would generally be on present law
rules that apply to limit losses on sales be-
tween rt!lm.»j1 parties For example, there
would be attribution between parents and
children.

(bx1) Same as present law

(2) Related parties would include a partner
and a partnership in which that person
owns, dlreclli; or indirectly, more than 50
percent of the interests Related parties
would also include partnerships in which
the same persons own, directly or indirect-
ly, more than 50 percent of the interests

ttribution would continue to be based on
the present law rules that limit losses on
sales between related parties.

(c) Effective dote.—These changes in re-
lated party definitions and attribution
g\lnleﬁ,,\qﬁéoul apply to sales after December
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Present Law
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12. lolding perlod requirement for
dividends received deduction

No deduction is allowed in respect of any
dividend on any share of stock that is sold or
otherwise disposed of before the corporste
shareholder satisfies a 46-day holding peri-
od requirement. The 46-day period does not
include any period during which the corpo-
rate shareholder reduces the risk of loss
from holding the stock

No provision.

The dividends received deduction is disal-
lowed where the holding period require-
ment is not met, without regard to whether
the stock has been disposed of.

Effective date.—Stock aoqulnd aMr date
of enactment of house-passed H R 3838.

Reduce basis of stock held by 8 corpora-
tion to the extent of dividends received de-
ductions claimed with respect to dividends
the exdividend date of which occurs within
45 days after the date of purchase Disallow
dividends received deduction for any divi-
dends attributahle to a period during which
the taxpayer subetantially diminished the
risk of loss from holding lﬁe atock

Effective date.—Stock acquired on or
after March 1, 1986.

13. Amortizable bond premium

The holder of a bond acquired at a premi-
um can elect to amortize the premium—
taking ordinary deductions—over the term
of the bond. Amortizable bond premium is
defined to include any excess of a bond's
basis over the amount payable at maturity

No provision.

No provision

Clarify that bond prv.-mmm is created only
where a bond's "issue price” (generally, the
price paid or value of consideration used to

uire the bond) exceeds the amount pay-
able at maturity.

Effective date.—Bonds acquired on or
after March 19, 1986.
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Item

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

=
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B. Rapid Amortization Provisions

1.

Five-year amortizativn of
trademark and (rade name
expendltures

Taxpayers may elect to amortize over a
period of at least 60 months expenditures
for the acquisition, protection, expansion,
registration, or defense of a trademark or
trade name, other than an expenditure
which is part of the consideration for an
existing trademark or trade name

The electiun would be repealed Trade-
mark and trade name expenditures would
therefore generally be capitalized and re-
covered on a disposition of the asset.

Effective date —The repeal would be ef-
fective for expenditurea paid or incurred
on or after January 1, 1986

Same as President’s proposal.

Effective date.—Expenditures paid or in-
curred on or after January 1, 1986

Transition rule —Present law applies to
expenditures incurred
(i) pursuant to a written contract
that was binding as of September 25,
1985; or
(i1) with respect to development, pro-
tection, expansion, registration or de-
fense commenced as of September 25,
1985, if the lesser of §1 million or 5
percent of cost has been incurred or
committed by that date;
provided in each case the trademark or
trade name is placed in service before Jan-
uary 1, 1988,

Same as Preaident’s proposal.

Effective dote.—Expenditures paid or in-
curred after December 31, 1986

Transition rule.—Present law applies to
expenditures incurred:

(1) pursuant to a written contract

that was binding as of March 1, 1986;

or
(ii) with respect to development, pro-
tection, expansion, istratiun or de-
fense commenced as of March 1, 1986,
if the lesser of $1 million or 5 percent
of cost has been incurred or committed
by that date,
provided in each case the trademark or
tradename is placed in service befure Janu-
ary 1, 1988,

2,

Five-year amortlzation of
pollution control facilities

Taxpayers may elect to amortize over a
60-month periody the cost of a quahfying
certified pollution cuntrol facility used in
connection with a plant that was in oper-
ation before 1976 To the extent that a pol-
lution control facthity has a useful life in
excess of 15 years, a portion of the facili-
ty’s cost is not eligible fur 60-month amor-
tization, but must be recuvered through de-
preciation

The election would be repealed Expend:-

tures for pollution contrul facilities would
therefore recovered in accordance with
the Li depreciation schedul

Effective date.—The repeal would be ef-
fective for expenditures paid or incurred
on or after January 1, 1986

Same as President’s propocal.

Effective date —Expenditures

id or in-
curred on or after January 1, 1986.

Tronsition rule —Present law applies to
expenditures incurred
(i) pursuant to a written contract
that was binding as of September 25,
1985; or
(il with respect to facilities, con-
struction of which is commenced a8 of
September 25, 1985, if the lesser of $1
millivn or 5 percent of the cost has
been incur or committed by that
date,
provided in each case the facility is placed
in service befure January 1, 1988

Same as President’s proposal

Effective date —Expenditures paid or in-
curred aftet December 31, 1986

Transition rule.—Present law applies to
expenditures incurred.
(i) pursuant to written contract that
was binding as of March 1, 1986, or;
(i) with respect to facilities, con-
struction of which is commenced as of
March 1, 1986, if the lesser of $1 mil-
lion or 5 percent of the cost has been
incurred or committed by that date,
provided 1n each case the facility 18 placed
in service before January 1, 1988




Present Law

V1. CORPORATE AND GENERAL BUSINESS TAXATION—(Continued)

President’s Proposal

Nause Bill

|

Chairman’s Proposal

3. Fifty-year amortization of
qualified rallrnad grading and
tunnel bares

Domestic railroad common carriers may
elect to amortize the cost of qualified rail-
road grading and tunnel bores over a 50
year period "Qualified railroad grading
and tunnel bores" include all iand im-
provements (including tunneling) necessary
to provide, construct, recanstruct, alter,

rotect, improve, replace, or restore a road-
or right-of-way for railroad track.

The election wauld be repealed Expendi-
tures for railroad grading and tunnel bores
would therefore be capitalized and recov-
ered on disposition of the asset.

Effective date.—The repeal would be ef-
fective for expensea‘!:md or incurred on or
after January 1, 198

Same as President's proposal, exce
ACRS treatment is provided for certain rail-
road disaster

Effective date.—Expenses paid or in-
curred on or after January 1, 1986.

Transition rule. —Present law would con-
tinue to apply to expenditures incurred
(i) pursuant to a written contract
that was binding as of September 25,
1985; or
(ii) with respect to construction, re-
construction, alteration, |mpr\)Vement.

Same as llouse bill

Effective date.—Expenditures paid or in-
curred after December 31, 1986

Transition rule —Present law would con-
tinue to apply to expenditures incurred
(i) pursuant to a written contract
that was binding as of March 1, 1986;
or
(ii) with respect to construction, re-
conlutructlon, alteration, improvement,

replacement or restoration
as of September 25, 1985, if the lenser ol'
$1 million or 5 percent of cost has
been incurred or committed by that
date,

provided in each case the improvements
are placed in service before Janaury 1,
1988

r restoration commen
as of March ! 1986, if the lesser of $1
million or 5 percent of cost has been
incurred or committed by that date,
provided in each case the improvementa
A;esaplaoed in service hefore January 1,
1988,

4. Peduction for loss In value of
bus-operating authoritles

Generally, no deduction ia allowed for a
decline in value of property absent a sale
or other disposition The courts have
denied a loss deduction where the value of
an operating permit or licenre decreased as
the result of legislation that expanded the
number of permits or licenses issued, on
the grounds that the permit or license con-
tinued to have value as a right to carry on
a business

No provision.

No provision.

Taxpayer would be allowed an ordinary
deduction ratably over a 60-month period
for the adjusted of bus operating au-
thorities held on November 19, 1982, (the
date of enactment of the Bus Regulatory
Reform Act) or acquired after that date
under a written contract that was binding
on that date.

Effective date.—The provision would be
effective retroactively for taxable years
ending after November 18, 1982
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V1. CORPORATE AND GENERAL BUSINESS TAXATION—(Continned)

Item

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

«

Deductibility of Federal Exclse
Taxes and TarifTs

Federal excise taxes are imposed on sale,
use, importation, or manufacture of vari-
ous producte and services Tariffs are im-

on importation of many products

Excise taxes and tariffs are deductible
for Federal income tax purposes when in-
curred in the conduct of a trade or busi-
ness or for the production of income. Thus,
in such cases the effective rate to the payor
of these taxes and tariffs is less than the
nominal rate.

Revenues from many of the excise taxes
and certain tariffs are deposited in trust
funds for user- or benefit-based lpendmﬁ
programs The amount transfarred to suc
trust funds is equal to gross excise tax re-
ceipts. Thus, income tax deductions for
such excise taxes and tariffs results in a
net revenue loss Lo the general fund of the

ury.

Excise taxes and tariffs are not deducti-
ble when incurred as personal expenses.

No provision.

No provision.

To ensure that the nominal and effective
rates of Federal excise taxes and tanffs
to the payors thereof would be the same,
these taxes and tariffs would be nondeduct-
ible for income tax purposes

An anti-avoidance rule would provide
that all persons liable for payment of excise
taxes would have taxable income (subject to
the maximum corporate tax rate) in an
amount no less than their excise tax liabil-
ity A similar rule would apply in the case of
tariffs Income tax credits could not be
claimed against this income.

Technical and conforming amendments
would be made clarifying the incidence of
all excise taxes and tanifs Persons lisble
for these taxes and tariffs, and therefore the
person having income and incurring the
nondeductible expense, would be the manu-
facturer, importer, or seller (or user in the
absence of a sale) of a taxable product or the
provider of taxable services

Effective date.—Excise taxes and tanffs

paid after December 31, 1986.

62



V1. CORPORATE AND GENERAL BVSINESS TAXATION—(t"ontinued)

ftem

Present Law

Prenident’s Proposal

House Bill

t'hairman’s Proposal

]

1 Other Capital-Relfated Conts
1. Merchant marine capital con-
struction fund

Taxpayers are entitled to deduct certain
amounts deposited in a capital construc-
tion fund. Earnings from the investment or
reinvestment of amounts in a capital con-
struction fund are excluded from income.

A nonqualified wilhdrawal generates
income to the taxpayer, subject to interest
payabie from the time the amount with-
drawn was repo

The rule providing special (ax lreatment
for capital construction funds wonld be re
peal

Effective _date —No tax-free contribu-
tions to capital construction funds conld be
made after December 31, 1985, except with
reapect Lo vessels the taxpayer owned on
January 1, 1986, or vessels with respect to
which the taxpayer performs a substantial
amonunt of construction or reconstruction
before Janunary 1, 1986. Amounts remain-
ing in a capital construction fund on Janu-
ary 1, 1996, would be treated as withdrawn
at thal time

The rules providing special tax treat-
ment for capital construction funds are re-
tained, hut modified to coordinate the a|
plication of the Internal Revenue Co£
with the Merchant Marine Act: the maxi-
mum rate of tax is imposed on nonquai-
ified withdrawals, the Secretaries of Trans-
portation and Commerce are uired to
make reports to the Secretary of Treasury
regarding monies in funds. A taxpayer
whose fund balance exceedr appropriate
program objectives is vired to develop
appropriate objectives within 3 years or
treat the excess as a nonqualified with-
drawal. A ten-year limit is imposed on the
amount of time monies can remain in a
fund; monies not withdrawn after a ten-
year period are treated as nonqualified
withdrawals according to a schedule, begin-
ning with 20 percent in (he 11th year and
ending with 100 percent in the 15th year.

Effective date.—Taxable years beginning
after December 31, 1985.

Same as House bill (with technical modi-
ficationg to prevent the wasting of net op-
erating loss and credit carryforwards),
except there is no limitation on the
amount of time monies can remain in a
fund For monies that remain in & fund for
more than 15 years, a 5-percent excise tax
in imposed on nonquaiified withdrawals

Effective date —Taxahle years beginning
after December 31, 198

2. Limlitation on busineas tax
rredits

The business tax credits earned by a tax-
payer can be used to reduce up to 85 per-
cent of tax liability in excess of $25,000

No provision

The limitation on the amount of income
tax liability tin excess of $25,00) would be
reduced from B5 percent to 75 percent.

Effective date.—Taxable years beginning
after December 31, 1985

Same as House biil

Eﬂ‘erlwv dote —Taxable years beginni
fler December 31, 1986. o

3. Contrlhuliona In aid of con-
slruction

A regulated public utility that provides
electric energy, gas, water or sewage dis-
posal services may treat contribulions re-
ceived in aid of construction as nontaxable
contribulions to capital.

No provision

The bill repeals the provision of present
law allowing contributions in aid of con-
structinn to be treated as nontaxable con-
tributinns to capital.

Effective date —Contributions received
after December 3i, 1985,

Same as House bill.

Effective  date —Contributions
after December 31, 1986

received




Item

Present Law

TLTURE, TIMHRER AND NATURAL HKESOUURUES

President’s Proposal

House Bill

—‘ Chairman’s Proposal

A. Agricultural Provisiuns
I. Special expensing provisions
a. Soil and woler coaserva

tion expendilures

b. Fertilizer ond soil condi-
lioning expenditures

¢. Land clearing expendi-
tures

(a) Certain expenditures incurred by
farmers for soil and water conservation im-
provements may be expensed rather than
capitalized The deduction in each year
may not exceed 25 percent of gross tncome
derived from farming.

(b) Certain expenditures incurred for fer-
tihzer and soil conditioning may be ex-
pensed rather than capitalized

(c) Certain expenditures incurred by
farmers for land clearing may be expensed
rather than capitalized The deduction in
any year may not exceed the lesser of
$5, or 25 percent of taxable income
from farming

(a) Repealed

Effective dute —Expenditures after De-
cember 31, 1985

(b} Repealed

Effective dote —Expenditures after De-
cember 31, 1985

(c) Repealed

Effective date —Expenditures alter De-
cember 31, 1985

(a) Retain provision, but limit it to im-
rovements consistent with USDA (or
gme) soil or water conservation plans.

(b) Same as President’s proposal

(c) Same as President's propoeal.

(a) Same as House bill

Effective date.—Expenditures after De-
cember 31, 1986.

(b} Retain present law

(¢) Same as House bull

Effective date —Expenditures after De-
cember 31, 1986.

2. Farming and ranching costs

The Code and regulations provide excep-
tions from the otherwise applicable tax ac-
counting rules for certain farmers and
ranchers For example, certain farmers
and ranchers may elect to use the cash
method of accounting when the accrual
method would otherwise be required, and
may use simplified inventory methods if an
accrual method is adopted

Farmers and ranchers would be subject
to the uniform capitalization rules general-
iy applicable to manufacturers and other
producers of tangible property, including
Those relating to interest (see sec I D)
These rules would apply only if the prepro-
ductive period of the crop (l{e period prior
to time the product reaches a productive
stage) is 2 years or more.

Effective date —Costs and interest in-
curred after December 31, 1985

Same as President’s proposal, except cer-
tain farmers would be given an election to
deduct curreatly preproductive period
costs Taxpayers making this election, how-
ever, must recapture these costs on disposi-
tion of the product, and must use nonin-
centive depreciation on all farm assets

E/{echue date.—Same as Presideat's pro-
posal

Retain present law




Vil. ENERGY, AGRICULTURE. TIMBER AND NATI/RAL RESOURCES—(Continued)

Prenent {.aw

President’s Proposal

tiouse Bill

Chairman's Prapasal

S

3. Netting for cooperatives

Cooperatives are permitted to exclude
from their taxahle income amounts distrib-
uted to patrons in the form of patronage
dividends, and certain other amounts paid
or allocated to patrons, to the extent of the
net earnings of the cooperative from busi-
ness done with or for patrons, provided
that there is a preexisting obligation to
distribute such amounts

Cooperatives that qualify as tax-exempt
farmers’ cooperatives also may excln&
such amounts from income to the extent of
all net income, and also may deduct to a
Iimi:ed extent dividends paid on common
stock.

Under present law, the Code does not
contain any explicit provision regarding
whether a cooperative may ‘net” the earn-
ings and losses of its various allocation
units in computing its net earnings for the
purposes of determining the amounts to be
distributed or allocated to patrons

The Code does not explicitly provide that
a cooperative that so computes its net
earnings may qualify as a tax-exempt
farmers' cooperative. Nor does the Code re-
uire a cooperative to notify its patrons
that it engages in the practice of “netting

No provision

Cooperatives (including tax-exempt farm-
ers' cooperatives) would ﬁe permitted to off-
set patronage earnings and nlmnAge losses
(including loeses carried to the taxable year)
of their various allocation units in comput-
ing their net earnings

Cooperatives that engage in the practice
of netting earnings and losses would be
required to notify their members that the
amount of the member's distribution or
allocation may have been affected by the
cooperative's netting The notice aiso would
be required to specily the identity of the
allocation units whose earnil and losses
were offset, as well as what additional infor-
mation the patron was entitled to under
governing law

Effective date —The provisions relating to
netting of patron earnings and {osses
would be eflective for taxable years begin-
ning after December 31, 1962. The provi-
sions relating to the notice requirement
would be effective for taxable years begin-
ning on or after the date of enactment.

Same as finuse bill.
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Item

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

4. Treatmen! of certain plant
variety protectiun certificates
as patents

A sale or exchange of all substantial
rights to a patent by the individual whose
efforts created the patent generally pro-
duces long-term capital gain The Depart-
ment of Agriculture administers a program
pursuant to the Plant Varety Protection
Act which extends protection to develop-
ers of sexually propagated plant varieties
similar to those provided to patent holders

No provision

Provides that the term patent includes a
plant variety protection certificate for pur-
poses of the provision allowing capital
gains treatment on certain dispositions of
patents.

Effective date.—Dispositions after De-
cember 31, 1985.

Retain present law

5. Dispositions of converted
wetlands and highly erodible
croplands

Gain from the sale of real property used
in a trade or business and held for more
than 6 months is taxed as capital gain if
gains on all sales of section 1231 aseets
(real property and depreciable personal

roperty in a trade or business and
Kelgefor more than 6 months) during the
year exceed losses on such sales. If loases
on section 1231 assets exceed gains, the net
lose is an ordinary loss.

No provision.

Provides that gain on the diaposition of
converted wetland or highly erodible crop-
land will be treated as ordinary income,
and any loes on the disposition of such
property will be treated as a long-term cap-
ital loss.

Effective date.—Dispositions after De-
cember 31, 1985.

Same as House bill

Effective date.—Dispositions of land con-
verted on or after March 1, 1986

6. Prepayments

Persons engaged in the trade or businees
of farming generally are permitted to use
the cash method of accounting. However,
farm syndicates are not allowed to deduct
any amount paid for feed, seed or other
supplies prior to the year in which such
supplies are used or consumed.

No provision

No provision

Provide that farmers using the cash
method of accounting could not deduct any
amount paid for feed, seed, fertilizer or
other uupplies prior to the year in which
such are used or ed if more
than 50 percent of the expenses incurred in
the trade or business are prepaid Retain
present law rule for farm syndicates

Effective date.—Prepayments made on or
after March 1, 1986.




VIl. ENERGY, AGRICUL

JRE, TIMBER AND» NATI/

L RESOURCES—({ antinued)

Item

Present Law

President’s Praposal

House Bl

Chalrman's Praposal J

B Timber and Ornamental Trees
1. Refarestatian expenses

Tﬁljpayem may amortize over a T-year
period up to $10,000 of reforestation ex-
penditures incurred in each taxable year

A 10-percent tax credit ia allowable for
these expenditures

Amortization over a 7-year period and
the credit repealed for expenditures after
December 31, 1985

Same aa President’s proposal

Retain present law

2

FExpennes relating to the
growing of timber and orna-
mental trees

Most costs associated with the growing of
timber and ornamental trees may be de-
ducted in the year paid or incurred.

The comprehensive capitalization re-
quirementa for manufacturing and con-
struction costs [see Item J11. D.), including
the capitalization of interest, would apply
to timber and ornamental trees

Effective date.—In general, costs and in-
terest incurred after December 31, 1985
Growing costs attributable to timber plant-
ed before 1986 would be subject to capitali-
zation under a 10-year phase-in rule (10
percent of such costs incurred in 1986
would have to be capitalized, 20 percent in
1987, etc )

Same as President’s proposal, except
qualified small timber producers (taxpay-
ers with 75,000 acres or less) may elect to
amortize costs otherwise requi to be
capitalized as a result of the bill over a
period of 5 years. The benefit of the elec-
tion is &I)\:sed out at a rate of 4 percent for
each 1,000 acres (or part thereof) of timber-
land in excers of 50,000 acres Taxpayers
making the election are required to use
non-incentive depreciation for assets used
in the timber business which are placed in
service while an election is in effect.

Effective date.—Same as President’s pro-
poral excepl that the capitalization of costs
attributable to timber planted before 1986
would be phased in over a 5-year period

Retain present law
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o1, AGRICULTUKE, TIMBEK AND NATUKRKAL KESUUKUES—{(Lontinued)

Item

Present Law

President’s Proposal

Nouse Bill

Chairman’s Proposal

il

C. Capital Galns for Coal, Iron Ore,
and Timber

1. Capital galn treatment for

coal and domestlc iron ore
royaities

Royalties on dispoeitions of coal and do-
mestic iron ore qualify for capital gain
treatment, provided the coal or iron ore is
held for more than six months before
mining

Capital gain treatment does not apply to
(i) income realized as a co-adventurer, part-
ner, or principal in the mining of ccal or
iron ore, or (ii) cartain related party trans-
actions.

If capital gain treatment applies, the
royalty owner is not entitled Lo percentage
depletion with respect to the same coal or
iron ore.

Phase out capital gain treatment over a
3-year period beginning Junuary 1, 1986.

Effective date —For individuale, the ex-
clusion rate on capital gains from coal and
domestic iron ore ruyalties would be re-
duced to 30% in 1986, 20% in 1987, 10% in
1988, and 0 percent thereafter. For corpora-
tions, the tax rate on such capital gaina
would increase to 30% in 1986, 31% in
1987, 32% in 1988, and would be taxed at
ordinary corporate rates thereafter

Same as President's proposal

Retain present law

2. Capital gain rules applicabie
to timber

Timber royalty incoma qualifies for cap-
ital gain treatment, where the timber is
held for 6 months before being cut.

Owners of timber (or a right to cut
timber) may elect to treat the cutting of
timber as a sale or exchange qualifying for
capital gains treatment. To qualfy, the
timber (or contract cutting right) must be
held for 6 months prior to cutting

Phase out capital gains treatment over a
3-year period beginning January 1, 1986.

Effective date.—For individuals, the ex-
clusion rate on capital gains from timber
would be reduced to 30% in 1986, 20% in
1987, 10% in 1988 and 0 percent thereaf-
ter For corporationa, the tax rate would
increase to 30% in 1986, 31% in 1987, 32%
in 1988, and such gains would be taxed at
ordinary corporate rates thereafter

(a) Repeals capital gain treatment for
tllmggg on Federal lands, effective January
. 1986.

(b) Repeals capital gain treatment for
angsurnumenlal tree, effective January 1,
19¢

(c) Phases out the capital gain treatment
for corporations over a 3-year period begin-
ning January 1, 1986

Retain present law




Vii. ENERGY, AGRICULTURE, TIMBER AND NATURAL RESOURCES—({ontinued)

item

Present Law

President’s Praposral

House Wil

Chairman's Proposal

D). tlard Minerala
1. Exploration and development
costs
a. General rule

b. Foreign exploration costs

(a} Exploration and development costa
associated with mines and other hard min-
eral deposita may be deducted currently at
the election of the taxpayer. Exploration
(but not developmen(} costs which have
been deducted currently either (1) are a|
plied to reduce depletion deductions, or (g;
at the taxpayer's election, are recaptured
in income once the mine begins production,
and then recovered as a depletable ex-

pense.

in the case of corporations, only 80% of
hard mineral exploration and development
costs may be expensed The remaining 20%
must be recovered over the 5-year ACRS
depreciation schedule (beginning in the
year that exploration and development
coats are paid or incurred), with an invest-
ment tax credit for domestic costs.

(b) Foreign exploration costs must be
capitalized to the extent the taxpayer's for-
eign and damestic exploration costs exceed
$400,000 per year.

(a) Retain present law

(b) Retain present law

(a) Same as President's proposal. but re
quire recapture of both expensed develop-
ment and exploration costs at the time the
mine begina production  Recaptured
amounts, and development coats incurred
after the mine begins productinn, would be
recovered in the same manner as deprecia-
ble property in Class 1 (3-year recovery
period)

The 20 percent of corporate exploration
and development costs that are not ex-
pensed would be recovered in the same
manner as depreciable property in Class 2
(5-year recovery period), beginning in the
year thst costs are paid or incurrm:lg

Effective date.—Costs paid or incurred
after 1985,

(b} Foreign exploration and development
costs would be recavered
(i) over a 10-year, straight-line amor-
tization schedule, or
(ii) at the election of the taxpayer, as
part of the basis for cost depletion

Effective dote
after 1985

Cost paid or incurred

(n) Retain present law

(b) Same as Hause bill

Effective date —Costs paid or incurred
after 1986

2. Depletinn of hard mineral de-
posita

Depletable costa with respect to hard
mineral deposits must be recovered uaing
the greater of —

(i) cont depletion, or
(i) percentage depletion at the appli-
cabie statutory rate for the manmf

Percentage depletion may not exceed
50% of net income from the property in
any taxable year

For corporations only, percentage deple-
tion of coal or iron ore, in excess of adjust-
ed basis (determined without regard to the
depletion deduction for that year), is re-
duced by 15 percent

Phase out percentage depletion of hard
minerals ratably over a b-year peri

The hasis for coat depletion of hard min-
erals would be indexed for inflation.

Effective date.—Production on or after
January 1, 1986

With the exceptiona belaw, minerals
whose present law depletion rate exceeds 5
percent are phased down ratably to 5 per-
cent in 1988. Minerals having a 5-percent
present-law rate {e g., sand, gravel, and cer-
tain clay) are phased down ratably to 0 In
conjunction with these changes, the 50 per-
cent of net income limitation is phased
down ratably to 25 percent.

g Present law depletion rates are retained
nr

(i) minerals used to produce fertilizer

or animal feed ("agricultural miner-

(ii} dimension stone

The 50 percent nf net income limitation in
retained for these substances

Retain present law
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Present Law

President’s Proposal

House Hill

Chairman’s Proposal -l

2. Depletion of hard minerals
(cont.)

The 15-percent reduction in corporate
cosl and iron ore percentage depletion, in
excess of adjusted basis, is retained

Cost depletion would not be indexed for
inflation

Effective date.—Production alter 1985

3. Mining and solid waste recla-
mation costs

Taxpayers may elect a ial reserve
method for deducting quall ied mine and
waste du;poaal reclamation and closing
costs prior to economic performance. Tax-
payers who do not elect this method are
subject to the general rules of the Code
that do not permit accrual-basis taxpayers
to deduct expenses prior to the time when
economic performance occurs.

The special reserve method for mine and
waste disposal reclamation and closing
costs would be repealed Thus, such costa
generally would be deductible only as the
sites are closed or the land reclaimed (ie,
when economic performance occurs).

Effective date —The proposal would be
effective for mining or production activity
on or after Jaunuary 1, 1986. The Adminis-
trstion proposal does not indicate whether
elections made before 1986 would be re-
voked

Retain present law

Retain present law

4. Galn on disposition of inter-
est In mining property

Adjusted exploration expenditures are
recaptured as ordinary income.

All gain would be treated as ordinary
income

Expensed expluration and development
expenses and depletion wuuld be recap-
tured as ordinary income

Effective dote —Ihspositions of property
placed in service alter December 31, 1985
(unless acquired pursuant to a contract en-
wregi into on or before September 25,
1985).

Retain present law
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Present Law

Presldent’s ’rnposal

VIL. ENERGY, AGRICULTURE, TIMHER AND NATIRAL RESOI'RCES—(Continued)

House Hill

Chairman’s Propnsal

|

E. Oil and fian
1 Intangible drilling cnsta
a. General rule

b. Treatment of foreign IDCn

(a) Intangible drilling and development
costs (IDCs) generally may be expensed or
capitalized at the election of the operator
of an oil, gas, or geothermal property.

In the case of integrated producers, 80%
of IDCa may be deducted currently and the
remaining 20% musat be amortized over a
36-month period beginning with the month
the costs are paid or incurred

Costs with respect to a nonproductive
well (“dry hole") may be deducted current-
ly by any taxpayer in the year the dry hole
is completed.

() IDCs qualify for expensing whether
incurred in the United States or in a foreign
country.

(a) Retain present law

(b) Retain present law.

(a) Retains present law with respect to
domestic 11)XCs incurred prior to commence-
ment af the installation of the production
string of casing (“‘casing point™).

1) incurred at, or subsequent to, the
cnninf‘ point are to be amortized over a 26-
month period, beginning in the month paid
on incurred (Equivalent rules would apply
to offahore wellg.) These costs are not sub-
ject to the 20 percent reduction for inte-
grated producers,

As under present law, unrecovered IDCs
with respect to a dry hole could be deduct-
ed in the year the dry hole is completed

Effective date.—Costs paid or incurred
after 1985

(b) IDCs incurred outside of the United
States are recovered,

(i) over a 10-year, straight-line amor-
tization schedule, or

(ii) at the election of the orerstor. as
part of the basia for cost depletion.

Effective date. —Costs paid or incurred
after 1985,

(a) Retain present law

(b) Same as HHouse bill.

Effective date.—Coets paid or incurred

after 1986,
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VI ENERGY, AGRICULTURE, TIMBER AND NATURAL RESOURCES—(Continued)
ltem Present Law President’s Proposal House Hill Chairman’s Proposal ~]
2. Depletion for oll and gas ‘
a. General rule (a) Depletable costs with respect to oil (a) Phase out percentage depletion for (a) Same as Presideut's proposal, (a) Retan present law

b. Treotment of bonuses and)|
advance royalties

and properties must be recovered using
whuiever of two methods provides the
higher deduction’ cost depletion or percent-
age depletion

Under cost depletion, the fraction of de-
pletable costs recove 18 equal to the
ratio of hydrocarbons produced during the
taxable year to total remaining reserves.

Under percentage depletion, 15% of the
wxpayera gross income i8 allowed as a de-
duction in any taxable year, not to exceed
(i) 50% of net income from the property, or
(ii) 65% of overall taxable income.

Percentage depletion for oil and gas
properties 18 limited to independent pro-
ducers and royalty owners for up to 1,
barrels of daily production.

Geothermal properties are treated simi-
larly to oil amrgu wells, but are not sub-
;ect to the 65% or 1,000 barrel per day
rules.

(b) Under a 1984 Supreme Court deci-
sion, percentage depletion is available with
respect to oil aud gas lease bonus or ad-
vance royalty payments.

most vil, gas, and geothermal properties
ovver a 5-year period, by reducing depletion
rate 3 perceutage points in each year Per-
centage depletion would be retained for oil
and gas stripper wells owned by independ
ent producers, but would not be available
to royalty owners

The basis for cost depletion would be in-
dexed for inflation.

Effective date.—Production after 1985,

(b) No provision.

except—

(1) The phase-out period 18 3 years
instead of 5 years (5 perceulage point
reduction in each of years 1986, 1987,
1988),

(2) The stripper well exemption is
extended to royalty owners, an

(3) No indexing of the coet depletion

asis.

(b) Denies percentage depletion for lease
bonus, advance royalty, or other payments
made without regard to actual production
frum an oil, gas, or geothermal property

Effective date —January 1, 1986

(b) Retain present law

3. Gain on disposition of inter-
est In oil, gas or geothermal
property

Expensed intangible drilling coets in-
curred after 1975 are recaptured as ordi-
nary income to the extent of the excess of
such coets over the amount that would
have beeu deducted f the costa had been
capitalized and deducted through deple-
tion.

All gain would be treated as ordinary
imcome

Expensed intangible drilling costs and
depletion wauld be recaptured as ordinary
incume

Effective date.—Dispositions of property
placed in service after December 31, 1985
(unless acquired pursuant to a contract en-
tered into on or before September 25,
1985)

Retain present law
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VII. ENERGY, AGRICULTURE, TIMBER AND NATURAL RESDURCES—(Contlnued)

Precent Law

Presldent’s Praposal

llnuse Bill

Chairman’s I’'rnposal

¥ Energy-Related Tax Credita and
(Mher Incentives

I. Resldential energy tax credits

a Energy conservation items
and insulation cred!t

b. Renewable energy credif

(a) A 15-percent tax credit i allowed on
the firsi $2,000 spent through 1985 for in-
stallations in a taxpayer's principal resi-
dence ($300) maximum credit) of items to
reduce heat loss or gain, increase heating
system efficiency, or reduce fuel consump-
tion. Unused credits may be carried over
through 1987,

(b) A 40-percent tax credit is allowed on
the first $10,000 spent through 1985 for re-
newable energy property, ie., solar, wind
and geothermal ($4,000 maximum credit).
Unused credits may be carried over
ihrough 1987 Eligible equipment and parts
include those necessary to transmit or use
geothermal energy

(a) Allows the credit to expire as under
preseni law

(b) Allows the credit to expire as under
present law

{a) Same as President’s proposal

(b) Same as President’s proposal, exce&
that the solar energy tax credit would
extended for three years at reduced credit
rates—30% in 1986 and 20% in 1987 and
1988 Expenditures for solar hot water
property would be limited to $5,000. The
credit could not be used to create a sun
room, greenhouse, or gimilar structure

{a) Same as President’s proposal

(bX1) Extend solar and geothermal energy
credits at 30% credit rate in 1986 and 20%
in 1987-1995 Other requirements are the
same as the House bill

(2) Extend wind energy credits at 10%
credit rate in 1986 and at £ credit rate in
1987-1995.

2. Business energy tax credits
a. Credii ollowed

b. Unused credits

«. Affirmative commitmeni
rulen

{a) The business ene tax credits are
available in addition to the investment tax
credit.

Solar, wind, geothermo! ond ocean thermol
properiy:
15-percent credit through 1985,
Intercity buses and biomass property:
10-percent credit through 1985.
Smali-scale hydroelectric projects:

11-percent credit thmush 1985, or 1988 if
application docketed by FERC before 1986

(b) Unused energy tax credits may be
carried back 3 years and carried forward 15
years.

{c) The expired 10-percent credit for al-
ternative, etc., energy property continues
to be available for long-term projects which
meet rules requiring complrtion of engi-
neering studies and app! “n tm all re-
quired permits before 19%1. entering into
binding contracts for 50% of apecial project
equipment before 1986, and project comple-
tion before 1991.

{a) Allow the credit to expire as under
present law

(b) Retain present
unured credits

law carryover of

(¢} Retain present law affirmative com-
mitment rules tincluding hydroelectric).

{a) Same as President's proposal, except
that business solar and geothermal energy
tax credits would be extended for three years
at reduced credit rates: solar credits would
be 15% in 1986, 12% in 1987, and 8% in
1988, geothermal credits would be 15% in
1986 and 109% in 1987 and 1988.

(b) Same as President's propoeal

ic) Spread credit allowable each year
over 5 years, ie, 20 percent of the credit
allowed for any years would be taken in
each of 5 years

(aX1) Extend solar and geothermal energy
credits at 15% in 1986 and 1987 and at 10%
in 1988-1995.

(2) Extend ocean thermal and biomass
credits at a 10% credit rate in 1986 and 1987
and at 5% in 1988-1995

(3) Extend wind energy credit rates at
10% in 1986 and at 5% in 1987-1995

(b) Same as President's propoeal

(c) Retain present law
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VIl. ENERGY, AGRICULTURE, TIMBER AND NATURAL RESOURCES—(Continued)

Htem

Present Law

President’s Proposal

Houuase Bill

hairman’s Proposal

3. Credlt for fuels from noncon-
ventional sources

A tax credit is provided for the domestic
production and sale of specific fuels from
nonconventional sources. The credit ap-
g]iea to eligible fuels sold after December

1, 1979, and before January 1, 2001, pro-
duced from:

(1) facilities placed in service after
December 31, 1979, and before Janu-
ary 1, 1990, or

(2) wells drilled after December 31,
1979, and before January 1, 1990, on
properties which first an produc-
tion after December 81, 1979.

The credit generally would terminate
after December 31, 1985.

Under a transitional provision, the
credit would continue to be available for
qualifying fuel which 18 produced from a
well drilled, or facility completed, before
January 1, 1986, and which is sold before
January 1, 1990

Same as President's proposal, except
that an exception would be made for meth-
ane gas produced from wood in facilities
placed in service before January 1, 1989,
and sold before January 1, 2001.

Retain present law

4. Alcohul fuels credit and tax
exemptions; import duty
a. Alcohol fuels income (ax
credit

b. Excise tax exemptions

¢ Duty on imported alcohol
fuels

(a) A 60-cents-pergallon credit is allowed
for alcohol mixed with gasoline, diesel fuel,
or any special motoc fuel, if the mixture is
sold or used as fuel. The credit also is pro-
vided for alcohol used in a trade or busi-
nees or sold at retail and placed in e vehi-
cle fual tank Eligible alcohol includes eth-
anol and methanol but not if made from
petroleum, natural gas, or coal (including
peat), or alcohol less than 150 proof.

(bX1) Alcohol fuels mixtures —A 6-cents-
per#nllon exemption from excise taxes on
asoline, diesel fuel, and n{:acial motor
uels is provided for these fusls if they are
mixed with at least 10 percent alcohol. Eli-
gible alcohol may not be derived from pe-
trolaum, natural gas, or coal

(2) Alcohol fuels. —A 9-cents-per-gallon
exemption from tha excise tax on special
motor fuels is provided for neat methanol
and ethanol fuels which are not darived
from petroleum or natural gas A 4% cents
exemption is provided if the fuals are de-
rived from natural gas Neat alcohol fuels
ure at least 85 percent methanol, ethanol,
and other alcohol.

is im,
nited States

tc) A 60-cents-pergallon dut
on alcohul imported into the
for use as a fuel.

The above provisions ((a), (b}, and (c)) are
scheduled to expire after December 31, 1992

(a) After December 31, 1985, the alcohol
fuels tax credit would be available only for
alcohol fuels produced from facilities com-

leted before January 1, 1986, and sold

fore Jaunary 1, 1993.

l’:,(ﬁbﬁ)(l) Repeal excise tax exemptions after

(2) Repeal excise tax exemptions after
1985

(c) Retain duty on alcohol imported for
use as a fuel

(a) The 60-<entspergallon income tax
:c’liedli;a;lould be repealed after December

(bX1) Present law would be retained.

2) The 9-cents-pergallon exemption
would be reduced to 6-cents-pergallon, ef-
fective after December 31, 1985

(c) Same a8 President’s proposal

(a) Same as House bill, except effective
efter December 31, 1986

(bx1) Same as House bl

(2) Same as House bill, except effective
after December 31, 1986

(c) Same as President's proposal, with
modification, effective after Dec 31, 1986,
that would deny duty-free treatment to
ethyl alcohol imported from a ('Bl country,
if 1n that country the ethyl alcohol has been
only distilled, dehydrated, denatured, or
blended with other ethyl alcohol The modi
fication would not apply to certain facilities
established in reliance on a ruling 13sued by
the US Customs Service to the producer,
K/Imwded that the ruling was 1ssued prior to

arch 1, 1986

(e}



[ ltem

Present Law

President’s Proposal

Vil ENERGY, AGRICULTURE, TIMBER AND NATURAL RESOURCES—iCon

owpse Hitl

t hirman’s Proposat

;. Gift and Estate Tax Deductions
for Certain Conservation Ease
ment Donations

Charitable contributions of qualified con-
servation easements in perpetnity to public
charities or governmental entities are de-
ductible for income, gift, and estate tax
parposes if made exclusively for conserva-
tion purposes If an irrevocable contribation
of an easement fails to qualify for an income
tax deduction becanse the conservation-pur-
pose requirement is held not to be satisfied,
}he donor is sabject to gift tax on the trans-
er.

Nn provision.

No provision

An irrevocahle charitable contubution in
perpetuily of an easement in real property
o & public chanty nr governmentat entity,
that otherwise would be deductible as a
qoalified cnnservation contribution, would
not be nandeductible far gift or estate tax
parposes snlely for failure to satisfy the
conservation-parpose  requirement  (sec
17th¥d% AN This role would not allow an
income tax deduction for the contrihutinn

Effective date - Contrihutions made after
December 31, 1986
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VIIl. EXCISE AND EMPLOYMENT TAXES

Item

Present Law

President’s Proposal

House Bill

Chairman’s Proposal J

A. Exclge Taxes

1. Increase In wine tax rates to
beer tax equivalent rate

Wine is taxed at different retes depend-
ing on the alcoholic content of each type of
wine. Beer is subject to tax at e rate of $9
per barrel Wine containing 21% or less
alcohol 18 subject to tax at a lower rate than
beer on a proof basis.

No provision.

No provision.

The tax rate on wine having an alcohol
content of 21 % or less would be increased Lo
a rate equivalent to the proof rate presently
imposed on beer.

Effective date.—October 1, 1986

2. Adjust alcohol, tobacco, and
fuel excise (ax rates Lo reflect
Increases In prices

Excise taxes on alcohol and tobacco prod-
ucts, on gasoline, diesel fuel, and special
motor fuels, and on aviation fuels are im-
posed at flat rates per quantity of the tax-
able product rather than in a manner that
reflects prices of the products.

No provision

No provision

The rates of excise taxes on alcohol and
tobacco products and fuels would be adjust-
ed to reflect changes in prices, but would
not fall below the present-law levela.

Effective date. —October 1, 1986.

3. Collectlon of diesel fuel
excise tax

An excise tax of 15 cents per gallon is
im) on the sale of diesel fuel for use in
a diesel-powered highway vehicle. This tax
is collected at the retail level.

The excise tax on gasoline (3 cents per
gallon) is imposed and collected at the
manufacturer’s level.

No provision.

The diesel fuel excise tax for highway ve-
hicles may be impoeed on the sale from the
wholesaler to the retailer of the fuel (or by
the manufacturer where the sale is direct
to the retailer), at the election of e "quali-
fied retailer”.

Effective date—Sales of diesel fuel (for
use in highwey vehicles) after the first cal-
ender querter beginning more than 60
daye after date of enactment.

No provision.

4. Taxicab fuels tax exemption

A 4-centspergallon partial exemption
from the motor fuels taxes (9 ¢ nts for gas-
oline and special motor fuels and 15 cents
for diesel fuel) was provided for fuels used
in qualifying taxicabs (through Sept 30,
1985). The examption was effectuated
through a credit or refund (withuut inter-
est).

No provision

The 4-cents-pergallon motor fuels tax
i for icabe is ded for the
period from October 1, 1985, through Sep-
tember 30, 1988 (the current expiration
date for ell Highwey Trust Fund excise
taxes).

Retain present law

5. Windfall profit tax exemption
for certain exchanges of
crude oil

An excise tax (the crude ol windfall
profit tax) is impused on domestic crude oil
when it is removed from the production
premises. The tax does not apply if crude
oil is used to power production equipment
on the same property.

No provision.

An exemption i8 provided for certain
otherwise taxable crude oil which is ex-
changed for an equal amount of residual
fuel oil, to be used in enhanced recovery
processes on the producing property Only
crude oil attributable to an operating min-
eral interest qualifies for the exception

No depletion deduction (including cost or
percentage depletion) is ellowed with re-
::pect to crude oil qualifying for the excep-
on.

Effective date —Residual fuel oil used,
end crude o1l removed, after the dete of en-
actment.

Retain present law
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VIl EXCISE AND EMPLOYMENT TAXES—(Cnntinued)

Present baw

President’s Proposal

House Bill

Chairman’s Proposal J

R. Emplnyment Taxes
1. Exemption from social secu-
rity coverage for retired Fed-
eral judges on active duty

The 1983 Social Security A d

(P.L. 98-21) provided that the wages of all
active Federal judges are subject to social
security taxes, L-gmning January 1, 1984;
this provision applied to both current and
future judges e 1983 law also provided
that amounts received by judges who
achieve senior (retired) status but who con-
tinue on active duty are subject to social
security taxes on any part of their pay at-
tributable to periods when they are per-
forming judicial services. Those earnings
slso cause reductions in the judges' bene-
fits under the social security retirement
test. P.L. 98-118 delayed the effective date
of this provision until January 1, 1986.

No p

No provision.

An exclusion would be provided from the
definition of wages for social security pur-
for amounts received by Federal
Jjudges who meet the criteria for retire-
ment on salary (e.g, ufe 65 with 15 years
of service or 70 with 10 years of service),
who retire, and who perform active duty.
The effect of this exclusion would be to
exempt such amounts from social security
taxes and to preclude such amounts from
being counted for social security earnings
test purpoees.

Effective date —Services performed after
December 31, 1983

2. FUTA tax provisions
a. Certain nonresidenl farm
workers

_(a) An exemption from FUTA was pro-
vided for wages paid for icultural labor
Berformed by aliens admitted to the

nited States pursuant to sections 214(c)
and IOllnllﬁllgi of the Immigration and
Nationality Act (Code sec. 3306(cX1XB)
"I;lgig exemption expired on December 31,

b. Si camp ¢ s

¢. Fishing boal crew mem-
bern

d. Agricultural wages

®) A
was provid
certain camps for loy who
w‘erze‘gull-time students (sec. 216(b) of P.L.

-248).

exemption from FUTA
ed for wages paid for 1983 by

(©) An exemption from FUTA was al-
lowed for remuneration paid during 1981-
84 to certain fishing boat crew members
This exemption applied only if the remu-
neration dependetron the boat’s catch and
the crew normull% consisted of fewer than
10 members (sec. 822(b) of P.L. 97-34).

(d) FUTA tax applies to wages of agricul-
tural workers on farma with a quarterly
payroll of at least $20,000 with 10 or more
employees in 20 weeks of the year.

(a) No provision.

(b) No provision.

{c) No provision.

(d) No provision.

(a) No provision.

(b) No provision.

(c) No provision.

(d} No provision.

(a) The FUTA exemption for certain non-
resident farm workers would be reinstated
and extended, for wages paid after Decem-
ber 31, 1985 and before January 1, 1988

(b) A permanent FUTA exemptinn would
be provided for wages paid to summer
camp counselors who are fulltime stu-
dents, effective for wages paid after Sep-
tember 19, 1985

() A permanent FUTA exemption would
be provided for wages paid to certain fish-
ing boat crew members, effective for wages
paid after December 31, 1980

(d) The quarterly payroll threshold at
which icultural wages are covered
under 'TA would be increased from
$20,000 to $40,000, effective for wages paid
after September 30, 1986
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1X. FINANCIAL INSTITUTIONS

Item

Present Law

President’s Pruposal

House Bilt

|

Cheirman’s Proposal

A. Reserves for Bad Debts
1. Commercial banks

C ial banks are ellowed to deduct
loan losses frior to the time that loans
become wholly or pertially worthless using
either of two reserve methods' (1) the expe-
rience method, and (2) the percentage of el-
igible loans method. The availability of the
percentage of eligible loans method is
acheduled to expire for taxable years begin-
ning after 1987.

If’ the bad debt dedufcuoln g:?)m uted
under the percen of eligible loans
method excoeds dwusziuﬂinn that would
have been allowed under the experience
method, then the deduction is renKneced by
20 percent of such excess.

The use of both the experience and per-
cemafe of eligible loans methods would be
repealed. uctions for bad debts would
be allowed when the loans are partially or
wholly worthless (i.e., the "specific charge-
ofl"" method).

Effective date.—Taxable years beginning
after 1985 The existing balance in the re-
serve for bad debts as of the effective date
would be included in income ratably over a
10-year period, starting with the first tax-
able year beginning after 1985. Banks
could elect to incluse the entire reserve
balance in income in the first taxable year
beginning after 1985.

Same as President's proposal for "large”
banks (assets in excess of $500 million)
Present law retained for other banks.

Effective date. —Tazxable years beginning
after 1985. The existing reserve balance on
the effective date is to be included in
income ratably over a 6-year period start-
ing with the first taxable year beginning
after 1985. Taxpeyers could elect the
amount to be recaptured in the first tax-
able year inning after 1985, and ratably
recapture the balance over the next 4
years Taxpayers could also elect to ac-
count for existing loans using a “cutofl™
method

Same as President’'s proposal for all
banks

Effective date.—Same as the House bill,
except that 1986 would be substituted for
1985.

2. Thrift institutions

Thrift _institutions may deduct loan
losses, prior to the time that loans become
wholly or partially worthless, using the re-
serve methods available to banks (the "ex-

rience” and ‘“percentage of eligible
loans” methods) or the “percentage of tax
able income” method, which is available
only to thrifta The percentage of eligible
loans method 18 scheduled to expire for
taxable years beginning after 1987

Under the percentage of Laxable income
method, an annual deduction is allowed for
40 percent of taxable incume if 82 percent
of the thrift's assets are qualified (72 per-
cent for mutual asvings banks without
stock). The deduction phases down to zero
when less than 60 percent of the thrift's
assets are qualified (50 percent for mutual
savings banks without stock). Qualified
assets include home mortgage loans and
certain other assets.

Use of the experience, percentage of
eligible loans, an rcentage of taxable
income methods wouﬁ be repealed. Deduc-
tions for loan losses would be allowed
when the loans are Pan.inlly or whogy
worthless (i.e., the ‘“specific charge-off’
method).

Effective date. —Taxable years inning
after 1985 The portion of the bad debt re-
serve on the effective date which is equal
to the greater of the reserve balance com-
puted under the experience and percentage
of eligible loans methods would be included
in income ratably over a 10-year i

riod
| starting with the first tazable year ﬁmn-

ning after 1985 Taxpayers could elect to
include the entire recapture amount in the
first taxable yeer beginning after 1985.

Thrift institutions using the reserve
method to compute their losses on bad
debts may use the experience method al-
lowed commercial banks under present law
or the percentage of taxeble income method
with the percentage of taxable income
method with the percentage reduced from
40 percent to 5 percent An institution must
hold st least percent of its assets as
qualifying assets to be considered a "thrift
institution” for this purpose

Effective date —Taxable years beginning
after 1985.

Same as House bill.

Effective date.—Taxable years beginning
after 1986.
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IX. FINANCIAL INSTITUTIONS—{Continued)

[ e

Item
L

Present Law

Prealdent’s Proposal

Touse Bill

Chairman’s Proposal

|

B Interest nn Debt Used to Pur-
chase or t'arry Tax-Exempt Dbli-
galions

No deduction is allowed for intereat pay-
ments on debt incurred or continued to
Burchm or carry tax-exempt obligations

nder a long-standing judicial and admin-
istrative interpretation, financial institu-
tions generally are permitted to invest de-
posited funds in tax-exempt obligations,
while continuing to deduct interest paid to
depositors.

e corporate tax preference rules
reduce by 20 percent the amount which
imayibelaed 1 I PR
for interest on funds allocable to tax-
exempt obligations acquired after 1982.
The portion of funds allocable to tax-
exempt obligations is deemed to be equiva-
lent to the ratio of—

m the average annuul  adjusted basu!
of

nﬂpr 1982 and held by the f'nnncm) in-

stitutions, to
(ii) the average annual adjusted
basis of the financial institution's total

assets.

Denies financial institutions 100 percent
of interest deductions that are allocable to
tax-exempt obligations acquired nn or after
January 1, 1986. The amount of interest al-
locable to tax-exempt obligations would be
determined in the same manner as for pur-
poses of the tax preference reduction under
present law.

The present law (i.e., 20 percent) reduc-
tion would continue to epply with res,
to tax-exempt obligations acquired in 1983
through 1985

Same as Presidenl'nfm I, but g
fiea that the interest dirallowance rule is
to be applied before the rules requiring
capilalization of certain preproduction ex-
penses (new sec 263A)

Effective dote.—Generally, obligations
acquired after 1985. Transitional excep-
tions are provided for—

(1) Ohligations acquired pursuant to
written commitments to %\:rv:hase or
repurchase, entered into before Sep-
tember 25, 1985, and

(2) Tax anticipation notes with a

term not to exceed one year, or bonds
for publlc pro{ed financing (not ex-

ceeding $3 million per imsue), which
notes or bonds are issued between Jan-
uary 1, 1986 and December 31, 1988
and m:qmrvd by a financial institution
authorized to do business in the State
of the bond issuer Not more than $10
million of obligations may be designat-

ed for this by any issuer
during any call:zng r year.

Same as [Toure il

Effective date.—Generally, obli
acquired on or after March [, 1986.
tional exceptions are provided for—

(1) Obligations acquired pursuant to
written commitments to purchase or
repurchase, entered into before March
1, 1986; and

(2) Tax anticipation notes with a
term not to exceed one year, or bonds
for pubhc proj financing (not ex-

ceeding $3 million per issuel, which
notes or bonds ere issued between
March 1, 1986 end December 31, 1988
and acquired by a financial institution
suthorized to do business in the State
of the bond issuer. Not more than $10
million of obligations may be designat-
ed for this pu any issuer
during any calendar year

ations
ransi-
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Present Law

President’s Pruposal

House Bill

Chairman’s I'roposal

C. R izatinns of Fi tell
Truubled Thrift Institutions
1. Quslification for tax-free
status

Continuity of proprietary interest is gen-
erally e prerequisite o qualification of a
transaction as e tax-free reorganization
Thus, the equity owners of the acquired
corporation must retain e substantial con-
tinuing interest in the acquiring corporation
The Code contains a special provision
under which & merger of e financially
troubled thrift institution into another cor-
poration may qualify as a reorganmshon
even though continuity of proprietary in-
terest is nt.

The special rules relating to qualification
of an acquisition of a ﬁnanciaclly troubled
thrift as a tax-free reorgenization would be
repeal

Effective date.—Acquisitions on or after
Januery 1, 1991.

Same as President’s proposal

Effective date.—Acquisitions on or after
January 1, 1986.

Same as President's proposal

Effective date.—Acquisitions on or after
January 1, 1989.

2. Net operating lossex

The rules limiting use of an acquired
curporotion'l net operating loss carryovers
by the acquiring corporation are relaxed in
certain situations for troubled thrift reor-
ganizations.

The special treatment of net operating
loeses in & troubled thrift reorganization
would be repealed

Effective dak,—Acqumtlonn on or after
January 1, 199

Same as President's proposal.

Effective date.—Acquisitions on or after
January 1, 1986.

Same as President’s proposal (see also
V1.A 6).

Effective date.—Acquisitions on or after
January 1, 1989.

3. FSLIC payments

Payments received by certain financially
trouhled thrifts from the Federal Savil
and Insurance Corporation (FSLI
are not income to the recipient and are
exempt from the general requirement that
] uupA{era bum in ita assets be reduced
by contr i to capital.

The special rules releting to the exclu-
sion from income, or exemption from the
basis reduction requirement, of FSLIC pey-
ments to troubled thrifts would be re-
pealed.

Effective date.—Payments on or after
January 1, 1991.

Same as President’s proposal

Effective date —Payments on or after
January 1, 1986 In eddition, present law
would be clarified by rmvldmg that FSLIC
payments to financially troubled thrifts ex-
empt under the preoent -law exclusion are
not subject to the provision disallowing ex-
penses attributable to such payments.

Same as President's proposal

Eﬂ'eclwt date.—Payments on or after
Januery 1, 1989.




IX. FINANCIAL INSTITUTIONS—(Continued)

Present Law

Prealdent’s Propnsal

House Rill

C'hairman’s Proposal

1 Credit Vnians

Credit unions are exempt from Federal
incame tax

Repeals tax exemption for credit unions
having assets of $5 million or more.

Taxahle credit unione would be subject to
the same general tax rules as would apply
to thrifl institutions (e g , savinge and ﬂmn
associationa and mutual savings banks).

Effective date.—Taxable years beginning
on or after January 1, 1986.

No provision

Retain present law

F Special Rules for Netl Operating
Loss Carryavers of Depository In-
stitutions

Commercial banks and thrifl institutions
may carry net operating losses back to the
preceding ten taxable years and forward to
the succeeding five taxable years This con-
trasts with the general rule for other tax-
payers allowing a net operating loss to be
carried hack to the preceding three taxable
years and forward to the succeeding 15
taxable years.

The special carryback and carryforward
rules applicable to commercial banks and
thrift institutions would be repealed Com-
mercial banks and thrift institutions would
carryback and carryforward net operating
losses under the general rule npg‘hcnhle to
other taxpayers (3-year carryback; 15-year
carryforward).

Effective date.—Change applies to net
operating losses incu: in taxable years
beginning on or after January 1, 1986. Net
operating losses incurred in earlier years
would continue to be subject to the rules of
present law

Same as President's proposal

Generally. the same an the President’s
proposal Net operating loeses incurred in
taxable years ending after December 31,
1980 nmfvbefurv January 1, 1986 would be
eligible to be carried forward 8 years

F. Trealment of Losses on Deposits
in Insolvent Financlal Institu.
tions

A loss realized by a taxpayer with re-
spect to a deposit or account in a financial
institution is deductible in the year in
which it is determined that there is no
prospect of recovery, in the same manner
as any other type of bad debt loss. Unless
the deposit was created in connection with
a trade or businesa of the taxpayer, the
loss is treated as a short-term capital loes,
the deduction of which is limited under the
Code.

No provision

Individuals may elect to deduct losses on
deposits or accounts in certain types of fi-
nancial institutiona as a casually loss at
the time the loss can be reasonably esti-
mated The election applies only where the
loss arises as a result of the bankruptcy or
insolvency of the financial institution

Effective date.—Losses in taxable years
after December 31, 1982

Retain present law
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X. FOREIGN TAX PROVISIONS

Item

Present Law

President's Proposal

House Bill

Chairman’s Proposal

A. Foreign Tax Credit
I. Foreign tax credit limitation
a. Overall limitation

b. Separate limitations for
different types of income

(a) The foreign tax credit is determined
on an “overall” basis: a taxpayer adds up its
net income and net losses from all sources
outside the United States and calculates
ona aggregate limitation based on the
total. The credit is limited to the pre-credit
US tax multiplied by a fraction, the ratio
of foreign source income to worldwide in-
come.

(b) Overall foreign taz credit limitations
are calculated separately for certain cate-
gories of income that frequently bear

(a) Determine the foreign tax credit limi-
tation on a per country basis inatead of on
an overall basis That is, a taxpayer could
credit taxes paid on income denved from a
particular country only up to the amount
of US tax that would be owed on that
income.

(b) Generally retain the present law sep-
arate limitations, but apply them on a
country-by-country basis if the per country
Timitation  adosied e Feationtof

aither high (e.g., oil axtraction i ) or
low (e,gh..g‘SC tﬁvidendu) rates of foreign tax
or that can easily be in low-tax
countries rather than in the United States
in order to inflate the foreign tax credit
limitation. The reason for the separate limi-
tations is to prevant distortion of the foreign
tax credit.

the separate limitation for interest would
be extended to certain other types of
income. Dividends genarally would be sub-
ject to the various separate limitations in
proportion to the types of incoms out of
which the dividends were paid.

(a) Does not adopt the per country hmi-
tation.

(bl As an alternative to the President’s
per country limitation proposal, establish
separate limitations for (1) banking and in-
surance income, (2) shipping income, and
3) forelf‘n currency translation gains, re-
spectively, and replace the separate limita-
tion for passive interest income with a sep-
a:‘lte limitation for passive income gener-
ally.

Passive income, for this purpose, gener-
ally is subpart F foreign personal holding
company (FPHC) income as that category
of income is modified by the House bill to
include:

(1) gain from the sale of any proper-
ty that gives rise to passive income;

(2) income from commodities trans-
actions genarally (subject to an excep-
tion for hedging transactions and for
active producers, TOCessors, mer-
chants, or handlers of commodities);

(3) foreign personal holding company
inclusions (under sec 553) and passive

foreign investment company inclu-
sions,
(4) forey currency trsnsaction

ains of dollar taxpeyers and passive
oreign currency transaction gains;

N
(5) passive leasing income generally

Certain payments from related persons
are subject to a look-through rule.

limitation for ive
income does not apply to high-tazed
income; foreign oil and gas extraction
income; or active business rents and royal-
ties from unrelated persons.

The separate

(a) Does not adopt the per country limi-
tation

(b) Same as present law, except replace
the separate limitation for passive interest
income with a separate limitation for pas-
sive income generally Foreign currency
translation gains would not be subject to a
separate limitation

Passive income, for this purpose, general-
ly is FPHC income (as defined under sub-
part F) as modified to include

(1) gamn from the sale of property
unless the property produces mncome
that is not passive;

(2) same as House bill;

(3) same as House bill,

4(4I pquive foreign currency tranasc-
tion gains only;

(5} same as House bill, and
(6) incame from a non-bona fide bank

Certain payments from related persons
would be subject to a look-through rule

Passive income would not include foreign
oil and gas extractiun income; interest on
working capital (as under current law), or
active business rents and royalties from un-
related persons. The separate himitation
would be subject to an anti-abuse rule to
prevent taxpayera from recharacterizing ac-
tive income a8 passive income
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X. FOREIGN TAX PROVISIONS—(Cnntinued)

[V ltem

Present Law

President’s Proposal

Nouse Bl

Chairmsan’s Proposs!

]

A. Forelgn Tax Credit (Cant.)
| Foreign tax credit limitatlon
(Cont.)
c. Foreign tox credit car-
ryovers ond carrybacks

d  Election to credit or
deduct foreign tax

{c) Foreign taxes in excess of the foreign
tax credit limitation may be carried back
two years and then carried forward five
years.

(d) The foreign tax credit is elective. Tax-
payers may deduct foreign income taxes if
they prefer. However, a taxpayer that
elects to credit any foreign income taxes
paid in a particular year may not deduct
other foreign income taxes paid that year

{c) If the per country limitation is adopt-
ed, extend the foreign tax credit carryover
period from five to 10 years.

(d) If the per country limitation is adopt-

n‘l rmit taxpayers to make the election

leduct or to credit foreign taxes on a
country-bymuntry basis.

Effective date.—Generally, taxable years

(c) Retain present law

{d) Retain present law.

Effective date.—Taxable years beginning

(c) Retain present law
d) Retain present law.

Effective date.—Taxable years beginning

beginning after 1985. The 10-year carry- r 1985, after 1986
over period would apply only to excess
credits generated after January 1, 1986.
2. Credit for taxes in lieu of In- (a) The foreign tax credit is available No provision. (a) As an alternative to the President’s {a) Create a separate foreign tax credit

come taxes

for income, war profits, and excess profits
taxes paid to a rrvlgn country or a US.
possession [n certain cases, a tax other
than an income tax is creditable if it serves
as a substitute for an income tax Under the
overall limitation, U.S lenders can use for-
eign tax credits for high groes withholding
taxes on a loan—the economic burden of
which may be borne primarily by the bor-
rower—to reduce the lenders JS tax liabil-
ity on other loan proceeds and other income

(b) Under Treasury regulations, a tax is
not creditable if it ia used directly or
indirectly as a subsidy to the taxpayer or
certain related persons

per country limitation proposal, a foreign
tax credit is allowed for gross-basis taxes
on interest paid to & bank, insurance com-
pany or other financial inatitution only to
the extent of the U.S. tax on the associated
interest income

(b) Codify the Treasury regulation that
denies a foreign tax credit for taxes
as a subsidy to the taxpayer or certain re-
lated persons.

Effective date.—In general, the provi-
sions would apply to foreign taxes paid or
accrued in taxable years beginning after
1985. The credit limitation for gross basis
taxes on interest would not apply until
1989 in the case of foreign taxes im
on interest paid on pre-November 17, 1985
loans to borrowers in 15 less developed
countries

limitation for all foreign interest (other
than related party interest) earned by a
financial institution that is subject to a
foreign withholding tax of 5 percent or
more.

(b) Codify the regulation to treat direct
or indirect aubsidies, including a subeidy to
a party to a related transaction, as a re-
duction of creditable taxes.

Effective date.—In general, the provi-
sions would apply to foreign taxes paid or
accrued in taxable years beginning after
1986. The credit limitation for grose basis
taxes on interest would not apply until
1990 in the case of foreign taxes imposed
on interest paid on pre-November 17, 1985
loans to borrowers in 15 less developed
countries.




X. FOREIGN TAX PROVISIONS—(Continued)

Item

Presen( Lew

President’s Proposal

House Bill

Chairman’s Propossel

|

3. Effect of losses on foreign tax
credit

(a) Under the overell foreign tax credit
limitation, e taxpeyer first uses e net loss
incurred in any foreign country to reduce
its income from other foreign countries. If
8 taxpayer's net foreign losses subject to
one separate limitation exceed its forei
income subject to that limitation, :ﬁ:
excess erguably reduces the taxpayer’s U.S
source taxable income.

(b) Oil and gas extraction losses incurred
abroad are treated separetely from other
foreign losses 8o that the rules ating
oil and gas income (which often rs an
-bnormnﬁly high rate of tax ebroad) for for-
exn tax credit limitation purposes can be
effectively applied.

(c) An overall US. loss first reduces for-
eign income earned in the loss year and
hence precredit U.S tax in that year.

(8) If the per country limitation is edupt-
ed, a net loes incurred in any foreign coun-
try would reduce taxsble income earned in
ell other countries, including the United
Stetes, in proportion to the shares of
worldwide taxable income of each of those
other countries.

(b) If the per country limitetion is adopt-
ed, the separate rules governing the treat-
ment of foreign oil and gas extraction
losses would be repealed.

(c) An overall US loes would continue to
reduce foreign income. If the per country
limitation is adopted, the U.S loes would
be proreted against income earned by the
taxpayer in different foni‘gn countries in
proportion to the shares of worldwide tax-
able income of each of the countries. In ad-
dition, if e per country limitation is adopt-
ed, the proposal would add an overell US.
lose recapture rule. Under this rule, e por-
tion of US. income earned after an overall
US. loss year would be treated as foreign
income.

Effective date.—Genarally, taxable years
beginning after 1985. Pre-effective date
overell foreign losses would be recaptured
from t-eflective date income under the
prTe ective date foreign loes recapture
rules.

(e) Provide thet foreign losses first
reduce income in the other baskets before
they reduce U.S. income. Provide & recap-
ture rule.

(b) Retain present law

(c) Retain present law.

Effective date. —The changes would be ef-
fective with respect to losses incurred in
taxable years beginning after 1985.

(8) Same as House bill

(b) Retain present lew

_(c) Provide that U.S losses reduce catego-
ries of foreign income pro rata

Effective date —The chenges would be ef-
fectiva with respect to losses incurred in
taxable years beginning efter 1986




ltem

Present law

X. FOREIGN TAX PROVISIONS—(t'ontinued)

Presldent's Proposal

House Bill

—

halrman’s Propoesl

1. Deemed-paid credit

A US corporation thet owns at least 10
percent of a foreign corporation’s voting
stock and that has dividend income from
the foreign corporation may generelly take
a “deemed-paid” credit for a share of the
foreign taxes that the foreign cnrporation
paid on the earnings out of which the divi-
dend is paid A similar credit applies when
a 10 percent U.S. corporate shareholder in-
cludes in income a portion of a controlled
foreign corporation’s undistributed earn-
ings under subpart F

A dividend or subpart F inclusion is con-
sidered paid first from esrninfs and profita
of the current year and then from accumu-
lated profits of each preceding year. Actuel
distributions made in the first 60 days of a
taxable year are treated as made from the
prior year's earnings and profits

Earnings and profita may be computed
in a different manner for actual dividend
distributions than for aubpart F inclusions

A US. corporation's share of foreign
taxes ci)aid by a foreign corporetion would
depend on the Yercentnge of the foreign
corporation's multi-year pool of accumulat-
ed earnings and profits represented by the
dividend, including current year earmings
and profits. The 60-day rule would be re-
pealed

Earnings and profits would be computed
in the same manner for actual distribu-
tions and for subpart F inclusions, general-
I{' following the subpart F rules. However,
the rules for translating foreign currency
would be modified.

Effective date.—Taxahle years beginning
after 1985 Future dividends would be
treated as paid first out of accumulated
profits of the payor derived after the effec-
tive date. Dividends in excess of that
amount would be treated as paid out of
preeffective date accumulated profits
under present-law ordering rules.

Same as President’s proposal

El{tdive date.—Same as President's pro-
posal.

Same as President’s proposal, hut draw
taxes and earnings and profits from a
moving 10-year pool

Effective date.—Same as President’s pro-
poasal, but effective for taxable years begin-
ning after 1986 rather than 1985
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Item

Present Law

President’s Pruposal

Houne Bill

Cheirman’s Proposal

B. Svurce Rules
Income derlved from pur-

Generally sourced where title to the

Eliminate the title passage rule. Gener-

Generelly, same as President’s proposal,

Present law but provide that effectively

chase and sele of inventory- | property passes. The title passage rule | ally source in the country of residence of | but provide enti-abuse rules to prevent ma- | connected income earned by e foreign per-
type property allows taxpayers to obtain foreign sourcing | the seller. If the seller has a fixed place of | nipuletion of the basmc residenceof-the- | son through 8 US business is U S. source
for sales income by passing title to the [ business outside the country of residence | seller source rule Clarify thet, for pur- | (except for foreign tax credit purposes).
property sold offshore regardless of where | that participates materially in the sale, | poses of the fixed place of business excep-
the economic activity generating the | source where thet fixed plece of business is | tion, no fixed place of business exists in a
income took place. located The fixed place of business excep- | country with respect to income which that
tion would not epply in the case of sales to | country 18 bar: by treaty from taxing
related foreign persons
Effective date.—Generally, taxable years | Effective date —Generally, same as Effective date —Transactions entered
beginning efter 1985. Trensitional rules | President’s proposal, but apply trensition | into after Merch 18, 1986
would be provided for salese made under | rule only to sales during 1986
unrele party contracts entered into
before 1986.
2. Income from manufacture [ (&) Sales income is sourced under the title (a) For the sales portion of such income, (e) Present lew but provide thet effective-

and sale of
property

inventory-type

passage rule described in 1., above.

(b) Under Treasury regulations, half of
the income is treated as manufacturing and
sou in the country of manufacture and
half is treated as sales income. The division
of such income between manufecturing and
sales mey be made on the basis of an inde-
pendent factory price instead if one exists.

"il) Eliminate the title paseage rule for the
es portion of such income and source
that portion of the income generally in the
country of residence of the seller, with an
exception for fureign meterial participation
in unrelated party sales.

(b) Source the manufacturing portion of
such income as under ra.a:ﬁnw. Retain
the 50/60 formule and independent factory
price option for allocating such income be-
tween manufacturing and sales activity.

Effective date. —Taxable years beginning
after 1985 Transitional rules would be pro-
vided for sales made under unrelated party
contracts entered into before 1986.

generally the same as the Pr 's pro-

d income earned by e foreign

posal but provide anti-abuse rules to pre-
vent manipulstion of the basic residence-
of-the-seller source rule end clerify that,
for purposes of the fixed plece of business
exception, no fixed place of business exists
in a country with respect to income which
that country is barred by treety from
taxing. Provide speciel rule for foreign
sales by US companies to ensure foreign
source fur sales of foreign-produced proper-
ty

(b) Require that at least 50 percent of
such income be allocated to manufacturing
activity under regulations.

Effective date.—Generelly, same as
President's proposal. Apply transition rule
only to sales during 1986.

o
person through a U.S. business is
source (except for foreign tax credit pur-
poses).

(b) Retain present law

Effective date —Trensactions entered

into efter March 18, 1986
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X. FOREIGN TAX PROVISIONS—({'ontInued)

llem

Presen( Law

Prenldent’s Proposal

House Bill

1. Income (rom the nrale of
intangible property

Generally, income from gales of intan-
gible property is sourced under the title
e test described in ., above. Some
income from sales of intangihle property
for an amount contingent on the use of the
p:gdperty i8 sourced where the property ia
used.

Income from sales of intangiblea would
have its source at the place of use

Effective date.—Generally, taxable years
beginning after 1985. Transitional rules
would be provided for sales made under
unrelated party contracts entered into
before 1986,

Source income from sales nf intangihles
(except sales for amounts contingent nn
(he use of the intangihles) generally in
the country of residence of the seller, but
Fmvide anti-abuse rules and clarify that no
ixed place of business exists in a country
with respect to income which that country
is harred by treaty from taxing Source
income from sales of goodwill where the
goodwill was developed

Effective date.—Generally, same as
President’s proposal Apply transition rule
only to sales during 1986

Chairman's Proposal

Same as House hill, except.

(1) effectively connected income earned hy
a foreign person through a U.S business is
US. source (except for foreign tax credit
purposes), and

(2) for U.S. persons, sales involving for-
eign material participation would yield for-
eign source income (if such incnme is gub-
ject to more than a de minimis amount of
foreign tax)

Effective date.—For US. persons and
controlled foreign corporations, taxable
years beginning after 1986 For other for-
eign persons, transactions entered into after
March 18, 1986.

{ Incnme derlved from sale of
ather personal property

Generally sourced under the title pas-
sage rule described at item 1., above.

(a) Income derived from sales of
property used by the seller in his
woul
used.

rsonal
usiness
be sourced where the property was

(b) Income derived from sales of other
personal property, including passive invest-
ment property such as securities and com-
modity futures contracts, would be sourced
in the country of residence of the seller.

Effective date—Generally, taxable years
beginning after 1985 Transitional rules
would be provided for sales made under
unrelated party contracts entered into
before 1986

(a) Source recapiure income derived from
sales of personal property used by the
seller in his business where deductions
with respect to such property previously
offset income, to the extent of such deduc-
tions. Source any rales income exceeding
previous deductions under rules similar to
those proposed by the President for income
from the purchase and sale of inventory-
type property (in the country of residence
of the seller) but provide anti-abuse rules
and clarify that no fixed place of businers
exists in a country with respect to income
which that country is barred by treaty
from taxing

(b) Same as President’s proposal

Effective date.—Generally, same as
President's proposal Apply transition rule
nnly to sales during 1986

(a) For recapture income, same as House
bill For gain in excess of recapture
income, present law is retained

(b) Residence of the seller, except:

(1) gain from stock sales would be
foreign source to the extent subject to
US. tax at ordinary income rates
(under sec 1248),

2) for US persons, sales involvin,
foreign material participation woul
yield foreign source income (if such
income is subject to more than a de
minimis amount of foreign tax), and

(3) effectively connected income
earned by a foreign person through a
US. business would be US source
(except for foreign tax credit purposes)

Effective date.—For US persons and
controlled foreign tnrgora(inns. taznhle
years beginning after 1986 For nther for-
eign persons, transactions entered intn after

arch 1R, 1986
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N TAR FROVISIONS—{LoOnlLINued)

Item

Present Law

President’s Proposal

House Bill

Chairmen’s Proposal

5. Transportatlon incume
a Source of income

b. Special rules for vessels
ond oircraft

¢. Reciprocal exemption

d. Gross-basis withholding
tax

(a) Treasury regulations generally alio-
cate transportation services income be-
tween U S. and foreign sources in propor-
tion to the expenses incurred in providing
the services Eﬂepemeu incurred outside the
three-mile limit to the territorial waters of
the United States are treated as foraign for
this calculation. Income and loeses from
transportation that begins and ends in the
United States are sourced in the United
States. Incoma and losses from transporta-
tion that ins in the United States and
ends in a US. possession (or vice varsa)
generally is treated as 50-percent US
source and 60-percent possessions source.

(bX1) Under a epecial ruls, income and
expenses associated with tha lease or dispo-
sition of a veesel or aircraft that is con-
structed in tha United States and leased to
U.S persons are sourced in the United
States, regardless of where the veesel or
aircrafi may be used.

{2) A similar rule applies to transporta-
tion income and axpenses associa with
the lease of an aircreft (wherever construct-
ed) to a regularly scheduled U S. air carrier,
to the axtent the arcraft is used on US.-
U.S. possessions routes

(c) The United States does not tax foreign
persons’ earnings from the operation of
shipe and aircraft registered in foreign
countries that grant e§ ivalent exemptions
to U.S. citizens and U S. corporations

(d) The United States (in contrast with a
number of countries) does not impose a
grues-basis tax on domestic source shipping
income of foreign persons.

(a) Reassess the rule allocating transpor-
tation income to US. and foreign sources
in proportion to where expenses are in-
curred; possibly substitute E)er it a 60-per-
cent rula similar to that for US.-U.S poe-
sessions transportation income.

(bX1) Repeal special rule.

(2) Retain present law.

(c) Retain present law.

td) Retain present law

Effective date —Generally, taxable years
beginning after 1985 Tha repeal of the spe-
cial US sourcing rules for certain leasing
income would not affect income attributa-
ble to an asset owned on January 1, 1986,
if that aseet was first leased before that
date.

(a) Source transportation income and loes
attributable Lo U.S -foreign and foreign-U.S
routes as 50-percent US. and 50-percent
foreign.

(bx1) Same as President’s propoeal.

(2) Repeal

(c) Modify the axemption for foreign per-
sons’ shipping and aircraft income so that
its availability turns on whether a foreign
person’s resudence country gives U.S. citi-
zens and U.S. corporations an equivalent
foreign tax exemption, not on whether the
country where the ship or aircraft 18 i
tered gives such an examption Provide
anti-conduit rules

(d) lmpose a four-percent groes-basis tax
on U.S source transportation income of for-
eign persons, unlese prohibited by treaty or
reciprocal exemption (with anti-conduit
rules to prevent treaty shopping). Collect
the tax through e wilhho%)ing require-
ment. Transportation incoma 18 effectively
connected only in limited cases.

Effective date —Same a8 President’s pro-
posa)

(a) Same as House bill, but exclude per-
sonal services performed as an employee.

(bX1) Same as President’s propoeal

(2) Same as House bill

{c) Same as House bill

(d) Sanmie as House bill, but limit its appli-
cation to residents of countries that im
gross tax on transportation income of US
persons not modify the definition of
effectively connected income.

Effective date —Same as President’s pro-
pusal, but substitute 1986 for 1985




item

Present Law

X. FOREIGN TAX PROVISIONS—(Continued)

President’s Proposal

House Bl

{’hairman’s Proposal

6. Other affshore Income and
income earned in apace

Genersla. treated as foreign source
income. Some taxpayers treat certain
space-related income as U.S source
income

No provision

Source other offehore income and incnme
earned in space in the recipient’s country
of residence Treat U.S.contrnlled foreign

rations as U.S. residents for purposes
of this rule.

Effective date. —Taxable years beginning
after 1986,

Same as House bill.

Effective date. —Taxable years beginning
after 1986.

7. Dividend and interest income

{a) Generally sourced in the residence
country of the payor (in the case of a cor

ration, its country of incorporation).
fowever, if a US. corporation earns more
than 80 percent of its income from foreign
sources (such a corporation is known as an
“80/20 company)”, dividends and interest
paid by the corporation are treated as for-
eign source income.

{b) Present law effectively exempts from
U.S. tax some categories of interest income
when earned by foreign persons (for exam-
Ele. interest earned on U.S. bank deposits)

y treating the income as foreign source

(a) Repeal the exceptiona to the general
source rules for interest and dividends paid
by B0/20 companies.

(b) Retain the present law exemptiona
but restructure some of them (including
that for U.S. bank deposits) as overt ex-
emptions and treat the interest subject to
the restructured exemptions as US
source.

Effective date. —Generally, taxable years
beginning after 1986. The modification of
the source rule for interest paid by 80/20
companies would apply to interest paid on
?;gé obligationa incurred after January 1,

(a) Apply the general source rules to
dividends paid by R0-20 compenies (ie.,
treat as U,gwuml Treat interest paid by
B0/20 companies as foreign source for with-
holding purposes, to the extent thet the
company s income is derived from foreign
sources in the active conduct of a trede or
business outside of the United States How-
ever, treat as US. source Interest paid to
related persons by a foreign-controlled 80-
20. For foreign tax credit purposes, treat
interest as l.lfg source, unless the income
is connected with an active financing busi-
nees of an unrelated U.S. payee conducted
outside the United States.

(b) Same as President’s proposal.

Effective date.—Same as President’s pro-
posal, with a targeted transitional rule.

(a) For foreign payees, follow President's

J;oanl as mud!Pf?ed by House bill For
[lr.o yees, retain present law but adoj
look-through rules to ensure that the US.
source portion of the dividend and interest
is subject to U S. tax

(b) Same as President’s proposal

Effective date.—Taxable years beginning
after 1986




UKEI

TAX PROVISIUNS—(Conlinued)

Item

T

Present Law

President’s I'roposal

House Bill

Chairman’s Proposal
P!

]

8. Allocatlon of interest and
other expenses

(a) Under Treasury regulations, taxpay-
ers generally sllocate interest and other
expenses between gross US and groes for-
eign income on a separale, company-by-
company basis, even if they are members
of an affiliated group The separate compa-
n{ allocation rule conflicts with a Court of
Claims case, decided before the regulations
became effective, which indicates that ex-
penses that are not definitely allocable
against U S. or foreign gross income should
be deducted from groes income on a con-
solidated group basia.

(b) Generally, undar Treasu regula-
tions, interest expense is allocated between
U.S. and foreign income on the basis of the
value of the taxpayer's assets that gener-
ate US and foreign income. For affiliates,
only stock basis is taken into account.

(c) Optional gross income methods for ap-
portioning interest expense are also avail-
able under the regulations.

(d) Taxpayers generally may take into
account tax-exempt income and assets in
allocating deductible interest and other ex-
penses. Since tax-exempt income and
assets are generally U.S | , taxpayers
can drive a second tax benefit (higher for-
eign income and, hence a higher foreign
tax credit limitation) from ownership of
tax-exempt assets.

(a) Corporations joiming in filing a con-
solidated return (but not other corporate
members of affiliated groups) would be re-
quired to allocate interest expense on a
consolidated group basis rather than on a
company-by-company basis.

(b} No provision.

(¢) No provision.

(d) Tax-exempt income and assets gener-
ating tax-exempl income would not be
taken into account for purposes of allocat-
ing interest expense.

Effective date.—Generally, taxable years
beginning after 1985. Tax-exempt obliga-
tions held before 1986, and income derived
from such obligations, could continue to be
taken into account for purposes of allocat-
ing interest expenses.

(a) Require all corporate members of af-
filisted gruups to vllocate all expenses (not
interest only) on a lidated group

(a) Same as President’s propusal as modi-
fied by House bill (without exception for
o Y

| institutions), but take borrowings

18 Permit same corporations that
cannot join in filing consolidated returns to
continue allocating expenses on a separate
company basis. Permit financial institu-
tions to continue allocating expenses on a
separate company basis if their borrowing
and lending activities are independent

(b) Modify the asset method of allocating
interest expense by looking to earnings
and profits of foreign corporations, so that
changes in value of foreign assets are
taken into account.

(c) Eliminate the optional gross income
methods for apportioning interest expense

(d) Same as President’s proposal

Effective date —Generally, same as
President’s Proposal. The allocation of in-
terest on pre-existing loans is phased in
over a three-year period. An alternative
transitional rule permits up to a five-year
phase-in of the consolidated group rule for
recent loans, and a targeted transitional
rule is provided.

by foreign affiliates into account

(b) Modify House bill to take assets of
affiliates (instead of stock basis) into ac-
count (including debt-financed assets)

(c) Same as House bill

(d) Same as President’s pruposal

Effective date —Generally taxable years
beginning after 1986, but the allocation of
interest on existing loans 18 phased in over
4 years
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X. FOREIGN TAX PROVISIONS—(Continued)

Presldent’s Proposal

House Bill

{"hairman’s Prapasal

t 'S, Taxation of Income Earned
Through Foareign Corporations
I. Tax haven Income suhject tn
current {ax
a. Tax haven income gener-
ally

(aX1) In general, no current US tax ap-
plies to the foreign income of a foreign
corporation, and a U.S. investor in a foreign
corporation is taxed only when income is
distributed to him. However, the deferral
of US. tax on the income of U.S.-owned
forei.in corporations does not apply to cer-
tain kinds of income that are suited to tax
haven operations Under the Code's sub-
part rules, when a U.S.controlled for-
eign corporation earns this tax-haven
income, the United States will generally
tax the corporation’s 10-percent U.S. share-
holders currently.

Subpart F income includes foreign per-
sonal holding company (FPHC) income,
consisting generally of several types of pas-
sive income Some passive income i8 not in-
cluded in FPHC wncome, however

(2) Subpart F income also includes foreign
base company shipping income (which ex-
cludes shipping income reinvested in ship-
ping operations).

(3) Subpart F income does not generally
include interest, dividends, and securities
gains earned by banks This banking ex-
ception applies to some corporations that
are not bona fide, active ban

(aX1) None.

(2) None.

13) None.

(ax1) Add the following types of passive
income to FPHC income for subpart F pur-

(i) gain from the sale of any proper-
ty that gives rise to passive income
(not limited to stocks and bonds as
under present law);

(i) income from commodities trans-
actions generally (subject to exceptions
for hedging transactions and for active
Kroduv:ern, processors, merchants, or

andlers of commodities);

(iii) twith a business needs exception)
foreign currency gains generally; and

(iv) passive leasing income generally

The exclusion from FPHC income of cer-
tain payments from related persons in the
rame foreign country would be limited by a
look-through rule mnl takes into account
the FPHC income of related party payor

Tax currently income from rents and
royalties routed through a related party in
a country that is neither the country of
creation nor of use

(2) Repeal the reinvestment exception so
as to tax shipping income currently.

(3) The subpart F banking exception is
repealed.

(akl) Generally retain present law, but
sdd the following types of passive income
to FPHC income for subpart F purposes:

(i) gain from the sale of prnperty un-
less it produces income that is not pas-
sive income;

(ii) same as House bill;

(iii) same as House bill;

(iv) same as House bill
Same as tlouse bill

Retain present law

(2) Retain present law

(3) Same as present law, except Erovide
that the hanking exception from subpart F
applies only to bona fide, active banking
operations.
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Presen( Law

President's Pruposal

louse Ball

thairman’s Propoxal

a. Tax haven income gener-
olly (Cont.)

b. Determination of 1.8. con-
trol of foreign corporstion

c. De minimis tax haven
income rule

(4) Other categories of subpart F income
include certain income from the insurance
of US. risks and foreign base company
income from certain gsles and services (in-
cluding insuring related persons’ third-
country risks). Foreign corporate earnings
from insuring foreign risks of unrelated
persons are not subject to current US tax
under subpart F.

(5) Current U S. tax is generally not im-
posed under !u:sun F if the IRS finds that
a U.S.controlled foreign corporation was
not formed or used to avoid tax

(6) Controlled partnershipe are not
treated as related persons for purposes of
the subpart F rules that tax certain trans-
actions with related persons.

(b) The rules that impose U.S tax cur-
rently on tax haven income of a foreign
corporation apply only if a U.S. ownership
requirement 18 astisfied more than 50 per-
cent of the votil wer of the corporation
must belong wrﬁg,opemons each of which
owns at least 10 percent of the voting
power. Older, similar, but lcs extensive
rules requiring current U.S. taxation—the
foreign personal holding company (FPHC)
rules—apply only if more than 50 percent
of the value of the corporation belongs to
five or fewer U.S. individuals

(c) The rules that impose current US.
tax on foreign base company income (a
type of tax haven income; of a foreign cor-
poration apply only if certain threshold re-
quirements are met One such requirement
is that 10 percent or mure of Lhe foreign
corporation's groes income must be tax
haven income If more than 70 percent of
the foreign corporation’s groes income is8
base company income, all of its gross

income I8 (reated as base conipony income

(4) None

(5) None

(6) None.

(b) None.

() None.

(4) Amend the definition of tax haven
income to include income (rom the insur-
ance of unrelated persons’ risks outside of
the insuring company's country of incorpo-
ration, repeal the 5-percent de minimis ex-
ception for income from the insurance of
US. risks

5) Replace the subjective tat-avoidance
test with an objective test that looks to the
rate of foreign tax paid by a U.S.controlled
foreign corporation, allowing the IRS to de-
termine whether income (otherwise subject
to subpart F) is properly treated as tax-
haven income.

(6) Treat a partnership that is controlled
by a CFC as a related person for purposes of
subpart F.

Effective date —Taxable years of foreign
corporations beginning after 1985.

(b) Amend the US ownership require-
ments for imposition of the anti-tax haven
and FPIIC rules. For the anti-tax haven
rules to apply, 50 percent or mure (rather
than more than 50 percen.} ¢[ the vote or
value (not merely vote) of a foreign corpo-
ration would have to belong o 10-percent
U S. shareholders. Similarly, for the FPHC
rules to apply, 50 percent or more (rather
than more than 50 percent) of the vote or
value of a foreign corporatiun would have
to lI;e owned by five or fewer US. individ-
ual

Effective date.—Generally, taxable years
bﬁnning after 1985. The change to the
“50-percent or more” test would not apply
to taxable years of foreign corporations Y)&
ginning during 1986

(c) Apply the de minimis and 70-percent
rules for {oreign base company income on
the basis of net income instead of grosa
income

Effective dote. —Taxable years of foreign
corporations beginning after 1985

(4) Retain present law

(5) Retain present law

(6) Same as House bill

Effective date —Taxable years of foreign
corporations beginning after 1986

(b) Retain more than 50 percent test of
resent law and adopt vote or value rule of
ouse bill

Effective dote.—Taxable years beginning
after 1986. Under a transition rule, deficits
in earnings and profits accrued, and U S
property acquired, in taxable years begin
ning before 1987, would be exempt from the
application of the anti tax haven rules that
would otherwise result from the change
made by the provision

(c) Same as House bill

Effective date.—Taxable years of foreign
corporativns beginning after 1956
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X. FOREIGN TAX PROVISIONS—tContinued)

Present Law

President’s Praposal

Tlouse Bill

Chairman's Proposal

d. Possessions corporations

(d) A corporation chartered in a U.S pos-
session with at least R0 percent of its income
derived in the possessions and no more
than 50 percent of its gross income from
passive investments is not treated as a con-
trolled foreign corporation; thus US tax
on its tax haven income ia deferred

(d) This exception to the anti-tax haven
rules would be repealed

Effective date.—Taxable years beginning
after 1985. Under a transition rule, deficits
in earnings and profits accrued, and prop-
ert; act*:med. in taxable years beginning
before 1986, would be exempt from the ap-
plication of the anti-tax haven rules that
would otherwise result from the repeal nf
the exception for corporations chartered in
the possessions.

(d) Same as Prenident’s proposal

Ef(nluvr date —Same as President’s pro-
posal.

(d) Same as Prerident’s proposal

Effective date —Taxable years beginning
after 1986 Under a transition rule, deficits
in earnings and profita accrued, and U.S
property acquil in taxable years begin-

ing before 1987, would be exempt from the
application of the anti-tax haven rules that
would otherwise result from the repeal of
the exceptinn for corporations chartered in
the possessions.

Tatad

lated earnings tax (AET) and

2. Application of acc
earnings tax and personal
holding company tax to for-
eign carporations

The

personal holding company (PHC) tax are
imposed on corporations that accumulate
earninges rather than distributing them to
their shareholders. The taxes are im

on “accumulated taxable income” and “un-
distributed personal holding company
income,” reapectively. Those amounts are
calculated by making several adjustments
to the regular taxable income of a corpor-
tion, including deductions for capital gains
(and certain capital losses).

None.

For purposes of calculating the AET or
PHC tax applicable to a foreign corpora-
tion, allow an adjustment for net capital
gains only if they are effectively connected
with the conduct of a US. trade or busi-
ness

Effective date.—The amendments would
ngzy to gains and losses realized on or
after November 16, 1985.

Same as House bill

Effective date —The amendments would
ang to gains and losses realized on or
after March I, 1986
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Present Law

President’s Proposal

llouse Hill

_

{"hairman’s Proposal

D Special Tax Provisions for U.S.
Persons
1. Possession tax credit
a. Income-based credit

b Qualified  Possession
Source Incestment Income
(QPSH)

(8) US corporations meeting certain re-
quirements are allowed to claim an income
tax credit for US tax on U.S. pussession
source income Similar rules apply to the
US Virgin Islends.

To qualify, et least 80 percent of a pos-
session subsidiary's income must be de-
rived from the ions, end no more
than 35 percent of the income may be from
passive investments.

The possession tax credit is not allowed
with respect to income generated from in-
tangibles transferred to the possessions
unless the taxpayer elects one of two o')
tional methods of ellocating intangible
income: (1) the cost sharing method or (2)
the 50/60 profit split method. The coat shar-
ing payment need not be as great as an
arm's-length royalty

The two intangible income ellocation
methods are not allowed for any product
unless (1) at least 25 percent of the value
added to the product 18 a result of econom-
ic activity in the possessions, or (2) at least
65 percent of the direct labor cost for the
product is incurred in the possessions.

Income must be received in the posses-
a10ns to be eligible for the credit

(b) Investment income eligible for the
possessions tax credit (i e, QPSID must be
derived from investment within a
sion in which the taxpayer conducts an
active trade or business

(a) The Y;)eseasinn tax credit would be re-
pealed, subject to a G-year trensition rule,
and replaced with a tax credit based on
wages paid by menufacturing establish-
ments in the possessions (including the U.S.
Virgin lslands) described at c., below.

Effective dote.—Under a transition rule,
corporations could elect to continue to use
the present tax credit for 5 years, in-
ning with the first taxeble year ending
after 1985, with respect to g:ne-ion
source income from products that were
manufactured or validly designeted during
the taxable yesr beginning in 1985.

(b) No provision

(a) Retain present law except: (1) Under
the cost sharing method, the cost sharin,
payment is equal to the greeter of (a) 11
percent uf the payment under present law
and tb) the royalty payment thet would be
required with respect to manufacturing in-
tangibles if the possession corporation were
treated as e foreign corporation; (2) under
the profit split method, the amount of prod-
uct erea research expenditures wnuf:‘l be
increased by 20 percent for purposes of com-
puting combined le income; (3) the
passive income limitation would be reduced
to 25 percent; and (4) the credit would be
allowed for otherwise eligible income re-
ceived in the U.S

Effective date,-—General‘l! taxable years
befmning after 1985 Under a transition
rule, the passive income limitation would
be phased down to 30 percent for taxeble

ears beginning in 1986, and to 25 percent
for taxable years beginning in 1987

(b) QPSII would include income attribut-
able to loans made by the Government De-
velopment Bank of Puerto Rico (GDB) for
the ecquisition or construction of ective
business assets in qualified Caribbean
Basin lnitiative (CBI) countries.

Effectsve date.—January 1, 1986

ia) Same as House bill, except that royal-
ty payment amount 18 determined under
present law arm's-length standerds

Effective date.—Generelly, taxable yeers
beginning after 1986 The passive income
limitation would be 25 percent for taxable
years beginning 1n or efter 1987.

(b) Same as House bill

Effective date —Taxable years beginning
efter 1986.
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Present Law

X. FOREIGN TAX PROVISIONS—(Continued)

President’s I‘mpn:nl

House 1till

t'hairman’s Proposal

c. Wage credit

() No provision

(c) The credll l'or wages pmd hy manufac-
lurlng in the pos
would equal 60 percent of wages up to the
Federal minimum wage (currently $6,968
on an annual basis), plus 20 percent of
n?en in excess of the minimum wage, g
to four times the minimum wage ($24 87
r annum). The maximum credit would
120 percent of the minimum wage
138,361 60 per annum). Wages thal are
credited would not be deductible from
oes_income. The wage credit would not
refundable, but could be carried forward
15 years and used to uce tax on income
from outside the possessions.

U.S. companies that elect the wage
credit woulrbe subject to the following
rules (1) possession taxes would not be eli-
gible for the forei lax credit, but instead
would be deductible; (2} all income would

be taxed currently '(3) dividends paid by
possession corporations to U.S. affiliates
would be treated as US corporate divi-
dends (eligible for the dividend-received de-
duction); and (4) property used in the poe
sessions would be eligible for incentive de-
preciation (CCRS).

Effective date.—The wage credit would
be available for taxable years beginning
after 1985,

(c) Retain present law

(c) Retain present law
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Item

Present Law

A.FPURRIGEN 1AA FRUYVIDIURS—LODNMRUER Y

President’s Proposal

Hounse Bill

2. Other rules with respect to
U.S. pussessions

a. U.S. Virgin lslands

(aXl) The US. Virgin lslands (like
Guam, the Commonwealth of the Northern
Mariana lslands, and Samoa (see b,
below) generally uses the Code as it
changes from time to time as its local tax
code. For corporate tax purposes, the
United States treats each of these
sions as a foreign country and each of
these ions treats the United States
as @ foreign country. This system of tax-
ation has noquire? the name ‘‘mirror
system” because the possession uses the

e (but substitutes its own name for the
United States and, for some pur 5
treats the United States as the ljniurd
States treats a poesession).

(2) The Virgin Islands may impose a
surtax of up to 10 percent on the mirror
tax. The Virgin Islands can rebate its
mirror tax on its resident individuals and
on US and V1 corporations that operate
primarily in the Virgin Islands.

(aX1) In general, clarify the operation of
the US Virgin Islands’ mirror system to
revent unintended results Treat any

na fide V| resident on the last day of
the taxable year as laxable only in the
Virgin lalands, and not in the United
States. A US individual (uther than a V.1
resident) who derives income from the
Virgin Islands would file two identical re-
turns, one with the United States and one
with the Virgin Islands, and would pay a
pro rata amount of tax to each. Provide for
cooperation between the IRS and the
Virgin Islands Bureau of Internal Reve-
nue.

(2) Permit the Virgin Islands to impose
any nondiscriminatory local income taxes
in addition to thoee it now imposes under
the mirror system Permit the Virgin Is-
lands to rebate tax on U.S. corporations
whatever the extent of their activities in
the Virgin Islands. Consider authorizin
the Virgin Islands to reduce or rebate V.
tax on some foreign persons’ V 1. income

(aX1) Same as President’s proposal.®

(2) Same as President's proposal, and
allow reduction of V1 tax on V | income of
foreign persons.

*Due to clercal error, the House vernion of
these rules 18 not contained in the bill 1t may be found
1n the (X wnal of December 10, 1985, ot
page 1111721

(akl) Same as President's proposal

(2) Same as House bill
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X. FOREIGN TAX PROVISIONS—(Continued)

Present Law

Presldent’s Praposal

House Bill

Chairman’s Proposal

a. U.S. Virgin Islands (Cont.)

b. Guam, the Nnrthern Mari-
ang Islonds, and American
Samoa

(3) An “inhabhitant” of the Virgin Islands
pays tax to the Virgin Islands on its world-
wide income, but pays no U S. tax Certain

rations qualify for inhabitant status,
including some U.S corporatinns

(4) A V1. corporation is not subject to
the U S. 30-percent withholding tax on pas-
sive income so long as it meeta criteria de-
signed to prevent the use of VI corpora-
tions as conduits for third-country resi-
dents: the V L corporation must less
than 25 percent foreign-owned and earn at
least 20 percent of its income from
BOLITCES.

(bX1) US. law requires that Guam use
the Code as its local tax code. (See general
description of the mirror syatem of tax-
ation at a., above) Individual residents of
the United States or Guam need file a tax
return only with the place where they re-
sided on the last day of the year. Guamani-
an corporations are not subject to the US.
30-percent withholding tax, except Guama-
nian corporations that foreign persons may
use as conduits (under the rules that ap‘)lr
to V.I corporations). The C h

() Repeal the V 1 inhabitsnt rule.

(4) Amend the rules that prevent foreign-
ers from using V.I. corporations as con-
duita to avoid the U.S 30-percent withhold-
ing tax by substituting a requirement that
65 percent of a corporation’s income be ef-
fectively connected with a trade or busi-
ness in a jon or in the United
States, in place of the 20-percent source of
income requirement in current law.

Effective date. —Taxable years beginning
after 1985,

®X1) Grant Guam and the CNMI full au-
thority to determine their own income tax
laws. This treatment would place them on
a par with American Samoa. Require that
Guam and the CNMI implement tax sys-
tems that would raise at least as much rev-
enue as their current mirror systeams. Resi-
dents of Guam and the CNMI who received
income from outside t possessions
would have to file US. tax returns. The
United States would collect the tax on that

income, but would transfer

of the Northern Mariana Islands (CNMI) is
reﬂuired to use the mirror system in basi-
cally the same way as Guam The latter
'irentmenl generally began on January 1,
985,

(2) Interest income on U.S obligations
held by the Bank of Guam is treated as ef-
fectively connected with the conduct of a
U.S trade or business

the money to the possession where the tax-
geyer resided. For the purpose of the U.S.
0-percent withholding tax, the proposal
would modify the anticonduit rule for
Guam and the CNMI in the asme way as
proposed for the Virgin Islands

2) No provision.

3) Same as I’resident’'s proposal

{4) Same a8 President's proposal

Effective date —Generelly, same as
President’s proposal, but certain provisions
are contingent upon implementation of a
US-V.I agreement to coordinate the US.-
VI tax systems.

(bX1) Same as President’s proposal

(2) Provide that interest income on US.
Government obligations held by the Bank of
Guam will be treated as not effectively
connected with the conduct of a U.S. trade
or business

(3) Same as President’s proposal

{4) Same as President's praposal

Effective date.—Generally same as House
bill, except that repeal of the V | inhabitant
rule would apply to all open years If an
implementing agreement is not in place
within one year after enactment, Treasury
shall report on the gtatus of negntiations

(bX1) Same as President’s proposal

(2) Same as House bill

97



X. FOREIGN TAX PROVIS

1ONS—(Continued)

item

Present Law

President’s Proposal

Nouse Bill

Chairman’s Proposal

—

b. Guam, the Northern Mari-
ana [slands, and American
Samoa (Cont.)

(3) American Samoa has adopted its own
income tax system American Samoa has
chosen o use the Code, with minor amend-
ments, as its internal income tax system.

(3) For American Samoa (as well as for
Guam and the CNMI), implement anti-
abuse provisions to prevent the use of cor-
porations in these possessions to avoid US
tax Coordinate taxes amung these posses-
sions and exchange information between
each possession and the United States
Each possession would receive taxes with-
held on compensation of U.S. Government
personnel stationed there.

Effective date —Generally, January 1,
1986 The mirror codes of Guam and the
CNMI would continue to operate until and
except to the extent that each possession
took action to amend 1ts own laws

(3) Same as President's proposal

Effective date —Taxable years beginning
after 1985, but only if iamrao long as) an
agreement is in effect between BJ)osuession
and the United States to coordinate the
US and possession tax systems The provi-
sion concerning Bank of Guam is effective
for taxable years beginning after Novem-
ber 16, 1985.

(3) Same as President’s proposal

Effective date. —Same as House bill If an
implementing agreement 18 not in place
within one year after enactment, Treasury
shall report on the status of negotiations

3. Taxation of U.S. employees of
Panama (anal Commission

(a) An agreement between the United
Stotes and Paname entered into in con-
junction with the Panama Canal Treaty
specifies the rights and legal status of
agencies and employees of the US. Gov-
ernment operating in Panama One article
uf the agreement provides an exemptiun
from tax for U S. employees of the Panama
Canal C i88i fn a dipl ic_note,
Panama has confirmed the United States’
explanation that the exemption was in-
tended to apply solely to Panamanian
toxes Courts have split on the question
whether the exemption applies to US
toxes

(b) Overseas employees of the US. gov-
ernment are permitted to exclude certain
allowances from gross income for US tax
purposes. Allowances paid to U.S. employ-
ees of the Panama Canal Commission are
not presently excludable under this rule

(a) None

(b) None

(a) Clarify that the Agreement in Imple-
mentation of the Panama Canal Trealy does
not exempt US taxpayers from U.S tax

Effective date.—All open taxable years

(b) Provide that U.S government em-
ployees of the Panama Canal Commission
may exclude allowances uivalent to
those permitted to be excluded by State
Department employees in Panama

Effective date —Taxable years beginning
after 1985

{a) Same as ljouse bill

Effective date. —Taxable years beginning
on or after January 1, 1957

(b) Same as llouse bull

Effective dote —Taxable years beginning
after 1986
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Present Law

X. FOREIGN TAX PROVISIONS—(Continued)

P’resident’s Propossl

lause Bill

Chairman's Propossl

I. Foreign Sales Corporation
(FSt'=)

The United States limits its tax on guali-
fied income from exports when the export-
er uses a "FSC"—a Foreign Sales Corpora-
tion The FSC rules reduce taxnble income
by 16 percent of export income (15 percent
for corporate shareholdern). The Domestic
international Sales Corporation (DISC)
rules provide a similar benefit but only on
the income from $10 million in export
sales.

None.

Change FSC rules to exempt 14 percent
of export income (13 percent for corpornte
shareholders). Make corresponding changes
to DISC rules

Effective dote —Generally, taxable yeara
beginning after 1985

Retain present law

]

5. Private sector earnings of
Americanr abroad

U.S. citizens (other than U.S. Govern-
ment employees) who live and work abroad
and who satisfy certain physical presence
or bona fide foreign residence tests may ex-
clude from gross income their foreign
earned income up to $80,000 per year, and
may also exclude their foreign housing
costs that exceed a amount. The
$80,000 ceiling on excludable foreign
earned income is scheduled to increase
$5,000 each year beginning in 1988, up to
$95,000 for taxable years inning in or
after 1990. This achedule reflects a Deficit
Reduction Act of 1984 freeze of the in-
creases, which the Economic Recovery Tax
Act of 1981 had scheduled to begin in 1984

None.

Reduce the foreign earned income exclu-
sion ceiling to $75,

Effective dnte.—Tsxable years beginning
after 1985

Retain present law

6. Transfers of intangibles to re-
lnléd parties outslde of the
LS.

Transfers to related foreign corporations
as licenses or sales are subject to an
“arm’'s-length” price standard Uncertainty
exista regarding what transfeis are appro-
Erinle to treat as “‘arm's-length” compara-

les and regarding the significance of prol-
itability, including major changes in profit-
ability of the intangible after the transfer.

Transfers to related foreign corporations
as contributions to capital require the
transferor to recognize annually, as US.
source income, amounts that would ha
been received under an agreement provi
ing for paymenta contingent on productivi-
ty, use, or disposition of the property

Special rules apply for transfers to relat-
ed E,CS jions corporations (see Pos-
semsionn Tax Credit, abovel

No provision.

Payments with respect to intangibles
transferred to a foreign related party must

commensurate with the income attribut-
able to the intangible. This standard also
applies to determine the minimum pay-
ment with respect to intangibles trans-
ferred to a related US. poasessions corpo-
ration that electa the cost-sharing option.

Effective date.—For transfers from U.S.
persons to foreign related parties, the bill
ng&ﬂiu to transfers after November 16,
(llA 5 in taxable years ending after that

ate

For transfers to U.S. possesaions corpora-
tions that elect the cost-sharing option, the
bill applies for taxable years Eeginninx
after ember 31, 1985

Retain present law
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Present Law

President's Proposal

llouse Bill

Chairman’s Proposal

7. t'umpliance provisions appli-
cable to U.S. persuns resident
sbroad.

U.S persons residenl abroad are re-
quired to file US tax returns, but a sub-
stantial percentage of fureign residents fails
to do so.

(a) Failures to file are often difficult to
detect because IRS lacks information con-
cerning foreign residents. IRS formerly ob-
tained some information from voluntary
information returns filed with port ap-
plications, but tha return was discontinued
because many taxpayers refused to file a
voluntary return.

(b) Even when overseas non-filers are
identified, enforcement is often difficult be-
cause IRS cannot collect tax in foreign
countries, and must instead attempt to
locate assets within the United States. U S.
pension payments to foreign residents, like
all U.S. pension payments, are not subject
to a withholding tax such as that which
applies to wage and sslary payments.

(a) No provision.

(b) No provision.

(a) No provision.

(b) No provision.

(a) Require that passport applicants (in-
cluding renewal applicants) complete an
IRS information return disclosing foreign
residence. Penalties for failure to file
would apply

Effective date.—Taxable years innin;
after 1986. ! = .

(b) Require withholding with respect to
pension payments to US persons living
outside the United States

Effective date.—Taxable years nnin
after 1986 =5 ¢

8. Forelgn invesiment compa-
nies

Generally, no current U.S tax applies to
the foreign income of a foreign corporation
that is not a controlled foreign corporation
(under subpart F) or a foreign personal
holding company (under the lf‘aHC rules)
even if all its income i8 passive income or
other tax haven income, and even if all its
shareholders are Americans.

When a U8 person disposes of stock in
a loreign investment company (FIC), how-
ever, the gain is not automatically subject
to a favorable capital gains tax rate, even
if the company is widely held. The gain is
subject to ordinary income treatment to
the extent of the shareholder's share of tha
FIC's earnings and profits This special or-
dinary income rule ﬁenerally applies to a
foreign corporation that is primarily in the
business investing in securities or com-
modities, if 50 percent ur more of the cor-
Koration'u stock (by vote ur value) is held

y U.S. persons

No provision

Amend the FIC rules as follows:

(1) Apply the FIC rules to US investors
in foreign funds without regard to the
degree of U.S ownership of such funds;

(2) Require current recognition of income
by US investors in FICs thal are passive-
nvestmenl vehicles, by looking through to
the FIC’s earnings and profits;

(3) Allow U.S persons to defer tax upon
agreement Lo pay tax plus interest on dis-
position of the investment;

(4) Liberalize the FIC rules to allow cred-
its for fureign tax paid by a corporation
that is both a FIC and a controlled foreign
corporation; and

(5) The bill would apply to FICs that had
elected o distribute income currently
(under sec. 1247)

Effective date —Generally, taxable years
of fureign corporations beginning afler
1985

Amend the FIC rules as follows

(1) Retain present law for US investors
in F1Cs defined 1n section 1246,

(2) Impose interest charge based on value
of deferral fur U.S investors that invest in
passive-investment vehicles (whatever the
degree of U.S. ownershipl;

(3) Allow election to pay tax currently
For U.S. persons that pay tax currently,
allow income earned by fund to re(ain its
character (as copital gain or ordinary
income) at shareholder level;

(4) Same as House hill; and

(6) The proposal would exempt FICs thal
had elected to distribute income currently
(under sec. 1247).

Effective date —Amounts received vr ac-
crued by I'urengn corporations on or afler
January |, 198
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X. FOREIGN TAX PROVISIONS—(Continued)

Item

Present Law

President’s Prapossl

House Hill

Chairman’s Proposnl

L. Foreign Taxpayera
I. ltrench-level tax

Foreign corporations are subject to U S,
mrpornteleverﬁulx on income effectivel
connected with a8 US trade or business
shareholder-level tax also is imposed on
some foreign corporate earnings a 30-per
cent gross withholding tax applies to a pro
rata portion of dividends paid by a foreign
corporation if more than gﬂ percent of :.ge
corporation’s income over a threeyear
period is effectively connected with a U.S.
trade or business. A similar withholding
tax applies to interest payments by foreign
corporations The wi(hgolding taxes are re-
duced or eliminated under a number of
US. tax treaties. Some countries substitute
a branch-level tax for a direct shareholder-
level tax on domestic source earnings of
foreign corporations.

Repeal the withholding taxes on divi
dends and interest paid by foreign corpora-
tions. Replace the dividend tax with a tax
on remitted profits of US branches of for
eign corporations. Replace the interest tax
with a tax on foreign corporations’ interest
payments that are allocable to U.S. branch
operations. In both cases, tax would be im
posed at a 30-percent rate, or at any lower

treaty rate that would apply to direct-in-
vestment dividends paid to the foreign cor-
poration Tax would not be im when

existing U.S. treaties prohibit a tax on
branch profits—some argue that a number
of existing treaties do so.

Effective date.—Taxable years beginning
after December 31, 1985.

Generally follows President’s proposal,
nverriding trentiea to the extent they allow
treaty-shapping In the case of countries
with treaties that now allow a US with-
holding tax, but not the branch profits tax,
retain present law. Allow a credit against
a US. company's US. tax for any branch
level tax imposed on a foreign corporation
owned by the US company on receipt of a
dividend from the foreign corporation

Effective date —Generally, taxable years
beginning after 1985.

Generally follows President’s proposal,
overriding treaties to the extent they allow
treaty nhnppin In the case of countries
with treaties that now allow a US with-
holding tax, but not the branch tax, retain
present law (unless treaty shopping occurs,
in which case impose the withholding tax).

Effective date.—Taxahle years beginning
after 19R6

2. Retain character nf effectlve-
v connected incnme

The United States taxes foreign persons’
income that is effectively conn: with a
US. trade or business on a net basis at

aduated rates, in the same manner that
1t taxes the income of US. persons. For-
eign persons may not be subject to U.S. tax
if they receive income that was earned by
a U.S. trade or business in a year after the
trade or business has ceased to exist (e g,
by selling property and recognizing tﬁe
gain on the installment basis).

None

Provide that income or gain will be
treated as effectively connected with a US
trade or business if it in attributable to an-
other taxable yesr and would have been so
treated if it had been taken into account in
that other year

Effective date.—Taxable years beginning
after 1985

Same as House bill. but trest the removal
of business assets from U.S jurisdiction as a
disposition, with basis step-up for business
assets brought into the United States.

Effective date —Taxable years beginning
after 1986

3. Tax-free exchanges by expa-
trlates

A US. citizen who gives up citizenship
for a principal purpose of avoiding U S. tax
will generurly continue for a perted of ten
years to be taxed as a citizen on US.
source income, but not foreign source
income. U.S. source income for this pur-
pose includes gains from sales of U S. prop-
erty. Tax-avoidance expatriates may
able to avoid tax by making a tax-free ex-
change of U S. property lor foreign proper-
ty

None,

Apply the tax-avoidance expatriate rules
to gainn on the sale of pmgerty the basis of
which was determined by reference to
property located in the United States,
stock of A US corporatinn, or a debt obli-
gation of any US person

Effective date —The rule would apply to
sales of property acquired in tax-free ex-
changes after September 25, 1985

Same as House bill

Effective date —The rule would applv to
sales of property acquired In tax-free ex-
changes after March 1, 1986
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A FOREIGN TAX PROVISIONS—(Conlinued)

,7 ltem

Present Lew

President’s Proposal

House Bili

Chelrman’s Proposal

4. Excise tax on insurance pre-
miums pald to foreign insur-
ers

The United States imposes escise taxes
on premums peid for the direct insurance
or reinsurance of U.S. risks to foreign enti-
ties not dolng business in the United
States. The rates are (per dollar of premi
um): four cents for casualty contracts, one
cent for life contracts, and one cent for all
reinsurance. The taxes are collec y
return and liability falls jointly on all rr-
tles to the insurance transaction Pay-
menta 0 some insurers are exampt by
treaty, but reinsurance premlums paid by
tmt{- insurers are subject to the
tax (unless the reciplent is exempt by
treaty).

The present “two-tax s m"”—one tax
on the direct Insurance of U.S. risk with a
foreign insurer, and another, which gener-
ally is in addition to the first, on the rein-
surance of a U.8. risk—is sometimee diffi-
cult to administer. Also, taxpayers may be
able to structure insurance coverage for
U.S. casualty risks so that only the lowar
tax on reinsurance premiums applies.

None.

Make the excise tax on casualty reinsur-
ance premiums paid to foreign insurers for
U.S risk coverage equal to that on similar
casualty insurance premiums (four per-
cent). Impose an excise tax only once—on
retained premiums received by foreign in-
surers or reinsurers Make the foreign in-
surer (or his agent) liable for the tax and
require the U.S. insured or broker obligat-
ed to transmit the premiums to withhold
the tax.

Effective date.—The tax would apply to
i paid after December 31, lggg

Retain present law.

5. Forelgn Investment In US.
business assets

a Forelgn Investment In

Real perty Tax Act
(FIRPTA)

& Exclusion from FIRPTA
for de minimis ownershlp
In publicly traded corpo-
rate stock

(a) The United States taxes income of
foreign persons that is effectively connect-
ed with & U.S. business. The United States
genarally also taxes gains of l'nmigén per-
sons only on the disposition of U.S. real
property interests (including stock in U S.

property holding companies). Howev-
er, gains on most dispositions of U.S. corpo-
rate stock, including sales of subsidiaries
and sales of shares in closely held corpore-
tions, are not generally taxed by the
United States.

(b) Gain or loss from the disposition by a

foreign person with 5 percent or less of

stock ownarship of stock that is regularly
traded on an established securities market
is not treated as a dispoeition of a U.S. real
property interest.

(a) No provision.

(b) No provision.

(a) No provision.

(b) No provision.

(o) In general, estend the rules that tax

by urelﬁln of stock in
Ug real property holding companies to
d by foreign p or:wck in

other U.S. companies

(b) Exclude from the new tax dispositions
of stock that are regularly traded on estab-
lished securities markets unlesa the fore
person holds more than 5 percent of :ﬁ:
class of stock at issue.
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X. FOREIGN TAX PROVISIONS—(Continued)

Prerent Law

President’s Proposal

House BII

Chalrman's Praposal J

5. Forelgn Investment In U.8.

business ansets (Cont.)
c. Collection of FIRPTA tax

d Galn on the ligaidation of
U.S. corporations

e. Shared-appreciation and
porticipating loans

f. Treaty Interaction

{c) Withholding rules are provided to col-
lect US. tax due from the disposition by
foreign persons of US real property inter-
ests

(d) With limited exceptions (for example,
certain recapture items), the United States
does not tax corporations on distributions
ﬂf appreciated property in complete liqui-

ation.

(e) Present law is unclear regarding to
what extent the receipt of a debt payment
that is contingent on appreciation of tax-
able property constitutes a taxable disposi-
tion of the property (rather than an inter-
est payment).

(0 FIRPTA overrides US income tax
treaties as of January 1, 1985.

(c) No provision.

{d) No provision.

(e) No provision.

(N No provision.

(c) No provision

(d) No provision.

(e) No provision.

(0 No provision.

(c) Adopt the present law withholding
rovisions for the collection of the tax on
oreign persons’ gains on the disposition of
US. real property interests for this pur-
pose.

(d) Tax gains on liquidations of forei
controlled U.S. corporations and distribu-
tions in liquidation of U.8 trade or busi-
ness assets of foreign corporations.

(e) Clarify that a payment of interest con-
tingent on appreciation of property whose
disposition by the mclplenll would be tax-

able a taxable disposition of the
property.

(f) This new capital gains tax would yield
to treaties when the foreign transferor is a
bona fide treaty country resident.

Effective date.—Taxable years nni
sfter 1986. s

6. Withholding tax nn Interest

paid to foreign persons

The United States taxes the worldwide
income of U.S. persons on a net basis. The
United States also taxes on a net basis
income of foreign persons that is effective-
ly connected with a U.S. business. Some
U.8. source investment income of foreign
persons, including certain interest, that in
not effectively connected with a U S. busi-
nees is subject to a flat 30-percent US.
withholding tax. The law provides a
number of exemptions from this tax for in-
terest: for example, portfolio interest, in-
terest paid on U.S. bank deposits, original
insue iseount on short-term obligations,
and income of forei ernments from
passive investments in the United States.
Also, many U.S. income tax treaties reduce
or !{lmlnaw the withholding tax on inter-

No provision.

No provision.

Impose & 5-percent withholding tax on
interest paid and original issue discount
accrued by U.S. persons with respect to ob-
ligations held by foreign persons that are
issued after the date of enactment. Exempt
from the tax interest paid oo bank account

epuclta. and interest paid to foreign cen-
ral banks Retain present law for interest
uubject to the exm.mf statutory withhold-
ing tax at either the full 30-percent rate or
at a reduced treaty rate, to the extent that
any reduced tmt{ rate exceeds the rate of
the new tax. Until 1992, the new tax would
yield to treaties when the foreign holder of
the obligation is a bona fide treaty country
resident. After 1991, bona fide treaty coun-
try residents would be taxable

Effective date.—Interest paid on obliga-
tions issued after date of enactment.

2

Reporting by forelgn-con-
trolled U.8. corporatlons

-controlled U.S. corporations are
reqm to report transactions with relat-
ed foreign corporations.

No provision.

No provision.

Require foreign-controlled U.S. entities to
report tranmactions with all related foreign
persons, whether or not a corporation.

Effective date.—Taxable years beginning
after 1986
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ltem

Present Lew

President's Propossl

House Bill

Chairman’s Proposal

8. Foreign investors in US.
parinerships

Foreign persons who earn wages or in-
vestment income in the United States are
generally subject to withholding require-
ments demg\ed to ensure collection of ep-
plicable US taxes Foreign persons with
investments in U.S. partnerships, however,
are not subject to a withholding tax.

No provision.

No provision

Require that domestic partnerships with-
hold with respect to all income allocable to
foreign partners.

Effective date.—Tazable years beginning
after 1986.

9. Income of foreign govern-
ments

Foreign governments are not subject to
U.S. tax on income from their investments
in the United States. Treasury regulations

ify that income from commercial ac-
tivities is not investment income and
therefore is not exempt from U 8. tax.

No provision.

No provision.

Codify the rule taxing the commercial
activities of foreign governments, and
define commercial activity to include own-
ership of a controlling interest in a corpo-
ration engaged in trade or business in the
United States. Clerify that the determina-
tion of whether & government is e:snged
in commercial activities is to be made by
reference to its activities worldwide. The
foreign government exception would not
apply to controlled entities that engage in
any commercial activities.

Effective date. —Taxable years beginning
after 1986.

10. Transfer prices for Imports
(sec. 482)

lmporters may claim a transfer price for

customs that is too low to be con-

sistent with the transfer 51::9 they claim
(

for income lax pu Britungham
66 T C. 378, TQ-ZUm(N).

Retain present law.

Retain present law.

lmporters could not claim & transfer

rice for income tax purposes that is
igher than would be consistent with the
ue they claim for customs purposes

Effective date—Transactions entered
into after Merch 18, 1986.

i1. Dual resident companies

U.8 corporations that are “residents” of
foreign countries may consolidate with
profitable companies both here and abroad
and obtain for related parties two deduc-
tions for one item of expense.

No provision.

No provision.

Do not allow a U.S. corporation o con-
solidate with other U.8 corporations if re-
loted fom'?n parties benefit from its losses
through foreign consolidation or group
relief rules, unless its common parent is
part of the U 8. consolidated group.

E”’lc!?‘é:; date. —Tazxable years nning

r 3

12. Interest pald to related
tax-exempt parties.

Certain taxpayers may unduly reduce
their tax by deducting interest paid or ac-
crued to related parties who do not pay US
tax on the ioterest income.

No provision

No provision.

Deny the deduction for interest paid or
aeccrued to related, tax-exempt parties
(other than ESOPs) to the extent interest
exceeds 50 percent of preinterest deduction
taxable income. This restriction would elso
epply to back-to-back loans that might oth-
erwise defeat the purpose of this rule
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X. FOREIGN TAX PROVISIONS—(Cantinued)

Tiem

[

Present Law

Prenident’s Proponral

Haure Bill

€Chairman’s Proposal

F. Foreign C'urrency Exchange Galn
or Lors
1. Foreign currency transac-
tiona
a. Functional currency con-
cept

b. Recognition of gain er lass
on financial aseets and It-
abilities

¢. Carrent accrual of antict-
pated exchange gain or
loss

d. Character

e. Hedging transactions

(a) For financial reportmf purposes, the

“functional currency businens
entity—the currency of the economlc envi-
ronment in which it operouts—w used as
the reference point in determining ex-
change gains and losses. The functional
currency concept is not embodied in
present law.

(b) In many instances, present law is un-
clear regarding the timing of recognition of
exchange gaine or losses derived from for-

eign currency denominated financial aseets
or liabilities.

(c) No provision.

(d) No provision.

(e} No provision.

(a) Similar to the financial esccounting
rules, the determination of whether ex-
change gains or losses must be recogni
on a transaction-by-transaction basis, or in
the aggregate on an annual basis, would be
determined ou the basis of a business enti-
ty's functional currency

(b) For financial assets or liabilities de-
nominated in & currency other than an en-
tity's functional curren: exchange gain
or loss would arise if Ke exchange rate
Muctuates between the date the item ie
taken into account for tax purposes and
the date it is paid.

(c) For a financial amet or Imblhty that
pay-

(a) Same as President's proposal

(b) Same as President's proposal.

(c) To the extent provided in regulations,

pnmdu for fixed or deter

ments, “anticipated” exchange gain or loss
would accrued currently, under rules
similar to the reaeanw rules that Lent

the ed
ligations by referencu to the yield on U S.
Government securities.

(d) All exchange gain or loss would be
treated as an increase or decrease in inter-
est income or expense.

(e) Exc gain or lose on a contract
that offsets the risk of exchange rate fluc-
tuations with respect to a financial aseet or
liability would be recognized on en accrual
basis, and charecterized and sourced con-
sistent with the treatment of the hedged
item.

gain or loss would be currently
accruJ in the case of certain hedging
transactions

(d) Exchange gain or loss would be treat-
ed as interest income or expense, except as
provided by statute or regulations

(e) The scope of the hedging rule for ex-
change gain or loss and the hedging ex-
emption under the tax straddle rules
would be conformed, without a special rule
for banks for either purpose.

(a) Same as President’s proposal

(b) Same as President's proposal; it
would be clarified that exchange gain or
loss arises on the settlement or other

position of foreign currency forward or fu-
turen contracts or similer contracta that can
be used to hedge that are not marked-to-
market under section 1256.

(c) Same as House bill, but sdd = statutory
rule to prevent overstatement of deductions.

(d) Same as President’s proposal, except
as provided in regulations

fe) Same as House bill, except it would
be clarified that the hedging rule for ex-
change gain or loss does not require thet
the transaction be entered into in the
normal course of businems and generste
only ordinary income or loss

2. Forelgn currency translation
a. Translation method

(a) The Code does not prescribe rules for
determining when and how the results of
foreign operstions involvi transactions
in foreign currencies are to reported for
US. tax purposes. The taxpayer od{
choose among several recognized meth
of translating resulta nf foreign operations,
which methods mey produce substantially
diffe US. tax q es

(a) A business entity that uses & func-
tional currency other than the U.S. dollar
would be required to use a profit-and-loss
translation method Generally, a single set
of rules would be provided for branches
and subeidiary corporations.

(a) Same aa President’s proposal.

(a) Same as President’s proposal
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Item

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

]

b. Branch remittances ond
losses

c. Direct foreign tax credits

d Indirect foreign tax cred-
its

(b) When a foreign branch remits curren-
c'y, in excess of the current year's E;oﬁl.
the basis of the excess amount must be de-

(b) Exchange gain or loss on remittances
in excess of current profits would be recog-
nized in 8 manner thet is analogous to the
T

termined in order to 1

treat. of cash distributions from a

gein or loss. Present lew i8 unclear regard-
ing the allocation of remittances between
pmvioualg—laxed esrnings and contnbu-
tions to branch capital, and whether cap-
ital is fully d before any

gain or loes is recognized.

(c) For foreign taxes paid on income de-
rived directly (e.g., through e branch), tax-
payers generally te the taxes al the
exchange rate on the date paid Adjust-
ments to a foreign tax are translated at
the exchange rate in effect on the date of
adjustment. =

(d) A tax credit is allowed to U.S. corpo-
rations for foreign taxes deemed paid with
respect to dividends received from a for-
eign subsidiary, and with respect to
deemed distributions of Subpart F income
The amount of the indirect credit is deter-
mined under a formule that takes into ac-
count the foreign taxes paid by the subeidi-

, the amount of the dividend, and the
idiary’s earnings and profite (“E&P"').

For this purpose, foreign taxes and the
amount of the dividend are generally
transiated at the exchange rate on the
date of receipt, under case law. Foreign
taxes deemed paid with respect to Subpart
F income are translated at an average rate
for the period in which the income was
earned by the foreign subsidiary In the
case of an actual f’:tribul.ion, E&P are
translated et the exchange rate in effect on
the date of distributivn In the case of &
Subpart F dividend, E&P are translated at
an average exchange rate for the year, ad-
justed to reflect unrealized exchange rate
gains and losses.

rtnership. A taxpayer’s dollar basis in e
Foareign branch would be recovered before
exchange geins or loases on remittances
would be recognized.

(c) A redetermined foreign tax would be
translated el the exchange rate in effect on
the payment date.

(d) The indirect foreign tax credit would
be computed by using a common exchange
rate (the rate on the date of distribution,
or the average exchange rate for the year
in the case of a deemed distribution) for
the distribution or deemed distributioo,
earnings and profits, and foreign taxes.

(b) Exchange gain or loss would be recog-
nized on remittances, determined by as-
suming that remittances are made on a
pro rata basis out of prior yeare’ earnings,
and would be trea as peparate basket
foreign-source income Rules would be pro-
vided to preclude & deduction for branch
losses in excees of a taxpayer's U.S. dollar
investment in the foreign branch.

(©) A refund would be translated at the
exchange rate in effect when the tax was
originally paid. Other adjustments would
be translated at the rate in effect on the
date of the adjustment

(d) Foreign taxes would be translated at
the rate in affect on the date actually g‘aid
or accrued by the subsidiary rether than
the current rate. Excl e gain or loss
with respect to the earnings distributed

on the historic rate for the year
earned) would be treated as separate
basket foreig; income. Adj
would be subject to the same rules that
apply for {)urpo-e- of the direct credit (see
2.c., abova).

(b) Same as House bill, except elchang:
gain or loes on remittances would not
treated as separate basket foreign-source
income or allocated to such income. Instead,
except as provided in regulations, it would
be treated as U.S source.

(c) Same as House bill, except a tax and &
refund of that tax would be translated at
the weighted average exchange rate appli-
cable to earnings for the year in which the
tax was originally paid or eccrued.

(d) Same as President's proposal.

3. Effective date

Effective date.—Generally, for taxable
years beginning after January 1, 1986. For
transactions, the proposals would be affec-
tive for financial aseets acquired or liabil-
ities incurred after January 1, 1986.

Effective date.—Taxable years beginning
after 1985.

Effective date —Generally for taxable
years beginning after 1986.
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X1. INSURANCE PRODUCTS AND COMPANIES

Item

Present Law

President’s Proposal

Iouse Bill

Chalrman’s Proposal

A. Inrurance Products
i. Life insurance products

a. Inaide buildup

b. Policyholder loans ond
partial withdrawals

. Excluslon for interesi om
instaltment payments of
life insurance proceeds

(a) The cash value of a life insurance
policy earns interest (“inside buildup’)
that is credited to the account of the pol-
icyholder end i»s not taxed as current
income to the policyholder. This income is
never taxed if the proceeds of the policy
(including income credited to the policy)
are paid to the policy’s beneficiary after
the death of the insu

Taxation of the inside buildup is only de-
ferred to the extent that a policy is not
cashed in (or surrendered) in exchange for
its cash surrender value.

(b) Life insurance policies often permit
the policyholder to borrow up to the cash
surrender value of the policy. Until repaid,
the policyholder loan reduces the proceeds
payable to the policyholder in the event of
a surrender of the policy or to the benefici-
aries in the event of the death of the pol-
icyholder

Under present law, policyholder loans
generally are trea as loans and not as
withdrawsla from the policy. Interest paid
on policyholder loans generally is deducti-
ble by the ‘rolicyholder even though the
policy’s inside buildup has not been includ-
ed in taxable income.

No deduction is allowed for amounts
paid or accrued on indebtedness incurred
or continued to purchase or carry a single
premium life insurance contract.

(c) A beneficiary of a life i

policy may receive instaliment payments
of the proceeds of the policy. Amounts in
the nature of interest (up to $1,000 annual-
ly) on the unpaid proceeds of the policy
paid to the surviving spouse of the insured
are not included in the spouse’s income

{2) A life insurance policyholder would
annually include in income any increase in
the excess of the policy's cash surrender
value over the investment in the contract
during the taxable year.

Policyholders with variable life insur-
ance policies would be taxed on a propor-
tionate share of realized gains and other
income earned on assets of the separate ac-
count underlying the variable policy.

Effective date.—The proposal would be
effective after December 31, 1985, for
inside buildup credited to policies issued on
or after the date of committee action. For
policies issued before the date of committee
action, inside buildup would continue to be
exempt from tax to the extent the death
benefit is not increased above the sum of
the death benefit on the date of committee
action and any additional death benefit re-
quired for the policy to continue to qualify
as a life insurance contract for purposes of
Federal tax law.

(b) The President’s proposal did not rec-
ommend any specific changes relating to
the tax treatment of policyholder loans.
llowever, the President’s would
generally limit the deduction for nonbusi-
ness interest to the sum of net investment
income, interest on debt secured by the
taxpayer's principal residence (up to its
value), and $5,000.

Effective date. —The nonbusiness interest
limitation generally would be effective
(subject to two phase-in rules) for interest
g:p:ggz paid or incurred after December

(c) None.

(a) Retain present law.

(b) Restates present-law rule that no
amount paid or accrued on indebtedness
incurred or continued to purchase or carry
a single premium life insurance contract is
dedm:tibre.

{c) Repeals the $1,000 annual exclusion
for the amounts in the nature of interest
received by the surviving spouse of an in-
sured

Effective date.—The provision genernlly
in effective after December 31, 1985.

(a) Retain present law

(b) Retain present law.

(c) Same as House bill

Effective date.—The provision genersll
would be effective after December 31, 198!
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Present Law

President’s Proposal

2 Uther policyhulder issues

a. Deduction for policyhotder
losses

b. Structured settiements

(a) A taxpayer generally may deduct a
loes sustained during the taxable year and
nut compensated for by insurance or other-
wise If a casualty or other event occurs
which results in a claim for reimbursement
with respect to which there is a reasonable
prospect of recovery (such as an insurance
claim), then the loss may not be deducted
until it can be ascertained with reasonable
certainty that the reimbursement will not
be received.

The casualty losa deduction is allowable
only to the extent that the losses exceed 10
percent of the taxpayer's adjusted grose
income (AG1). Some recent cases have held
that the deduction is allowable when an in-
dividual has insurance coverage on nonbu-
s;nem property, but elects not to file a
claim

(b) Present law excludes from income the
of any di ived on ac-
count of personal injuries or sickness,
whather by suit or agreement and whether
as a lump sum or as periodic payments
The person leble to pay the damages may
assign to a third party (a structured settle-
ment company) the obligation to pay the
periodic payments. The portion of the
amount received by that third party for
agreeing to the assignment that 18 used to
purchase assets to fund the liability is not
included in the third party’'s income.

The overall effect of these rules is that
no taxpayer is subject to tax on the invest-
ment income earned on assets used to fund
the renndic payment of damages for per-
sonal injuries.

ta) Under the President’s proposal, tax-
payers suffering lusses covered by insur-
ance would be permitted to elect to claim a
deduction with respect to those losses with-
out regard to the prospect of recovery from
the insurance company. Insurance pro-
ceeds would be taxable income when re-
ceived to the extent of any portion of the
loss that was previously deductible
Present law would continue to apply to
nonelecting taxpayers

Effective date.—The proposal would be
effective for all losses incurred in taxable
years beginning after December 31, 1985,
that are insured under policies issued after
December 31, 1985,

(2) Under the President's proposal, third-
party assignees of liabilities to meke peri-
odic personal injury damage payments
would include the full amount of consider-
ation received from the assignor in gross
income. An assignee purchasing an annu:
ity contract to fund its liabilities to an in-
jured party would be treated as the owner
of the annuity and would be taxed on the
income component of all amounts paid to it
under the terms of the annuity contract.
The assignee would be given an election
concerni the tax treatment (ie, the
timing uf ita deduction).

Effective date.—The proposal would be
effective for all assignments entered into
afler December 31, 1985

House Bill

Chairman’s Proposal

(a) Retoins present law, but the casualty
loss deduction is denied to the extent that
an individual has insurance coverage on
nonbusinesa property and elects not to file
a claim.

Effective date.—The provision is effective
:I;olr ‘l;;iaﬁble years beginning after December

(b) Retains present law, but limits the
exclusion for structured settlement agree-
ments to cases involving physical injury or
sickness.

E/{eﬂwe date.—Same as President’s pro-
posal.

(a) Retain present law

(b) Same as President’s proposal

Effective date.—The provision would be
effective for all assignments entered into
after December 31, 1986.




X1. INSURANCE PRODUCTS AND COMPANIES—(Cantinued)

[

item

Present Law

Presldent’s Praposal

Housre Bill

Cheirman’s Praposal l

B3, Life Insuranre Compenles

1. Reserves

Life insurance companies generally are
allowed a deduction for any net increase in
reserves in a calendar year. The deduction
for an increase in reserves takes into ac-
count increases due to both premiums and
interest credited to the reserves The net
increase for net decrease) in reserves is
computed by comparing the closing bal-
ance to the opening balance for reserves in
the same year.

For purposes of determining life insur-
ence company taxable income, life insur-
ance reserves for any contract are the
greater of the net surrender value of the
contract or the reserves determined under
Federally prescribed rules.

Under the President’s proposal, the re-
serve held for any life insurance contract
would be limited generally to the net cash
surrender value of the contract. Thus, a
life insurance company would be allowed
annually to add to its reserves, policy b‘:
policy, only the amount that the net casl
surrender value increases.

in eddition, the proposal would treat the
reserves of life insurance companies (not
included in life insurance reserves) in the
same manner as the reserves of property
and casualty companies. The QRA method
(see the description in C.1., below) would
epply for purposes of calculating a life in-
?urnnce company's deduction for unpaid
oo

Effective date —The proposal would be
effective with respect to policies sold or
losses incurred with to policies
issued after December 31, 1985.

Retains present law

Retain present law, but see the proposal
relating to the treatment of unpaid loss
reserves of life insurance companies attrib-
utable to accident and health business (item
X1Clc., below).

2. Speclal deductions

a. Small company dedaction

b.

Speciol life insarance
company deduciion

A life insurance company is taxed et cor-
porate rates on its life insurance company
taxable income (LICTI). A special life in-
surance company deduction and a small
life insurance company deduction have the
illl'at_lof reducing the tax rates imposed on

(a) The small life insurance company de-
duction is 60 percent of tentative LIC'{I up
to $3 million, and it is reduced by 15 per-
cent of tentative LICTI that exceeds $3
million. The maximum deduction allowed
in $1.8 million, and it phases out so that it
becomes zero at $15 million of tentative
LICTI. Only life insurance companies with
gross assets of less than $500 million are
allowed to take this deduction.

(b) A life insurance company is elso al-
lowed a !r«:ial life insurance company de-
duction of 20 percent of its tentative LICTI
(in excess of the small company deduction)
for any taxable year. General corporete
tax rates apply to LICTI after reduction by
the deductions.

(a) Repeal the small company deduction.

(b) Repeal the special deductlon

Effective date. —The pro would be
effective for taxeble years inning after
December 31, 1985

(a) Retains present lew

(b) Same as President’s propoeal.

Effective date—Same as the President’s
proposal

(a) Retain present law.

(b) Same as President's proposal.

Effective date.—The provision would be
effective for taxable years beginning after
December 31, 1986




Item

Present Law

President’s Proposal

House Bill

Chairman’s Proposal ‘—l

3. Tax-exempt organizations en-
gaged in Insurance activities

For certain tax-exempt organizations,
the provision of insurance benefits to mem-
bers or to the general public forms the
basis for the organization’s exemption from
Federal income tax

(a) A charitable organization directly an-
gaged in providing insurance generally
would be considered to be conducting a com-
mercial activity which benefits a private,
rather than public, interest and which
would andanger the organization’s tax ex-
emption Past IRS policy has permitted cer-
tain  organizations, whose principal
activities are providing life insurance,
health insurance, and annuities to be treat-
ed as tax exempt.

(b) An organization is entitled to tax ex-
emption if it 18 operated exclusively for the
promotion of social welfare. Some health
1nsurance providers have been treated as
tax-exempt social welfare organizations.

{c) A fraternal beneficiary society, order,
or association that is operating under the
lodge systam, and providing rgr the pay-
ment of life, sick, accident, or other benefits
to the members of such socie.y, order, or

iation or their dependents is entitled to
tax exemption.

(a) No provision

(b) No provision

(c) No provision.

(a) Under the bill, a charitable or social
welfare organization is not entitled to tax-
exempt status unless no substantial part of
its activities consists of providing commer-
cial-l)‘?-: insurance Commercial-type insur-
ance does not include (1) insurance provid
ed at less than cost to a class of charitable
recipients, (2) health insurance provided by
a health maintenance organization that is
inci ial to the or ization’s principal
activity of providing health care, and (3)
Fmperty and casualty insurance (such as
ire insurance) provided by a church or
convention of churches solely for such
church or convention

(b) Same as the rules for charitable orga-
nizations, except that the bill authorizes
Treasury regulations with ressect to tha
activities of Blua Cross and Blue Shield
relating to high-risk individuals and small
groups.

(c) The bill requires a study of fraternal
beneficiary societies by the Treasury De-
partment to be reported to the Congress by
January |, 1988.

Effective dates.—The provision generally
is effective for gean! beginning after De-
cember 31, 1985. A epecial rule provides
that the provision does not apply with re-
spect to the pension business of {dulual of
America. A delayed effective date is pro-
vided for the pension business of TIKA—
CREF 8o that the provision does not apply
to that portion of its business until Janu-
ary 1, 1988

(a) Retain present law

(b) Retain present law

(c) Retain present law
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XL INSURANCE PRODUCTS AND COMPANIES—(Continued)

[ Hem

Present Law

Prealdent’s Prnponal

lnure Nill

thalrman’s I'roposal

L. Operationn losn deduction nf
incolvent companlies

The Life Insurance Company Tax Act of
1984 repealed the deduction For additions
to a policyholders surplus account (PSA),
which was originally adopted to provide a
cushion of assets to protect the interests of
the policyholders. However, a stock life in-
surance company is required to include in
income any amount deemed to be distribut-
ed from an existing PSA

No provision.

A life insurance company is permitted to
apply ita carrent loss from operalions and
ita unused loss carryovers to offset taxable
income from amnunts deemed distributed
from its PSA if (1) the company was insol-
vent on November 15, 1985, (2) the comps-
ny in liguidated pursuant to a court order
in a title 11 or similar case, and (3) as a
result of the liquidation, the company’a tax
linhility would“)e increased due to distribu-
tiona from the PSA

Effective date.—The provision applies to
tiquidations on or after November 15, 985

Same as House hill

Effective date.—Same as House bill
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Item

Prenent Law

Presldent’s Proposal

House Bill

Chairman's Proposal

r

(. Property and Casualty Insurance
Companies
1. Reserve deductlons

a. Treatment of acquisition
expenses

b Treatment of tax-exempt
income

c. Treatment of loss reserves

(a) A property and casualty ineurance
y may g lly deduct pi
acquisition expenses incurred, even though
taxation of the associated premium income
may be deferred, by means of the unearned
premium reserve deduction, to the period to
which the premium income relates.

(b) No special treatment applies to the
tax-exempt income of a property and casu-
alty insurance company

(c) A property and casualty insurance
company may deduct from its gross income
the r::u incurred during the year. Losees
incurred include unpald losses and losses
that have been incurred but not reported
(“IBNR" losses), which represents the full
amount of actual and estimated insurance
loases it ex| o pay. The deduction is
allowed in year the losses are incurred
or estimated o have been incurred, rather
than the year in which they are paid or
have accrued under generally applicable
principles of tax sccounting

This loss reserve deduction rule does not
take account of the difference between the
time the reserve for loeses incurred is es-
tablished (i e, the year in which the event
covered by insurance occurs) and the time
when the items are released from the re-
serve (ie, the year in which claims are
satisfied or otherwise extinguished).

(a) Unearned ngmium reserves would be
:})ject to the QRA proposal (described in (¢}
ow).

(b) No special rule applies to tax-exempt
income other than the effect on tax-exem,
income of the QRA proposal (see (c) below).

(c) A property and casualty insurance
company's deduction for unearned premi-
ums, and for unpaid loases with respect to a
line of business, during a taxable year
would be limited to the amount it credits to
® qualified reserve account ("QRA™).

If the total smount credited to a QRA
exceeds the statutory reserves for the line
of business for which the QRA is eetab-
lished in any year, the excess must be cur-

rently included in the company’s income.
The President's propﬂnnl is equivalent to

ing reserve to reflect
the time value of money This is accom-
plished by increasing each QRA reserve
annually by a percentage ual to the
after-tax rate of return earned by the com-

y on its investments during that year.
mnujdilionnl reserve deduction would be
allowed for this annual increase in the re-
serve accounts.

(a} Includes in income of a pmrerty and
casualty company 20 percent of the un-
earned premium reserve, phased in et the
rate of 4 percent per year over b years, and
20 percent of the increase (if any) in the
reserve.

Effective date —The provision is effective
:f’olr uuagble years beginning after December
, 1985.

(b) Reduces deductions for loss reserves by
10 perceat (15 percent for taxable years
beginning after mber 31, 1987) of the
sum of (i) tax-exempt interest income and
(ii) the deductible portion of dividends re-
ceived Provides an exception for interest
and dividends received or accrued on invest-
ments acquired before November 15, 1985.

Effective date.—The provision 18 effective
:l;olr tl.;agble years beginning after December

(c) Requires that the taxable income of a
property and casualty company must bear a
relationship to the company's net gain from
operstions. This rule provides that regular
taxable income of & property and casualty
insurance company is not less than 20/36 of
ita adjusted net gain from operations, and
its regulac taxable loss is not more than
20/86 of ita adjusted net loss from oper-
ations, ee set forth in its annual statement.
Tax-exempt income and the deductible por-
tion of certain dividends received attributa-
ble to investments made before November
15, 1985, are excluded from edjusted net
gain or loss from operetions.

(8) Include annually in income of a prop-
erty and casualty company 20 percent of
the increase (if any) in the unearned pre-
mium reserve.

Also include in income, ratably over 10
years, 20 percent of the company's un-

premium reserve at the beginning
of the year in which the provision is first
effective.

For this purpose, the unearned premium
reserve does not include life insurance re-
esrvee.

"E”nlivre date. —;l'he provision would be
effective for taxable years beginning after
December 31, 1986. e

(b) Retain present law

(c) Adopt a pretax discounting rule for
loss and loss adjustment expense reserves
Reserves for each line of business, includ-
ing unpaid loss reserves of all insurance

i ettrib ble to d and
health b would be di d ot &
rate initially set at 5 percent and adjusted
over 3 years to conform to an eppropriete
rate. A fixed discount period would be deter-
mined for each line oﬁuﬂinm, but a com-
pany would be permitted to elect to discount
over a period based on its own experience
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X1. INSURANCE PRODUCTS AND COMPANIES—(Continued)

Item

Present Law

Preaident’s Proposel

1nuse Bili

Chairman’s Proposai

Loan reserve deductlons of
property end casualty Insur-
ance companies (cont.)
c. Treatment of loss re-
serves.—{(cont.)

d Study of loas reserves

A company would be allowed a deduction
each year for the full amount paid to satis-
fy claims, but would be required to include
in taxabla income an equivalent amount
released from the appropriate QRA. Thus,
if the reserve wes insufficient to cover ail
claims, the excess claims would produce a
net deduction when paid.

Effective date—The proposal would be
effective for all losses incurred in taxabie
years beginn after December 31, 1985,
thet are insu: under policies issued after
December 31, 1985.

(d) No provision.

Effective date.—The provision is effective
!;T r;.;_s,ble years beginning after December

(d) Requires the Secretary of the Treasury
(in consultation with the Joint Committee
on Taxation) to submit to the Congress a
study of the treatment of loss reserves. This
study is due not later than January 1, 1987.

This study is due not later than January 1,
1987

Effective date.—The provision would be
effective with mrad. to changes in loss
reserves for taxable yeare beginning after
December 31, 1986, thereby implementing
the rules on a fresh start basis.

(d) No provision

2.

Limiting policyhaider divl-
dend deduction for mutual
cnmpanies

Under present lew, property and casual-
ty insurance companies (whether stock or
mutual) ere generally permitted to deduct
dividends and similar distributions paid or

The President’a 1 would
the deductlon for

ire
policyholder dividends of
mutual and | i

Requires the Secretary of the Treasury
to submit to the a study of the

r ueedl_lnlu-manner-(mﬂuwthe

declared to policyholders in tueir
as such. Stock companies may not, howev-
er, deduct dividends paid to shareholders.

This distinction tween policyholder
and shareholder dividends also exists in
the case of life insurance companies, but
deductible policyholder dividends paid by
mutual life insurence companies are re-
duced by en amount intended to reflect the
portion of the distribution allocable to the
comﬂnnieu' earnings and profits (as distin-
guished from the proportion that is a pol-
icyholder rebate).

T pp to mutual life insur-
ence eol:a]pnnieq. The states that
additionaf study is n: to determine the
size of the competitive advantage that the
current treatment of |po|ityholder divi-
dends provides to mutual property and cas-
ualty comq.niel and to eet the appropriate
deduction limitation.

"Effedil}e dale.:l'l'he proj \l wouldnge
effective for taxable years inning after
December 31, 1985.

t of policyholder dividends by mu-
tual property and casualty insurance com-
panies and whether any changes in such
treatment would be ugproprinu This study
is due not leter than January 1, 1987

Retain present law
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X1 INSURANCE PRODUCTS AND COMPANIES—(Continued)

—

Item

Present Lew

Presldent’s Proposal

liouse Bill

Chairman's Proposal

|

3. Protection agsinst loss ac-
count for mutual companies

Mutual property and casuelty insurance
companies are permitted deductions for
contributions (which ere merely bookkeep-
ing entries) to a protection against loss
(“PAL") account. The amount of the deduc-
tion is equal to the sum of one percent of
the underwriting losses for the year, plus
26 percent statutory underwriting

in windstorm and other

The President’s proposal would repeal
the deduction for contributions to & PAL
account. Amounts currently held in the ac-
count would be included in income no leter
than ratably over e 6-year period.

Effective date.—The pro would be
effective for taxable years inning afler
De ber 31, 1985.

income, plus certain
losses. The account is established for e 5-
year period and, in effect, givee e b-year
deferral of a portion of mutual company
underwriting income.

Same as President’s proposal

Egmlwt date.—Same as President’s pro-

Same as President’s proposal.

Effective date.—The pro
effective for taxable years
December 31, 1986.

| would be
inning after

4.

Special exemptions,

and dedurtlons
mutual rompanies

of

rates,
small

Under present law, mutual progerty and
! ies are cl d into
three categories depending upon the
amounts of their gross receipts.
Mutual companies with certain gross re-
ceipts not in excess of $150,000 are tax-

exa:xmpt «

nies whose gross recei exceed
$160, but do not exceed 358:)‘,000 are
“small mutuals” and may be taxed solely
on investment income.

Small mutuals which are subject to tax
because their groes receipts exceed
$1560,000 may claim the benefit of a special
rule which phases in the regular tax on in-
vestment income es gross receipts increase
from $150,000 to $250,000. Companies
whose gross receipts exceed $500, are
ordinary mutuals taxed on both invest-
ment and underwriting income.

Like stock iee, ordinary
generally are lubfect to the reguler corpo-
rate income tax rates. Mutuals whose tax-
able income does not exceed $12,000 are not
subject to tax on the first $6,000 of taxable
income, and a tax of 30 percent is imposed
on the next $6,000 of taxable income. For
small mutual companies which are taxable
on investment income, no tax is imposed on
the first $3,000 of taxable investment in-
come, and a tax of 30 percent is imposed on
taxable investment income between $3,000
and $6,000.

Mutual companies that receive a gross
amount from premiums and certain invest-
ment income of less than $1,100,000 are al-
lowed a special deduction against their un-
derwriting income (if it is subject to tax).
The maximum amount of the deduction 18
$6,000, and the deduction phases out as the

088 amount increases from $500,000 to

1,100,000.

The special tax exemptions, rete reduc-
tions, and deductions of small mutual prop-
erty and 1 i
would be repealed.

Effective date.—The proposal would be
phased in over e 6-year periocd starting
with the first taxable year ioning after
December 31, 1985.

Provides that property and casuelty in-
surance companies (stock or mutual) with
net written premiums (or direct written pre-
miums, if greater) of lees than $500,000 ere
exempt from tax, and companies with such
grsmlum. equal to or ter than $500,000,

ut less than $2 million, may elect to be
taxed only on investment income.

Effective date.—The provision is effective
.I;olr :‘uagble years beginning after December
31, 1985.

Provide that property and casualty com-
panies (stock or mutual) with net written
premiums (or direct written premiums, if
fmmr) of less than $350,000 are exempt
rom tax, and companies with such premi-
ums equal to or ter than $350, but
less than $1 2 million mey elect to be taxed
only on investment income.

Effective date.—The provision would be
effective for taxable years beginning after
December 31, 1986
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XII. INTEREST EXPENSE

[

Hem

Present Law

Presldent’s Proposal

House Rill

Chairman’e Proposal

A Nonhuginess Interest Limits
1 General limitatlon

The deduction for investment interest of
noncorporate taxpayers is limited to the
sum of $10,000, plus net investment
income, plus certain deductible expendi-
tures in excess of rental income from net
lease property.

Interest deductions not allowed due to
this limitation carry over to future years.

The deduction for all nonbusiness inter-
est of noncorporate taxpayers would be
limited to the sum of: interest on debt se-
cured by the taxpayer's principal resid
to the extent of its value, plus $5,000, plus
net investment income, plus certain de-
ductible expenditures in excess of rental
income from net lease property.

Provides that the deduction for nonbusi-
neas interest (in excess of net investment
income plus certain deductible expendi-
tures in excess of rental income from net
lease property) is limited to the sum of (i}
interest on debt mecured by the taxpayer's
principal residence and a second residence
and (i) $10,000 ($20,000 for joint returns).
Residences include housing cooperatives,
residential lots end up to 6 weeks of time-
sharing of residential property.

The deduction for consumer interest (ie.,
nonbusiness interest other than invest-
ment interest) is limited to $1,000 (32,000
for joint returns). The deduction for invest-
ment interest (in excess of net investment
income plus certain deductible expenditures
in excess of rental income from net lease
proﬂertyl is limited to the excess remaining
to the taxpayer for the year of the $1,000 (or
$2,000) limit epplicable to consumer inter-
est. Interest on debt secured by the taxpay-
er's principal residence and e second
vesidence ia not subject to the limitations.
Residences include housing cooperatives

2. Interest subject to llmitation

Investment interest subject to the limita-
tion i8 interest on debt to purchase or
carry investment property. The treatment
of interest expense to acquire stock of S
corporations or interests in limited partner-
luhips is not entirely clear under present
aw,

Nonbusinees interest subject to the limi-
tation is broader than present-law invest-
ment interest, and would mean all interest
not incurred in e trade or businees, includ-
ing the taxpayer's share of interest of S
corporations in whose management he does
not actively participate, and the taxpayer’s
share of interest expense of limited part-
nerships in which he is a limited partner.

Same as the President’s proposal, exce)
that investment interest nrso includes the
taxpayer's share of interest expense of cer-
tain trusts and other entities in which he
is & limited entrepreneur, but does not in-
clude interest attributable to certain low
income housing

Same as the President’s proposal, exce,
that investment interest also includes the
taxpayer's share of interest expense of cer-
tain trusts and other entities in which he is
a limited entrepreneur.

3. Inveatment Income defined

Net investment income means invest-
ment income net of investment expense
Investment income means interest, divi-
dends, rents, royalties, short-term capital
gain from disposition of investment proper-
ty and depreciation recapture not from
conduct of a trade or business. Investment
expense means deductible investment ex-
penees (other than interest), except that
straight-line (not accelerated) depreciation
over useful life, and cost (not percentage)
depletion are used in calculating invest-
ment expenses.

Investment income is expanded to in-
clude the same income ltems as present
Iaw‘galus the taxpayer’s share of all income
of S corporstions in whose menagement
the taxpayer does not actively participate
and his share of all income of limited part.
nerships in which the tazpayer is & limited
partner. Investment expense would be de-
termined the same as under present law,
except that the Treasury report RCRS de-
Frecmtion schedule would substituted
or present-lew straight-line depreciation

Same as President’s proposal except that
investment income also includes the tax-
able portion of long-term capital gain and
the taxpayer's share of income of certain
trusts and other entities in which he is a
limited entrepreneur; and investment ex-
pense also includes the depreciation and
depletion the taxpayer actually utilized
rether than RCRS depreciation or cost de-
pletion, so that the net investment income
portion of the limitation reflects the tax-
payer’s actual net investment income sub-
Ject to tax.

Same as House bill

1. Net leanes

Property subject to a net lease is treated
as an investment, unless the trade or husi-
ness deductions exceed 15 percent of the
rental income.

Retain present law

Provides thet, to the extent the taxpayer
performs personal services in lieu of incur-
ring deductible expenees with respect to
leased property in certain circumstances,
the value of such services mey be included
with the actual trade or bueiness deduc-
tions in determining whether such deduc-
tions exceed I5 percent of the rental
income.

Same as House bill.
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X1l INTEREST EXPENSE—(Continued)

[ Item

Present Law

Presideni’s Proposal

llouse Bili

Chalrman's Proposal

5. Rental property

Interest on rental property used for both
business and personal purposes (e g, a va-

A portion of interest on business rental
Eroperty used by (he taxpayer for both

cation home, in some is not
subject to the interest limitation Expenses
of such rental property are generally allo-
cated to businese use in the ratio of the
number of days the property is rented at a
fair rental to the number olyduyn the prop-
erty 18 used in the taxable year

and pe | purposes (eg., a va-
cation home in some circumstances) is
treated as business interest not subject to
the limitation, in the ratio of the number
of daye the property is rented at e fair
renla{w the number of days in the taxable
year.

Retains present law regarding allocation
of interest on rental property used for both
business and permnnrpurpusex. Interest ex-
pense, in excees of rental income, allocated
to rental use of a vacation home used by the
taxpayer for personal use more than 14 days
duru the year (or 10 percent of the time
ren if greater) is treated as nonbusiness
interest.

Same as House bill

6. Effective date

Subject to two phase-in rules, the limita-
tion would be effective for mleru} paid or

The provision is fhaned in over 10 years,
mhca le :t’o mab e years begmmnq af\er

The provision is rhased in over 5 years,
npphmble to mnh e years heglnnmg nﬂer
31, not d

incurred in taxable years b on or
after January I, 19 regan'{lm of when
the obligation was incurred. The first
phase-in rule is that the $10,000 limit
under present law would be reduced to
or taxable beginning on or
after Jenuary 1, IQSVB The second phase-in
rule is that interest not subject to the limi-
tation under present law, but which would
be subject to the expanded limitation,
would become subject to the limitation rat-
ebly (10 percent per year) over 10 years
commencing with taxable years beginning
in 1986 Thus, 100 percent of interest sub-
tzom the expanded limitation would have
me subject to it in taxable years com-
mencing in 1995.

under present Iaw but whlch is disallowed
under the new provision, becomes subject
to disallowance ratably (10 percent per
year) over 10 years commencing with tax-
able years beginning in 1986 Thus, 100
rement of interest subject to the expanded

mitation becomes subject to it in taxable
years commencing in or after 1995.

under preaent. In\v but whlch 8 disallowed
under the new provision, becomes subject
to disallowance ratably (20 percent per
year) over 5 years commencing with tax-
able years beginning in 1986. Thus, 100
rereem. of interest subject to the expanded

mitation becomes subject to it in taxable
years commencing in or after 1991

B. Deduction for Interest on Loans
To Make IRA Contributions

Under present law, no deduction is al-
lowed for interest on indebtedness incurred
or continued to purchase or carry obliga-
tions the interest on which is wholly
exempt from tax (sec 2652)). This provi-
sion does not apply to amounta borrowed
to make mdlvn‘f:lal retirement arrange-
ment (IRA) contnibutions because the in-
terest on an | i8 not wholly exempt
from tax Instead, the income on 1RA con-
tributions is not taxed until it is with-
drawn.

No provision.

No provision.

Deny a deduction for interest on indebt-
edness incurred or continued to make a de-
ductible IRA contribution.

Effective date.—Loans made after Decem-
ber 31, 1986.
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X111. MINTMUM TAX

Item

Presen( Law

President’s Prnposal

Houae Bill

¢ hairman’s Proposal

|

A Individual Minimum Tax

Same as present law

Same ar present law

1. Structure An alternative tax, applying to a broader Same as present law
income base and at a lower rate than the
regular tax, and payable to the extent in
excess of regular tax liabilities.
2. Rate 20 percent. Same as present law. 25 percent. 20 percent (same a8 present law)

3. Exemption amount

$40,000 for joint returns, $30,000 for sin-
gles, $20,000 !%or marrieds filing separately

The sum of the following:
(1) $15,000 for joint returns, $12,000
for heads of household, $10,000 for sin-
les, $7,600 for marrieds filing separate-

Y;
(3) the first $10,000 of preferences;

an:
(3) the taxpayer's personal exemp-
tions.

Same as present law

Same as present law, except that the ex-
emption amount would be reduced by 25
cents for each $§1 that minimum taxable
income exceeds $150,000

4. Tax preferences
a. Dividends excluded fram

b.

¢

gross income (up to $100
per person, $200 for joini
refurns)

Acceleraled depreciation
on reol property

Acceleroted depreciation
on personol property

(a) Treated as a preference.

. (b) Excess over straight-line depreciation
is a preference.

(c) Solely for leased personal property,
excess over straight-line depreciation is a
preference.

(a) Repealed for regular tax purposes.

(b) Same as present law for real property
placed in service before 1986. For real
meeﬂy placed in service beginning in

986, excess over Treasury I depreciation is
a preference.

(c) Same as present law for property
placed in service before 1986. For leased
personal perty placed in service begin-
ning in 1986, excess over Treasury | depre-
ciation is a preference.

(a) Same as President’s proposal

(b) For property placed in service after
1985, treat as a preference the excess of
incentive depreciation over nonincentive
depreciation Same as present law for prop-
erty placed in service before 1986.

(c) For property placed in service after
1985, treat as & prel’z"rence the excens of in-
ventive depreciation over nonincentive de-
preciation. Same as present law for proper-
ty placed in service before 1986 (ie. for
leased property only, excess over straight-
line is a preference).

(a) Same as President’s proposal

(b) For property placed in service after
1986 (other than property grandfathered
under the bill's depreciation rules), treat as
a preference the excess of (i) ACRS, over
(i1) straight-line method using the tax-
exempt leasing lives Same as present law
for pre-1987 and grandfathered property

(c) For property placed in service after
1986 (other than property grandfathered
under the bill'a depreciation rules), treat as
a preference the excess of (i) ACRS, over
(ii) straight-line method using the tax-
exempt leasing lives. Same as present law
for pre-1987 and grandfathered property
tie, for leased property nnly, excess over
straight-line is a preference)
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Present Law

President’s Proposal

1louse Bill

Chalrman’s Proposal

i

Item
d. Expensing of intangible
drilling costs

e. 60-monik amortizatlon on
certified pollution controt
facllities

f. Expensing of mining ex-
ploration and development
costs

9. Expensing of circulation
expenditures (for Rewspa-
pers, magazines, etc.)

(d) Excess over 10-year amortization (or

cost depletion), o the extent in excess of

net oil and gas income, i8 a preference.

(e) Excess over depreciation otherwise
allowable is a preference.

() Excess over 10-year amortization is e
preference.

(g) Excess over 3-year amortization is a
preference.

(h) Excess over 10-year amortization is a

h Expensing of research and
experi ¢ pendi
tures

L Percentage depletion

J. Net capital gain deduction

k. Incentive stock options

L Tax-exempl interesi

m. Excludable income earned
obroad by U.S. citizens

pr

(i) Excese over adjusted basis of the de-
platable property is a preference.

(j) Treated as a preference.

(k) Excees of fair market value of stock
over exercise price is a preference.

(1) Not a preference

(m) Not a preference.

(d) B-percent of intangible drilling coets
treated as a prefer.nce.

(e) Same as present law for property
placed in service before 1986. The provision
1 repealed for regular tax purposes, effec-
tive in 1986

{0 Same as present law.
(@) Not a preference.
(h) Same as present law.

(i) Bame as present law for property
placed in service before 1986. For property
placed in service beginning in 1986, excesee
over cost depletion is a preference.

(j) Same as present law.

(k) Same as present low

(1) Not a preference. For regular tax pur-
poses, exer:crtion would be repealed for
newly issued securities other than govern-
mental obligations

(m) Not a preference.

(d) Retain present law, except treated as
a preference to the extent in excess of 65
percent of net oil and gas income.

(e) Same as President’s proposal.

(f) Same as present law.

(g) Same as present law.

(h) Same as present law

(i) Same as present law.

() Same as President's proposal except
thet a portion of gain is excluded so that
the minimum tax rete, like the regular tax
rate on capital gains, is 22 percent

In eddition, capital gain on certain
transfers of farmland by insolvent farmers
is excluded for years after 1984. “Farmers”
are defined using a groes receipts test. The
provision does not apply unless the taxpay-
er disy of 90 percent of his or her farm-
lend during the taxable year.

(k) Same as present law

(1) Treat as a preference interest on an
newly issued nonessential function bon
that continue to be exempt. Refundings of
pre-1986 bonds not a preference.

(m) Treat as a preference.

(d) Same as present lew.

(e) Same as President’s proposal.

(f) Same as present law
(@) Same as present law
(h) Same as present law.

(i) Same as present law.

'la(i) Same as present lew, except that cap-
i ain of certain insolvent farmers
would be excluded.

The exception for insolvent farmers
would (i) epply for years after 1981, ()
define “farmers” under a material partici-
pation teet, (iii) not require dispositions of
any specific percentage of the taxpeyer's
farmland, (iv) apply both to farmland and
to other real property used for farming
purposes (as defined in sec. 2032A(en5)),
and (v{) apply only to the extent of the tax-
peyer's insofvency.

(k) Same as present law
(D) Treat all lax-exemrl interest as a pref-
erence, phased-in ratably over 5 years

(m) Same as House bill.
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Item

Present Law

XINI. MINIMUM TAX—(Continued)

President’s Proposal

Houee Bill

Chairman’s Proposal j

n. Completed contract and
other methods of account
ing for long-term con
frocts

o. Inataliment method of ac-
counting

p. Nel Inss from passive in-
veatment activities

q. Net loss from passive
forming activities

(n) Not a preference

(o) Not a preference

(p! Not a preference

(q) Not a preference.

(n) Not a preference

(0) Not a preference.

(p) Not a preference.

(q) Not a preference.

(n) Treat as a preference, by requiring use
of percentage of completion method, for
minimum tax purposes, on poat-September
25, 1985 long-term contracts

(o] Not a preference.

(p) To the extent otherwise deductible
under minimum tax, treat as a preference
the exceas net loss with respect to trade or
business activities (including the produc-
tion of rental or royalty income) in which
the taxpayer did not materially participate
in or provide sub i 'err-
sonal services Exces net loss is defined as
net loms in excess of cash basis, which in-
cludes no more than $50,000 from all of the
taxpayer's tax shelter investments

() Treat as a preference excess ive
farm losses. Rule resembles the passive losa
rule, except that it applies only to fsarming,
applies separately to each farming ectivity,
and treats as a preference only lomes In
excess of twice cash basis (without limiting
cash basis from tax shelters).

(n} Same as House bill for poat-March 1,
1986, long term contracts

(o) Treat 8s a preference by not permit-
ting dealers to use the instaliment method
for minimum tax purposes on sales after
March 1, 1986 The preference would not
apply to sales by a manufacturer to a dealer
where the term of the dealer’s obligation is
dependent upon the time thet the property
is resold or is rented by the dealer, the
manufacturer has the right to repurchase
the property if the dealer does not rent the
property within a epecified period, and the
amount of the installment obligstions ex-
ceeds the manufacturer’s net worth.

(p) Same as House bill, except that (1)
the preference would apply to the entire
net loss without regard to cash basis, (2)
the preference would apply to personal
service corporations, (3) the preference
would be reduced by the amount, if any, of
the taxpayer's insolvency, and (4) for 1987,
the preference would be reduced by 50 per-
cent of the preference that related to pre-
March 1, 1986 investments.

() Same ar House bill, except that rules
(14) from item p, above, would apply.
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AL MINIMUM TAXA—{(Continued)

[ Item

Present Law

President’s Proposal

House Bill

Cheirman's Proposal

il

5. ltemixed deductions

Allowed only for casuaity and theft
losses, gambling losses to extent of gam-
bling gains, charitable deductions, medical
deductions (to the extent in excess of 10
percent of adj groes income), interest
espenses (restricted to housing interest
plus net investment income), and certain
estate tax

Allowed for all itemized deductions re-
tained under the Presideot's proposal,
except

(i) interest in excees of the sum of
housing interest and net investment
income; and

(ii) for charitable contributions of ap-
preciated property, the amount of un-
tazed appreciation allowed as & regu-
lar tax deduction

Retain present law, except follow Presi-
dent’s propusal with respect to charitable
contributions of eppreciated property, as
modified to provide that preference cannot
exceed the amount of the taxpayer's other
preferences

Same as present law, except that all in-
terest attnbutable to limi business in-
lerests (within the meaning of limitation
on the deductibility of nonbusiness inter-
est) would be treated as an itemized deduc-
tion The deduction for charitable contribu-
tions of appreciated property would not be
treated as a preference.

6. Regular tax elections

Taxpayers generally can elect to have
minimum tax rules for measuring a par-
ticular item apply for regular tax purposes

No election rules are stated.

Same as present law

Same as present law

7. Adjustments In other years
when taxpayer pays mlnimum
tax

No provision.

No provision.

Amount of minimum tax liability relat-
ing to deferral preferences allowed as &
mmfnrwud credit against regular tax li-

ity.

Same as House bill

8. Incentive credits

Not allowed against minimum tax. Cred-
its that do not benefit the taxpayer due to
minimum tax can be used as credit carry-
overs against regular tax.

Not allowed against minimum tax. No
carryover rules are stated.

Same as present law.

Same as present law

9. Foreign tax credit

Allowed against minimum tax (under
limita similar to those applying under reg
ular tax).

Rule is not stated.

Same as present law

Same as present law, except that foreign
tax credits could not offset more than %0%
of tentative tax liability.

10. Net operating losses tNOLs)

Allowed against minimum taxable
income. For years after 1982, minimum tax
NOlLs are reduced by the items of tax pref-

erence.

Rule is not stated.

Same as present law.

Same as present law

11. Effective date

Taxable years beginning after December
31, 1985.

Same as President’s proposal.

Taxable years beginning after December
31, 1986.
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1tem

Preaent Law

X1 MINIMUM TAX —(Continued)

" President’s Propoaal

House Bill

t hairman‘a Proposal ]

B. Corporate Minimum Tax

1. Structure An add-on tax, equalling a percentage of An alternative minimum tax, applying Same as President's proposal Same as President’s proposal.
certain preferences minus regular tax paid | to a base of lar taxable income plue
preferences, and payable to the extent in
excess of regular tax liability.
2. Rate 15 percent. 20 percent (same as for individuals). 25 percent. 20 percent (same as for individuals).

3. Exemption amount

The greater of $10,000 or the taxpayer’s
regular tax liability.

$15,000, plus the first $10,000 of prefer-
ence income,

$40,000 (same as for individuals filing
joint returns under present law).

Same as House bill, except that the ex-
emption amount would be reduced by 25
cents for each $1 that minimum taxable
income exceeds $150,000.

1. Tax preferences

a. Accelerated depreclation
on real property

b. Capital gain preference

60-monlk amortization of
certifled polinlion control
facilitien

[}

d. Bad debl rexerve deduc-
tion for financial Institu-
tions

e. Percentage depletion

f. Accelerated depreciation
on personal property

g. Expensing of mining ex-
ploration and developmen!
costs

* holding companies (PHCs). For P

(a) Excess over straight-line depreciation
is a preference.

(b) Benefit of lower rate on capital gains
ia a preference.

{c) Excess over depreciation otherwise al-
lowable is a preference.

(d) Excess of deduction over amount al-
lowable under the experience method is a
preference.

(e) Excess over adjusted basis of the prop-
erty is a preference.

(N Not a preference except for remnnl

1Cs, ap-
plying solely to leased personal property,
excess aver straight-line depreciation is a
preference.

(g) Solely for P1ICs, excess aver l(-year
amortizatinn is a preference.

(a) Sama as present law for property
placed in service before 1986; for E‘gmpeﬂ.y
placed in service beginning in 1986, excess
over Treasury | depreciation is a prefer-
ence.

(b) Capital gain fully included in mlni-
mum taxable income.

(¢) Same as present law for facilities
placed in service before 1986; tion
rule repealed for regular tax purposes
ginning in 1986

(d) Bad debt reserve deduction is re-
pealed for regular tax purposes.

(») Same as present law for property
placed in service before 1986; for ngp'ny
placed in nervu beginning in 1985, excess
over cost is a pi

{) Same as present law for property
placed in service before 1986. For leased
property placed in service by a PHC begin-
in 1986, axcees over Treasury I depre-
ciation is n erence. For corporations
nerall all personal property, the
esser of (l) excess over Treasury | depre-
cmtlon. and (ii) 25 percent of the corpora-
tion's net interest expense is a preference

(g) Treat as a preference for all corpora-
tions.

(a) For property placed in service after
1985, Lreat as a preference the excess of in-
centive depi ion over ive de-
preciation. Same as preaenl law for proper-
{y placed in service before 1986.

(b) Same as President’s proposal.

(c) Same as President’s proposal.

(d) Same as present law.

(e) Same as present law,

(N For all corporations and all personal
property placed in service after 1985, treat
as a preference the excems of incentive de-
g::muon over nonincentive deprocudon

e as present law for property placed in
service before 1986 (i.e, solely for leased
property placed in service ‘ a PHC,
excess over siraight-line is a preference).

(g) Same as President's proposal

(a) For property placed in service after
1986 (other than property grandfathered
under the bill's depreciation rules), treat as
a preference the excess of (i) ACRS, over
(ii) straight-line method using the tax-
exempt leasing lives. Same as present law
for pre-1987 and grandfathered property

(b) Same as President’s proposal

(¢) Same as President’s proposal.

(d) Same as present law.

(e) Same as present law.

(N For property placed in service after
1986 (other than property grandfathered
under the bill's depreciation rules), treat as
a preference the excess of (i) ACRS over (ii)
straight-line method uaing the tax-exempt
leasing lives. Same as present law for pre-
1987 and grandfathered property (ie,
solely for leased property pla in service
by a PHC, excess over straight-line is a
preference)

(g) Same as President’s proposal



X111. MINIMUM TAX—(Continued)

Item

Present Law

President’s Proposal

llouse Bill

Chalrman’s Propos

A. Expensing of Iniangible
drilling costs

L Expensing of circulation
expenditures (by newspa-
pers, magazines, ele.)

J. Expensing of research and
experimentation expendi-
tures

k. Tax-exempt interest

L Excludable foreign sales
corporation (FSC) income

m. Completed contract und
other methods of accomnl-
ing for long-term contracts

n. Charitable contributions
of oppreciated property

o. Installment method of ac-
counting

p. Capital construction funds
for shipping companies

¢. Business untaxed reported
profita

(h) Solely for PHCs, excess over 10-year
amortization (or cost depletion), to the
extent in excess of net oil and gas income,
is a preference.

(i) Solely for PHCs, excess over 3-year
amortization is a preference.

(j) Solely for PHCs, excess over 10-year
amortization is a preference.

(k) Not a preference.

(1) Not a preference.

(m) Not a preference.

(n) Not a preference

(0) Not a preferance

(p) Not a preference

(q! Differences between book and regular
tax treatment of items do not give rise to
minimum tax preferences

th) For all corporations, 8 percent of in-
tangible drilling costs is treated as a pref-
erence.

(i) Not a preference.

(j) Same as present law.

(k) Not a preference; for regular tax pur-
poses, only governmental obligations
remain axempt.

(1) Not a preference.

(m) Not a prefereace.

(n) Amouot of untaxed appreciation
claimed as a deduction is a preference.

(o) Not a prefarence.

(p) Repealed for regular tax purposes.

{q) Same as present law

(h) Treat as a preference for all cor
tions. Use present-law rule, but with 65
percent net income offset, to measure the
preference.

(i) Same as present law

() Not a preference for any corporation,

(k) Treat as a preference interest on any
newly issued nonessential function bonds
that continue to be axempt. Refundings of
pre-1986 bonds not a preference.

(1) Treat as a preference.

(m) Treat as a preference by requiring use
of percentage of completion method, for
minimum tax purposes, on post-September
25, 1986 long-term contracts.

(n) Same as President’s proposal, except
that amount of the preference cannot
exceed the amount of the taxpayer's other
preferences.

(o) Not a preference.

(p) Not a preference.

(q) Same as present law

(h) Same as present law, except that
preference apphies to all corporations.

(i) Same as present law

(j) Same as House bill.

(k) Treat all tax-exempt interest as a pref-
erence, phased-in ratably over 5 years

(1 Not a preference

(m) Same as House bill for post-March I,
1986, long-term contracts.

(n} Not a preference

(o) Treat as a preference, by not permit-
ting dealers to use the installment method
for minimum tax purposes on asles after
March 1, 1986 The preference would not
apply Lo sales by @ manufacturer to a dealer
where the term of the dealer's obligation is
dependent upon the time that the property
is resold or is rented by the dealer, the
manufacturer has the right to repurchase
the property if the dealer does not rent the
property within a specified period, and the
amount of the installment obligations ex-
ceeds the manufacturer’s net worth.

(p) Treat as a preference

(q) Treat as a preference 50 percent of the
excess of (i) the taxpayer's pre-tax book
income (e g., the income used in reports or
statements to shareholders/owners, or in
reports to creditors), over (ii) AMTI (deter-
mined without regard to this preference and
prior to reduction by NOLs). *he preference
will be computed by consolidating the book
income of those corporations which are con-
solidated for tax purposes
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XIII. MINIMUM TAX—{Continued)

Present Law

President’s Propasal

House Rill

1

Chairman’s P’ropossl

S

5. Regular tax elections

No provision.

No provision

Permit elections to apply minimum tax
rules for regular tax purposes

Same as House bill

6. Adjusiment In other years
when taxpayer pays minimum
lax

No provision

No provision.

Amount of minimum tax liability can be
allowed as a carryforward credit against
regular tax liability in other years

Amount of minimum tax liability relat-
ing to deferral preferences would be al-
lowed as a carry#c)prwnrd credit against reg-
ular tax liability

7. Incentive credits

Not allowed against minimum tax Cred-
its that do not benefit the taxpayer due to
minimum tax can be used as credit car-
ryovers against regular tax

Not allowed against minimum tax No
carryover rules are stated

Generally, apply present-law rule under
alternative minimum tax on individuals
(not allowed against minimum tax but can
be carried over). Corporations with NOLs
in 2 of the last 3 years hefore 1986 can use

re-1986 credits to offset 75 percent of min-
imum tax liability. :

Same as present law.

8. Forelgn tax credit

Allowed in calculating add-on tax.

Rule is not stated.

Apply present-law rule under alternative
mintmum tax on individuals (allowed sub-
ject to limits similar to those under regular
tax).

Same as House bill, except that foreign
tax credits could not offset more than 90%
of tentative tax liability

9. Net nperating losses {NOLa)

Allowed in calculating add-on tax

Rule is not stated

Allow against minimum taxable income
For years before I986, reduce minimum
tax NOLs by the items of tax preference
under present law For years after I985,
reduce minimum tax NOLs by all newly
enacted items of tax preference.

Same as House bill, adjusted for change
in effective date

10. Estimated tax paymenta

Corporations are nol required 1o make
estimated tax payments with respect to
minimum tax liability

No provision.

Require that estimated tax payments be
made with respect to minimum tax liabil
ity

Same as House bill.

11. Effective date

Taxable years beginning after December
31, 1986.

Same as President’s proposal.

Texable years beginning after December
31, 1986
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I

ltem

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

]

A.

of Tax-Favored

Snvln{l

1. Indlvidual retirement ar-
rangementa (IRAs)
a. Spousal IRA

Treatment

b Additional income tax on
early withdrawals

¢. Effective date

(a) An individual is permitted an addi-
tional deduction for contributions to en
IRA for the benefit of the individual's
spouse if—

(1) the spouse has no compensation
for the year,
(2) the spouse has not sttained age

Y%, and
(8) the couple files a joint income tax
return for the year
If these requirements are mat the annual
deduction limit is increased from $2,000 to
$2,250. The contribution may be divided as
the spouses choose, provided the aontnhu»
tion for neither spouse exceeds $2,000.
If both spouses have any eompannntmn.
includmﬁ&ompemuon lees than $250, the
spousal deduction is not allowed.

(b) Amounts withdrawn from an IRA
prior to age 59%, death, or dnuhlhty of thn
owner are ‘ub)ect to a 10-p

(a) For purposes of calculating the spous-
al IRA deduction limit, all mmpenuuon of
both could be ed if the

(a) Retains the present-law $2,250 limit
on spousal IRAs, but permits the total
ion of a couple filing a joint

couple filed a joint return Thus, deductible
IRA contributions of up to $2,000 per year
to each individual's IRA would be permit-
ted for a couple filing a joint return, pro-
vided their combined earned income was at
least $4,

(b) The additional income tax on IRA
wllhdrnwnla rior to age 59%, death, or
isability would be increased from 10 to 20

al income tax.

percent. The 10-percent tax would continue
u} apply to distributions made oo account

(0 uisition of the owner's first
principal residance,

(2) the pay of college
of a dependent, or

(3) unemployment during e period
following cessation of unemploy-
ment benefits.

(¢) Effective date.—Taxable years begin-
ning r December 31, 1985.

return to be taken into eccount in applying
the limit. Thus, a spouse with less than
$250 of compensatmn will not be precluded
from recelvmg spousal IRA contributions
See, also, th 1 relating to the co-
ordination of I.K ‘RA deduction limit with
elective deferrals under tax-favored retire-
ment arrangements, below.

(b) The additional income tax on IRA
withdrawals prior to afa 59%, death, or
disability is increased from 10 to I5 per-
cent. The tax is waived if the withdrawal is
one of a scheduled series of level ments
under an annuity for the life ofpaga IRA
owner (or the joint lives of the owner and
the owner's beueficiary).

(¢) Effective date.—Same as President’s
proj 5

(a) Same as House bill

(b) Same as House bill

)

Effective date —Taxable years begin-
ning

r December 31, 1986
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Item

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

c. Nendiscrimination
regquirements

(c) A special nondiscrimination test ap-
@ limit on elective deferrals under o
&)DA by the group of highly paid employ-
ees that is detsrmined by reference to the
rate of deferrals by other employees.

Highly compensated employees. —An em-
ployee 1s considered In(hy paid, for this
purpose, if the cmrlayae is more hnghly
paid than % of al employau eligible to
participate in the plan.

(c) No provision.

(c) Similar to Preuden!s pmpoanl of

(c) Same as House b:ll with respect to the
epecial n test.

May 1985 (before
the special discri tion lﬂtﬂ ppli
ble to ?uahfwd CODAs by redefining the
gmup of highly compensated employees and
y revising the special percentage tests.

Highly compensated employees.—Treats
an employee es highly compensated if, et
any time during the 2 pi ing years, the
employee was—

(1) e b-percent owner (determined
with attribution rules);
(2) earned more than $50,000 annu-
ally; or
(3) was in the top 10 percent of all
employees by roy excluding
(l) emp vho earned less

(u) empl ee- who earned less
i and were not among
the top b perceot by pay.

“Highly compensated employees” also
inclu employees who are b5-percent
owners during the current year, and em-
ployees in categories (2) or (3) during the
current {au and who are also in the top
100 emp oyees by pay during the current

Elective deferrals of family mambers of
(a) b-perceat owners, and
(b) the top 10 highly compensated em-
ployees by pay are ated with the
elective deferrals of such highly compen-
llted employees for purposes of applying
nondiscrimination tests.

A fumly member is defined as a spouse,
parent, lineal asceodant or descendant, and
8 spouse of a lineal ascendant or descend
ant.

Hghly p d employees. —S. as
present law.

The elective deferrals of family members
of —
(e) 6-percent owners, and
(b) the top 10 highly compensated
employees by pay
would be ted with the elective
deferrals of euch highly compensated
employees for purposes of applying the
IPC nondiscrimination tests
ily member would be defined as e
nt, lineal ascendant or descend
nnl an, pouses of @ lineal ascendant or
deoeendnnt

A
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X1V. PENSIONS AND DEFERRED COMPENSATION; EMPLOYEE BENEFITS: EMPLOYEE STOCK OWNERSHIP PLANS (ESOPS)—Cantinued

Ftem

Present Law

Presldent’s Praposs|

House Bl

Chairman's Proposal

c. Nondiscrimination
requirementa (cont.)

Nondiscrimination test. —A CODA meets
the apecial nondiscrimination test for a plan
year if—

(1) the everage deferral percentage
for the highly paid employees does not
exceed the nveraﬁe deferral percenu\ge
for the other eligible employees by
more than 150 percent, or

(2) The average deferral percentage
for the highly paid employees does not
exceed the avamfe deferral percentage
of the other eligible employees Aﬁy
more than

(a) 250 percent and

(b) the sverage of the other eli-
gible employees plus three percent-
age points.

Nondiscrimination test.—Alters the spe-
cial nondiscrimination test to provide that
the test is met for a year if the average de-
ferral percen for the highly compensat-
ed employees does not exceecj the greater
of

(1) 126 percent of the sverage defer-
ral percentage for all other eligible
employees, or

(2) the lesser of

(i) 200 percent of the average de-
ferral percentage for all other eli
gible employees; or

(ii) such average, plus 2 percent-
age points.

If the special nondiscrimination test is
not satisfied for any year, the bill provides
that the excess elective deferrals of highly
compensated employees are subject to a 10
percent excise tax unless distributed
within 2% months after the end of the
year of deferral. Violation of the special
nondiscrimination test will not cause the
disqualification of the plan if excess elec-
tive deferrals are distributed by the end of
the year following the year of deferral.

Effective date.—The provision applies for
m‘; le years beginning after December 31,
In the case of certain collectively bar-
gained plans, the provisions are not effec-
tive until years beginning on or after the
earlier of —
(11 the terminstion of the collective
bulga.ining agreement, or
(2) Januery 1, 1991
In the case of a CODA maintained by a
public employer thet is grandfathered
under the rules of the next subsection, the
new nondiscrimination rules do not appl
109%1”5“ beginning before November 25:

ondiscrimination test. —Same as House
bill.

Effective date —The provision would be
effective for taxable years beginning after
December 31, 1986.

In the case of certain collectively bar-
gained plans, the provisions are not effec-
tive until years beginning on or after the
earlier of —

(1) the termination of the collective
bargaining agreement, or
(2) January 1, 1991

In the case of a CODA that is main-
tained by a public employer and that was
in existence as of March 1, 1986, the provi-
sion is effective for gluna years beginning
after December 31, 1988
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Item

Present Law

President’s Proposal

House Bill

Cheirman’s Proposal

d Withdrawal and other re-
strictions

(d) A participant in e qualified CODA is
not permitted to withdraw elective defer-
rals (or earnings thereon) before age 59%,
death, disability, separetion from service,
retirement, or the occurrence of a hard-
ship.

It is unclear under present law whether
tax-exempt and public employers may ee-
teblish a CODA. In GCM 38283, the IRS
determined that a taz-exempt organization
could maintain a profiteharing p

The IRS subsequently issued determina-
tion letters op the qualified status of CODAs
maintained by tax-exempt and State and
local governments, but ceased iseuing deter-
mination letters during 1985.

(d) No provision.

(d) Imposee the following additional re-
strictions on CODAs:

(1) Limit hardship withdrewals to an
employee's elective deferrals;

(2) withdrawals on account of plan
terminetion would be permitted;

(3) An employer could not condition,
either directly or indirectly (other

through matching contributions),
contributions and benefits upon an em-
ployee's elective deferrals;

(Xl Employees could not be required
to comp&u more than one year of
service to be eligible to defer; and

(6) CODAs would not be available to
employees of tax exempt and public
employers.

Effective dates.—Generally effective for
Yl%g years beginning after December 31,
986.

In the case of certain collectively bar-
gained plans, the provisions are not effec-
tive until years beginning on or after the
earlier of

(1) the termination of the collective

b‘lamnmg agreement, or
(2) January 1, 1991,

State and local governments.—The provi-
sion under which State and local govern-

(d—Imposees the following edditional re-
strictions on CODAs:
(1) Same as House bill
(2) Same as House bill

(3) Same as House bill

(4) Same as House bill

(6) CODAs would be available to em-
ployees of taxexempt and public em-
ployers.

Effective dates.—Generally effective for
%%2 years beginning after December 31,

In the case of certain collectively bar-
gained plans, the provisions would not be
effective until years beginning on or after
the earlier of

(1) the termination of the collective
bargaining agreement, or
(2) January 1, 1991.

State ond local governments.—The provi-
sion clarifying that tax-exempt and public
employers may maintain CODAs is effec-

ments may not maintain a CODA doee not
a lyprn. dopted befors N ber 6,

, if the State and local governmeot
submitted e determination letter request to
the IRS by that date. With respect to those
State and local government plans grandfa-
thered under the preceding rule, the new
withdrawal restrictions do not aggly for
years beginning before November 22, 1987.

Qualified offset arrangements.—A transi-
tion rule is provided for the provision that
an employer cannot offset benefita under
defined benefit plan by an employee's elec-
tive deferrals. e transition rule deleys
the effective date of the provision until
Yhn years beginning on or after January

, 1991, in the uae?)fa “qualified offset er-
rangement.”

tive i diately. The withdrewal end other
miscellaneous restrictions are not effective
with respect to CODAs that are maintained
by public employers and that were in exist-
ence as of b&rch 1, 1986, until plan years
beginning after December 31, 19&

Qualified offset orrangements.—No pro-
vision.
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Item

T

Present Law

[’ President’s P’ropasal

ouse Rill

SHIP PLANS (ESOPS)\—Continued

Uhairman’s Propossl

1 Emplayer matching coniribu-

n« and employee contribu-

ne

a. Employer motching ond
employee contributions

fa) If an employer contribution under a
qualified plan s conditioned on an emgloy-
ee's contributi the 1 i

(a) Under the proposal, two special non-
discrimination tests would be applied to
I hi contributions under

contribution must be a uniform percentage
of compenaation (adjusted, in an in ated
plan, for certain social security benefits).

An employer mey elect to treat certain
| hi contributions to a

any qualified plan. An aggregation rule
would apply if employer matching contri-
butions are tied to elective deferrals under
a CODA

Qualifying employer matching contribu-
ﬁom.—&:ﬁfying emﬁloyer matching con-
tributi for any highly d em-

(8) Same as President's proposal, but with
the following modifications and also applied
to employee contributions

Qualifying employer matching ond em-
ployee qntnbulwu:’l‘he average qualify-

(X)BAJunder the special d
tests which permit higher contributions (as
a percentage of compensation) for the top
% of employees by compensation, but
which do not permil social security bene-
fits to be taken into account. Employer
matching contributions may be tested under
the apecial nondiscrimination test if the
contributions are fully vested and subject to
the withdrawal restrictions applicable to
CODAs.

pe

ing employ 0. contr e and

ployee fex as & per of pay)
oaldibe lmited[toTthe preates ol

1) 125 percent of the average match-

ing contributions {expi as & per-

ployee contri {expressed as a per-
centage of pay) for hiﬁhly compensated em-
ployeea ia limited to the greater of

(1) 125 percent ort‘{m average em-

centage of pay) for highl, pe

sated employees, or i
2) the lesser of
ti) ?Oglpereent of thequern,m for
ighly ploy

or
(ii) the average plus 2 percentage
points

The definition of highly compensated
emr)loyeea is the same as the definition for
CODAs.

Qualifying employer matching contribu-
tions are requims to be—

1) nonforfeitable when made,

2) ineligible for withdrawal prior to
the emrloyre's death, disability, sepa-
ration from service, or plan termina-
tion, and

(3) no greater than 100 perent of the
employee's mandatory contributions.

ployer h contr and em-
ployee contrihutions (expressed as a
percentage of pay) for nonhighly com-
pensated employees, or
(2) the lesser of
(i) 200 percent of the average for
hi I.I’ J )

pe

ees, or i
(ii) such average, plus 2 percent-
age points.

The definition of highly compensated
emf)loyees is the same as the definition for
CODAs

Qualifying e:sloyer matching contribu-
tions are required to be—

(1) nonforfeitable when made,

(2) ineligible for withdrawal prior to
the employee's death, disability, sepa-
ration from service, or plan termine-
tion, and

(3) no
the empl
tions.

qur than 100 percent of
loyees' mandetory contribu-

{a) Same as President's proposal, with
the following modifications A single spe-
cial nondiscrimination test would be ap-
plied to all types of employer matching
contributions and employee contributions
The proposal does not create separate cate-

gories of empl contrib

Employer matching ond employee contri-
butions.—Under this test, the average em-
ployer  matching  contributions and
employee contributions fexpressed as a per-
centage of pay) for highly compensated em-
ployees would be limited to the greater of

(1) 125 percent of the average em-
ployer matching contributions and em-
ployee contributions (ext:n’med as a
percentage of pa{) for the nonhighly
compensated employees or

(2) the lesser of

{1 200 Eerv:ent of the eve for
the nonhighly compensa em-
ployees, or

(i) such average plus 2 percent-
age points.

The definition of highly compensated
emg’loyees is the mame as the definition for
CODAs.
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lem Present Lew President’s Proposal House Bill Cheirman’s Propossl
a. Employer matching and Other employer match contrnibu- Other employer matching  contnbu- Other employer matching contributions —
employee contributions tions.—Under the propon:f employer | tions.—The everage of nungualifying em- | No provision.
(eont) metching conlnbuhono that ere not quali- | ployer metching contributions (expressed
fying cont; for | as e percentage of rnyl for highly compen-
any hlghly compenntea cmployee would | sated employees is ited to the greater of

b Exceas contributions

(M) If ! hing contrib
ducrumn-w m I’nvor of employau who are
officers, or highly p

od, the plan is disqualified.

be limited to the greater of —

(1) 110 percent of the average non-
qualifying contributions for the non-
highly compensated employees, or

(2) the lesser of

(i) 150 percent of the everage
nongyn;li.fyinx conln!iuliona' for
y P

(1) 110 percent of the average non-
qualifying employer matching contri-
butions (expressed as a percentage of
pay) for the nonhighly compensated
employees; or

(2) the lesser of

(|) 150 percent of the average for

or ees; or $es
(ii) the everage pormnugu plus (i) such everage, plus 1 percent-
one peroenl..ge poln age point.

If the
contributions are h::w Jecuve contnbu
tions under a qualified cash or deferred ar-
br-ngemen'. then this '::l would be ep| Ilod

)y aggregati non emplo
m&chma wntnbutmm and electiva de er-

(b) Under the President’s proposal —
(1} the employer would be denied o
deduction for any contributi on

(b) 1f lhe -pecul nonducnmlmlmn ua-u
and
isfied, the bill pm

behalf of highly compensated amploy—
©es in excess the amount permitted
under the matching contribution rules,

(2) those excess contributions would
be subject to a nondeductible 10-per-
ocent excise tax, and

(8) unless the excess contributions
(plus earnings thereon) were distribut-
ed by the end of the plan year follow-
ing the year for whmh the contribu-
tions were made, lan would be
retroactively duqunliﬂe(r

Effective date—The proposals would

opply generally to plan years beginning
r December 31, 1986.

For collectively bnrgmnad plans, the pro-
posals would apply to plan years beginning
after the termination of tha collective bar-
gining agreement.

(1) the excees contributions ere sub-
ject to & 10-percent excise tax unless
distributed within 2% months after
the end of the year in which the con-
tributions were made, and

(2) unless the excess contributions
are distributed no leter than the end
of the plan year following the year io
which the contributions were made,
tﬁ}:’phn will be retroactively disquali-

Effective dates —Generally effective for
Ysl:.g years beginning after December 31,

In the case of certain collectively bar-
gained plans, the provisions are not effec-
tive until years beginning on or after the
earlier of

(1) the termination of the collective
ing ummenl. or
Junnryl 199

In nddmon, with goct to eny plan
that is maintained by a te or local gov-
ernment and thet was in existence on No-
vember 6, 1935 the pmv::ms do not np%ltv

(b) Same as House bill

Effective dates —Generally effective for
rlana years beginning after December 31,

In the case of certain ocollectively bar-
gained plans, the provisions would not be
effective until years beginning on or after
the earlier of —

(1) the ter of the coll
ly bargaining agreement, or
(2) January 1, 1991

In the case of a plan that is msintained
by e Stete or local government and that
was in existence as of March 1, 1986, the
provisions would not epply until years be-

inning after b g A

until years b
1987.
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XIV. PENSIONS AND DEFERRED COMPENSATION; EMPLOYEE BENEFITS; EMPLOYEE STOCK OWNERSHIP PLANS (ESOPS)—Continued

Presenl Law

Prerident’s Proponal

Noure Bill

Cheirman’s Proposal

1. Unfunded deferred compensa-
tinn arrangements of State
gnd local governments and
lax-exempt employers

a. Fligible plan

b. Required distributions

(a) Under an eligible deferred compensa-
tion plan maintained by a State or local
government or rural electric cooperative,
an employee may elect annual eferrals
equal to the lesser of $7,500 or 33% per-
cent of compensation (net of the deferral).
A participant in an eligible plan who elects
to defer the receipt of current compensa-
tion will be taxed on the deferred amounts
(and income ettributable thereto) wheo
such amounts are paid or otherwise made
available.

If an unfunded State or local plan (other
than an eligible ‘ldlﬂﬂ plan) does not

qualify as en eligible plan, the deferral is
included in the employee's income
when there ie no longer a substantial risk

of forfeiture of such amount.

(b) Distributions under an eligible plan
are ired to commence no later than 60
days r the later of (1) the year in which
the amployee attaine normal retirement
age, or (2) the year in which the employee
separates from service. The total benefits
scheduled to be paid to the participant
must be more than 50 percent of the maxi-
mum amount that could have been paid to
the participant if no provision were made
for payments to the beneficiary.

(a) The poul wouldcrrowde thet the
rules relntmg to eligible deferred compen-
satioo plans would apply to unfunded de-
ferred plans for employees of
tax-exempt employers.

(bX1) Required distributions.—Under the
proposal, distributions would be required—
(i) to satisfy a payout schedule

under which beneﬁu projected to
paid over the lifetime of the pnrt.lm-
pant are at least 66% percent of the
u}rltnl benefits payubla with respect to

the paru

(i) in t&nm of benefits payable
mrn nodofmmthanone r, to
u substantially n CTeas-

n(‘m) after tho death of the employee,
to pmvlde for the wmmenmment of
b to the ry
within one year aﬁer the employee’s
death

(2) Constructive receipt.—Under the pro-
posal, benefits would not be treated as mcde
ilable merely b an
allowed to elect to receive a lump sum pa:
able within 60 days of the eledlon This ruL
epplies only if the emplo deferred
benem does not exceed 500 and the em-
ee is no longer entitled to elect deferrels
er the plan.

(3) Rollovers.—Certain tax-free rollovers
between eligible plans would be permitted

(a) Same as President's proposal

(bX1) Required distributions.—Same as
Presideot's proposal, except that the new
distribution requirements would not epply
to certain qualified State judicial plana.

(2) Constructive receipt.—Same as Presi-
dent's proposal.

(3) Rollovers.—Same as President’s pro-
posal

(a) Retain present lew.

(bX1) Required distributions.—Same as
House bill.

(2) Constructive receipt —Same as Presi-
dent’s proposal.

(3)| Rollovers —Same as President's pro-
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Item

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

¢. Effective date

(4) Coordination with other contribu-
tions —As under present law, the amount
that a participant may defer under an eli-
g'ibla deferred compensation plan is reduced

y contributions under a tax-sheltered an-
nuity.

(c) Effective date —The provisions would
Applgew taxable years beginning after De-
cember 31, 19865.

(4) Coordination with other contribu-
tions. —The amouat thst a participant may
defer under an eligible deferred compensa-
tion plan is reduced, dollar for dollar, r; the

rticipant’s elective deferrals under a

DA (except ¢ CODA maintained by a
rural electric cooperative) and, as under
present law, by contributions under a tax-
sheltered annuity

(c) Effective date.—Same as President's
pro b

(4) Coordination with other contribu-
tions. —The amount that a participant may
defer under an eligible deferred mmgenoa-
tion plan is reduuﬁ, dollar far dollar, by the
participant's elective deferrals under a
CODA, by contributions under & tax-shel-
tered annuity (as under present law), and by
elective deferrals under a SEP

(c) Effective date.—Effective for years be-
ginning after December 31, 1986.

5. Deferred annulty contracts

(a) I earni; 1 cred-
ited to the cash surrender value of a de-
ferred annuity is not taxed currently, but
is taxed when paid to the policyholder. d

(b) Early withdrawal tax.—I1f a policy-
holder receives any amount under an an-
nuity contract before reaching age 5%, an
additional income tax is impowed equal to
five percent of the amount im:lm in
income. This tax does not apply if the dis-
tribution is one of e series of periodic pa{.-
ments lasting at least 60 months or
made for certain other purposes.

(a) Investment earnings.—The owner of &
deferred annuity contract would include in
income any increase in the excess of the
contract’s cash value over the owner's in-
vestment in the contract during the tax-
able year.

() Early withdrawal tax.—Same as
preeent law

Effective date —The proposal would
become effective for investment income
credited after December 81, 1985, to poli-
cies issued on or after the date of commit-
tee action

(a) Investment earnings.—Modifies Presi-
dent's proposal to tax currently the in-
crease in value of a deferred annuity if the
owner is a nonnatural person (such as a
corporation).

(b) Early withdrawa! tax.—The addition-
8l income tax on amounts withdrawn from
deferred annuity contracts before age 59%
is conformed to the lmment tax on early
withdrawals from I . The penalty is
waived if the withdrawal is one of a sched-
uled series of level payments over the life
of the anouitant or over the joint lives of
the annuitant and the an..uitant's benefici-
ary.

Effective date.—The provision is effective
for amounts invested io deferred annuity
contracts after September 25, 1985.

(a) Investment earnings —Same as House
bill.

() Early withdrawal tax—Same as
House bill

Effective date —Effective for emounts in-
vested in deferred annuity contracts after
February 28, 1986.
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X1V. PENSIONS AND DEFERRED COMPENSATION: EMPLOYEE BENEFITS: EMPLOYEE STOCK OWNERSIHIP PLANS (ESOPS)—Cantinued

Item

Present Law

President's Proposal

Tlnuse Bill

Chalrman’s Praposal J

6. Elective contrlbutions under
tax-sheltered annuitles

Under present law,
certain t pt or [
churches and certain organizations associ-
ated with churches) may make payments
on behalf of an employee to purchase a
tax-sheltered annuity contract (sec. 403(b)).
Payments to a custodial account investing
in stock of a regulaled investment compa-
ny (eg., a mutual fund) are also pemitted.

public schools and

The amount paid by the employer is ex-
cluded from the employee's income for the
taxable year to the extent the payment
does not exceed the employee's exclusion
allowance for the taxable year. The exclu-
sion allowance is generally equal to 20 per-
cent of the amployee's inclmible compen-
sation from the employer multiplied by the
number of the employee's years of service
with the loyer, reduced by al
ready paid By the emgloyer to purchase
the annuity (sec. 403(bX2)).

Employer payments to purchase a tax-
sheltered annuity contract for an amployee
are also subject to the overall limits on
contributi and benefits under lified
plans (sec. 415). Because tax-sheltered an-
nuities generally are defined contribution
ﬁle , the limit on the annual additions on

half of an employee generally is the
lesser of 25 percent of compensation or
$30,000. Certain catch-up elections allow
an employer to contribute in excess of the
usual percentge limits in certain years

_Limit on elective deferrals.—No provi-

sion.

Coordination with other elective defer-
rals —No provision.

Coordination  with
limit.—No provision.

IRA  deduction

Special catch-up election.—No provision

Limit on elective deferrals.—Limits to
$7.000 the amount that an employee can
elect to defer for any taxable year under
all tax-sheltered annuities in which the
employee participates

Coordination with other elective defer-
rals —An _individual's alective dsferrals
under a CODA reduce, dollar for dollar,
the $7,000 cap on the individual's elective

4 ity. As

Limit on elective deferrals —Same as
House bill

Coordination with other elective defer-
rals.—Same as House bill, except that an
individual's elective deferrals under a SEP
would reduce, dollar for dollar, the limit on
s elective deferrals under a

deferrals under a tax-shel A
under present law, an individual's contribu-
tions under a tax-sheltered annuity would
reduce, dollar for dollar, the limitation on
the amount that an individual could elect to
defer under an eligible unfunded deferred
compensation plan (sec. 457)

Coordination  with IRA  deduction
limit.—An individual's TRA deduction
limit is reduced, dollar for dollar, by the
emgloyee'n elective deferrals under a tax-
heltered annuity.

Special catch-up election. —Special catch-
up election provides a limited exception to
the $7,000 annual limit (but not the other-
wise applicahl lusi 11 ol (s
403(b)) or the overall limit on contributions
and benefits (sec. 416) in the case of em-
ﬁloym of an educational organization, a

ospital, a home health service agency, or
a church, convention, or association of
churches. The catch up is limited to $3,000
per year (up to $15,000) and is available only
to employees with at least 15 years of serv-
ice whose contributions have not, on aver-
age, exceeded $6,000 per year.

Effective dates.—The provisions general-

ly are effective for years beginning after
mber 31, 1985.

In the case of certain collective bargain-
ing agreements, the provisions do not epply
to contributions made under such an agree-
ment in taxable years beginning before the
earlier of —

(1) the date on which the last of the
collective bargaining agreements ter-
minates, or

(2) January 1, 1991.

an
tax-sheltered annuity.

Coordination  with IRA  deduction
limit —An individual's IRA deduction
limit would be reduced, dollar for dollar,
by the amounts in excess of $5,000 of the
individual's elective deferrals under all
taxsheltered annuitiea and other tax-
favored retirement arrangements

Special  catch- election.—Same sa
House bill except that employees of certain
health and welfare service agencies would
also be eligible for the special catch-up
election

Effective dates —The provisions general-
ly are effective for plen years beginning
after December 31, 1986.

In the case of certain collectively bar-
gained plans, the provisions would not
apply to contributions made under such an
agreement in taxable years beginning
before the earlier of —

(1) the termination of the collective
bargaining agreement, or
l?) January 1, 1991
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Present Lew

President’s Proposal

House Bill

Cheirmen's I’roposal

]

7. Speclal rules for slmplified
employee penslons

a. Limit on elective deferrals

8. Coordination with IRA de-
duction timit

¢. Coordination with other
elective deferrals

Under‘pruenl lew, if an 1RA qualifies as
a simplified employee pension (SEP), the
annual IRA deductlon limit is increased to
the lesser of —

(1) $30,000 or

2) 15 percent of compensation. The

deduction lunn. epplies only
ln emplnyer contributions.

Employer contributions under a SEP are
considered discriminatory unless contribu-
tions thereto bear a uniform relationship
to compensation.

te) Limit on elective deferrals.—Present
law does not permit elective deferrals under
a

ded

(e) Limit on elective deferrals.—No provi-
sions.

(b) Coord with IRA ded

(8) Limit on elective deferrals.—No provi-

sions.

) Coord with IRA deduction

(b) Coordination with IRA
limit.—Preseot law does not coordinete the
limit on SEP contributions with the IRA
deduction limit.

(c) Coordination with other elective defer-
rals—No provision

{(c) Coordination with ather elective defer-
rals.—No provision.

{c) Coordination with other elective defer-
rals.—No provision.

(8) Limit on elective deferrals —Permit
employees raniciputing in a SEP to make
elective deferrals of up to $7,000 under the
SEP, pravided that:

(8) the employer maintaining the
SEP has 26 or fewer employees, end

(b) at least 50 percent of the employ-
eea of the employer elect to ve
amounts contributed to the

Limit the average amount deferred as a

percentage of compensation (deferral per-
centage) for each highly compensated em-
ployee to no more than 125 percent of the
average deferral percentage of all other par-
ticipeting e J)lnyees (Employsr contribu-
tions  woul subject to  the
nondiscrimination rules of present lew).
The definition of highly compensated em-
&lgly)o:: is the same as the definition for

(b) Coordination with IRA deduction
&imit. —The amount of an employee's IRA
deduction limit (other than the limit for
SEP contributions), would be reduced,
dollar for dollar, by the employee's elective
geé'; in excess of $5, under the

{(¢) Coordination with other elective defer-
rals.—The limit on an employee's elective
deferrals under a SEP would be reduced,
doller for dollar, by an employee's elective
deferrals under a CODA or tax-sheltered
annuity. An employee's elective deferrals
under a SEP would reduce, dollar for
doller, the limit on the employeeu defer-
rals under an eligible unfunded deferred
compensation plan (sec 457).

Effective date.—Effective for years in-
ning after December 31, 1986 ¥ 24
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Item

Present Law

Presldent’s Proposal

Nouse Bill

Chnirman’a Proposal

It Minimum Standards for Quali-
fied I'lans
1. Nondiscriminstion rules

a. Corerage requiremenis for
quoiified plons

(a) The coverage rules for qualified plans
require that a plan cover employees in gen-
eral rather than merely emp{oym who
are officers, shareholders, or highly com-
pensated. A plan generally satisfies the
coverage rules if it meete either

t1) a percentage test, or
(2) a fair cross-section test

Percentage test.—A plan m:
centage test if
(1) it benefits at least 70 percent of
all employees, or
{2) it benefits at least B0 percei.t of
the employees eligible to benefit under
the plan and et least 70 percent of all
employees are eligible (i.e, the plan
benefits at least 56 percent of all em-
ployees).

the per-

Fair croes-section test.—A plan meets the
fair crosssection test if the Secretary of
the Treasury determines that it covers e
classification of employees that is found
not to discriminate in fevor of employees
who are officers, shareholders, or highly
compensated.

IRS regulations provide that, in determin-
ing whether the fair ion test is
satisfied, all of the surrounding facts and
circumstances must be taken into account,
allowing for a reasonable difference be-
tween the rmnwge of officers, sharehold-
ers, or h;gulr compensated employees who
are benefited by the plan and the percent-

e of other employees benefited by the
plan. The regulations do not preclude con-
sideration of the existence of separate lines
of business as a fact or circumstance justify-
ing a reasonable disparity

(a) Revises the coverage test for qualified
plans, as described below.

Percentage iest —The proposal provides
that the coverage test would be met only if
the percenwﬁe of highly compensated em-
ployeen eligible to receive benefits does not
exceed 125 percent of the percentage of all
other employees receiving benefits. Under
certain very limited circumstances in the
case of a compelling business reason (such
as a merger), the IRS could waive the 125
percent test in favor of a more liberal test
1= p period of time.

0 Fouwr cross-section test. —Repeal present
aw

(a) Directs the Secretary of the Treasury
to study the effect of the present-law cover-
age teats, and to report to the Committee
on Wsys and Means of the House of Repre-
sentatives and the Committee on Finanre
of the Senate, as well as the Joint Commit-
tee on Taxation, by July 1, 1986. The
report is to include specific recommenda-
tions of any changes that the Secretary
finds to be appropriate or necessary, in-
cluding r dations for imp! n
ing those changes.

(a) As under present law, a plan would
generally satisfy the coverage rules if it
meets either

(ha
2'a

rcentage test, or
mir cross-section test

Percentage test.—A plan would meet the
Sercen'age test if the plan benefils at least
0 percent of the employees

Foir croas section test.—A plan would
meet the fair crosssection test if the Secre-
tary of the Treasury determines that it
covers a reasonable classification of em-

loyees that is found not to discriminete in
anor of hifhly compensated employees.
The propomal would direct the Secretary of
the Treasury to revoke Rev. Rul. 83-568 and
to appl R;e regulations under section
410¢b). {n addition, the proposal would
clarify that reasonable disperities between
the coverage of highly compensated em-
ployees and the coverage of nonhighly com-
Pvnmwd employees would be permitted if
Jjustified by the attendant fects and circum-
stances, including the existence of separate
lines of business




r

ltem

Present Law
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a Coverage requirements for
qualified plans (cont.)

Under Revenue Ruling 83-58, the IRS

ruled that a plan satisfied the fair cross-
section test under the following facts and
circumstances:

(1) the plan covared only salaried em-
ployees;

(2) the plan covered 40 out of 150
em log;et (27 percent of all employeee);

(8) 65 percent of the smployees par-
ticipsting in the plan were officers or
sharehcldars of the employar; and,

(4) the plan covered 100 percent of
those employ with i
greater than $40,000 (100 percent of
whom ware officers and shareholders)
and only 26 percent of employees
whose compensation was lees than
$40,000 (50 percent of whom were offi-
cers or shareholders).

rhiy compensated emFoneu.—Pment

Hi
law does ot explicitly define the ?? of
employees who are officers, shareholders,
or highly compensated

would provide a u:u?orm definition of
hly compensated employees. An employ-

Highly compensated employees.—The pro-
ﬂil

ee would be treated as highly compensated
for a plan year if, at any time during the
three-year period ending on the lmm
ths plan year, the employee—

y of

(1) owns an interest of at least one
percent of the employer (determined
with attribution rules).

(2) earns at least $60,000 In annual

tion from the loyer;

(3) earns at loast $20,000 in compen-
sation and is nmong

(a) the top 10 percent of employ-
eea by compensation, or

(b) the top three employees by
compensation; or

(4) is a family member of another
highly compensated smployee for such
yesr.

Certain mechanical adjustments would

be made to the top ten-percent and three
highest-paid employees tests to take into
account an employer's salary structure.
Similarly, adj

to Lh‘_e l{:retysar lookback rule to ‘mﬂect

would be provided

in an ployer's

workforce.

If an employer maintained separate lines
of business or operating units, those sepe-
rate lines of business or operating units
would be recognized under a safe harbor
rule if the following conditions are estisfied:

(1) each line of buainess or operatin,
unit 18 capable of being a separate self-
sustaining unit,

(2) each line of business or operating
unit has at least 50 employees, and

(3) the percentage of highly compen-
sated employees witlun any line of
business or operating unit cannot be
less than 50 percent or more than 200
percent of the percenta?a of highly

d employees of the employ

er.

Highly compensated employees —An sm-
ployee would treated as highly compen-
eated if, at any time during the preceding
year, the employee—

(1) was a G-percent owner (deter-
mined with attribution rules)
(2) earned
(8) more than $100,000 (indexed
by reference to the percentage in-
crease in the social security wage
base) or
(b) more than $50,000 (indexed
by reference to the percentage in-
crease in the social security wage
base) and was among the mpag[)
percent of employees by pay;
(3) was an officer (as defined in sec
4164i)).

Funi:]y members of 5-percent owners and
of the 10 (by comparison) highly compensat-
ed employees are ated with the 5
percent owner or higﬁly compensated em-
ployee and, therefore, are treated as a sin-
gle-highly compensated employee A family
member would be defined as 8 spouse, par-
ent, lineal ascendant or descendant, and e
spouse of a lineal ascendant or descendant
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tem Present Law Presldent’s Proposal Unuse Bill Chairman's Praposal J
a. Coverage requiremenis for “Highly compenrated employees” would
quolified plana (cont.) also include employees who are 5-percent
owners during the current year, and em-
ployees who fall in categories (2) or (3)
during the current year and who are also
in the top 100 employees by pay during the
current year.

The definition of highly compensated for
purposes of the coverage rules would also
apply for purposes of testing the benefits or
contributions under a plan for discrimina-
tion (sec. 401(aX4)).

Excludable employees —In arplying the Excludable employees.—The proposal Excludable employees.—Same an present
rcentage test, certain employees who | would narrow the class of employees who law.
ave not could be excluded from consideration in ap-
(1) completed minimum periods of { plying the percentage test by repealing the
service (generally one year), and exceptions for employees with less than
(2) attained age 21 may be disregard- | three {mm of service and for certain air-
L line pilots.
Employees with less than three years of
service may be excluded if the plan pro- Effective date.—The President’s proposal Effective dates.—Generslly effective for
vides for full and immediate vesting. In ad- | would be effective for ghn beginning plan years beginning after December 31,
dmon,Ain applying both the percentage and | after December 81, 1986. For collectively 1988. In the case of certain collectively bar-
the fair crosseection test, employees not | bargained f)lnm. the proposal would not gained plans, the provision would not
covered by the plan who are included in a | apply to plan years beginninﬁ before the effective until years beginning on or after
unit of employees covered by a collective | termination of the current collective bar- the earlier of
bargaining agreement are disregarded if | gaining agreement. (1) the termination of the collective
there is evidance that retirement benafits bargaining agreement, or
were the subj of good faith bargaining (2) January 1, 1991
Certain nonresident aliens and certain air-
line pilots also are disregarded
b. Minimam participation re- (b) Minimum participation requi t.— (b) Mini particip requirement, — () Mini participalic qui — () Mi rticipation requirement.—
quiremen! No provision. No provision. No provision. A plan would be required to cover the lesser

c. Nondiscrimination rules
opplicoble to tax-sheltered
onnuilies

(c) Under present law, a qualified plan is
required to meet requirements as to cover-
age and as to contributions and benefits
provided under the plan, which ensure
that the plan does not discriminate in
favor of employees who are officers, share-
holders, or gigxly compensated. A Lex-ehel-

P m by 8
tax-exempt charitable organization or cer-
tain educational institutions is not re-
quired to meet these nondiscrimination re-
quirements.

(c) No provision.

(cX1) Coverage and nandiscnimination.—
Applies the coverage and nondiscrimina-
tion rules of present law (secs. 410(b) and
401(aX4)) to the portion of any tax-shal-
tered annuity g.rogum attributable to con-
tributions by the sponsoring employer. Di-
rects the Secretary of the ‘!rmury. in ep-
plying the coverage rules, to take into ac-
count the special circumstances faced by
educational organizations and tax-exempt
urfsnimtions (including the compressad
aalary scales of those organizations and the
need of educational institutions to attract
visiting professors).

of 50 employeen or 80 percent of all of an
mployer s ludable employees, eff
tive for plan years beginning after 1988

(cX1) Coverage ond nondiscrimination.—
No provision.
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c. Neadiscrimination rules
applicable to tux-sheltered
annullies (cont )

d Integration with Secial Se-
carily

(d) Under present law, a plan is not
ualified unless conlnbulm and benefits
Lnatdhainhnh in favor of employess
who are officers, shareholders, or huhly
compensated. A plan is not considered dis-
crlnlulary merely becauss benefits pro-
under the plan bear 8 uniform rels-
wnﬂdpwwmp-n-u‘)n. o
For purp of ining wheth
bishits bead & unih 1 &io s

vided share

fon, the empl P
of an .:::,—'- social security benefit’

into account. Under certain
circumstances, the employer-provided
share of social security its may be
taken into account more than once re
defined benefit pension plan becauss an
loyvr may reduce plan benefita by
-tLI sscurity benefils sarned with a prior
employer.

may be

(d) No provision.

(2) Special ruls for elective defermll—
Applies a epecial and

@ Sp«uxl rule for elective deferrals —

ination rule to tazeheltered annuity
grams thet permit elective deferrals; &
sheltered annuity progrem that p.rmil-
elective deferrals will be considered dis-
criminatory with respect to those deferrals
unless the opportunity o make slective de-
ferrals is made available to all employees
of the entity sponsoring the tax-sheltered
annuity program.

1n applying the special test for deferrals,
no employees of the entity sponsoring the
tax sheltared annuity program (other than
noaresident aliens th no US.-svurce
um.d}neumb) may exgluded from con-

(l) mwM 0 :hlm:h plans.—Ex-
hut.hn rules mdnlund mnulty pro-
grame maintained for church

ia effective

Effective dalc.-'l‘h.
fnr rl ﬁ-" ng after December
986. owever, -m- r-pod (73 I.uﬁ.l

th and ‘lrlal annmolnlq, the
sions generally y for plan years -
ning afler Nav-:g

(d) No provision

No pi

(3) Application to church plans.—No pro-
vislon.

(d) As described below, the rules govern-
ing_the integration of a qunhﬂed plan with
wocial security would be modified
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STHCK OWNERSHIP PLANS (ESOPS)—Unntinued

Chalsman's Proposal

d. Integrotion, cont

(1) Defined benefit plans
| Excess plans

it Offset plans

(2} Defined contnbution
plans

(1) A defined benefit plan may be
teated for discriminstion in favor of highly
paid employees by comparing the rate at
which benefita are provided for pay in
excess of a stated level (the inlegration
level) with the rate at which benefits are
rmvidod for pay up to that level. If the dif-
ference ia not more than 37% percentage
points (after justments), the plan will
not be considered discriminatory

For an employee who retires st age 66 in

at the rate of 3T% nt of average ps'
in uc-ofﬂﬁ,mmbmoﬂuvn‘
respect to the first lb.Mo(tmly. For

ploywnes, in!
may L: [n:;-od tup to “Zm

(i A defined benefit offest plan may pro-
vide a benefit that ia reduced (offest) by
social security benefits considered to be
provided to & plan pant from em-
ployer payments of social eecurity tax
A pant’s benefit may be re-
duced by up to %pemnldthemnjmnry
i u the

(2) A defined contribution plan may be
tested for discrimination in favor of highly
paid em by comparing ‘he rate at
which em contributions are provided
for pay in excess of a stated level (the inte-
gration level) with the rate at which em-

contributions are for pay
up to that level. If the difference is not
more than the rate of the nmplmr FICA
tax for OASDI benefits under Social
Security Act, the difference will not cause
the plan (o be discriminatory.

For 1986, an integrated plan could pro-
vide amployer contnibutions of 57 percent
of pay in axcess of $42,000 and no contribu-
tions for the first $42,000 of pay

(1Xi) Provides that social security bene
fita earned with a prior employer are not
to be considered in testing whether a
defined benefit pension plan is considered
discriminatory

tii} Provides that social security benefits
earned with a prior employer are not to be
considered in testing whether a defined bene-
fit pension plan i stmierfrintitnats;

od discr y.

(2) No provision.

tive date —The wvml generall!
is effective fwﬁn years inning aﬂc{

December 31, 1

(1Xi) The rate at which benefits are pro-
vided for pay up to the integration level of
a plan generally could not lesa than 50
percent of the rate at which benefits are
mvided for pay in excess of that level

integration level could not be more
than the Social Security wage and benefit
base (842,000 for 1986).

To prevent discrimination, the K0 per-
cent ratio could elso be incressed, under
Tressury regulations, to reflect the vslue
of lpec;?ned plan features provided for ben.
efits in excess of the integration level The
ratio could also be increased to prevent dis-
crimination under s plen that provides for
employee contributions with respect to pay
not in excess of the Social Security wage
and benefit base.

The form of benefit, preretirement bene-
fits, or similar plan provisions would not
be taken into sccount in determining
whether a plan integrates under the rules
for offeet plans.

(2) The rate at which smployer contribu-
tions are ' for pay up to the inte-
tion level of a plan generally could not

leas then 60 percent of the rate at
which contributions are provided for pay
in escess of that level Also, the rate for
pay in excess of the integration level could
not esceed the rate for pay up W that level
by more than OASDI tax rs‘e (57 percent
for 1986) The in tion level could not
be more than al Security wage and
benefit base ($42,000 for 1986).

Effective dates. —Generslly effective for
T'II\ {un beginning after December 31,
988 In the case of certain collectively bar-
guined plans, the provision would not be
effective until years beginning on or after
the earlier of

(1} the termination of the collective
bergaining agreement, or
(2) January 1, 1991.
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r-— o ;’tmnl law

Prexident’s ’rnponal

Hnuse BiN

Chaleman’s ’roposal

N

¢. Top-heavy plans

1. Includible compensation

(e) Under present law, the benefit accru-
al rules generally applicable to qunhﬁed
defined benefit plans do not up&y to the
minimum benefits required under 8 top-
heavy plan. The fractional benefit sccrual
rule provides that e.chof.mnp.nl- oc-
crued benefit st the end y year must

be at least equal to an amount M:‘nmed

dividis participant’'s years of par-
ap-uonnty the total number of years of
par to normal age

(1) 3] thfud plans. —Under present
law, in the case of & qualified plan that is
ndwpha-vy,th-nhmhmllonlhe
smount of the annua! compensation of an

under the plan may not asceed $200,

(2) SEPs.—In the case of s simplified em-
o‘yan-m (S8EP) the annual compensa-
an employee taken into account

und'r the plan may not azceed $200,000.

(e) No provision

(D) Qualified Plans.—No provision.

(2) SEPs.—No provision.

(e) Applies a uniform benefit accrual
rule in testing whether a qualified defined
benefit plan is lop heavy In determini
whether a plan is top heavy, the Iractional
benefit accrusl rule s appled.

EfYective date. —The ion is effective
gT lpl-n years wnnm December
, 1985

[(11}] lified plans —Limitsa the
amount compensation that may be
taken into sccount under -ny‘ﬂ:-{iﬁul
rl-n whether or not top-heavy fimit
or all qualified plans s 7 times the de-
fined contribution dollar limit (under u..
bill for 1988, 7 times $25,000 or $175,000)
The limit will be increased es the defined
contribution plan dollcr Ihnll is increased
This limit applies for all purposes in test-
ing for discrimination (secs 401(aX4) and
401(kn3y.

12) SEPs.—No provision.

Effective date. —Generally aﬂ'adlve for
years beginning after December 31,

(e) Same as House bill

Effective date —The Lmvuuon would be
effective for gl-n years beginning after De-
cember 31, 1986

(M1} Qualified plans. —Limit the amount
of compensation that may be taken into ac
count under any qualified plan, whether or
not top- limit for all qualified
plans would be set initially at $200.000 and
would be indexed by reference to percent-
age increases in the social security wage
base. The limit appliea for all purposes in
testing for discrimination (eg, secs
401aX4) and 401(kXI).

(2) SEPy —Same as present law, bul the
$200,000 amount would be indexed by ref-
arence Lo percentage increases in the social
eecurily wage base

Effective date —Generally effective for
years beginning alter December 31, 1986

2 Benefit forfeltures

Forfeitures iLl money pumh.- pnndon

N.ml‘o'ould lp';rml:luffgl(ur- to

plan may not

rticipants, but must be u-sd to reduce
rurv employer contributions or (o offeet
plan sdministretive expenses.

tive date —The
apply lo plan years ending
31, 1985

would
December

Same as President’s proposal

E‘I{rduw date.—8ame ss President's pro-
posal

Same as President’s proposal

E/r«h'w date —Same s President’s pro-
posal
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XIV. PENSIONS AND DEFERRED COMPENSATION; EMPLOYEE BENEFITS; EMPLOVEE STOCK OWNERSHIP PLANS (ESOPS)—Conlinued

Item Present [.aw President’s Proposal House Bill Chalrman’s Proposal I

3 Venaling (a) In general —Present law requires 1a) In general —No provision (a) In general —No provision ta) In general — Require that a partici-

that a participant’'s benefits be veated

11! upon attainment of normal re
tirement age;

(2) at all times in the benefit derived
fro;n amployee wnlrib\l:’i'onl; and o

{3) with respect to amployer-provi
benefits, at least as upi(ﬂy as under
one of the following 3 alternative mini-

mum vesting ules:

1) Under one of the schedules,
full vesting is required upon com-
pletion of 10 years of service (no
vesting is required before the and
of the [0th year).

pant's employer-provided benefit under
any qualified plan (other than a multiem-
ployer plan) vest st least as rapidly as
unJ:r one of the following 2 alternative
vesting schedules"

(1) Under the first schedule, full
vesting would be required upon com-
pletion of 5 years of service

(2) Under the mecond schedule, vest-
ing ins at 20 percent after comple
tion of 3 years of service and increases
by 20 parcent for each subsequant year
of service, until 100 percent vesting is
obtained after 7 years of service

() Under a second schedule,
vesting Mlmd ;t 26 mof t after
com| seTvice
-Mm trJ:'ll‘y to 100 per-
cent after completion of 15 years
of service.

{ili) The third schedule takes
both age and service into account,
but, in any event, requires 50-per-
cent vesting after 10 years of serv-
ice, and an additional 10-percent
vesting for each additional year of
service until 100-percent vesting is
attained after 16 years of service

() Applicats [ Itiempls M) Applicati to  multiemployer M)  Application to  multiemployer | () Application to  multiemployer
plans —The vesting requirements apply to plam.—t(o provision. plans.—No provision plans.—Require that a participant'’s em-
multi-employer plans. ployer benefit under a multiem-

ployer plan be 100 percent vested no later
than upen the perticipant's completion of
10 years of service
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3 Vesting (cont.)

(c) Top-heavy plans.—For any plan year
for which a quaﬁﬁed plan is top vy, an
employee’s right to accrued benefits must

me nonlorfeitable at least as rapidly as
under one of 2 alternative schedulee.

(i) Under the first top-heavy sched-
uls, a participant who has completed
at least 3 years or service with the am-

loyer maintaini ths plan must

ve a nonforfeitable right to 100 per-
cent of the accrued benefit derived
from employer contributions.

(i) A satisfies the second elter-

native ( g::r. graded vesting) if a par-
ticipant e nonforfeitable right to
at least 20 at of the accrued ben-
efit doﬁm smployer contribu-
honn-ll.heolzdymnolnrvim,lo

roent at the end of 3 years of serv-

, 60 percent at the of 4 years of

service, 80 ot at the end of b
years of service, and 100 percent at the
end of 6 years of service with the em-
ployer.

(d) Class-year vesting—Special vesti
rules also spply to “class year phm"'x
class year isa pmﬁuxnrin( or stock
bonus p’:n th;! providhu for thel separate
vesting of employee righta to amployer con-
tributions on a year-by-year Lﬁh The

ini vesting requi are satis-
fied if the plan provides that a partici-
pant’s right to amounts ettributable to am-
ployer contributions with respect to any
plan year are nonforfeitable not later than
the close of the fifth plan year following
the plan year for which the contribution
was made.

(c) Top-heavy plans.—No provision

(d) Class-year vesting.—No provision

tc) Top-heavy plans.—Na provision

(d) Class-year vesting.—No provision.

te) Top-heavy plons — Retain present law

(d) Class-year vnlmf —Class-year vestin,
would be permitted if it met one of the 5
alternative permitted vesting schedules

Effective dates.—Generally effective for
plan years beginning after December 31,
1988 In the case of certain collectively bar-
gained plans, the provision would not be
effective until years beginning on or after
the earlier of

(1} the termination of the collective
bargaining agreement, or
(2) January 1, 1991
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Item

Present Law

Presldent’s Proposal

House Bill

(hnlrman s Proposel J

(. Withdrawal of Beneflts
). Uniform minlmum distribu-
tion rules

Tax-favored reti arr
ere subject to certain minimum require-
ments concerning the timi and amount
of before-death and after-death distribu-
tions Under these rules, distribution of a
participant’s benefits must commence when
the participant

(1) ettains age 70% or

(2) with respect to perticipants who are
m;:: i.pt;.r:ant owners, the lul;!;le year in
whic! participant retires, if later.

Distributions from an IRA are required
_Iﬁ);ommwhnﬂnwmrltmmm

The first annual required distribution
may be dalayed until April 1 of the caleadar

year foll the calendar year in which
the individ attains age 70'/; or retires,
whichever is applicable.

A qualified plan failing to satisfy the
minimum distribution may be dis-
qualified. A 60-percent excise tax -?hn to
amounts required to be distributed
IRA that are not distributed

e posal would retain the present
law rules relating to benefit commence-
ment date end would subject all qualified
plans, tax-sheltered annuities and IRAs to
uniform minimum distribution rules. Cer-
tain eimplifying modifications would be
made to those rules

Under the proposal, the uniform sanc-
tion for failure to estisfy the minimum dis-
tribution rules would a nondeductible
excise tax ual to 50 percent of the
amount by which the minimum amount re-
quired to be distributed exceeds the
amounts actually distributed. The recipient
of the distribution would be primarily
liable with a nfhl. where nppropmu. o
recover the rom the plan. The current
disqualification sanction would be elimi-
nated.

Effective date.—The proposal generally
I.nw T ]fg;sdumbunom m.do after Decem-
T3

Same @8 the President’s proposal, except
thet a uniform benefit commencement
dete epplies to quelified plans, IRAs and
tax-sheltered annuities. ributions are
required o commence no later than April
1 of the calendar year following the calen-
dar year in which the participant attains
age 10%

Effective date.—Same es the President’s
r , with an exception from the uni-
orm te for individual
who are not b-percent owners and whe
heave ettained age 70% by Janaury 1, 1988.

Same as l{ouse bill, except that the pro-
vision requiring that distributions com-
mence no later than April 1 of the year
following the year in wﬁlch a participant
attains age 70% would apply nnr.ln 8 par-
ticipant who, during the year in whlch the
p-mcnpnnl attains age 70% or any of the 4

ing years, was a highly compensated
tm loyee.
e definition of highly compensated em-
ployee is the same sa the definition for
coverage and nondiscrimination purposes.

Effective date —Effective for distribu-
tions made after December 31, 1986

2. Withdrewals before age 59%
a Additional income tax on
carly withdrawals

(a) An additional income tax is imposed
on certain early withdrawals from quali-
ied plans mt!: to five-percent
nwner- who have not attained 58%
unless the early withdrawal is
count of the employee's disability or denth
A similar tax also applies to early with-
drawals made from an IRA

Qualifying annuity —Present law does
not provide an exception to the additional
tax on early withdrawals for distributions
in the form of = life annuity.

(a) The proposal would conform the early
withdrawal rules for qualified plans to the
rules for IRAs. Thus, an additional income
tax would apply to an
qualified plan or tax
receives & distribution before age 59%,
death or disability unless the distribution
is made in the form of a qualifying annu-
ity.

Qualifying annuity.—A qualifying annu-

ity would be an annuity comme: after
the participant attains age 50, le as
one of a scheduled eeries of sul tially

nonincreasing payments under
1) an annuity l'or the life of the pu

ticipant (or the t lives of the
ipant and the participant’s nsﬁ
ciary), or

(2) an annuity for a term certain of
at least 180 months commencing upon
retirement under the plan.

(a) Same as the President’s proposal, eub-
ject to the following medifications:

Qualifying annuity. —A qualif; annu-
ity wlugl is not lug)ed. to theymmonnl
income tax is an umully commencing at
lnym: and payable in substantially equal

payments (made not less frvquent—
y than annually) for the life of the partici-
pant (or the joint lives of the participant
and the participant’s beneficiary).

(a) Same as House bill

Qualifying onnuity.—Same es House bill
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Item

Present Law

President’s Praposal

House Bill

Chairman's Praposal

a. Additionol Income tax on
early withdrawols (cont.)

b. Tax-sheltered annuities

Rate of tax.—The rate of tax under
present law is 10 percent.

(b) Withdrawals under a tax-sheltered
ity i d in a custodial account
may not commence prior to the time an

Rate of tax.—Th~ rate of tax genernl?
would be 20 percent of the amount includ-
ible in income. The tax would be reduced
to ten percent if the distribution is made
on account of
(1) the purchase of the individual's
first principal residence,
(2) the payment of college expenses
for a dependent of the individual, or
(3) unemployment durin? the period
following the cessation of unemploy-
ment benefita

(b) The proposal would eliminate finan-
cial hardship as a und for distributions
from tax sheltes annuities invested in

dial and would extend the

employee attains age 59%, dies, b

modified withdrewal restrictions applicable
it ahollared tiom & Hlinta

disabled, separates from service, or encoun-
ters financial hardship. r ot hel
tered annuities are not eubject to these
withdrawal restrictions or the ten-percent
additional income tax on early d‘l’:tribu-
tions.

custodial account to all tax-eheltered annu-
ities.

Effective date.—The provisions would
opply for taxable rs beginning after De-
cember 31, 1986. However, the early with-
drawal reetriction would not -ppl;ruy an-

Rate of tax.—The rate of tax is 15 per-
cent of the amount includible in income.

(b) Extends the withdrawal reetrictions
currently applicable to tax-sheltered custo-
dial accounts to all tax-sheltered annuities
Withdrawals on account of hardship frem
a taxsheltered annuity or custodial ac-
count are permitted only to the extent of
contributions made pursuant to a salary
reduction agreement (but not earnings on
those contributions). The present-law
standards defining “hardship” for purposes
of a CODA apply.

Effective dates.—The provisions are gen-

Rote of tax —Same as llouse bl

(b) Same as House bill.

Effective dates.—Fffective for years be-
ing after Dx

erally effective for years bx after

December 31, 1985. The provisions relating

to restrictiona on distributions from tax-
dial

ny r ber 31, 19K6. The pro-
visions relating to restrictions on distribu-
tions from tax-sheltered annuity or custodi-

nuities with respect to which no
contributions were made after December
31, 1985.

sheltered ity or do | &l do not apply to amountsa con-
not apply to amounts contributed to tax- | tributed to taxshelte annuities or cus-
shelte annuities or custodial ial before Dy ber 31, 1986

before December 31, 1985,
The bill contains exceptions to the tax
on early withdrawals for
(1) individuals who, as of November
6, 1985, eeparated from service and
d iving b pursu-
ant to a written election designating a
sp\:iciﬂc schedule of benefit paymenta,
an
(2) total distributions of e partici-
pant’s accrued benefit on account of a
Ylgg termination before December 31,
985.

Provides an exception to the tax on early
withdrawals for individuals who, as of
March 1, 1986, separated from service and
commenced receiving benefits pursuant to
a written election designating a specific
schedule of benefit payments
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Item

Present Law

President’s Proposal

Uouse Bill

Chairman's Proposal

]

3. linlform tax treatment of dis-
tributions

a. Rollovers

b. 10-year forword Income
overaging ond pre-1974
capital goins Ireafmeni

(a) Under certain circumstances, distri-
butions from a qualified plan may be rolled
over, tax-free, to another qualified plan or
IRA. Special rules govern the extent to
which distributions from particular plans
may be rolled over, as well as the types of
plans to which roliovers may be mnlf;.

In general, these rules are designed to
prevent individuals from avoiding restric-
tions or becoming entitled to additional tax
benefits by shifting money between plans.

!_bll_) Ammgi_ng.‘——fe;taiu IumR._oumpcli;B-n
ndae!

tr raq
may qualify for special 10-year forward
averaging treatment.

(2) Capital —A participant may
elect to treat the pre-1974 portion of any
qu'np sum distribution as long-term capital
gain.

(a) The propose' would permit all distri-
butiona (other than required minimum dis-
tributions) to be rolled over to other tax-fa-
vored retirement arrangements, effective
for distributiona after December 31, 1985.

(bx1) Awmgl:(.—‘nle ?mposal would
repeal the special 10-year forward averag-
ing treatment.

(2) (‘aﬁi!al gain.—The proposal would
repeal the special pre-1974 capital gain
treatment.

Transition rule. —However, the repeal of
capital gain treatment and 10-year forward
averaging would be pl in over a 6-year
period for individuals who will have at-
tained 66 before Janu-r‘v 1, 1987
During the transition period, 10-year for-
ward averaging calculations would use the
present-law rate schedules.

_(a) Retains present-law rollover restric-
tions

(bX1) Averaging. —Substitutes b-year for
10-year forward averaging and permits
only one election of forward averaging
with respect to a single lump sum distribu-
tion after the individual attains age 59%
(except as provided under the transition
rule). Effective for taxable years beginning
after December 31, 1985.

(2) Capital gain.—Phases out the pre--

1974 capital gain treatment over a 6-year
period beginning on January 1, 1986

Transiiion rule —Any participant who
attained age 50 by January 1, 1986, is per-
mitted:

(1) to make one election of forward
averaging with respect to a single
lump sum distribution received before
age 59%, and

(2) to retain the pre-1974 capital
gain treatment for such a distribution
under the 6-year phase out.

An individual who separates from serv-
ice during December 1986 and receives a
lump sum distribution in January or Feb-
ruary of 1986 may slect to treat the distri-
bution as if it were received in 1985, so
that it could qualify for 10-year forward
averaging, and capital gain treatment, if
that treatment would have been applicable
to a 1986 distribution.

(a) Retain present law

(bX1) Averaging. —Same as House bill, ef
fective for taxsble years beginning after
December 31, 1986

(2) Capitol garn —Same as House bill, ef-
fective on January 1, 1987.

Transition rule —Any participant who
attained age 50 by January 1, 1986, 18 per-
mitted

(1) to mske one election of forwsrd
averaging with respect to a single
lump sum distribution received before
age 59'/,, and

(2) to retain the pre-1974 cspital

gain treatment for such a distribution
under the 6-year phase out
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X1V. PENSIONS AND DEFERRED COMPENSATION; EMPLOYEE BENEFITS; EMPLOYEE STOCK OWNERSIHP PLANS (ESOPS)—Continued

Item

Present Law

President’s Proposal

llouse Bill

Chairman’s Proposal

¢. Net unrealized apprecia-
tion

d. Constructive receipt

e. Basis recovery

f. Effective date

(c If an employee receives a lump sum
distribution that includes employer securi-
ties, only an amount equal to the plen’s
basis in the secunties is currently includ-
ible in income ition of the net unre-
alized appreciation 18 deferred until the se-
curities are sold or exchanged

In addition, to the extent any distribu-
tion consista of employer securities attrib-
utable to employee contributions, recogni-
zation of the net unrealized appreciation is
deferred until the securities are sold or ex-
changed.

(d) Under o tax-sheltered annuity, unlike
a quahfied plan, a participant is taxed
when benefits are received or made avail-
able.

(eX11 Pre-annuity starting date.—Distri-
butions prior to the annuity etarting date
are treated as being made first out of non-
taxable employee contributions and then
out of taxable amounts (employer contribu-
tions and income).

(2) Post-annuety starting date.—Distribu-
tions after the annuity starting date are
treated under the following rules:

(1110 generel, each payment is treat-
ed as part e payment of income and
part a recovery of empluyee contribu-
tions

(2) Under a special rule, if an indi-
vidual will receive all employee contri-
butions within the first three yesrs
after the annuity starting date, then
all distributions are considered a
return of employee contributions until
the individual's basis has been recov-
ered

(c) The proposal would repeal the provi
sions permitting deferred recognition of
net unrealized appreciation, effective for
distributions after mber 31, 1985.

However, the repeal of net unrealized
eppreciation would be phased in over a 6
year period for individuals who will have
atteined age 55 before January 1, 1987.

{d) The pro 1 would tax participants
under a tax-sheltered annuity only when
benefits are received, effective for distribu-
tions after December 31, 1985

(eX1) Pre-annuity starting date. —With re-
spect to distributions before the annuity
starting date, the proposal would reverse
the ordering rules—treating the distribu-
tions as being made f(irst out of taxable

pl contributi plus in-
terest) and then out of nontaxable employ-
ee contributions

(2) Pust-annuity starting date.—The pro-
posal would repeal the special 3-year basis
recovery rule and treat each distribution
as part of @ payment of income and part as
recovery of employee contributions, under
modified basis recovery rules.

(f) Effective dates. —The provisions gener-
ally would urpl to distributions made after
December 31, 1985.

In addition, the basis recovery rule ap-
plicable to distributions made before the
annuity starting date would not apply to
benefits amrux prior to Jenuary 1, 1986
The repeal of the 3.year bass recovery
rule and the modification of the lusi
ratio would not apply to any emount re-
ceived as an annuity if the annuity was in
pay status on January 1, 1986

(¢) Retain present law

(d) Same as President’s proposal

(eX1) Pre-annuity storting date. —Same as
President’s proposal

(2) Pvst-annutty storting date —Same as
President’s proposal.

() Effective date.—The provisions gener-
ally epply to distributions made after
Deoemger 31, 1985. However, the basis re-
covery rule applicable to distributions mede
before the annuity starting date does not
wpply to benefits accrued prior to Januery I,
lggﬁ The repeal of the 3-year basis recovery
rule does not epply to any individual whoee
annuity starting date 1s on or before July 1,
1986.

(c) Retain present law

(d) Same as President’s proposal

(eX1) Pre-annuity starting date
President’s proposal

Same as

(2) Post-annutty starting date —Same a8
President's proposal

(0D Effective dates —The basis recovery
rule applicable to distributions made before
the annuity starting date would apply to
benefits accrued after December 31, 1986

The rereul of the 3year basis recovery
rule would be effective with respect to an
individual whose annuity starting date s
after January 1, 1987 1f the annuity start
g date 18 afler January 1, 1987, but on or
before Jenuary 1, 1985, 50 percent of the
basis would be recovered under the 3 year
rule, and the remaining 50 percent would
lerecuvered under the new basis recovery
rule
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Present Law

President’s Propnsal

1louse Bill

—Continued

T

Chairman’s I'ropoaal

1. Loans under qualified plans
a. Amounts treated as distri-
butions

b. Repayment period

c. Interest pald on plan loans

(a) Subject to certain exceptions, a loan
to a participant from a qualified plan is
treated as a taxable distribution of plan
benefits An exception is provided 1o the
extent that the loan, when added to the
outstanding balance of all other plan loans,
does not exceed the lesser of

(1) $50,000, or
(2) the greater of $10.000 or one-half
the participant's accrued benefit.

(b) The exception applies only if the loan
must, by its terms, ge repaid within five
ears, or within a reasonable period if the
oan is used to acquire or improve a per-
sonal residence of the participant or family
member.

(c} Interest

id on a loan from a quali-
fied plan is d

uctible.

(a} Under the proposal, a loan would be
treated as a distribution to the extent that
the loan (when added to any outstanding
balance) exceeds the lesser of —

(1) 860,000, reduced by the highest
outstanding loan balance during the
prior 12 months, or

(2) the greater of $10,000 or one-half
of the employee’s accrued benefit.

(b) The propoeal provides an exception
to the five-year repayment period only for
those loans applied to the first-time pur-
shnse of the participant’s principal resi-

ence.

(c) No provision.

Effective date.—The provision wonld be:
ellective for amounts received as a loan
after December 31, 1985.

(8) Same as President’s proposal

(b) Provides an exception to the 5-year
re’,:iyment period only for those loans ap-
plied to the purchase of the participant's
principal residence (whether or not a first-
time purchase). Requires that a plan loan
be amortized in level payments, made not
less frequently than quarterly over the
term of the loans

(c) Defers the deduction for interest paid

(1) all employees with respect to
loans secured Ly elective deferrals
under a qualified cash or deferred ar-
rang or t heltered i
and

(2) key employees with respect to
loans from any qualified plan, by deny-
ing a deduction for the interest and in-
creasing a participant’s basis under
the plan by the amount of nondeduct-
ible interest paid.

El(eclwe date.—Same as President’s pro-
posa

(a) Same as Premdent’s proposal

(b) Same as President's pro| I, encept
that the exception would not mmiwd to
first-time purchases and wounld be available
to descendants of the participant

(c) No provigion
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ltem

Present Law

Presldent’s Proposal

House Bill

Chairman’s Proposal

).

Tax Deferral Under Qualified
Plans
1. Overall limits on contribu-
tions and benefits
a. Defined contribution plans

(ax1) Limits on contnbutions.—Annual
additions on behalf of a participent under
a qualified defined contribution plan are
limited to the lesser of (i) 25 percent of
compensation, or (ii) $30,000.

(2) Definition of annual additions —
Annual additions include employer contri-
butions, forfeitures, and if amployee contri-
butions ex six percent of compensa-
tion, the lesser of (i) one-half the employee
contrib or (ii) total employee contri-
butions in excess of six percent of compen
sation

(aX1) Limits on contributions.—No provi-
sion.

Definition of onnual additions. —One-
half of all employee contributions would be
treated as annual additions

Effective date. —-leluuon years begin-
m? after December 31, 1985,

or collectively bargaiped plans, the
modifications would apply to limitation
years beginning afler termination of the
collective bargaining agreement.

(aX1) Limits on contributions —Reduces
the dollar limit to the greater of $25,000 or
2? percent of the limit for defined benefit
plans

(2) Definttion uf onnual additions.—
Treats contrib as

(aXl) Limits on contnbutions.—The
$30,000 limit on annua) additions to a de-
fined contribution plan would be frozen un-
til the dollar limit on annual benefits under
a defined benefit plan reaches $120,000
After that, the dollar limit for defined con-
tribution plans would be indexed in the
same manner as the dollar limit for defined
benefit plans (by reference to percentage
increases in the social security wage base) so
that the ratio of the defined benefit plan
dollar limit to the defined contribution plan
dollar limit will remain at 4/1.

(2) Definition of onnual additions.—All
contributions would be treated as

annual additions

Effective date.—Limitation years begin-
ning after December 31, 1985
For collectively bargained plans, the bill
does not nprly to years beginning before
the earlier of
(1) tha termination of the agree-
ment, or
(ZiJanuaryl 1991,

annual additions

Effective date -Limilatmn years begin-
ning after December 31, 19
For oollectlvely bargamed plans, the bill
does not apply to years beginning before
the earlier o?
(1) the termination of the agree-
ment, or
(2) January 1, 1991.
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Item

I'resent Law

President’s Proposal

Nouse Rill

Chairman’s Proposal

|

b. Defined benefit plans

(bX1) Limits on benefits.—Annunl bene-
fits pnyable on behalf of a participant from
a qualified defined benefit plan are limited
to the lesser of (i) 100 percent of compensa-
tion or (i) $30,000

(2} Phase-in of limit —This limit is pro-
rtionately uced for participants with
r;s than ten years of service.

@ S£ec|'al rule for police, firefighters,
and prlots.—None.

(4) Cost-of living arrangements.—No spe-
cial rules.

(bX1) Limits on benefits —No provision

(2) Phase-in of limit.—The overall limit
would be reduced for participants with less
than ten years of plan participation.

(3) Special rule for police, firefighters,
and plm—No provision.

(4} Cost-of-living arrangements.—No pro-
vision

Effective date. —The provision phasing in
the requirement that the defined benefit
plan dollar limit be reduced for partici-
pants with less than 10 years of participa-
tion would be phased in, becoming fully ef-
:fiectig’:{or years beginning after i)eambor

1, 1993.

(bX1} Limits on benefits —Reduces the
dollar limit for benefitsa commencing at age
62 to $77,000, indexed for inflation after
1987. Provides that the limit for benefits
commencing at age 55 is not lower than
$65,000.

(2) Phase-in of himit.—Same as Presi-
dent's proposal.

(3) Special rule for police, firefighters,
and pilots. —The limit applicable to police
and fire workers is not reduced below
$50,000 at an . For airline pilots, the
limit at age '|:§E77.000.

(4) Cost-of-living orrangements.—An em-
ployer would be permitted to offer employ-
ees a qualified cost-of-living arrangement
that supplements benefits under a defined
benefit pension plan.

Effective_date.—Limitation years begin-
ning after December 31, 1985.

For collectively bargained plans, the bill
does not nprly to years beginning before
the earlier of

(1) the termination of the agree-
ment, or
(2) January 1, 1991.

(bX1) Limits on benefits —Same as
present law, but limita the dollar limits by
reference to the percentage increases in
the social security wage bare.

(2) Phase.in of Iimit —Same as Presi-
dent’s proposal.

(3) Special rule for police, firefighters,
and pﬁ:{s.—S@me as House bill, except
that, for pilots, the limit at age 60 is
$90,000, indexed to the percentage in-
creases in the Social Security wage base.

(4) Coat-of-lwing arrangements.—Same as
House bil

Effective_date.—Limitation years begin-
ning after December 31, 1986.

For collectively bargained plans, the bill
does not apply to years beginning before
the earlier nr

(1) the termination of the agree
ment, or
(2) January 1, 1991.
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Item

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

c. Combined plan iimit

d Tax-sheltered annuities

(c) The combined plan limit for an indi-
vidual who participates 1n both a defined
contribution plan and a defined benefit

lan of the same employer 18 equal to the
remer of (i) 1256 percent of the separate
plan dollar limits, or (ii) 140 percent of the
separate plan percentage limits

A lower combined plan limit applies for
individuals participating in a top-heavy
plan. The limit is the lane.r oll'llii 00 per-

cent of the otherwise

(c) The combined plan limit for individ-
uals who participate in both a defined con-
tribution plan and a defined benefit plan of
the same employer would be repealed for
all nontop-heavy plans

An additional excise tax would be 1m-
E:sed on all participants receiving annual

nefits 1n excess of a specified amount. To
the extent that aggregate annual distribu-
tions made with respect to any individual

plan dollar limits, or (ii) 140 percent of the
otherwise applicable separate plan percent-
age limits rn the case of a plan that is not
super top-heavy, the lower combined plan
limit does not apply if certain require-
ments are met.

(d) In the case of a tax-sheltered annuity,
special one-time elections increase the
overall defined contribution plan limit
The special elections allow certain catch-up
contributions in a year, to the extent per-
mitted by the section 403(b) exclusion al-
lowance.

An additional election permits a church
employee to elect to increase the overall
limit by up to $10,000 for any year, not to
exceed a lifetime amount of $40,000 for
any employee.

e catch-up elections are available to
employees of an educational organization,
a hospital, a home health service agency,
or a church, convention, or association of
churches

from lified plans, IRAs, and taxshel-
tered annuities exceed that dollar amount,
an excise tax equal to ten percent of the
excess would be imposed Under the pro-
posal, the dollar amount would be ?25
times the defined benefit dollar limit le’g.
125 times $90,000 would equal $112,500 for
1985 through 1987).

Effective date.—Years beginning after
December 31, 1985

(d) The special catch-up elections would
be repealed.

Effective date.—Years beginning after
December 31, 1985

(c) Retains the combined plan limit

Apphes a 15percent excise tax, rather
than a 10-percent tax, on aggregate annual
distributions from all tax-favored retire-
ment arrangements in excess of the great-

f

(1) $112,500 or

(2) 125 times the indexed dollar
limit for defined benefit plans

Applies a urecial higher ceiling for pur-
of calculating the excess distribution

or any calendar year in which the individ-
val receives a lump distribution that is
subject to long-term capital gaina or 5-year
averaging The higher ceiling is the lesser

ot (1) the portion of the lump sum that
is eligible for capital gains treatment

or f-year averaging, or
(2) 5 times the otherwise applicable
ceiling for such year
The biIF also containa a special rule for
t-death distnibutions In lieu of subject.
ing post-death distributions to the annual
tax on excess distributions, the bill adds an
additional estate tax equal to 15 percent of
the individual's excess retirement accumu-
lation “Excess retirement accumulation”
is defined as the excess of the decedent's
interest in all tax-favored retirement ar-
rangements over the present value of
annual payments equal to the annual ceil-
ing over a period equal to the hife expect-
ancy of the individual immediately before

death

Effective date.—Years beginning afler
December 31, 1985

(d) Retains special catch-up elections

(c) Same as House bill.

Effective date —Years beginning after
December 31, 1986

{d) The special catch-up elections would
be retained and extended to employees of
certain health and welfare services agen-
cies

Effective date —Years beginning after
December 31, 1986
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Present Law

Prenident’s Proporal

X1V. PENSIONS AND DEFERRED COMPENSATION: EMPLOYEE BENEFITS; EMPLOYEE STOCK OWNERSHIP PLANS (ESOPS)—Continued

Nousre Bill

Finanre Commitiee
Staff Option

]

2. Deductions for contributions
to qualified plans
. Profit-sharing and atock
bonus plana

taX1) Aggregote compensation hmit.—
Employer contributions for a year not in
excess of 15 percent of (he aggregate com-
penration of cnvered employees are gener-
ally deductible for the year paid

(2) Coordination with social security inte-
gration.—In the case of a profit-eharing or
stock bonus plan that is integrated with
social security, the limit on deductible em-
ployer contributions is not reduced by the
employer share of social security taxes
taken into account under the plan.

(3) Limit carryforward.—Employer con-
tributions in excess of the deduction limits
may be carried over and deducted in later
years. If the contribution for a particular
year is lower than the deduction limit, the
unused limit may be carried over and used
in later years.

{axl) A, te compensation limit.—The
proposal would modify the 15 percent of
compensation limit to apply on an individ-
ual, rather than an aggregate, basis. Thus,
the deductible contribution with repect (o
a particular employee cauld not exceed 15
percent of that employee’s compensation.

(2) Coordination with social security inte-
gration.—No provision.

(3) Limit carry forward. —The present-
law carryforward for unused deduction
limits would be repealed except under cer-
(tain  “retirement type” profiteharing
plans. A profiteharing plan would be treat-
ed as & "retirement l?'pe plan with re-
spect to an individual if:

(1) the individual is an active partici-
pant in the Plnn;
{2) the individual is not a particip
in any other profiteharing or stock-
bonus plan maintained by the employ-

er;

(3) contributions are besed on a for-
mula using a reasonable year-ofserv-
ice factor;

(4) certain benefits are not available
before separation from service, death
or disability; and

(5) the plan is not top-heavy.

(aX1) Aggregote compensation limit —No
provision

(2) Coordination with social security inte-
gration.—In the case of a profit-shari
stock bonus plan integrated with social se-
curity, reduce this limit by the employer
share of social security taxes taken into ac-
count under the plan.

(3) Limit carryforuard.—Repeal the limit
ca! 'orward for all profitsharing and
stock bonus plans (including retirement-

type plans).

(aX1) Aggregate compensation fimit —Re-
tain presen{ Iaw

(2} Coordination with social securtty inte-
gration.—Retain present law

: ll,'i) Limit carryforward —Same an House
ill.
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Item

Present Law

President’s Proposal

House Bill

Chairmun’s Uropossl

|

b. Combination of pension
ond other plan

¢. Nondeductibie

lions

contribu-

(b) Employer contributions to a money
purchase pension plan are generally de
ductible under rules applying to pension
plens. The amount requi under the
minimum funding standard is the contri-
bution rete specified by the plan, which
cannot exceed 26 percent of e participant’s

compenastion.
If an empl intains a p plan
(defined benefit or money purchase) and

either a profit-eharing or stock bonus plan
for the same employee, then the employ-
er's deduction for contributions for thet
year is generally limited to the greater of

(1) the a:nount needed to satisly the

of the

pension plan or
(2) 26 percent of the aggregate com-
it of d Thl.

limit does not a ply when an employee
participates in both @ defined benefit
and a money purchase pension plan of
the aame emproyar.

{c) Employer contributions in excess of
the deduction limit mey be carried over
and deducted in later years

(b) The proposal would extend the 25-per-
cent of aggregate compensation limit to all
combinations of defined benefit and money
purchase pension plans

{c) Employer contributions in excess of
the deductible limits would be subject to a
ten percent annual nondeductible excise
tax until the excess is eliminated.

Effective date.—The proposals generaslly
would be effective for years beginning after
December 31, 1985. Special transition rules
would maintain certain limit carryfor-
wards and permit the deduction of excess
contributions carried forward from years
before the effective date

(b) Same as President’s proposal

(c) Same as President’s proposal

Effective date.—Same as Precident's pro-

(b) Same as President’s proposal

(c) Retein present law

Effective date. — Effective for years begin
ning after December 31, 1986

3. Asset reverslons under qusll-
fied plans

Prior to the satisfaction of all liabilities
with respect to employees and benefici-
eries, assets held under e qualified plan
generelly may not be used for, or diverted
to, purposes other than the exclusive bene-
fit of employees. However, ussets remain-
ing in the plan upon plen terminetion gen-
erally may be paid to the employer after
plan benefits, accrued to the date of the
plan termination, have been provided.

Assets reverted to the employer are in-
cludible in the employer’s groes income

To recapture a portion of the tax bene-
fits of deferral of tax on earnings on previ-
vusly deducted plan contributions, the pro-
posal would impose @ nondeductible excise
tax equal to 10 percent of the plan funds
reverting to the employer upon plan termi-
nation

Effective date.—The 10 percent recap-
ture tax would epply to qualified plan
assets reverting to an empla,er pursuant
to a plan termination occurring sfter
cember 31, 1985

Same a8 President’s proposal

Effective date —Sume as President’s pro-
posal.

Same as President’s proposal

E[’(edwe date.—Same a8 President's pro
posa
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Item

Present Law

Presldent’s ’ropnsal

House Bill

Chairman’a Proporal

Miacellanenus Pension and De-

ferred {'ompenration Provislons

'lan amendmenta not required
until January 1, 1988

If the requirements applicable to quali-
fied plans are changed, present law gener-
ally uires that conforming plan amend-
ments adopted no later than the last
day of the first plan year after the effec-
tive date of the change, and the amend-
ments must be effective, for all purposes,
not later than the first day of that plan
year.

No provision.

Provides that a plan will not fail to be a
qualified plan on account of changes made
in the biﬁ for any year beginning before
January 1, 1988, provided—

(1) the plan complies, in operation,
with the changes as of any separately
atated effective date;

(2) the Klun is amended to comply
with the changes no later than the last
day of the first plan year beginning
after December 31, 1987; and

(3) the amendment applies retroac-
tively to the first day of the first plan
year beginning on or after the sepa-
rately stated effectiva date.

In addition, collectively bargained plans
will not fail to be qualified plans for any
year herinning before the later of

(1) January I, 1988, or

(2) the earlier of (a) January 1, 1991,
or (b) the first plan year inning
after the termination of the collective
bargaining agreement.

Provides that a plan will not fail to be a
qualified plan on account of changes made
before January 1, 1989, provided—

(1) the plan complies, in operation,
with the changes as of any separately
stated effective date;

(2) the plan is amended to comply
with the cﬁange! no later than the last
dey of the first plan year beginning
after December 31, 1988; and

(3) the amendment applies retroac-
tively to the first day of the first plan

ear beginning on or after the separate-
{y stated effective date.

In addition, collectivel bar?nined plans
will not fail to be qualified plans for any
year beginning before the later of
(1) January 1, 1989, or
(2) the earlier of (al January 1, 1991,
or (b) the first plan year beginning after
the termination of the collective bar-
gaining agreement

2.

Discretionary contribution
plans

Under certain types of plans, including
profitsharing plans, the level of employer
contributions to the plan may vary from
year to year at the discretion of the em-
I)oner n emglnyvr's discretion over the
evel of contributions to a profit-sharing
plan is limited by the requirement that the
employer’s contribulion to the plan in any
given year may not exceed the employer's
current or accumulated profits.

No provision

Employer contributions to a profit-shar-
ing plan that satisfy the immediate vesting
and withdrawal restrictions applicable to
elective deferrals under a cash or deferred
arrangement (CODA) are not limited to the
employer's current or accumulated profits
(whether or not the plan contains e
CODA)

Employer conlributions to a profit-shar-
ing plan would not be limited to the em-
ployer's current nr accumulated profits
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Item

Present Law

President’s Proposal

llouse Bill

Chairman’s Proposal

]

I. Requirement that collective
bargaining  agreement
bona fide

Under present law, many of the nondis-
crimination standards of the Code applica-
ble to qualified plans apply separately to
plans or programs maintained pursuant to
an agreement that is found to be a collec-
tive aining agreement if there is evi-
dence that retirement benefits were the
subject of good faith bargaining between
the employer and employee representa-
tives Simifar exclusions are provided with
respect to certain welfare benefits provided
to employeee Present law provides no
clear definition of a collective bargaining
agreement.

No provision

No agreement is treated as a collective
bargaining agreement unless it i8 a bona
fide agreement between bona fide employ-
ee representatives and one or more em-
ployers.

Effective date.—Date of enactment.

Same as House bill

Effective date. —Same as House bill

. Penalty for overstatement of
pension liabilities

A penalty may apply if deductions are
MBOJ on a significant overstatement of the
value of an item (such as a charitable de-
duction) The lavel of the penalty varies,
depending on the degree of the overstate-
ment. A similar yanally applies to under-
payments of estate or gift tax due to valu-
ation understatements There 18 no current
penalty for an overstatement of liabilities
under a pension plan.

No provision.

Provides a new penalty on actuaries for
underpayments of tax due to overstate-
ments of liabilitiee under a pension plan
New penalty would be similar to the cur-
rent overvaluation penalty

Effective date. —Overstatements with re-
spect to 1986 and later returns

No provision
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PLUOYEE HE MULOY

Item

Precent Law

President’s Proposal

TOUK OWNERSIHIIET FLANS (ESIPS—Uontinued

HNouse il

('hairman’s Proposal ]

F Employee Benefita
1 Statutory employee benefit ex-
clusions
a. Excluslons from Income

(1) Health benefits

(2) Group-term hLife in-
surance

(3) Death benefits

(4) Prepaid legal serv-
ices

(5)  Employer-pronded
[mnsparlullon

(a) Exclusions from income.—Present law
provides specific income tax and employ-
ment tax exclusions with respect to the fol-
lowing benefits provided by an employer to
employees.

(1) Health benefita (whether or not in-
sured]

(2) The cost of up to $50,000 of group-
term life insurance.

(3) Up to $5,000 death benefits.

(4) Benefits under prepaid legal services
plans (expired after 1985).

(5) Commuting through use of a van pool
{expired after 1985).

(a) Exclusions from income.—The Presi-
dent's proposal would make the following
changes in the tax treatment of employer-
provided employee benefits.

(1) Employer contributions on behalf of
an employee to a health plan would be par-
tially includible in the employee's gross
income. The amount included in income
would be $10 & month for individual cover-
age and $25 a month for family coverage.

(2) The present-law treatment of up-
term life insurance would be retain:

(3) The $5,000 exclusion for employer-
provided death benefits would be repealed.

(4) The excluslon for prepaid group I%‘n]
pervices would be made permanent. The
exclusion would be svailable only to the
extent thet employer contributions to the
plan are fixed before the beginni:g of the
year for which benefits are provided.

(5) The exclusion for employer-provided
transportation would be allowed to expire
at the end of 1985, as scheduled under
present law.

(a) Excluswons from income. —The House

(a) Exclusions from income —The propos-
al would make the following changes in the

bill makes the following chan}m in the
treatment of 1 id ploy
benefita

ployer-p!

(1) Retains present law.

(2) Retains present law
(3) Retains present law.

(4) Extends the exclusion for prepaid
legal services for 2 years through 1987.

(5) Same as President’s proposal

tr ent of -provided employee
benefits.

ploy

(1) Retain present law

(2) Retain present law.
(3) Retain present law

(4) The exclusion would be made perma-
nent.

(5) Same as President's proposal.
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ltem

Presen( Law

President’s Proposal

House Bill

Chairman’s Proposal

Statutory employee benefit
exclusions (cont.)

(6) Employee education-
ol assistance

(?) Dependent core as-
aistance

b. Self-employed Indlviduals

c. Effective date

6) Up to $5,000 lly of pl
educational assistance (expired after 1985).

(1) Dependent care assistance.

(b) Selfemployed individuals.—Under
present law, a self-employed individual is
not permitted to deduct (or axclude) the
coat of health benefita, group-tarm life in-
surance, or cafeteria plan benefits.

(6) The employee educationa) assistance
exclusion would be made permanent. The
$5,000 annual cap on educational assist-
ance would be repealed.

(7) Present law would be retained.

(b) Selfemployed individuals. —Present
law would be retained.

(c) Effective date.—Effectiva for taxable
years beginning after December 31, 1985.

(6) Extends the exclusion for educational
assistance for 2 years through 1987 and re-

(6) Same as the President’s proposal,
make the exclusion for employee educa-

tains the $5,000 cap on annual b

{T) Limits the exclusion for dependent
care assistance to $5,000 a year (32,500 for
a married individual filing separately).

(b) Self-employed individuals.—Retains

present law

(¢} Effective date —Effective for taxable
years beginning after December 31, 1985.

tional pel . but provide
that (he cap on the annual exclusion
equals Y of the Social Securi(y taxable
wage base (o x $42,000 = $5250 for

1986).

(7) Retain present law

(b) Self-employed individuals. —Permit
self-employed individuals to deduct 50 per-
cent of the amounts paid for health insur
ance through & nondiscriminatory employ-
er-provided plan applicable to all trades or
busi of the self-employed individual
(but not in excess of net earnings from self
emplu‘ment), unlees the health insurance is
available through other employment of the
self-employed individuals or such individ-
ual's spouse

(c) Effective dates.—Effective for taxable
years mning after December 31, 1986,
except that the provisions relating to pre-
paid legal services and employee educ
tional assistence would be effective for
years after December 31, 1985
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Hem

Present Lnw

Presldent’s Proposal

Touse Bifl

Chairman‘s Propasal

|

Nondircrimination require-
menta for emplnyee benefit,
Plsna

a. General rule

(a) Under present law, exclusions for
most of the statutory employee benefits are
conditioned on compliance with various
rules prohibiting discrimination in favor of
certain  employees.  Nondiscrimination
rules are provided for

{1) group-term life insurance,

(2) self-insured medical reimburse-
ment plans,

(31 qualified tuition reduction,

(4) group legal services,

(5) cafeteria plans,

(6) educational assistance,

{7) dependent care assistance,

{8) no-edditional-cost services, quali-
fied employee discounts, and subsi-
dized eating facilities, and

(9) welfare benefit funds.

These nondiscrimination rules genemlly
prohibit discrimination as to eligbili
participate and as to benefits pmwdedv
addition, certain benefits are subject lo
concentration tests, which limit the exclu-

sion if more than a specified percentage of
total benefits are pmvtdefew certain
owners.

Present law does not provide a uniform
definition of emplogm in whoee favor dis-
crimination is d or of pl
that can be excruded from consideration in
testing whether a plan is discriminatory

{a) The President’s proposal would estab-
tish uniform nondiscrimination rules for
eligibility and benefits and a uniform con-
centration test for
(mn imuplerm life insurance,

(2) Ith plans (whether or not in-

(3) gmup Iegul semoea.

(6) urendent care anmhalme.
{6) cafeteria plans,

(7) qualified employee discounts, no-
additional-cost services, and subsidized
eating fecilities,

(8) qualified tuition reductions, and

(9) welfare benefit funds.

The proposal would establish e umform

(a) Eatablish imina-

tion rules as to elmblllty and benefits
for—

(1) group-term life insurance,
lZ)f:sllh plans (whether or not in-
sured),

(3) group legal services,

(4) educational assistance,

(5) dependent care assistance,

16) cafeteria plans, end

(1) welfare benefit funds

Establishes e uniform definition of

defmtmn of highly
ees (ie, those emplo
discrimination is pro!
ployees that can be excluded from consid-
eration in testing whether a plan is dis-
criminatory.

highly i.e, those
in whose f;‘mr emeloyees in whose fovor d’mcnmmuhun is
ibited) and of em- | pr ) and of that can be

excluded from mnmcrerntmn in teating
whether a plan in discriminatory

(a) The follnwing modifications (as more
fully described l;leﬁow) to the present-law
nondiscriminetinn rules would be mede

1) extend a nondiacriminatory bene-
fits test to health plens (whether or not
insured);

(2) establish a new uniform eligibil-
ity test for group-term life insurance
and heallh plans {whether or not in-
su

3 apply a concentration test to
group-term |life insurance;

(4) establish, for all employee benefit
plans, a umfnrm deﬁnlllon of huzhly

ie.,
ees in whose fevor dlacnmmuuun in
prohibited), and

() establish, for all employee benefit
plans, a uniform definition of employ-
ees who can be excluded from consid-
eration in testing whether a plan is
discriminatory; and

(6) With respect to all employee ben-
efit plans, require that the employer
provide reasonable notification to all
eligihle employees of their eligibility to
participate in the plan
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——
Presideat’s Proposal

Chairman’s Proposal

b. Definition of empioyees in
whose favor discrimina-
tion is prohibited

(b) Under present law, benefits under the
following plans may not discriminate in
favor of officers, shareholders lor owaers),
or highly compensated employees:

(1) qualified tuition reductions,

12) group legal services,

(3) educational assistance,

{4) dependant care assistance, and

5) no-additional-cost services, quali-
fied employee discounts, and subsi-
dized eating facilities.

A groupterm life insurance plan may
not discriminate in favor of key employees,
which includes —

(1) officers,

(2) top-10 owner-employees,

(3) 6-percent owners, an

(4) 1-percent owners who earn more
than $150,000.

A self-insured medical reimbursement
rogram may not discriminate in favor of
(1) the 5 highest paid officers,
(2) 10-percent shareholders,
(3 the 26-percent highest paid of ;ll
1 Tudi ) Who

ployes

may be luded from
unger the eligibility test).
For purposes of the cafeteria plan nondis-
crimination rules, a definition is provided
for highly compensated individuals and for
key employees.

Highly compensated individuals in-
clude—
(1) officers,
(2) b-percent shareholders,
(3) highly compensated employees,
and
(4) spouses or dependents of such in-
dividuale
Key employees include the ssme employ-
ees as provided for group-term life insur-
ance

Under a welfare benefit fund, a highly
compensated employee means
(1) one of the 5 highest paid officers,
{2) 10-percent shareholders, and
3) employees who are among the
highest paid 10 percent of all employ-
ees (other than excludable employees)

(b) The proposal would providef umfc:rrn

definition of highly P y
ees. An employee would be treates as
highly compensated for a plan year if, at
any time during the 3-year period ending
on the last day of the plan year, the em-
ployee—

(1) owns an interest of at least one
percent of the employer tdetermined
with attribution rules);

(2) earns at least $50,000 in annual

ion from the employer;

13) earns at least $20,000 in com
sation from the employer and is
among i) the top 10 percent of employ-
ees by compensation or (ii) the top 3
employees by compensation; or

14) is a family member of snother
highly compensated employee for such
year.

Certain mechanical adjustments would
be made to the top 10-percent and 3 high-
est-peid employ tests to take an
amployer’s salary structure. Similarly, ad-
{'unlmanla would be provided to the 3-year
lookback rule to reflect significant fluctua-
tions in an employer’'s workforce

House Bill
(b) Provides a uunifnrm definition of
highly d ployees, in whose
favor discrimination is prohibited Treats
an ployee as highly d if, at

any time during the 2 prece&ing years, 'the
employee is—

(1) a 5-percent owner;

(2) earns more than $50,00 annual-
Y.

(3) i8 in the top 10 percent of all em-
ployees by pay, excluding (i) employees
who earn less than $20.000, and (ii)
emJ)oneee who earn less than $35,000
and are not among the top 5 percent
b; y or;

(4) family members of {i) 5-percent
owners, and (ii) the top 10 highly com-
peussted employees by pay

A family member is defined as a spouse,
parent, lineal ascendant or descendant, and
a spouse of lineal ascendant or descendant

“Highly compenssted employees” also
includes employees who are 5-percent
owners during the current year, and em-
ployees who fall in categories (2) or (3)
during the current year and who are also
in the top 100 employees by pay during the
current year.

(h) Provides a unmiform defimition of
highly comipensated employees, in whose
favor discrimuination 1s prohibited An em-
ployee would be treated as highly compen:
sated if, at any time during the preceding
year, the emplayee—

(1) was a 5-percent owner;

(2) earned
(1) more than $100,000 (indexed by
reference to the percentage increases
in the social security wage base) or
(1) more than $50,000 tindexed by
reference to the percentage increases
in the social security wage base) and
i8 among the top 20 percent of em
ployees by pay; or
(3) was an officer (as defined in sec
416¢6).

Family members of 5-percent owners and
of the 10 (by cumpﬂribunﬁnghly compensal-
ed employees are regated with the 5
percent owner ur highly compensated em-
ployee and, therefore, are treated as s sin-
gle-highly compensated employee

A family member is defined as a spouse,
parent, lineal ascendant or descendant, and
a spouse of a lineal ascendant vr descend
ant

“llighly compensated empluyees” also
include emplayees who, for the current
year, are 5-percent owners or employees 1n
categuries (2) or (3), if they are among the
top-100 highly compenssted empluyees by

.

The definitiva of “highly compensated
employees™ would aprly or purposes of the
nondiscrimination rules for—

(1) group-term life 1nsurance,

(2) self-inaured medical reimburse-
meat plans,

(3) qualified tuition reduction,

(4) group legal services,

(5) cafeteria plans,

(6) educational assistance,

(7) dependent care assistance,

(8) no-additionalcost services, qual
fied empluyee discounts, and subsidized
eating facilities, and

(9) welfare benefit funds
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Present Law

President’s Proposal

House Bill

’hairman’s l‘rnpnnnl

il

c. Excludable employees

{¢) Under present law, for purposes of
testing whether a plan is nondiscrimina-
tory, certain employees can be disregarded.

In the case of @ group legal services plan.
educational assi plan, or a depe

(c) Certain classes of employees would be
disregarded in applying the 125-percent eli-
ihility test. Thus, under the proposal, the
ollowing employees need not be take into
account in testing whether a plan provides

care plan, pl covered
under a collective bargaining unit may be
disregarded if the benefit was the subject
of good faith bargaining

Under a group-term life insurance plan,
i:e following employees may be disregard-

(1) employees who have less than 3
yearn of service,

(2) part-time or seasonal employees,

(3) collective bargaining emplnyees
(if the benefit was the subject of good
faith bargaining), and

(4) nonresident aliens.

Under a self-insured medical reimburse-
mentJ)lan the following employees may be
excluded from consideration:

(1) employees with less than 3 years
of service,
(2) part-time and seasonal employ-

ees,
(3) employees who have not attained

age 25,
(4) collective bargaining employees
(if the benefit was the sugject of good
faith bargaining), and

(5) nonresident aliens

For purposes of the cafeteria plan non-
discrimination rules, employees with less
than 3 years of service may be disregarded

Under a welfare benefit fund, the follow-
ing emplnyees may be disregarded-

(1) employees who have not complet-
ed 3 years of service,

(2) employees who have not attained
age 21,

(3) seasonal or less than half-time
employees,

(4) collective bargaining employees
(if the benefita were the subject of good
faith bargaining), and

5) nonremdenl aliens

coverag

(1) if the yﬁin 80 prowdeo. employees
with less than one year of service (30
or 90 days, in the case of an employer-
maintained health plan),

(2) if the Tlan 80 provides, part-time
and seasonal employees,

(3) employees covered by certain col-
lective bargaining ments, and

14) nonresident aliens who have no
U.S. earned income.

(c) The following employees could be dis-
regarded in testing whether (he nondis-
criminalory eligibilily test is satisfied-

(1) employees who have not complet-
ed 180 days of service;

2) employees who work less than 20
hours per week;

3 emplnf'eee who normally work
fewer lhan 000 hours a year (eeasonal
employees;

) employees included in a collective
bargaining unit if benefits were the
subject of good faith bargaining;

16) employees who have not attained
age 21; and

(6) nonresident aliena.

(c) The following employees could be dis-
regarded in testing whether the nondiscrim-
inatory eligibility test is satisfied

(1) in the case of health plans, em-
ployees who have not completed 1
days of service;

2) in the case of a plan (other than
health), employees who have not com-
pleted 1 year of service;

(3) employees who work less than
half-time;

(4) employees who normally work
fewer than 6 months a year (seasonal
employees|

( )emplnyem included in a collective-

aining unit if the benefits were the
sub; of good faith bargrining;

(6) employees who have not attained
age 21; and

(1) nonresident aliens.

The definition would apply for purposes
of the nondiscrimination rules for—

(1) group-term life insurance,

(2) self-insured medical reimburse-
ment plana,

(3) qualified tuition reduction,

(4) group legal services,

(5) cafeteria plans,

(6) educational assistance,

17) dependent care assistance,

(8) no-additional-cost services, quali-
fied employee discounts, and subeidized
eating facilities, and

19) welfare benefit funds.
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Item

Present Law

President’s Proposal

House Bill

Chairman's Proposal

d. Rules for health plans

(dx1) Insured heulth plans.—Under
present law, no nondiscrimination rules
apply to insured health plans.

tdx1) Insured health plans.—The Presi-
dent’s proposal provides s uniform eligibil-
ity, benefits, and concentration test appli-
cable to all employee benefit plans.

Elunbility test. —Under the President's
propaesl, the percenm‘ga of highly compen-
sated employees benefiting under a health
plan could not exceed 1 rcent of tha

rcentage of all other employees benefit-
ing under the plan Under certain very
limited circumstances in the case of com-

pelling business reason (such as a merger),
the IRS could waive the 126 percent test in
favor of a more liberal test for a period of

time.

(dX1} Insured health plans —The louse
bill provides a uniform eligibility and bene-
fits test o all employee benefit plans, in-
cluding insured health plans.

Eligibility test.—Under the eligibility
uan.lgﬂ percent of all employees must be
eligible to participate in a plan In addi-
tion, a plan could not contain a provision
relating to eligibility that discriminates in
favor of highly compensated employees.

Under certain circumstances, the eligi-
bility test may be applied seperately with
renﬁect to employees tn each separate line
of business or operating unit of the em-
ployar The bill requires that, in order, for
the line of business exception to apply

(1) each line of business must have
at least 100 employees, and

(2) at least bppercent, but not more
than 25 percent, of the employees in a
line of business or operating unit are
highly compenasted.

tdx1) Insured health plans —The optivn
would extend nondiscrimination require
ments to insured health plans.

Ehgibility test —Under the eligibility
test, plan must benefit at least—
(1) B0 percent ol all employees, or
(2) a reasonable classification of em-
ployees that does not discriminate in
favor of highly compensated employ-

ees.
The eligibility test would be applied by
treating all employ of related ployers
(secs 414 (b), tc), (m), and (o)) as employed
by a single employer and would apply the
employee leasing rules (sec. 414tn)).
However, the reasonable classification
test could be applied separately to each
line of business or operating umt of the
employer This separate application would
be permitted if the following tests are met

(1) each line of business or operating
unit must be capable of being a sepa-
rate self-sustaining unit,

{2) each line of business nr operating
unit must have at least 50 employees,
and

{3) the percentage of highly compen-
sated employees within any line of
business or operating unit cannot be
less than 50 percent or more than 200
percent of the percentage of highly

i d employees of the
er.

pluy

In addition, for purposes of applying the
eligibility test, the aggregation oFcompum—
ble health plans would be permitted
Health plans would be considered compa-
rable if the average employer cost per em-
ployee in one plan does not vary signifi-
cantly from the average cost in the vther
plan, tsking into account differences in
costs (determined under a specified index)
for plans maintained in geographically dis-
persed areas.
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Ttem Present Law

Prenident’s Proposal

Houre Bill

Chairman’s Propoaal

d. Rules for health plans

(2) Self-insured medical reimbursement
plans.—In the case of self-insured medical
reimbursement plans, present law provides
a nondiscriminatory eligibili.y test and a
nondiscriminatory benefits test.

El;'gibl‘hly test —The eligibility test is
satisfied if the plan—
(1) benefits 70 percent of all employ-

ees,

(2) benefita 80 percent of eligible em-
ployees and 70 percent of all employ-
ees are elifible; or

(3) benefits a nondiscriminatory clas-
sification of employees.

Benefits test. —Under the benefits test,
the contributions or benefits provided may
not discriminate in favor of highly compen-
sated employees.

s:lann-\

Benefits test.—The proposal would re-
quire that all types and levels of benefits
available to any highly compensated em-
ployee must be evailable to all nonhighly
compensated participants. Similarly, any
condition for receipt of a benefit would be
required to be applied in a nondiscrimina-
tory manner.

Concentration test. —Under the concen-
tration test, the contributions provided to
the top 20 (by pay) hm compensated em-
ployees could not ex: 25 percent of the
total contributions provided under the plen
for any year.

(2) Self-insured medicol reimbursement
me as the rules for insured
ealth plane.

Benefits test. —The benefits test under
the House bill uires that the coverage
provided under a health plan be the same
or each participant in the plan. A limited
exception to this requirement is imvid?d
for employees who normally work fewer
than 30 hours per week.

In addition, in the case of a health plen
in which more than 26 percent of the par-
ticipants are highly compensated, the plan
is considered discriminatory unless—

(I) the plan actually covers at least
75 percent of those employees eligible
to participate in the plen; or
(2) the plan, when aggregated with e
comparable plan {or plans), satisfies
the 26-percent test. Two or more plans
are considered comparable if the aver-
age employer cost per participant in
the glan or plans is at least 80 percent
of the averaga employer cost per par-
ticipant in a plan that would otherwise
fail the nondiscrimination test.

Concentration test.—No provision

(2) Selfinsured medical reimbursement
lans.—Same as the rules for insured
ealth plans.

Benefits test. —No separate benefits test in
provided for insured health plans because
the eligibility test also operates as a benefits
test

Concentration teal. —No provision

(2) Self-insured medical rexmbursement
lans —Same as the rules for insured
ﬂenllh plans.
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Item

Present Law

President’s Proposal

Huuse Bill

Chairman’s Proposal _l

e. Eligibility test for plans
other than health plans

(e) Under present law, the followin,
benefits must be available to a classifi-
cation of employees that does not dis-
criminate in favor of officers, share

(e) Under the President’s proposal, the
percentage of highly compensated employ-
ees benefiting under a plan could not
exceed )26 percent of the permnu:g‘a of all

holders (or 3 high!{ other employ
ed employees, or dependenta of any
such emplo:

es:
(4} qunliﬁyad tuition reduction,
(2) educational assistance,
(3) dependent care assistance, and
(4) no-additional-cost services, quali-
fied employee discounts, and subsi-
dized eating facilities.

Group legal services plans, cafeteria
plans, and welfare benefit funds must ben-
efit (rather than merely be available to) a
classification of employees that does not
discriminate in favor of officers, sharehold-
ers, and highly compensated employees. A
cafeteria maintained pursuant to a

lecti ini is treated

. Pyl S
as nondiscriminatory.

A group-term life insurance plan must
meet one of the following eligibility tests:
(1) the plan ben;f‘fu T0 percent of all
employees,
(2) at least 85 percent of the partici-
pants are not key amployees,
(8) the plan benefits & nondiscrim-
inatory classification of em'plnyeal. or
{4) if the plan is part of a cafeteria
plan, the requiremsnts relating to caf-
eteria plans are met.

In epplying the nondiscrimination tests
to certain statutory fringe bensfits, all em-
ployees of employers that are under
common oontrol are qgrefnted and treat-
ed as if employed by a single employer

benefiting under the plan

(e) Under the eligibility test, 30 percent
of all employees must be eligible to pertici-
pate in a plen In addition, a plan could
not contain e provision relating to eligibil-
ity that di.‘cnmi?atea in favor of highly

Under certain very limited circ ances
in the case of compelling business reason
(such as a merger), the IRS could waive the
125 percent test in favor of @ more liberal
test F:r a period of time.

P ploy

Under certain circumstances, the eligi-
bility test may be applied separately with
res) to employees 1n each separate line
of businees or operating unit of the em-
ployer. The bill requires that, in order, for
the line of business exception to apply

(1) each line of business must have
at least 100 employees, and
(2) at least g)pemenl. but not more
26 percent, of the employees in a
line of business or operating unit are
highly compensated.

(e) Retain present law eligibility tests ap-
plicable to employee benefit plans other
than group-term life insurance.

Eatsblish an eligibility test for group-
term life insurance plans under the same
standards as the test that would apply to
health plans Under this eligibility test, the
plan must benefit at least—

(1) B0 percent of all employees, or
(2) a reasonable classification of em-
ployees.

The aggregation rules of present law
would be retained. However, the reasona-
ble classification test would be clarified to
provide guidance with respect to the cir-
cumstances under which the test could be
applied seperately to each line of business
or operating unit of the employer Sepa-
rate application of the test would be per-
mitted if the following conditions are met

(1) each hine of business or operating
unit must be capable of being a sepa-
rete self-gustaining unit;

(2) each line of business or operating
unit must have at least 50 employees,

and
(3) the per of highly
sated employees within any line of
business or operating unit is not less
rcent or more than 200 per-
cent of the percentage of highly com-
d empl of the |

ploy
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tem

Prerent Law

Presldent’s Propossl

Hause Bill

Chalrman’s Praposal

]

. Benefits tents for plans
other than health plans

9. Concentration tests for
plans other than Aealth
plans

{f) Under present law, the contributions
or benefits provided under & group legal
services plan may not discriminate in favor
of highly compensated employees.

Under e group-term life insurance plan,
the type and amount of benefits available
under the plan  may not discriminate in
favor of key employ test is fi
if the benefits bear a uniform relationship
to compensation.

A cafeteria rlnn may not dmcn
favor of

inate in

{0 Under the President’a proposal, all
t.ypen end levels of benerh _available to

(D Requires that the coverage provided
under a group-term life insurance plan or

Py

y highly par must
be to all nonhighly

sated participants. Similarly, any condition
for receipt to a benefit would be required
to be epplied in a nondiscriminatory
manner.

‘The proposal would apply a nondiscrim-
inatory benefits test to group-term life in-
surance, hea!th beneﬁh and group legal
services b d under & perma-

as to conmuhona or benefits, "IIC‘I re-
quires that nootaxable benefits and total
benefits (or employer mntnhucnonn for

tal b y. A spe-

to
cial rule applies to health benzﬁu

Under n welfare benefit fund, the bene-
fits provided under each clnas may not du—

nen! and enforceabla plan. This test would
am whether of not the benefit wa'awrm-
through insurance or self-insured by
an employer. Certain benefits would be
permitted to vary by compensation level.

Undqr the mpml umployu educetion-
care a&

1 benefi

criminate in favor of pe
employees. Life insurance, dmblllty, sever-
ance peay, and uugzlemenh} unemploy-
ment compensation benefits are not consid-
ared discriminat, merel{ the
benefits bear & uniform ationship to
compensation.

(g) Under present law, not more than 26
percent of the benefits under a group |
services plan or a dependent care assist-
ance plan may be gmvidrd during a year
to b6-percent shareholders or owners (or
their spouses or dependents).

No more than percent of the nontax-
able benefits under a cafeteria plan can be
provided annually to key employees.

No more than b percent of the amounts
paid or incurred under an educational as-
sistance p may be provided annual-
I{I for 5-percent shareholders or owners (or
their apouses or dependents)

fringe

quahﬁod tuition reductions would lloo be
to a nondiscriminatory benefits test

er which the average amount of bene-

ﬁu provided to highly compensated em-
ployees could not exceed 125 percent of the
average amount of benefits provided to
other employoel In the case of edne-tionul

for dqree me would be nquIred to
I 3 er this nondiscrimination
rule.

(@ The President's would
madify the utilization test of present law
aprpheabla to group legal aem;u. employ

enre assistance. Under the modification,
the contributions provided to the top 20 (by
pay) highly compensated emplo could
not exceed 25 percent of the contribu-
tions provided under the plan for any

This rule would epply to each employee
benefit otherwise excludable from income

p-term legal services plan be the same
?ur each participant in the plan, regardless
of whether the benefit is Erovided through
insurance or self-insured by the employer.

In the case of group-term life insurance
plans and qualified legal services, 75 per.
eeut of all employees who are eligible w

participate in the plan must actually be
covered by the plan.

An sducnuonnl mmanoe plun or de—

care
discriminatory unless (a) all beneﬁu avail-
sble to highly compensated employees are
available on the same terms nmr conditions
to all other employees eligible to partici-
Faie in the plan; and (b) the average bene-

t provides to nonhighly compensated em-
ployeea is at least percent of the aver-
age benefit provided to highly
employees.

(g) Retains present law.

(D Retains present law benefits testa ap-

licable to group-term life insurance. group
r al services, cafeteria plans, and welfare
beneﬁl funds

(g) Generally retain present law concen-
tration tests. {n addition, provide that no
more than 25 percent of the benefits under
a group-term life insurance plan may be
provided to b-percent owners Thia rule
would not apply if the plan provides equal
coverage (in a dollar amount rather t

as e percentage of pay) to each plan partic-
ipant



Item

Present Lew

President’s Proposal

Houee Bill

Cheirmean’s Proposal l

h. Sanctions for discrimina-
tion

L Reporting requirements

J. Study

k. Effective dates

(h) Under present law, if e plan feils to
meet the aepplicable nundiscrimination re-
quirements, all employees are required to
include the value of the benefits provided
in gross income. A special rule applies in
the case of a discriminatory sel?mlured
medical reimbursement plan under whlch

(h) Under the President's proposal, if @
plan 18 found to be discriminatory in cover-
age, benefits, or utilization, the benefits
provided to highly compensated employees
would not be eligible for exclusion from
gross income. The amount to be included
in groes income in the case of insurance

only the highly
are uired to include in income ll;e por-
tion of their reimbursements that are dis-
criminatory. In l,he case of mupl@rm life
only key uired
to include the vn]ue ol’ Lhe benefit in
income under a discriminatory plan.

(i) Under present lew, an annual report-
ing requirement applies with respect to
group legal services plans, educational as-
sistance plans, and cafeteria plnna Under
this req each that
maintains 8 pl-n is vequlmd to ﬁle e
return sh g the of
participating in the plan, the total “cost of
the plan for the taxable year, and specified
employer identification information.

type benefits would be the value of the cov-
erage provided to s hnghly compennled

and not rei received
unJer the plan for expenses.

(i) Retains present law.

(j) No prevision

(k) The President’s proposal relating to um-

(h) A highly compensated employee who
is @ participant in a dmcnmlnawry statuto-
ry fringe benefit plan is required to include
in income an amounaot equal to the d.ucnml»

(h) A highly compensated employee who
rticipant in @ discriminatory fringe
beneFa t plan would be required to mclug
in mcome an amounl equa] to the employ-
ee's benefit under the

namrx portion of the ploy
provided benefit under the plan

() Extends preseot-law reporting re-
ﬂnnmenu to all employee benefit plans.
addmon, the bill i imposes a mpomng re-
for An‘ nefit plan
in eny year in which Eeneﬁu are includ-
ible in the income of a key employee. The
provisivn is effective for years beginning
after December 31, 1986.

(j) Requires that the Treasury Depart-
ment conduct a study of abuses of the
health insurance provisions and make rec-
ommendations for changes in the nondis-
crimination rules. No later than July 1,
1986, Treasury is required to report the
result of the study, toguhor vnlh any rec-

ions it deems to the
Committee oo Ways and Means, the Com-
mittee oo Finance, and the Joint Commit-
tee on Taxation.

(k) The provisions are effective for years
beginning after De: ber 31, k

form nondiscrimination rules
would be effective for‘&lan years bemnm
efter December 31, 1985, except that, in lhu
case of @ health plan, the proposal would be
effective for plan ears beginning after De-
cember 31, e proposal would pro-
vide e delsyed eﬂect:ve date for collectively
bargained plans.

plan. No beneﬁm would be mcludlble in
income for ploy
ees.

As in the President’s proposal, the
emount included in gross income in the
case of insurance-t benefits is the value
of coverage provided to @ highly compen-
sated employee In the case of any olhur

Eenefl is defnm{ under lRe bllru the
velue of the benefit provided to or on
behalf of the employee to the extent attrib-
utable to oomnﬂuuom made by the em-
ployer or pre-tax employee contributions

(i) Retains present lew reporting require-
ments.

() No provision.

(k) Same as House bill
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ltem

Present Law

Presldent’s Proposral

1lause Bill

Chairman’s Propossl

3. Benefits provided under a
cafeteria plan

Under a cafeteria plan, an employee is
offered a choice between cash and one or
more fringe benefits. If certain uire-
menta are met, then the mere availability
of cash or certain permitted taxable bene-
fits under a cafeteria plan does not cause
an employee to be treated as hnvinger&
ceived the available cash or taxable bene-

A highly p in treat-

The President’'s proposal would apply a
special rule to reimbursements of medicsl,
legal, or dependent cere expenses under a
reimbursement account, under which the
reimb would be di d
nondiscriminatory if the average reim-
bursementa for highly compensated em-
ployeea does not exceed 125 percent of the
average reimbursements for all other par-

ed as having received available cash and
taxable benafits if the cafateria plan dis-
criminates in favor of highly compensated
individuals as to eligibility or as to benefits
and coptributions. In addition, if more
rcent of the total excludable

ided o

in the cafeteria plan. In addi

Extends to cafeteria plans, for years be-
ginning after December 31, 1986, nondis-
crimination rules similar to those applica-
ble to statutory fringe benefit plans Also
modifies the rule governing the year in
which benefits under a discnminatory cafe-
teria plan must be included in income by

highly d and key employees.
€1nriﬁu that full-time lifa insurance
! may elect benefits under a cafe-

the contribntions provided to the top 20
highly compensated employees could not
exceed 25 percent of the total contributions
under the Kl:n for any year Under the
proposal, reimbursements of insurance pre-
{niuml would not be permitted from a reim-

benefits for a plan year are p
employees who are key employees (certain
officers and owners), then the key employ-
eea will be taxed as though they received
n:l available taxable benefita under the
plan.
In addition, each beoefit provided under
a cafeteria plan must serqrawly satisfy
e B hrail eaBlaR e

any
that benefit.

Effective date.—The President's proposal
would be effective for plan years beginning
after December 31, 19&.

teria plan that they are otherwise permit-
ted to exclude from income.

Effective date.—The proj 1 would be
effective for taxable years inning after
December 31, 1986.

Retain present law, but modify the defini-
tion of highly compensated employees and
excludable employees

4. Prizes and awards

(a) Prizes and awards received by the
t.ur(er. other than certain scholarships
and fellowship grants, generally are tax-
able. However, there is an exception for
awards received for achievaments in fields
such as charity, the arts, and the sciences,
applying only if the recipient (i} has not
specifically applied for the prire or award
(e.g., by entering a contest), and (i) is not
required substantial services as a condition
of receiving it.

(b) Gifts are excludable from the income
of recipients. To quality as a gift, an item
must be given out of detached generosity
and not as compensation or to beoefit tha
donor. Business deductions for gifts are

nerally limited to $26 per recipient.

{owever, for an amployee award given by

reason of length of service, productivity, or
safety achievement that qualifies as a gift
and as deductible, the degudion is limited
to $400 or $1,600 (depending on the circum-
stances).

(a) All prizes and awards (other than cer-
tain scholarships and fellowship grants)
would be taxable. The preseat exclusion
for awards for charitable, etc. achievement
would apply only when recipient desig-
nated that the prize or award go to a tax-
exempt charitable organization.

(b) Gift treatment would be denied for all
employee awards given by reason of a
work-related achievement. Since vo em-
ployee awards would be both excludable
and deductible, tha deduction limits under
present law would have no application.

Effective date.—Taxable years beginning
after 1985.

(a) Same as President’s proposal.

(b) Same as President’a proposal, with
clarification that employee awards of low
value (such as certain treditional retire-
ment gifts) may qualify as both deductible
and excludable under the rules for de mini-
mis fringe benefits enacted in 1984 (sec.
132).

EI{nliw date.—Same as President’s pro-
posal.

(a) Same as President’s proposal.

(b) Same as House bill.

Effective date —Tanxable years beginning
after 1986
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Present Law

President’s Proposal

House Bill

Chalrman’s Proposal

5. Accrued vacatlon pay

Under the present law, an accrual
method taxpayer generally is permitted a
deduction no earlier than the taxable year
in which the all-events test is met and eco-
nomic performance occurs. ln the case of
the deferred benefits for employees (such
as vacation pay earned in the current tax-
able year, but paid more than 2% months
after the close of the current year), an em-
ployer generally is antitled to claim a de-
duction o:lly w| the beoefit is includible
in an employee’s income.

Under a lpedme of present law, an
employer may make an election under sec-
tion 463 to deduct an amount representing
a reasonable addition to a reserve account
for vacation pay (contingent or vested)
earned by employees in current year
and expected to be paid by the close of that
year or within 12 months thereafter.

No provision

Revise the special provision uvnder
present lew relating to accrued vacation
pay to limit the d:fuctiun for accrued va-
cation paz to amounts expected to be paid
during the current year or within 8%
months thereafter.

Same as House bill

E/rechue date.—For taxable years of the
3 beginning after Ds ber 31,
1985.

Effective date —Years beginning after
D ber 31, 1986

6. Faculty houslng

Several court cases have held that on-
campus housing furnished to faculty or
other employees by an educational institu-
tion does not quality for the exclusion
under Code sectiop 119 (certain lodging
furnished for the coovenience of the em-
ployer), and that therefore the reatal value
of the housing (less any amounts paid by
the employee) is includible in income and
wages.

The Deficit Reduction Act of 1984 pro-
hibited Treasury from issuing, prior to
1986, lations treating as income the
excess of the value of ?ualiﬁad campus
lodging over the greatar ol

(1) the ogernling cost paid in fur-
nishing the lodging, or

(2) the rent received, in the case of
such lodging furnished in 1984 or 1985.

No provision.

No provision.

The rental value of quelified campus
lodging for a gsar would treated as no
greater than five percent of the appraised
velue for the year of the lodging, provided
that an independent appreisal 1s obtained
by a quxliﬁetreap raiser Thus, the velue of
the lodging would be excluded from the
employees’ income and wages if the rent
paid by him or her to the educational insti-
tution equals or exceeds (on an annvalized
basia) five percent of the appraised value
Also, rents charged by an educetional insti-

.tution to nonemploreea for comparable

lodging could be
value.

Effective date.—Taxable years Izigmmn
after 1986. For prior years, the IRS woul
follow the valuation rule, except thet the

valuation of the property for local
real estate tax purposes would treated
as meeting the requirement of a qualified
eppreisal

to define fair rental




Item

Present Law

President’s Proposal

Nouse Il

X1V. PENSIONS AND DEFERRED COMPENSATION; EMPLOYEE BENEFITS; EMPLOYEE STOCK OWNERSIIIP PLANS (ESOPS)—Continued

Chairman’s Proposal

7. Parents of airline employees;
airline affiliate employeen

Under the Deficit Reduction Act of 1984,
the value of "no-additional-cost” services
provided by an emrlnyer for use by the em-
ployee, or the employee's spouse or depend-
ent children, is excluded from income and
wages if certain conditions are met, includ-
ing a line-of-business limitation (Code sec.
132).

No provision.

ta) Parents of employees.—No provision.

(b) Airline affiliates —The technical cor-
rections provisions of the House bill pro-
vide that the value of the use of airline
passes by certain individuale who aere di-
rectly engaged in providing airline-related
services to airlines or air transportation or-
ganizations are excluded from income and
wages, on the same basis as in the case of
airline service employees of an airline cor-
poration. An individual is considered di-
rectly en?a%ad in providing airline-related
services if the individual performs services
for an organization (in existence on Sep-
tember 12, 1984) that is a tax-exempt busi-
ners league whose membership is limited
to entities e ed in the transportation
by air of individuals or property for com-
pensation or hire.

Also, a grandfather exception is provided
to the lineof-business limitation for tax-
free treatment of airline passes furnished
(after 1984) to individuals employed, as of
September 12, 1984, by Pan American
World Services, Inc. These groviaions
would be effective January 1, 1985.

(a) Parents of employees —The value of
the use of free or discounted airline passes
hy parents of an airline employee would be
excluded from the employee’s income and
wages on the same basis as where such
benefits are used by the employee's spouse
ll)!r’sdsependenl children, effective January 1,

(b) Airline affiliates.—Provide that the
value of the use of airline passes by certain
individuals who are directly engaged in
rmviding airline-related services to air-
ines or air transportation organizations is
excluded from income and wages, on the
same basis as in the case of airline service
employees of an airline corporation

180, a grandfather exception is provided
to the line-of-business limitation for tax-
free treatment of airline passes furnished
(after 1984) to individuals employed, as of
September 12, 1984, by Pan American
World Services, Inc. These provisions
would be effective January 1, 1985.
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Present Law

X1V. PENSIONS AND DEFERRED COMPENSATION; EMPLOYEE BENEFITS; EMPLOYEE STOCK OWNERSHIP PLANS (ESOPS)—Continued

President’s I'roposal

lNouse Bill

Chelrman’s Proposal

8. Health benefits for retirees

Under present law, an employer generel-
ly is entitled to deduct contributions
(within limits) to & welfare benefit fund to
rmvide post-reti dical benefi

or em;ll?ye-. The limits allow ?mounu

r y y re-
serves under a welfare benefit plan so that
Funding of bastreli Alal benef:
or retirement life insurance benefita
(including death benefits) with respect to
an employee can be completed upunhthe

playee's i . H , these

lsted no more rap-

may be

idly than on a level basis over the wnrkjmf
life of an empl with the empl of
that employee.

Each year’s computation of contributions
with respect to retiree medical benefits is to
be made under the assumption that the
medical benefits provided to future retirees
will have the same cost as medical benefits
currently provided to rotirees. Because the
reserve is to be computed an the basis of
current medical costa, future inflation is oot
taken into account.

No pravision.

No provision

(a) An employer would be permitted to
take into account projected increases
in medical costs in calculating the amount
deductible for contributions to a welfare
benefit fund for post-retirement medical
benefits. The amount taken into accouot
would be limited by reference to projected
_inﬁrum in modmlx costs under a epecified
index.

(b Extend the due date of the study
(mendeted in DEFRA) relating to mini-
mum standerds for welfere benefit plans
and e review of the funding levels of such
plans to | year from the date of enactment
of the bill.
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ftem

Present Law

Presldeni’s Proposal

Houge Bill

Chairman‘s Propoaal

.  Employee Stock Ownership
Plana (ESOPa)
1. ESOPs as employee benefit
plans
a. Investment in employer
securities

(a) ERISA imposes a limit on the per-
centage of plan assets that may be invested
in qualifying employer securities and
qual'i'fying real property.

For a pension plan (either defined bene-
fit or money purchase), the limit is ten per-
cent. For a profit sharing or stock bonus
plan, the ten percent limit may be in-
creased to an amount specified by the plan,
up to 100 percent.

An Employee Stock Ownership Plan
(ESOP) leither a stock bonus plan or a
combination stock bonus and money pur-
chase pension rlm) must be invested pri-
merily in employer securities. ESOPs are
subject to special qualification require-
ments in addition to ltlhe rﬁuiremenm gen-
erally applicable to qualified plans.

{a) Under the proposal, no qualified plan
could hold more than ten {:ement of plan
assets in qualifying employer securities
and qualifying employer real property.

Under the proposal, a new Employee
Stock Ownership Trust (ESOT) would be
designed to invest primarily in employer
securities

Under the proposal, any empla{vr with
16 or more empl would be eligible to
create a qualified . If the quali-
fies, then (1) the trust would be exem
from income tax, (2) employsrs would
allowed deductions (of up to 25 percent of
compensation) for princi payments
made on a securities acquisition loan, or
for amounts contributed to an ESOT; even
lho:’h participants would not be currently
taxed on such contributions, and (3) par-
ticipants would not be taxed until the em-
F’onar securities were sold or exchanged
arallel rules would be provided for cer-
tain nonleveraged ESOTs to which the em-
ployer had committed a stream of contribu-
tions.

All eligible securities acquisition loan
would require sither (a) annual principel
rnymenu not greater than 20 percent or
ess than 8.3 percent of the original princi-
pal balance, or (b) equal annual payments
and a term of ten years or less.

trust agreement would be re-

quired to provide that () the securities dis-
tributed or allocated during the year, and
12) dividends on undistributed and unallo-
cated securities, be spportioned among all
emmployees (or, those emg::.yaeu with 1000
hours of service) on the is of each em-
ployee's compensation for the year not in
excess of $50,000.

(a) Retaina present law relating to quali-
fied plans

{a) Retain present law.
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Item

Present Lew

Presldent’s Propossl

House BlII

Chairman’s Proposal

b. Vesting

¢. Nondiscrimination

d Diversification

(b) Under present lew, ESOPs are subject
to the vesting rules generally applicable to
qualfied plans.

(exl) In g!uml—l"BOPi ere sub,;ecl to

the
qualified plans generllly 'I'he-e ltandarda
prohibit discrimination as to eligibility,

mntnhutionn or benefits, in favor of em-
{;l who are officers, shareholders, or
y compensated employees.

(2) Compensation token into account.—
For any year for which e qualified plan is
& top-heavy plan, present law provides that
only the first $200,000 of compensation
mey be taken into account under the plan
for purpme- of spplying the nondiscrim-
ination tests.

(d) No provision.

(b) No provision.

(cX1) In general.—No provision

(2) Co quhon taken into account—
The rust agreement would be re-
quired to pm\nde that (1) the securities dis-
tributed or allocated during the year, and
(2) dividends on undistributed and unallo-
cated securities, be apportioned among all
employees (or those employees with 1,000
hours of service) on the basis of each em-
ployee's compensation for the year not in
excess of

(d) No provision.

(b) Any ESOP that is not top henvy is re-
quired to provide thet e participant’s right
to his account balance derived from em-
Floyer contributions must become nonfor-

itable no more elowly than the following
10-year graded vesting schedule' 20 percent
vesting after completion of 6 years of serv-
ice, and an additional 20-percent vesti
for each edditional year of service ullﬁ
100 percent vesting is attained after 10
years of service.

(cX1) In generol —Requires that no more
then on&tgend of the emplo er n contribu-
tions for a year may be al to the
fmup of employees consisting of officers,

0O-percent shareholdere, or highly compen-
sated individuals. Individuals are consid-
ered highly compensated if they have com-

nsation in excese of 200 percent of the
s:llnr limits on annual additions to a de-
fined coatribution plan (i.e, for 1985,
percent of $30,000, or $60,000).

(2) Compensation taken into account.—
Reduces the limit on includible compensa-
tion from $200,000 to an amount equal to 7
times the defined contribution plan dollar
limit ($175,000 for 1986) and epplies the
limit to ell plans, including ISOS-, wheth-
er or not top-heavy.

(1] uires that a "ﬂunliﬁed employee"

be entitled anoually during the partici-
pant’s quahﬁed election period” to direct
diversificetion of up to percent of the

perticipant’s account balance (50 percent
after ettainment of age 60). Any employee
who has attained et least age 5% ;com-
Fleled 10 years of p-mclentlon is e n]uAh

election permd eommenum -mh the year
following the year in which the employee
ettains age bgnnd complotes 10 years of
pnrucnp-uon and end in the years follow-
ing the year in which the participant et-
tains age 60. The ESOP is required to offer
al least 3 investment options, to provide an
annual 90-day diversification election
period end to complete the diversification
within a specified period

(b) Retain present lew

(cX1) Retain present law

(2) Retain present law

(d) Retain present lew
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Item

Present Law

President’s ’roposal

NSIONS AND DEFERRED COMPENSATION; EMPLOYEE BENEFITS: EMI'LOYEE STOCK OWNERSIHP PLANS (ESOPS)—Continued

House Bill

{hairman’s Proposnl

e. Yoting rights

f. Special ESOP dedaction
limits

9. Overall limits on contribu-
tiona

(e) A stock bonus or money purchase
pension plan (including an ESOP) main-
tained by an employer whose securities are
not publicly traded must provide the full
pass-through of voting rights to partici-
pants with respect to securities allocated to
such participants on major corporate issues
if the plan holds more than ten percent of
its assets in employer securities.

In addition, an P maintained by an
employer that has registration-type securi-
ties must provide through voting with
respect to ullocaws‘:cun’tim on any issue.

(N If an employer maintains an ESOP,
contributions applled to the payment of
principal on a securities acquisition loan
are deductible up to 26 percent of covered
compensation.

aditl

In an employer's contrib

to an ESOP that are applied to the pay-
ment of interest on a securities acquisition
loan are deductible without regard to an
annual percentage of compensstion limit.

(g) The usual dollar limit on annual ad-
ditions (830,000) is increased to the lesser
of (1) $60,000 or (2) the amount of employer
securities contributed to, or acquired by,
the plan. In addition, deductible P con-
tributions applied by the plan to the pay-
ment of interest on a securities acquisition
loan, as well as forfeitures of certain em-
ployer securities, may be disregarded in ap-
plying this limit.

These increased limits apply only if the
ESOP provides that no more than one-
third of the employer contributions for the
year are allocated to the group of employ-
ees consisting of officers, shareholders and
highly compensated employees.

(e) Under the proposal, the new ESOT
would be require(rlo provide pass-{through
voting (1) on all issues with respect to allo-
cated securities and (2) on major corporate
issues with respect to unallocated securi-
ties.

(M The Tlnl would repeal the in-
crleamd E}Sglg imits applicable to qualified
plans.

The proposal would permit a deduction
not to exceed 26 nt of d com-

(e} Requires that if an employer does not
have registration-type securilies, then (1)
participants with more than 10 years of
service have the right to direct the trustee
to vote allocated securities on all issues, (2)
participants with fewer than 10 years of
service have the right to direct the trustee
to vote allocated securities with res to
any corporate matter that must be decided
by more than a majority vote. As under
present law, no pass-through of voting
;azhm is required with respect to unallocat-

securities.

Retains present-law requirements eppli-
cable to employers with registration-type
securities.

(N Retains present law.

Clarifies that the special 26 percent of
ion li

pensation for employer payments of princi-
pal on a securities a ition loan. Non
ductible payments d be carried forward
and dedu in sul uent years, subject
to the same 26 percent limit.

This 26 percent deduction limit would be
in addition to any deductions permitted for
employer contributions to a qualified plan.

® The would repeal the in-
limits applicable under
qualified plans. Allocatlons of employer se-

curities under an would permit-
ted without rzard to the qualified plan
limits on annual additions.

imit only permits an em-
p:?er maintaining a stock bonus ESOP to
deduct principal payments of up to 25 per-
cent of p i ith dopting a
money purchase pension plan and does not
increase the limit otherwise applicable to
an employer who maintains an ESOP con-
sisting of a combination stock bonus and
money purchase pension plan

(g) Retains present law

(e) Retain present law

(N Retain present law

(g) Retain present law
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LIKKED COMPENSATION, EMPLOUOYEE BENEFITD, EMPLUTEE DTULA UWNEIOIUF FLAMND

VS I—L ontinuea

ltem

Prenen( Law

I’'resident’s Proposal

House Bl

Chairmen’s Proposal

A ESOP tax credita

L Distribution restrictions

J. Effective date

(h) An electing employer is allowed an
income Lax credit for contributions to a
payroll-based tax credit ESOP The credit
18 limited to one-half of one percent of com-
pensation paid or accrued in 1985, 1986, or
wg; No credit wuuld be ellowed after
191

(ixl) Put options.—A participant in an
ESOP generally must have the right to
demnnfdi.tribution of employer securities
rether thun cash and, if the securities ere
not readily tradeable, the employer must
provide & put option.

(2) Ihstribution  restrictions.—Distribu-
tions from an ESOP generally must estis
the distribution rules applicable to stoc!
bonus or money purchase plans.

Under these rules, an %SOP is not re-
quired to make distributions to e pan.ici‘

(h) The proposal would ellow the payroll
based tux credit to expire after 1987, as
scheduled under present law

(iX1) Put options —The proposal would
repeal the special put option rules relating
to qualified plans.

(2) Instribution restrictions.—The new
ESOT generally would be required to dis-
tribute annuelly that portion of the securi-
ties held by the ESOT equal in value to the
scheduled principal payments on the secu-
rities acquisition loan, as well as dividends

id on d an d stock

pant, until the participant has attai
normael retirement age In addition, em-
ployer securities allocated to a partici-
pant’s account under e taxcredit ESOP
Renerally may not be distributed before the
end of 84 months.

paid .
Alternatively, the ESOT could retain nomi-
nal ownership of the allocated securities
provided the employees had all rights of
direct ownership.
In addition, the employer would be re-
uired Iﬁunt employees the right to put
istribul or allocated securities within
three years after receipt or allocation and
for a specifiod period every year thereafter
until the year following the employee's
separetion from service.
e B4d-month rule would be repealed
with respect to qualified plans.
(1] E/I’cti:ivz date. ﬁ'l‘ha Ptull ident’s ;:'ro-
posal would generally apply to securities
uisition loans mu’vo r December 31,
mb The treatment of additional contribu-
tions made pursuant to loans outstanding
on December 31, 1986, would continue to be
governed by existing law.

(h) Repeals the payroll-based tax credit,
effective for compensation paid or accrued
after December 31, 1985,

(iX1) Put options.—Modifiea the permis-
sible period over which the plen mey pay
the option price to the participant.

(2)  Dustribution  restrictions. —Requires
that, unless en employee otherwise electe
in writing, the payment of benefits from
an ESOP must begin no later than 60 days
efter the end of the plan year in which
occurs (1) the second anniversary of the
dete un which the participunt separetes
from service, or (2) the first anniversary of
the date on which the securities acquisi-
tion loan was repaid, if later However, if
the participant ettains normel retirement
8ge in an earlier year, benefite must com-
mence no later than 60 days after the year
in which the participant attains normal re-
tirement age, absent a contrary election by
the participant.

() Effective date—Same as the Presi-
dent’s proposal,

(h) Retain present law

(ix1) Retain present law

(2) Retain present law
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X1V. PENSIONS AND DEFERRED COMPENSATION; EMPLOYEE BENEFITS; EMPLOYEE STOCK OWNERSHIP PLANS (ESOPS)—Continued

Item Present Law Presldent’s Proposal House Bill Chairman’s 'roposal

2. Incentives for ESOP financ-
ing
a. Deduction for dividends (a) An employer may deduct the amount (a) The proposal would modify the provi- (a) Repeals the present law provision ef- (a) Retain present law
paid of any dividends paid in cash with r%t sion providing a deduction for dividends | fective ﬂi dividends paid after December
to employer-securities held by an P | paid (1) by permitting the deduction only | 31, 1988
and nYlocaled to participants’ accounts, | with respect to employer securities held by
provided the dividends are paid out cur- | the new Employee Stock Ownership Trust
rently to participants and beneficiaries. (ESOT) (and not an ESOP); (2) by making
the deduction available with respect to
dividends paid on all allocated and unallo-
cated msl r securities held by the
ESOT; end (3) by conditioning the deduc-
tion on the employer's making an addition-
al nondrductlbre payment (equal to the re-
sulting tax savings) to employees receiving
the dividends.

b.  Excluslon of interest| (b) A bank, insurance company, or & cor- (b) The propoeal would epply the 50-per- (b) Repeals the present law provision for | (b) Retain present law
earned on securities acgmi- | poration actively engaged in the busi cent i ot lusion to transactions in- | loans made after mber 31, 1988.
sition loans of lending money may exclude from grose | volving ESOTs rather than ESOPs, effec-
income percent of the interest received | tive for loans mede after December 31,
on loans to & leve ESOP, the proceeds | 1985,
of which are applied by the plan to acquire
employer securities.

c. Tax-deferved rollover of (c) An individual may elect to defer rec- -(c) The proposal would permit an individ- (c) Repeals the present law provision for | (c) Retain present law
goin derived from soles of | ognition of gain on the sale of certain | ual to elect to defer recognition with re- | loans made after 'mber 31, 1988.
stock to an eligible em- | qualified securities to an ESOP or eligible | spect to qualifying sales made to an ESOT
pioyee organization workerowned cooperative to the extent | rather than an P or eligible worker-
that the proceeds are reinvested in quali- [ owned cooperative, effective for eales oc-
fied replacement property within a re | curring after December 31, 1986.
placement period.

d. Poyment of estate tox by | () If qualified employer sccurities are (1) [ (d) The propoeal would repeal this provi- | (d) Repeals the present law provision for | (d) Retain present law.
on I organizali cqui ) rom & deced by an ESOP or | sion, effective for decedents dying after De- | decedent’s dying after December 31, 1988.

an eligible workerowned cooperative, (2) | cember 31, 1985.
pass from e decedent to an ESOP or
worker-owned cooperative or (3) are trans
ferred by the decedent's executor to an
ESOP or workerowned coopersative, then
the executor is relieved of estate tax liabil-
ity to the extent the ESOP or cooperative
is required to pay the liability.
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AV. RESEARCH ANV DEVELUFMENI

Present Law

Presiden(’s Proposal

House Bill

Chairman’s Proposal

ltem
Expensing of R&E Expenditures;
Incremental Research Tax Credit

1. Expensing

A taxpayer may elect to deduct current-
ly the amount of research and experimen-
tal expenditures incurred in connection
with a business (sec. 174), notwithstanding
the general rule that expenditures having
a useful life beyond the current year must
be capitalized. This expensing apples o
“research and development costs in the ex-
perimental or laboratory sense.’”

The amount of the section 174 deduction
is not reduced by the amount of the re-
search credit.

Retain present law

Retain present law

Retain present law

2. Incremental tax credit

(0) Expiration date.—Under present law,
the cre£t does not apply to expenses paid
or incurred after December 31, [;85

(b) Structure.—The taxpayer may claim a
25-percent tax credit for excess of (1) quali-
fied research expenditures for the taxable
year incurred in carrying on a busineses
over (2) the avarage amount of the taxpay-
er's yearly qualified research expenditures
in the prwe}mg three taxable years.

(c) Research definttion.—The credit pro-
vision adopts the deduction definition of re-
search (in sec. 174), but subject to three ex-
clusions: (1) research conducted outside the
U.S; (2) research in the social sciences or
humanities; and (3) research to the axtent
funded, through grant or contract, by an-
other person or governmental entity.

(d) Qualified expenditures — Research ex-
penditures eligible for the credit consist of
(a) in-house expenditures for research
wages and supples; (b) rental or user fees
for research use of laboratory equipment,

v or other p | property; (c)
65 percent of amounts paid by the taxpay-
er lor contract research conducted on the
taxpayer's behalf, and (d) 65 percent of a
corporate taxpayer's expenditures (includ-
ing grants or contributions) for basic re-
search performed by universities or certain
acienlifrceruearch organizations.

-

(a) Expiration date.—The research credit
would be extended for an additional three
years, through December 31, 1988.

(b) Structure. —Same as present law (25
percent incremental credit).

(c) Research definition.—The definition
valified research (for purposes of the
it) would be revised to limit the credit

to research activities involving a process of

experimentation intended to result in tech-
nological innovations in products and pro-
duction processes.

of

_(d) Qualified expenditures.—No provi-

sion.

(o) Expiration date —Same as President's
proposal (three-year extension).

(b) Structure —Same as present law (in-
cremental credit), except that credit rate is
reduced to 20 percent

(c) Research definition.—The committee
report clarifies that the credit does not
apply o expenditures for certain nonre-
search activitiee (activities occurring after
the beginning of production; adaptation of
an existing product; and studies and sur-
veys). In addition, the report modifies the
definition of credit-eligible research (effec-
tive for taxable yean,geginning after 1985)
to target the credit to research undertaken
o discover informativn that is technologi-
cal in nature and that pertains to function-
al aspects of products

(d) Qualified expenditures —Leased re-
aearchnzuipmenl 18 trealed the same as
urch equipment, i e., rental and simi-
ar payments for personal property (other
than payments to others for use of comput-
er time) are ineligible for the credit

(a) Expiration date.—The credit would be
made permanent.

(b) Structure.—Same as present law (25-
percent incremental credit).

{c) Research definition —Same as House
bill, except that modifications would be re-
flected in statutory language

(d) Qualified expenditures.—Rental or
user fees for research use of laboratury
equipment, computers, or other personal
pr:é)erty would remain eligible for the
credit (as under present law).
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XV. RESEARCH AND DEVELOPMENT—tContinued)

Item

Present Law

President’s Prapnsal

Hause Bill

t"hairman's l‘rnpnwnl

|

2. Incremental tax credit (Cont.)

(e) Credit use limitation —The research
credit is not subject to the general limita-
tion on use of business credits (85 percent
of tax liability over $25,000).

(e) Credit use tmitation —No proposal

(e) Credit use limitation —The general
limitation on business credita (75 percent of
tax liability over $25.000) applies to the
research credit

Effective date.—Taxable years beginning
after 1985

(e) Credit use limitation —Same as the
Houee bill

Effective date.—The Ymmlon making the

it permanent would apj g to expendi-
tures paid or incurred aftec 1985. The provi-
sions relating to the research definition and
credit use limitation would apply for tax-
able years beginning after December 31,

3. Donstiona of scientific
equipment

Under a special rule, corporations are
allowed an augmented chsmable deductnon
for i of newly ed scien-
tific equipment to a college or university for
research use in the physical or biological
sciences.

Retain present law.

The category of eligible donees under the
apecial rule is expanded to include certain
tax-exempt scientific research organiza-
tions.

Effective date.—Taxable years beginning
after December 31, 1985,

Retain present law.

B. Allncstion of Research Expenses
ta Foreign Source Incame

A suspended Treasury Regulation (sec.
1.861-8) rule requires taxpayers with for-
eign-source income from products in a

roduct area in which the taxpayers do
rJS research to allocate part of their U.S.
research expense agmnst the foreign-
source income. In 1981, the Congress sus-
fj@nded this rule for two years, 8o that all

S. research expenditures generally offset
U.S.source income. In 1984, the Congress
extended the moratorium for two addition-
al years.

No provision.

The application of Reg sec. 1.861-8, for
the first two taxable inning after
July ‘!l l985 m modif ed as follows:

ers may apportion auto-
mnhcally percent of U.S-incurred
research expense to dmneatic income.
(2) The remnmdpv is apportioned on
the hasis of earee or groes
mcome.

Effective date. —Taxable years beginning
after July 31, 1985, 24

Same as House bill, except that 75 per-
cent of US -incurred research expense
would be allocated to domestic income

Effective date.—Same as House bill.
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Item

Presen( Law

President’s Proposal

lluuse Bill

Chairman’s Pruposal

Personel Holding Companles

(a) Personal holding companies are sub
Ject to a 50-percent tax on personal holding
company income that is not distributed to
shareholders. Generally, personal holding
companies are oorporauom at least 50 per-
cent of whose stock is owned by not more
than five individuals and at least 60 per-
cent of whose adjus ordinary groes

income is personal holding company
income.
Personal holdi company income in-

cludes computer software royalties, regard-
less of whether such royalties are received
in connection with the active conduct of
the trade or businees of daveloping the
sofiware that generates the royalites

(b) Personal holding compeny income also
includes all gross interest income, regard-
less of whether such interest is received in
connection with the active conduct of the
business of brokering or dealing securities

(a) No provision.

(b) No provision

(a) An exception from the definition of per-
sonal holding company income is provided
for computer software royalties that are re-
ceived by certain corporations that are ac-
tively d b

in the of develop-
ing computer software.

(b) Another exception is provided from the
definition of personal holding company
income for interest oo securities held in
tha inventory of a dealer in securities. In
addition, a dealer in securities may deduct
interest on “offsetting loans” in computing
interest incoma

Effective date—Royalties and interest
received after December 31, 1985.

ta) Same as House bill, except that the
exception would be extended to foreign per-
mnaf holding companies

(b) No provision

University Basic Research Credit

Expenditures eligible for the 26-percent
incremental research credit (see A., above)
include 65 percent of a corporate Lupayer B
expenditures (including grants or contribu-
tions) for basic reseanﬁl performed by uni-
versities or certain scientific research
orgenizations.

No provision

rement tax credit epplies to the
utvu ol (1) 100 percent of corporate c“h

for y ic
over (2) ths sum of (a) the ter of two
fized research floors plus (b) an amount
reflecting any decrease in nonresearch giv-
ing to umvaumu by the corporetion as
compared to such giving during e fized base
period, as a«tiuuwﬂ'or inflation.

Elfeclwc date.—Taxable years beginning
after 1985.

Same as House bill.
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AV

NEAL GILATR FRUYIDIIVIND

Present Law

Prenldent’s Proposal

lioune Bill

Chairman’s Propassl

l

A. At-Rizk Rules

The losa limitation at-risk rules limit the
losses in excess of income with reapect to
an activity, which individuals and closely
held corporations may deduct, to the
amount the taxpayer has actually invested
in the activity, including borrowed
amounts to the extent the taxpayer is per-
sonally liable to repay or has pledged other
non-financed property (except property
used in the activity) as security, and has
not borrowed the funds from a person with
an interest in the activity other than as a
creditor.

Closely held corporations engaged in cer-
tain equipment leasing activities and in
certain active business activities are ex-
cepted from the rules.

e at-risk rules apply to all activities
except the holding of real estate.

The exception for the activity of holding
real estate would be repealed

Effective date.—The proposal would apply
to lorses attributable to property acquired
after December 31, 1985,

The bill applies the at-risk rules to real
estate activities, with an exception treating
third party nonrecourse debt secured by
real estate used in the activity as an amount
at risk

Effective date.—The provision applies to
losses attributable to property acquired
after December 31, 1985,

Same ar House bill

Effective date.—The proposal will apply
to losses attributable to property acquired
after December 31, 1986.

B. Tax Credit for Rehabilitation Ex-
penditures
1. Nonhistoric atructuren

The credit is 16 percent for nonresiden-
tial buildings at least 30 years old, and 20
rercent for nonresidential buildings at
east 40 years old If the 15- or 20-percent
credit is allowed, depreciable basis is re-
duced by the amount of credit earned. The
credit is available only if the taxpayer
elects to use the straight-line method of
cost recovery with respect to rehabilitation
expenditures.

habilitation expenditures are eligible
for the credit only if incurred in connec-
tion with a substantial rehabilitation in
which either (i) 75 percent of external
walls are retained in place as external
walls, or (ii) 75 percent of external walls
are retained in place as internal or exter-
nal walls; 50 percent of external walls are
retained in place as external walls; and 75
percent of the building’s internal structur-
al framework is retained in place.

The 15 and 20-percent credits would be
repealed

Effective date.—January 1, 1986.

Provide one 10-percent credit. Limit
credit to buildings placed in service before
1936, and delete the alternative test that
only looks to 75 percent of walls

Effective date.—Property glaeed in serv-
ice on or after January 1, 1986,

Same as House bill

Effective date —Property glaced in serv-
ice on or after January 1, 1987.
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Item

Present Law

President’s Proposal

House Bill

Chairman's 'ropossl

|

3 Tax Credit fur Rehabilitation Ex
penditures—Cont.
2. Certified historic structures

The credit i8 25 percent for certified his-
toric structures If the 25-percent credit is
allowed, depreciable basis 18 reduced by

ercent of the amount of credit earned

he credit is available only if the taxpayer

elects to use the straight-line method of

cost recovery with respect to rehabilitation
nditures

e external-walls test of a substantial

rehabilitation applies (as described above).

The credit for rehabilitations of certified
historic structures wonld be repesled

Effective date —January 1, 1986.

Reduce credit to 20 percent, require a
full-basis adjustment, and delete the exter-
nal-walls tests.

Effective date —Property placed in serv-
ice on or after January 1, 1986

Same as House bill

Effective date.—Property placed in serv-
ice on ur after January 1, 1987.

3. Transition rules

No provision.

Credits would be allowed with respect to
pre-effective date expenditures if pre-effec-
tive date expenditures plus t-effective
date expenditures qualhfy under test of a
substantial rehabilitation

Credits would be available to buildings

placed in service before January 1, 1994, if.

(a) rehabilitation completed pursu-
ant to a written contract that was
binding on September 25, 1985, or

(b) the building is acquired (or sub-
ject o a binding contract to be ac-
uired) and either Part 1 or 2 of the
Tistoric Preservation Certification Ap-
plication has been submitted to the in-
terior Department or its designate, or
the lesser of $1 million or 5 percent of
rehabilitation’s cost wa. incurred or
required to be incurred pursuant to a
binding contract entered into as of No-
vember 22, 1985, or the rehabilitation
waa completed pursuant to a written
contract that waa binding before No-
vember 23, 1985.

If a rehabilitation qualifies under (a) or
(b), present law depreciation rules continue
to apply (except full basis adjustment re-
qulreglt')r historic structures) and the cred-
its are reduced from 15 percent to 10 per-
cent, from 20 percent to 13 percent, or
from 25 percent to 20 percent.

Special transitional rules are provided
for five projects

Credits described below would be avail-
able to buildings placed in service before
January 1, 1994, if:

(a) rehabilitation completed pursu-
ant to @ written contract that was
binding on March 1, 1986, or

(b) the building is acquired (or sub-
ject to a binding contract to be ac-
uired) and either Part 1 or 2 of the

istoric Preservativn Certification Ap-
plication has been submitted to the In-
terior department or its designate, or
the lesser of $1 million or 5 percent of
rehabilitation’s coet was incurred or
required to be incurred pursuent to a
binding contract entered into as of
March 1, 1986, or the rehabilitation
was completed pursuant to a written
li‘or;:;runét that was binding as of March

If a rehabilitation qualifies under (a) ur
(b}, present law depreciation rules continue
to ml( (except full basis adjustment re-
qui or historic structures) and the cred
its are reduced from 15 percent to 10 per-
cent, from 20 percent to 13 percent, or
from 25 percent to 20 percent
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Item

O

PPresent Law

Presldent’s Proposal

lIoure Bill

Chairman’s Proposal

N

¢ Low-Income lousing
1. Five-yvear amnrtization of ex-

penditures  tn  rehabilltate
Inw-incnme houring

Tazpayers may elect Lo amortize over a
60 monlg period certain qualifying expend-
itures for additions or improvements to
Jow-income rental housing with a useful
life of at least five years (other than hotels
or other similar facilities primarily serving
transients). Expenditures in any year for
any dwelling unit are eligible only if the

ate amqunt of expenditures {or each
unit exceeds $3,000 over two consecutive
taxable years. Expenditures for any dwell-
ing unit are not generally eligible to the
extent that they aggregate more than
$20,000 (in certain cases, $40,000).

The election is scheduled to expire for
expenditures incurred after December 31,
1986 (except in cases where rehabilitation
began, or a binding contract for such ex-
penditures was entered into, before Janu-
ary 1, 1987).

The election would be repealed Expend:-
tures for low-income housing would there-
fore be recovered in accordance with the
applicable depreciation schedules

Effective date.—The repeal would be ef-
fective for expenditures paid or incurred
on or after January 1, 1986.

Retains present law with a modification
replace $20,000 and $40,000 ate ex-

nditure limits with a single $30,000
imit.

Effective date.—The modification to the
ate limit would apply to permit ad-
ditional expenditures over the present
$20,000 limit, in the case of expenditures
'l\s)ui:?‘ or incurred on or after January 1,
b

Transitional rule.—The $40,000
would continue for expenses incurred
(i) pursuant to a written contract
that was binding as of September 25,
19865; or
(ii) with respect to rehabilitation
commenced as of September 265, 1985;
if 5 percent of the cost has been in-
curred or committed by that date;
provided in each case the additiona or im-
smvamenm are placed in service before
anuary 1, 1988,
It would also continue in certain other
circumstances

limit

Provision expires in accordance with
present law However, see credit for low-
income rental housing, item C.2. below
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Present Law

Presiden*'s Proposal

House Bill

Chairman’s Proposal

.

2. Credit for low-income rental
housing

No low-income rental credit is provided
but other special provisions are available:

Tax-exempt bond financing

Tax-exempt bonds may be used to fi-
nance multifamily rental housing if at
least 20 percent (I5% in targeted areas) of
the housing units are occupied by individ-
uals whose income does not exceed 80 per-
cent of the area median income when they
first occupy the unit. Treasu regulations
require adjustments for family size in de-
termining tenant income

Multifamily rental housing bonds are
exempt from volume ca and certain
other requirements applicable to other
1DBs.

(See Part XV1I B L.a i, below, for a discus-
sion of rental housing bonds.}

Depreciation

Low-incume housing may be depreciated
over 15 years using (Ee 200-percent declin-
ing balance method, other buildings are
limited to a 19-year recovery period and
the 176-percent declining balance method

(See Part 11 A L., above for depreciation
provisions).

5.year amortization of rehabilitation ex-
penditures

Taxpayers may elect to amortize over a
G&momg period certain qualifying expend-
itures for additions or improvements to
low-income rental housing with a useful
life of at least five years (uther than hotels
or other similar facilities primarily serving
t i ) E ditures for any dwelling
unit generally are not eligible to the exten
that they aggregate more than $20,000 (in
certain cases, $40,000)

No apecial provisions are available.

Tax-exempt bond financing

Tax-exempt bonds for
would not be permitted

rental housing

Depreciation

Build including I b

would be depreciated over 28 years using a

As an alternative to tax-exempt bond fi-

Nu low-income rental credit is provided
but other special pruvisi are ilable:

Tax-exempt bond financing

Tax-exempt bonds could be used to fi-
nance multifamily rental housing satisfy-
ing the following requirements

One of the following set-aside re-
quirements is satisfied on a continuous
basis—.

(1) At least 25 percent of the
housing units are occupied by per-
sons whose income does not exceed
80 percent of the area median
income, or

(2) At least 20 percent of the
housing units are occupied by per-
sons whose income does not exceed
70 percent of the area median
income.

Multifamily rental housing bonds would
be subject to the new unified volume cap
and otLer requirements applicable to non-
governmental bonds

Depreciation

Very low-income housing may be depre-
ciated over 20 years using the 200-percant
teclini bal

method equivalent to 112 percent decl

method  Other low-

balance

S5-year amortization of rehabilitation ex

penditures
The election would be repealed Exﬁndb
tures for low-income housing would re-

income f;ousing may be depreciated over 30
years using the 200-percent decliming bal-
ance method. Buildings other than low-
income housing are depreciated over 30
years using the straight-line method

S-year amortization of rehabilitotion ex-
penditures

Would retain present law with a modifi-
cation replacing $20,000 and $40,000 aggre-

covered in accordance with the

depreciation schedules.

ate pen e limits with a single
530.000 limit.

and in lieu uf preferential depre-
cation, ﬁve-genr amortization, and special
treatment of construction period interest
and taxes, a credit having a present value
equal to approximately 50 perceat of
the basis of Yow-inmme {louaing units in a
project would be provided.

Under the option, each governmeatal
unit authouri to issue multifamily rental
housing bonds could elect to “trade-in”
tax-exempt 1DB volume authority and 18-
sue the new credits A trade-in rate of 4 25

rcent would be provided Thus, for each

100 bond authority traded-in, a govern
mental unit could issue credits wurth $4 25.
The $4 25 of credits would be claimed annu-
ally over at least a 15-year period, but the
present value of all credits could not exceed
the 50-percent of basis limitation

Definttion of low-tncome housing
Low-income housing eligible for
credit would be defined as follows
(a) At least 20 percent of the huusing
units in each pruject would have to be
occupied by individuals having 1n
comes of less than 50 percent of the
area median inconie
(b} Income deternunations would be
made with adjustments for family size
{c) Qualification a8 a low-income
tenant would be determined on a con-
tinuing basis.

(d) Rent charged to low-income ten-
ants could not exceed 30-percent of the
area income qualilying as low-tncome

(e) The average basis of each housin,
unit against which the credits wuulg

be applied could not exceed the area
median cost of constructivn for hous-
ing

the

Newly constructed luw income housing
projects would be eligible for the credit as
would existing property that 18 substantial-
1y rehabilitated.

The cust uf a substantial rehabilitation
occurring during a period when credits
were nlremy being claimed by a project
owner would be eligible for a credit in the
same manner as newly acquired property

Projects receiving the credit could not re-
ceive tax-exempt bond financing
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President’s Proposal

House Bill

— -
Chairman's Proposal

|

2 tredit for Inw-income rental
hausing (cnnt.)

The election is scheduled to expire for
expenditures incurred after December 31,
1986 (except in cases where rehabilitation
began, or a binding contract for such ex-
penditures was entered into, before Janu-
ary 1, 1987).

(See item 1., above, for further details of 5
year amortization provisions)

Construction period interest and taxes

Generally, interest paid or accrued on in-
debtedness incurred with respect to real
gmperty and real property taxes attributa-

le to the construction period for such
property, and real property taxes attributa-
duction, must be cnpitaliud and amortized
over a 10-year period. Interest and taxes
related to low-income housing is not sub-
ject to this capitalization requirement.

Construction period tnterest ond taxes

Interest and taxes attributable to the
construction period of real property that is
self-constructed, is held for sale in the ordi-
nary course of business, or is constructed
pursuant to a long-term contract, muat be
capitalized as part of the cost of the real

roperty. There would be no exception for
ow-income housing.

Construction period interest ond taxes
Same a8 President's proposal.

Property subject to depreciation transi-
tion rules would not be eligible for the
credit unless 30.year straight line deprecia-
tion was elected
Credit rate

The maximum annusl credit per project
could not exceed 5 percent of the basix of
low-income housing units in the project

Subject to continuing compliance re-
quirements, the credit would received
annually for at least 16 years. Longer peri-
ods would be permitted provided the
present value of the credit did not exceed
50 percent of the basis of the low-income
units.

The maximum amount of credit sllowed
with respect to each project (ie, the
number of housing units to be set-aside for
low-income tenants) would be determined at
the time the credit was allocated by the
governmental unit (described below under
credit administration)

The percentage of low-income housing
units gualifying for credits could be in-

reaneg in sul uent yesrs, upon alloca-
tion of additional credit authority by the
governmental unit.

The credits would be nonrefundable, but
the present-law carryback and carryfor-
ward rules for the investment credit would
apply.

Compliance requirements

Projects would be required to comply
with the low-income occupancy require-
ment for at least 15 years

Failure to meet the minimum low-
iramme wcuop;ncy Irvquiremenl during ther
16-year period would trigger a recapture of
the an:l- The credit would be recaptured
fully for violations during the first ten

, and recaptured partially for viola-
tions in years 11-15.

Failure to meet the low-income occupan-
€y requirement upon which the maximum
credit is based (while still satisfying the

i low-i uire-
the

ment) would result in a reduction o
credit for the year of the violation.
Loss of credita for non-compliance would
occur only if apartment unita became va-
cant; in such an event, each unit would be
required to be rented to low-income tenants
until the project was again in compliance
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House Bill
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2. Credit for low-income rental
housing (cont.)

Trunsferability

Credits could be tranaferred to new par
chasers of a project during the period for
which the property is eligible to receive
the credit, with the new purchaser “step-
ping into the shoes” of the seller, both as
Lo credit percentage, basis, and liabihity for
compliance and recapture.

Adminustration of credit program

Credits could be issued by a State or
local governmental unit authorized to 1sue
tax-exempt bonds for multifamily housing
under State law.

Credit issuers would be permitted to
chnrre reasonable fees to credit recipients
similar to those permitted under the MCC
program to cover the coets of the program
Coordination with other provisions

The basis with res to which credits
were allowed would reduced to reflect
any rehabilitation credit for which the
progect was eligible.

Taxexempt use property would not be
eligible for the credit

Effective date.—Effective for credits 1s-
sued after December 31, 1986, pursuant to
elections to trade in 1DB authority for years
beginning after December 31, 1986, for
projects placed in service after that date

D. Real Estate Investment Trusts
1. General requirements

An entity that qualifies as a real estate
investment trust (“REIT") is subject to a
corporate tax but 18 allowed a Jzuction
for dividends paid to shareholders To qual
ify as a REIT, an entity (1) must be taxable
as a domestic corporation, (2) must have at
least 100 shareholders, (3) must not have 50
percent or more of its stock held by five or
fewer shareholders, (4) must distribute
most of its income currently, (5) must hold
a minimum percentage of it8 assets in real
estate reluuasennd other passive assets, and
(6) muat derive minimum percentages of its
income from such assets A REIT is re-
quired to be a calendur year taxpayer
unless 1t was in existence as a REIT for
any taxable year beginning prior to Octo-
ber 4, 1976.

No provision

No provision.

A taxpayer would be permitted to
ghange 1t8 accounting year without consent
in_connection with its initial election of
REIT ststus An entity would not be dis-

ualified from electing REIT status in the
irst taxable year of its existence because
it was closely held Partner to partner attri-
butiun would be ignored in determining if
the REIT is closely held Corporations that
have never quahfied as a REIT and that
have earnings and profits accumulated us a
regular corporation would be required to
distribute accumulated earnings and profits
1n order to elect REIT status
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ltem

Present Law

Prealdent’s Propasal

House Rill

2. Asset and income require-

ments

In general, to meet the asset require-
ment, at the close of each quarter of the tax-
able year, at least 75 percent of the value
of the REIT's assets must be represented
by real estate assets, cash and cash items,
and Government securities

In general, to meet the income uire-
ments, at least 75 percent of the REIT's
income for the taxable year must be
erived from rents on real property, inter-
est on obligations secured by real property,
gein from the sales of interests in real prop-
erty (other than property held for sale in
the ordinary course of a trade or business),
dividends from a REIT, refunds of property
taxes, and certain other limited sources. In
addition, at least 95 percent of the REIT’s
gross income must be derived from these
sources and interest or dividends or gains
from the sale of securities.

No provision

No provision.

Chatrman's Proposal J

REITs would be permitted to hold assets
in wholly owned submdiaries. REIT qualifi-
cation testa would be applied on an entity
wide basis (ie., iﬁnoring the separste cor-
porate status of the subsidiaries).

For a one-year period after the receipt of
new capital, income from the tempora
investment of the new capital thet quali-
fies as “95 percent income” would be treat-
ed as qualifying 76 percent income."”

3. Definition of rents

Rents from real property include rents
from interests in real pro?erty and charges
for services customanly furnished in con-
nection with the rental of real property
whether or not such charges are oeperabe}y
stated. Rents are not considered to quali K
if services are provided other than throug
an independent contractor [n addition,
rents are not considered to qualify if they
are based on the net profits of the tenant

No provision.

No provision.

REITs would be permitted to ide
those services customarily furnished in
connection with the rental of real property
without being required to use independent
contractors.

REITs would be permitted to receive
rents based on the net income of the
tenant, provided that the tenant’s profits
ere derived only from sources that the
REIT would be permitted to earn directly.




Item

Present Law

President’s Pruposal

[luuse Bill

Chairman’s Proposal

1. Distribution requirement

In general, the distribution requirement
is satisfied 1f for the taxable year the REIT
distributes 95 percent of its taxable income
determined without regard to any capital
gains recognized by the REIT.

No provision

No provision

Any income that is accrued but not re-
ceived with respect to original issue dis-
count on a loan or with respect to a deferred
rental agreement, or any income that is
recognized as the result of the failure of an
exchange that the REIT intended 1n good
faith but that was ultimately determined
not to quahfy for treatment as a tax-free
like kind exchange, would not be subject to
the distribution requirement to the extent
that such amounts exceed 5 percent of the
REIT'a taxable income The REIT would be
required to pay tax on tha undistributed
amount

The amount of a REIT’s current earnings
and profita would be not less than the
REIT's taxable income for the purpose of
determining whether a distnibution was
made out o?earninga and profits.

5. Capital gains

If the REIT has recognized any capital
gain during a taxable year, the REIT is
taxable on the amount of such gain unless
it elects to pay a capital gain dividend.

The REIT may elect to pay a capital
gain dividend by designating in a notice
mailed to shareholders within 30 days of
the end of the REIT's taxable year, that a
portion of dividends paid during the tax-
able year are capital gain dividends The
portion so designated may not exceed the
REIT's net capital gain recognized reduced
by any net operati‘:s losses Any dividend so
designated is treated as a capital gain by the
recipient shareholder

No provision.

No provision.

REITs would be permitted to compute
their net capital gain without offset for net
operating losses NOL's not used to offset
capital gain income would be carried over
according to the ordinary rules REITs
would be permitted to send capital gain no-
tices to shareholders with the mailing of
their annual report, rather than 30 days
after year end
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Ttem

Preqent Law

Prenldent’s Proposal

Touse Bill

Chalrman’s P’roposal

6. I'rohihited tranaactions

A 100 percent tax is imposed on a REIT's
net income from prohibited transactions.
Losees (rom prohibited transactions are not
deductible from gains on prohibited trans-
actions and are not deductible in comput-
ing taxable income.

In general, a prohibited transaction is
the uqe of property held primarily for sale
in the ordinary course of business. A safe
harbor is provided whereby a sale of prop-
erty is not treated as a prohibited transac-
tion if such property has been held for at
least four years (for the production of
rental income if land and improvements),
the aggregate expenditures during the
four-year period preceding the date of sale
that are includible in the basis of the prop-
erty do nnt exceed 20 percent of the selling
price of the property, and the sale is one of
not more than live sales of property by the
REIT during the taxable year. In general,
the disposition of property acqui pursu-
ant to e foreclosure is not treated as a pro-
hibited transaction.

No provision.

No provigion

The number of sales that a REIT is able
to make within the prohibited transaction
safe harbor would be expanded from 5 to 7
An alternative safe harbor wnuld be pro-
vided whereby a REIT may make any
number of sales during a taxable year pro-
vided that the gross income from such sales
does not exceed 15 precent of the REIT's
taxable income for such year. The extent of
improvements that a REIT is permitted to
make would be increased from 20 percent to
30 percent of the property’s adjusted basia
Any merketing or development would be
required to be done through independent
contractors. Losses from prohibited transac-
tions would be rermitu-d to offset taxable
income but would not be permitted to offset
gains from prohibited transactions

7. Deficiency dividends

If it is determined that a REIT failed to
satisfy the distribution requirement in a
taxable year on account of a subsequent
adjustment to its taxable income, then the
REIT mey avoid disqualification by the
prompt distribution of e “deficiency divi-
dend.” A REIT for which sucn a deficienc;
is determined must pay interest nn the defi-
ciency sa well as a penalty equal to the
amount of interest not in excess of half of
the amount of the deficiency.

No provision.

No provision.

The penalty tax under section 6697 on
deficiency dividends would be eliminated

R. Effective date

Effective date. —Taxable years beginning
after December 31, 1986
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Preseat Law

President’s Proposal

House Bill

Chairman’s Propoxal

A. General Restrictions on Tax Ex-
emption

lnterest on bonds issued by or on behalf
of State and local governments the pro-
ceeds of which are to be used to finance
goverument operations is tax-exempt.

Subject to exceptions below, interest on
State and local government bonds 18 taxable
if—

(1) The bonds are /DBs, ie.—

(a) More than 26 percent of the
bond proceeds is to be used 1n a
trade or businees of a person other
than a State or local government,
or section b501(cX3) organization
(lh; “trade or business use’ test),
an

(b) More than 25 percent of the
repayment of the bonds is secured
by or to be derived from property to
be used in such a trade or business
(the “security interest” test); or

Use of bond financed property is treated
as use of bond pre

Use of bond-financed property or services
by the general public 1s not treated as a
private use if the property or services are
available to all members of the general
Fublic on the esme basis (For example, the
act that oue industrial customer usea more
than 26% of a sewer system serving the
eneral public does not result in the bonda

ing ID';}al.

Management contracts, output contracts,
take-or-pay contracts, and leases, as well as
actual ownership of property, are examples
of situations where all members of the gen-
eral public do not use property or services
on the asme basis

The determination of whether a manage-
ment contract is trealed as trade or busi-
ness use is made on a facts and circum
stances basis

laterest on bonds issued by or on behalf
of State aud local governments the pro-
ceeds of which are used to finance ﬂvern-
ment operations would continue to tax-
exempt.

Interest on State and local government
bonds would be taxable if more than 1 per-
cent of the bond proceeds were used by any
person other than a State or local govern-
meuntal unit

The President’s proposal would treat use
of bond-financed property or services on
the same basis by all members of the gen-
eral public as nongovernmental G(1e, tax-
able) use, but would treat such use as an
ion to its gover 1 use rule.

Same as present law.

Subject to exceptions below, interest on
State and local government bonds would be
taxable if—

(1) The greater of 10 percent or $10
million of proceeds is to be used by
persons other than State or local gov-
ernments; or

Same as present law.

Same as present law

Subject (o exceptions below, interest on
State and local government bonds would be
taxable if:

(1) The bonds were [DBs, defined as
under present law, except—

(a) 10% trade or business use
would be substituted for 25% and
clarification would be provided
that the nongovernmental use
must be related to the governmen-
tal activities financed by the

nds; and

(b) 10% or more of the repay-
ment of the bonds is secured by or
to be derived from property used in
a trade or buainess, with clarifica-
tion that direct or indirect pay-
ments to aun issuer uof the bonds
made hﬁ a nungoverumental per-
son with respect to bond-financed
Fropeny would be treated as satis-
ying the security interest test
whether or not formally pledged

Liberalize present law to provide that use
pursuant to management contracts not ex-
ceeding 5 years would not be treated as
trade or business use as long as (a) compen-
sation was not based on a share of net
profits, and (b) the exempt owner has the
option to cancel the contract at the end of
any 3 year period (This would allow cun-
tracts gased on a flat fee, a share of gross
revenues, or any other basis except net prof-
its.)
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ltem

Present Law

President’s Proposal

House BN

Chairman’s Proposal

\ General Restrictlons on Tax Ex-
emption (cont.)

The IRS has staled that, under certain
specified conditions, it will issue an ad
vance ruling that a facility managed by a
private management company 18 not
considered to be used in that company's
trade or business Such a ruling will be
issued only if—

W J\e management services are pro-
vided in return for a reasonable, peri-
odic flat fee, under a contract not ex-
ceeding b earn duration (including re-
newal o] mna) with the exempt owner
having the option to cancel the contract
at the end o any 2-year period, or

(i) in the case of certain newly oper-
ational facilities, compensation is

on a percentage of gross reve-
nues from the facility, for a period
which generally may not exceed one
year.

To qualify under (i) or (ii) above, the
owner of the facilities and the management
company must not be subj to common
control, with allowances for de minimis
cases (Rev. Proc. 82-14, 1982-1 C.B. 459).

Similar principles are applied in deuzr
mining whether advance rulings will be
sued, where bond-financed hospitals or
similar facilities are used by nonexempt
individuals other than employees (e g, use
of public or charitable hospitals by private
gggsiciansi (Rev. Proc. 82-15, 1982-1 C.B

).

. (2) The bonds are private loan bonds,
ie—

(a) b percent or more of the
bond proceeds is to be used to fi-
nance (directly or indirectly) loans
to persons other than State or
loca overnments or section
501tcX3) organizations, and

{b) The ?Byg:n are not— (o

(D) mortgage subsidy
bonds, or studenlnf oan bonds
for which tax-exemption ape-
clﬁcally i8 provided in the

e, or

(2) The greater of 6 percent or $§f
million of proceeds is to be used to
meake loans to such persons.

The present law exception from the 5%

loan rule for the Texas Veterans' Land

Program would be retained, and its
aunset date deleted.

(2) The bonds were private (e g., con-
sumer) loan bonds, defined as under
present law (Present-Law exceptions
would be retained, the sunset date on
Texas Veterans' Land Bond Program
would be deleted and an exceplion
would be added for lowa New Jobe
Training Program, subject to a $100
million ceiling on outstanding bonds.)
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Present Law

President(’s Proposal

House Bill

Chairman's Proposal

General Restrictions on Tax Ex-
emption (cont.)

(i) Tax Assessment Bonds
(bonds used to make loans
(other than for use in a trade
or business) to finance govern-
mental taxes or assessments
of a general nature and for an
essential governmental func-

tion).
An exception to the 5% rule
is provid for tha Texas Vet-

erans' Land Bond program and
an Oregon enargy conservation

rogram The exception for the
g‘ rogram is limited to
bonda msued before March 15,
1987.

Exceptions are provided permitting tax-
exemption for interest on bonds Lo finance
certain specified private activities, dis-
cussed below

No exceptions would be pmvnded for
bonds to finance specified activities ur for
bonds for section 501(cX3) organizations In-
stead, interest on nongovernmental bon
would be tax-exempt only where the non-
governmental use occurred solely because—

() Bond-financed property was
leased to a person other than a State
or local government for an initial

period not exceeding | year after its
completion, or
(it) Bond-financed property was oper-
ated by a person other than a State or
local government pursuant to a man-
ement contract the term of which
did not exceed 1 year

Tax Assessment Bonds, defined as under
resent law (except expanded to permit
r oans Lo persons engaged in a trade or busi-
ness), would be treated as governmental
(i e. tax-exempt) bonds

Exceptions from the governmental use
would be p d as under

Tax Assessment Bonds would be treated
in the same manner as under the louse
bl

(3) Bonds for quolified governmentol
facilities. —The 10-percent trade or
business use test and the 10-percent

m::! interest test would be in-
re to 25 percent for bonds for
qualified governmental facilities if the
bonds were principally (whether or not
exclusively) secured by a pledge of full
faith and credit by a governmental unit
with general taxing powers

Quallﬁed governmental
would
(a) Public schools (including uni-
versities);
(b) Prisons and jails,
(¢c) Courthouses and statehouses;
(d) Highways, bridges, and tun-
nels; ani
(e) State and county government
general hospitals.

facilities

(See olso item C., below, for special rules
for IDBs for qualified public sewage, sohd
waste disposal, and water facilities )

Exceptions similar to present law would
be provided permitting tax-exempt financ-

presenl law for certain
activities, discussed in B, below including
certain activities of section 501(cX3) organi-
zations

ing for fied private activities, as dis-
cussed in item B., below



XV, TAX-EXEMPT BONDS—(Continued)

| Item

Present Law

Prenldent’s Proposal

1louse Hill

A General Restrictions on Tax Ex-
emplion (cont.)

Effective date —Bonds issued after De-
cember 31, 1985

Exceptions —t1) Obligations with respect
to facilities—

(a) The original use of which com-
mences with the taxpayer and the con-
struction, reconstruction, or rehahilita-
tion of which began before September
26, 1985, and was comple!J on or
after that date, or

b} With respect to which a binding
contract to incur significant expends-
tures was entered into before Septem-
ber 26, 1985, and part or all of such ex-
penditures were incurred on or after
that date.

Significant expenditures would be de-
fined as expenditures in excess of 10% of
the estimated cost of the facility. Facilities
eligible for the exception would be defined
as property for which bond financing was

pp! d by a gover I unit (or b
vg;ﬁ,r referendum) before September 26,
1985.

(2) Refundings of bonds (a) that were
issued before January 1, 1986 tincluding a
series of refundinge); (b) that are govern-
mental bonds under present law; and ic)
that could not be originally issued under
the House bill, if—

i) The amount of the refunding
bonds did not exceed the outstanding
amount of the refunded bonds; and

i} The refunding bonds (or series of
refundings} did not have a maturity
date later than the date which is the
later of (a) 120% of the economic life of
the property identified as being fi-
nanced with the original (refunded)
bonds when issued, or (b} 17 years after
irsuance of the original bonds

Effective dote —Bonds issued afler the
date of enactment

Exceptions.—(1) Obligations with respect
to facilities—

(a) The original use of which com-
mences with the taxpayer and the con-
struction, reconstruction, or rehabilita-
tion of which began before March I,
1986 and was completed on or after
that date, or

(b} With respect to which a binding
contract to incur significant expendi-
tures wag entered into before March 1,
1986 and part or all of such expendi-
tures were incurred on or after that
date.

Significant expenditures would be de-
rneg as expenditures in excees of 10% of
the estimated cost of the facility. Facilities
eligible for the exception would be defined
an propert[: for which bond financing was
approved by a governmental unit (or by
voter referendum) before March 1, 1986

(2) Refundings of bonds (a) that were
issued before date of enactment (including
a series of refundings); (b} that are govern-
mental bonds under present law; and (c)
that could not be originally issued under
the proposal, if—

(i) The amount of the refunding
bonda did not exceed the outstanding
amount of the refunded bonds, and

(ii) The refunding bonds (or series of
refundings} did not have a maturity
date later than the date which is the
later of (a) 120% of the economic life of
the property identified as being fi-
nanced with the original (refunded)
bonds when issued, or (b} 17 years
after issuance of the original bnndyu.

Chairman’s Proposal l
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Item

P’resent Law

President’s Propousal

House Bil}

Chairman’s Propuosal

]

[

B. Tax-Exempt Bonds for Certain
Nongovernmental Activities
1. Industrial development bonds
a. Exempt-activity IDBs

(a) Exempt-activity 1DBs are bonds the
proceeds olP which are to be used to fi-
nance—

(i) Multsifarmily rental housing—

tA) At least 20 percent (15 percent in tar-
geted areas) of the housing units must be
occupied by persons whose income does not
exceed 80 percent of the area median
income when they first rent the unit; and

(B) Must be used for rental housing for a
“qualified pruject period,” generally 10
ﬁan or '»4? percent of the term o{ the
nds with the longest matunty;

Treasury regulations require that the de-
termination in (A), above, be made with
adyjustments for family size, for bonds
issued after 1985

(a) The President's proposal includes no
exceptions to the governmental use re-
quirement based on the activity being fi-
nanced

(i) No tax exemption,

(a) Present law would be modified to
permit interest on limited amounts of nun-
governmental bonds to continue to be tax-
exempt if bond proceeds were used to fi-
nance the following exempt facilities—

(i) Multifomsly rentul housing—

(A) One of the following sdt-aside re-
quirements is satisfied on a continuous
basis

(1) At least 26 percent of the housing
units are occupied by persons whoee
income does not exceed BO percent of
the area median income; or

(2) At least 20 percent of the housing
units are occupied by persons whoee
income does not exceed 70 percent of
the area median income.

Treasury Departiment wuuld be required
to make annual reports on compliance
with (A) above

(B) Must be used for rental housing for a
“qualified project period,” generally the
longer of 15 years or the date on which
bonds are no longer outstanding with re-
spect to the project;

(C) Operator of project must certify to
Treasury annually that project currently is
in compliance with Code requirements;

(D) Low-income tenants would continue to
be counted as such unless their incomes
increased to an amount in excess of 120% of
the applicable low-income ceiling; and

{E) If a project ceased to comply with the
low-i set-aside b tenant n-
comes increased, no penalties would be im-
posed if each available unit afler the
noncompliance occurred were rented to a
new low-income tenant until the project
again was in compliance.

If noncompliance with (A), above, is not
corrected after it reasonably should have
been discovered, interest on bond financing
would be nondeductible to project owner
from first day of year in which noncon
pliance commenced until correction oc-
curred

Clarification would be made that the de-
terminations in {A), above, are made with
adjustments for family size

(a) Similar to present law, exempt-activi-
ty 1DBs would be available to finance—

(i) Multifomily rental housing—

Same as House hill, except—

(A) The qualified project period would last
for a minimum of 12 years; and

(B) If a project ceased to comply with the
low-income set-aside because of existing ten-
ant income increases, the requirement that
available units be rented 1o new low-income
tenants would apply only to available units
of comparable size to thoee occupied by the
tenants whose income has increased

(See also, the Real Estate title for details
on a new low-income housing tax credit,
Part XV1C2)
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XVIL TAX-EXEMPT BONDS—(Continued)

Presen( Law

Prealdent’s Praposal

Houre Bill

Chairman’s Proposal

a. Exempt-activity
(cont.}

IDBa

(i) Sports facilities;

(iii) Convention or trade shou facilities;

(iv) Airports, defined to include runways,
| terminals, and other public facilities, as
: well as certain airport hotels and commer-
cial facilities, hangars for one or more air-
lines, other property not available for use
by the general public, and related storage
and training facilities

(v) Docks and wharves and related stor-
age and training facilities;

(vi) Mass commuting facilities and relat-
ed storage and training facilities;

(vii) Parking facilities;
(viii) Sewage disposol facilities:

(ix) Solid waste disposal facilities;

(x) Electric energy and gas furnishing fo-
cilities serving areas not exceeding 2 con-
tiguous counties or a city and one contigu-
ous county;

(xi) Certain facilities for the furnishing
of water (including irrigation systems);

(xii) Certain hydroelectric ‘ﬁmmting fa-
nllln;g (expired generally after December
31, 1985);

(xiii) Local district heating or cooling fa-
ciitties, an

(xiv) Air or water pollution control facili-
fies,

(i) No tax exemption;

(iii) No tax exemption;

(iv) No tax exemption;

(v) No tax exemption;

(vi) No tax exemption;

(vii) No tax exemption;

(viii) No tax exemption;
(ix) No tax exemption;

(x) No tax exemption;

(xi) No tax exemption;

(xii) No tax exemption;

(xiii} No tax exemption; and

(xiv) No tax exemption

(ii) Same as President’s proposal;

(i1i) Same a8 President’s proposal;

(iv) Atrports, defined as ground facilities
directly related to the transportation by
air of passengers and cargo (includes run-
ways, air traffic control towers, terminal
facilities, public parking, and airline hang-
ers, but not airport hotels, food prepara-
tion facilities, and shops).

(v) Dock and wharf facilities directly re-
faled to the transportation of passengers
and cargo by water (excludes storage ware-
houses used other than in immediate
transportation of goods).

(vi) Mass commuting facilities defined
generally as under present law;

(vii) Same as President’s proposal;

(viil) Sewage disposal facilities, defined
generally as under present law;

(ix) Solid waste disposal facilities, de-
fined generally as under present law;

(x) Same as President’s proposal;

(xi) Certoin facilities for the furnishing
of water, defined generally as under
present law except excluding irrigation sys-
tems;

(xii) Same as President's proposal;

(xiii) Same as President's proposal; and

(xiv) Same as President’s proposal

(ii) Same as Presrident’s proposal,

(iii) Same as President’s proposal;

(iv) Airports, defined as under presen(
law, e:cegz that tax-exempt financing
would not be available for hotels.

(v) Dock and wharf facilities, defined as
under present law

(vi) Same as President’s proposal

(vii) Same as President's proposal

(viil) Sewage disposal facilities, defined
as under present law

(ix) Solid waste du{mal facilities, de-
fined as under present law

(x) Electric energy and gas furnishing fa-
cilities, defined as under present law

(xi) Certain facilities for the furnishing
o{‘ water, defined as under present law (in-
cluding irrigation aystems).

(xii) Same as President’s proposal, except
retain and clarify transition rule included
in present-law sunset date.

(xiii) Same as President's proposal

(xiv) Same as President's proposal.



.

ftem

Present Law

President’s Proposal

House Hill

Chairman’s 'roposal

a. Exempt-activity
(cont.)

IDBs

Effective date —Bonds issued after De-
cember 31, 1985

Exceptions.—(1) Obligations with respect
to facilities—

(i) The original use of which com-
mences with the taxpayer and the con-
struction, reconstruction, or rehabilita-
tion of which began before September
26, 1985, and was complelecr on or
after that date, or

(i1) With respect to which a binding
contract to incur significant expendi-
tures was entered into before Septem-
ber 26, 1985, and part or all of such ex-
penditures were incurred on or after
that date.

Selgmﬁcam expenditures would be de-
fined as expenditures in axcess of 10% of
the estimated cost of the facility. Facilities
eligible for tha exception would be defined
as property for which bond financing was
approved by a governmental unit (or b

vgtéesr referendum) before September 26,
i}

(2) Refunding of 1DBs (1) that were
issued before January 1, 1986 (including a
series of refundings), (2) that may be issued
under present law, and (3) that could not
be originally iseued under the House bill,
if—

(i) The amount of the refunding
bonds did not exceed the outstanding
amount of the refunded bonds;

(i) The refunding bonds (or series of
refundings) did not have a maturity
date later than the date which is the
later of (a) 120% of the economic life
of the property financed with the origi-
nal (refundad{ bonds, or (b) 17 years
after issuance of the original bonds.

Effective date —Bonds issued after date
of enactment

Exceptions.—(1) Obligations with respect
to facilities—

(i) The original use of which com-
mences with the taxpayer and the con-
struction, reconstruction, or rehabilita
tion of which began before March 1,
1986, and was completed on or after
that date, or

(ii) With respect to which a binding
contract to incur significant expendi
tures was entered into before March 1,
1986, and part or all uf such expendi-
:iures were incurred on or after that

ate.

Significant expenditures would be de-

as expenditures in excess of 10% of

the estimated cost of facility Facilities eli-

gible for the exception would be defined as

property for which bond financing was ap-

proved by a governmental unit (or by voter
referendum) before March 1, 1986

(2) Refunding of IDBs (1) that were
issued before date of enactment (including a
series of refundings), (2) that may be issued
under present law, and (3) that could not
be originally issued under the proposal, 1If —

(i) The amount of the refunding
bonds did not exceed the outstanding
amount of the refunded bonds;

(i) The refunding bonds tor series of
refundings) did not have a maturity
date later than the date which is the
later of (a) 120% of the economic hfe
of the properl{ financed with the origi-
nal (refunded) bonds, or (b) 17 years
after issuance of the originul bonds
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XVIH. TAX-EXEMPT BON{

Item

Present Law

President’s Propasal

—(Continued)

House Bill

Chairman’s Propasal j

b. Miscellaneous restrictions
on exempl-activity IDBs

t Use of bond proceeds
for actrvaty qunleymg
for tax-exempt financ-
tng

it Ohenership of proper-
ty financed with non-
governmental  bonds
for exempt factitties

¢. Industriol park IDBs

d. Small-issue IDBs

(bXi) Only 90 percent of 1DB proceeds are
required to be used for purpose of bond
issue; the remaining 10 percent may
used for any pur)

In the case of exempt -activity 1DBa, all
property that is “functionally related and
subordinate to” the exempt activity may
be financed with bond proceeds and counts
towards satisfaction of the 90 percent re-
quirement.

(ii) Property financed with private activi-
ty bond pi s may be owned by persons
other than State or local governmental
units.

(c) Interest is tax-exempt on 1DBs to be
used to finance acquisition or develotment
of land as a site for an industrial park.

(d) Interest on small-issue 1DBs is tax-
exempt Small-issue 1DBs are issues not ex-
ceeding $1 m||||on. the proceeds of which
generally mng to finance land or
any depreciable prvoperty. The $1 million
size limitation is increased to $10 million if
an election is8 made to take certain capital
expenditures into account.

inety percent of small-issue bonds must
be used for the purpose of the borrowing

A special rule allows small issue bonds to
be used for first-time farmers to finance the
purchase of farmland and for a de nunimus
amount of used equipment acquired in con-
junction with the purchase of farmland by
such farmers.

This exception expires generally after
December 31, 1986 (December 31, 1988, in
the case of bonds to finance manufacturing
facilities).

(bXi) No tax exemption for nongovern-
mental bonds

(ii) No tax pti
tal bonds

for g

nmen-

(c) No tax exemption for nongovernmen-
tal bonds.

(d) No tax exemption for nongovernmen-
tal bonds.

(bXi) ANl proceeds of nongovernmental
bonds for exempt facilities (other than
costa of issuance and proceeds invested in a
reasonably required debt service reserve
fund) would be required to be used for the
activity qualifying the interest on the
bonds for tax-exempton.

Effective date.—Bonds issued after De-
cember 31, 1985,

(ii) Airports, docks end wharves, and
mass commuting facilitiea would be re-
quired to be governmentally owned, detcr-
mined using general Federal income tax
rules.

Effective date.—Bonds issued after De-
cember 31, 1985.
Transitional exceptions similer to those
gmv:ded for exempt facility bonde (item
1L.a., above).

(c) Same as President’s proposal.

Effective date.—Bonds issued after De-
cember 31, 1985,

Transitional exceptions similar to those
provided for exempt facility bonds.

(d) Generally, the same as present lew,
except ov:hedu(ed sunset dates deleted and
all bond proceeds (other then costs of issu-
ance and proceeds invested in a reasonable
debt service reserve fund) required to be
used for purpose of borrowing

Effective date —Bonds issued after De-
cember 31, 1985.

(bXi) Same as present law, except change
90 percent to 95 percent. (i.e, 5% of the
proceeds could be used for any purpone)

Effective date.—Bonds issued after date
of enactment.

Same as present law

(c) Same as President’s proposal

Effective date.—Bonds issued sfter date
of enactment

Transitional exceptions similar to those
provided for exempt-activity 1DBs

(d) Same as present law, except

(i) sunset for all small-issue bonds
deferred until December 31, 1988

(ii) 90% use rule increased to 95%,
and

(iii) first-time farmer exception would
be expanded to include farmers who
qualify at time of purchase except for
prior ownership of land of
through an insolvency pr ing, and
to increase the amount of used equip-
ment that may be financed to 25% of
the financing provided to a qualifying
farmer

Effective date —Bonds issued after dste
nf enactment




Item

Present Law

President’s Proposal

ttoase Hill

Chairman’s Proposal

|

2. Student loan bonds

Tax-exemption 18 permitted for interest
on student loan bonds ssued in connection
with the Department of Education’s Guar-
anteed Student Loan program

No tax exemption for nongovernmen-
tal bonds

Same as present law except expanded to
include certain non-GSL student loan bonds
and all bond proceeds (other than costs of
i and i ted in a reason-
able reserve fund) required to be used for
purpose of making student loans

Effective dote.—Bonds issued after De-
cember 31, 1985

Same as present law
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XVIL. TAX-EXEMPT BONDS—(Cantinued)

Hem

L

Present Law

President’'s Proposal House Bill

Chairman’s Proposal

7

3. Morigage revenue bonds
a Qualified mortgage bonds
nad mortgage credit certif-
icates

(aX1) Qualified mortgage bonds must be
used to finance mortgages on single-family,
owner-occupied residences The targeting
requirements for these bonds include the
following:

fi) At least 90 percent of the lenda-
ble proceeds of each issue must be
used to finance loans to first-time
homebuyers;

tii) e purchase price of bond-fi-
nanced residences may not exceed 110
percent (120 percent in target areas) of
the average area purchase price appli-
cable to that residence; and

(iii) Issuers must publish and submit

to the Treasury annual reports of their
policies on the ugre of bond proceeds
(2) Issuers of qualified mortage bonds

may elect to exchange part or all of their
bond authority for authority to issue Mort-

Credit Certificates (M&hl The aggre-
gate principal amount of MCCs may not
ex 20 percent of the exchanged bond
authority. MOCs generally are subject to
the same hmeting.vequiremenu as quali-
fied mortgage bonds.

(3) Authority to issue both qualified
mortgage bhonds and MCCs terminates
after December 31, 1987

(aX1) No tax exemption for nongovern-

(a¥1) Interest on qualified morigage
mental bonds.

bonds would continue to be tax-exempt.

The present-law targeting requirements
would be modified as fnllows

(i) All bond proceeds (50% in target-

ed areas) other lhjun issuance coafs and

in y re-
quired reserve fund would be required
to be used to finance residences for
first-time homebuyers;

(ii) The purchase price of bond-fi-
nanced residences could not exceed %)
percent (110 percent in targeted areas)
of the average area purchase price ap-
plicable to that residence;

(iii)  Present-law requirement of
annual Treasury reports would be de-
leted; and

(iv) At least 50 percent of the mort-
gage financing would be required to be
provided to borrowers whosee family in-
come did not exceed 90 percent of high-
er of area or Statewide median income,
and all such financing would be re-
quired to be provided to borrowers
whose income did not exceed 115 per-
cent of area median income.

In targeted areas, % of the financing
could be provided to borrowers without re-
gard to the above income limits; the balance
of the ﬁnuncini would have to be provided
to mortgagors having incomes not exceed-
ing 140 percent of the higher of area or
Statewide median income

(2) The MCC option would be repealed
along with authority to issue qualified
mortgage bonds.

(2) Authority to issue MCCs would be
continued The (argeting requirements for
MCCs would be conformed to the revised
targeting rules for qualified mortgage
bonds

(3) Same as present law.

Effective date.—Bonds issued and MCCs
issued with respect to bond suthority ex-
changed after ember 31, 1985 (Would
not apply to mortgage loans made with the
proceeds of bonds issued before Jsnuary I,
19861

(aX1) Same as present law

(2) Same as present law, except increase
trade-in rate from 20 percent to 25 percent

(3) Delete sunset dates on qualified mort-
gage bond and MCC programs

Effective date —Bonds issued and bond
authority exchsnged after date of enact-
ment



Item

Presen) Law

President’s Proposal

House Bill

J

Chairman’s I'roposal

b. Qualified veterans’ mort-
gage bonds

(b) Qualified veterans’ morigage bonds
are bonds 90% or more of the proceeds uf
which are used to finance loans to veterans
for the purchase of single-family, owner-oc-
cupled residences. Tax-exempt qualified
velerans’ mortgage bonds may be issued
only by the five States thal issued such
bonds before June 22, 1984 Morigage loans
financed with those bonds may be made
only to veterans who served on active duty
before 1977 and who apply for a loan
before 30 years after leaving active service

(b) No tox exemption for nongovernmen-
tal bonds

(b) Same as present law, excepl consist-
ent with rules for other nongovernmental
bonds, all bond proceeds (other than issu-
ance costs and reasonably required reserve
funds) would be required to be used for
mortgage loans to qualified veterans

Effective dote —Bonds issued after De-
cember 31, 1985

(b) Same as present law

4. Tax-exempt bonds for sectlon
501 cH3) organizations

Interest on bonds for nonprofit organiza-
tions described in e section 501(ck3)
generally is tax-exempt. Bonds the pro-
ceeds of which are to used by these or-
ganizations are subject to the same re-
quirements as bonds for general govern-
ment operations. Examples of organiza-
tions benefiting from these bonds are pri-
vate, nonprofit hoepitals and private, non-
profit colleges and universities.

No tax exemption for g
bonds

T pt bonds for section 501(ck3) or-
ganizations would be permitted, as fullows:

h(i) Only activities dirfcl:‘y related to
the exempt purpose of the organiza-
tion coulcrbe financed (for exampls, a
hospital could not finance a doctor’s
office building), and all bond proceeds
(other than cosets of issuance and pro-
ceeds invested in 8 reasonably re-
quired debt service reserve fund)
would be required to be used for such
activities,

(ii) In the case of section 5(1(cX3) or-
ganizations other than hoepitals, the
aggregate amount of outstanding
bonds of which each organization was
a beneficiary could not exceed $150 mil-
lion (Generally, rules of the present
$40 milhion hmitation on benefliciaries
of 1DB-financing would be applied
under this provision); and

(iii) All property financed with pro-
ceeds of these bonds would have to be
owned by a section 501(cX3) organiza
tion or governmental unit (using Fed-
eral income tax concepts of owner-
ship)

Effective date.—Bonds 1ssued after De-
cember 31, 1986.

Transitional exceptions similar to those
provided for exempt facility bonds (item
Bla, above)

Same as House bill, except 95 percent of
roceeds rathar than 100 percent would
ve to be used for qualified activities

Effective dote —Bonds issued after date
of enactment

Transitional exceptions similar to those
grovnded for exempt-activity IDBs titem

1a, above)




Item

XVIL TAX-EXEMPT BONDS—(Continued)

Present Law

President’s Proposal

House Hill

Chairman's 'roposal

5. Qualificd redevelopment bonds

a. General rule

b. Unen of bond proceeds

No specific provision, but bonds violating
iDB or private loan bond restrictions are
taxable.

Same as present law

Would treat bonds to finance certain land
acquisition and redevelopment in blighted
areas, and for use by nongovernmental per-
sons, as nangovernmental bonds

(a) Qualified redevelopment bonds must
be part of an issue.

(i) all net proceeds of which are used
for redevelopment purposes in 8 local-
ly designated blighted area, and

(ii) with respect to which incremen-
tal property tax revenues (ie., addi-
tional tax revenues attributable to in-
crensed property values by reason of
bond-financed redevelopment) are re
served exclusively for debt service on
the issue, to the extent necessary to
cover such debt service

Real property taxes in the designated
area must be imposed at the same rate and
in the same manner as for similar proper-
ty located elsewhere in the jurisdiction. No
additional fees or charges could be imposed
in the designated area that were not im-
';;_osed on other similar property in the juris-

iction

(bX1) The proceeds of qualified redevelop-
ment bonds could be used for the following
purposes:

(i) To acquire by eminent domain, clear,
and prepare land in a designated blighted
area for redevelopment, and transfer real
property intereats to nongovernmental per-
sons for fair market value;

(ii) To rehahilitate or otherwise redevel-
opdlhe real property (acquired as above);
an

(iii) To relocate occupants of structures
on the acquired real property.

(2) Qualified redevelopment bond pro-
ceeds could not be used to construct build-
ings or other new structures for use b
nongovernmental persons on the bond-hz
nanced property

Would treat bonds to finance certain land
acquisition snd redevelopment in blighted
areas, and for use by nongnvernmental per-
sons, as tax-exempt 1DBs

(a) Same as House bill, except 95 percent
of proceeds would be required to be used for

evelopment purposes in a locally desig-
nated blighted area

Same as House bill

(b 1) The proceeds of qualified redevelop-
ment 1DBs could be used for the following
purposes

(i) Same aa House bill, but clarify that
“fair market value" includes covenanta and
restrictions relsting to the use of the real
property

(ii) Same as House bill

tiii) Same as House bill.

(2) Same as House bill
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Item

Present Law

President’s Proposal

Hause Bill

Chairman’s Proposal

c. Designation of blighted
areas

d. Application of IDB limita-
tions

(exl) Qualified redevelopment bonds
could be issued only pursuant to—

(i) & State law that authorizes the is
suance of such bonds for permitted
purposes in blighted areas, and

(i) a redevelop plan
(before issuance of the bonds) by the
fuverning body of the general purpose
ocal governmental unit having juris-
diction over the blighted area.

d. d

(2) Designation of blighted areas would
be made by the general purpose local gov-
ernmental unit. q’hix designation woultfbe

on prescribed State statutory crite-
ria.

(3) The ate blighted areas deeig-
nated by a iocal governmental unit could
not contain real property, the
value of which 18 more than 10 percent of
the assessed value of all real property
within its jurisdiction.

(4) A designated blighted area would

have to be larger than a contiguous Y-
square mile.

(dx1) Qualified redevelopment bonds
would be subject to the volume and other
himitations licable to 18! 1
bonds, except the limitation on use of bond
proceeds to acquire land.

(2) Owner. pied housi habilitated
with qualified redevelopment bond pro-
ceeds, or constructed on bond-financed
land, would be permitted only if—

(i) the first purchaser of each resi-
dence reasonably expected it to be his
or her ﬁrmcipd residence, and

(i) the residence satisfied the pur-
chase price limitation which would
apply fgr qualified mortgage bonds in
the same location

(cx1) Same as House bill

(2) Same as House bill

(3) Same as House bill, but increase to 25
percent and clarify that value of property in
redevelopment districts is determined on
date of designation for purposes of this re-
quirement.

(4) A designated blighted area could not
be smaller I‘ﬁnn 15 contiguous acres

(dx1) Qualified redevelopment bonds
would be IDBs and hence subject to all 1DB
restrictions, including the volume limita-
tion for IDBs and student loan bonds An
axception would be provided from the limi-
tali:‘m on the use of bond proceeds to acquire
and.

(2) No restriction
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XVIIL. TAX-EXEMPT BONDS—(Continued)

[’ tem Present Law Prenldent’s Prnposal Hausre Hill Chairman’s PPraposal

d. Appiication of IDB limita. (1) Residential rental housing rehabili- (3) Na restriction

tiona (cont.) tated with qualified redevelopment bond

roceeds, or constructed on bond-financed
r nd, would have to satisfy all Code require-
ments applicable w mulufumll resnd?ntlal
rental h
project period a8 defned for bond purpoaes

(4) Facilities that may not be financed {4Xa) Except na'provided in (b), no more
with IDBs may not be ocated on land fi- | than 25 percent o the total bond proceeds
nanced with q d redevelop for a pment district could be used
bonds for facilities with respect to which tax-
exempt financing is restricted or for land on
which such facilities were to be located

(b} The following facilities could not be
financed with redevelopment bonds or lo-
cated on land financed with such bonds:

(i) Private or commercial golf courses;

(ii) Country clubs;

(iii) Massage parlors, hot tub facilities, or
suntan facilities; an

(iv) Racetracks and other facilities pri-
marily used for gambling




Item

B

Present Law

President’s Proposal

Houose Bill

Chairman’s Proposal

6. Miscellaneous restrictions on
tax-exempt bonds
a Restriction on maturity of
nongovernmental bonds

b Acquisition of land and
existing property and pro-
Aibition on financing cer-
lain facillties

¢. Public approval require-
ment

d (quloc lu use of nongov-
erl bond.-fi

(a) The weighted average maturity of
IDBs many not exceed 120 percent of the
economic fr of the bond-financed proper-
ty

(b) Interest on IDBe generally is taxable
if more than 25 percent of the proceeds of
an issue is used f' land. Acquisition of ex-
isting property may not be financed with
tax-exempt ID%- unlees a rehabilitation re-
quirement is satisfied

Luxury boxes and certain other facilities
may;h not be financed with tax-exempt

nds.

{c) IDBs may be issued only after the
issuer holds a public hearing and the
bonds are approved by an elected official
Alternativaly, issuance of the bonds may

pp d by a voter refe

(d). Tuxexempl bonda genenlly are not
d to be f the use of bond-

Pproperty

financed property changau from a use
qualifying interest on the bonda for tax-ex-
emption to a nonqualified use.

(a) No tax exemption for nongovernmen-
tal bonds.

(b) No tax exemption for nongovernmen-

tal bonds

(c) N:l)aw exemption for nongovernmen-

tal bon

(d) No tax exemption for nongovernmen-

tal bonds.

(a) Extend present-law restriction to all
nonguvernmental bonds (other than mort-
gage subdsidy bonds and student loan-
bonds).

Effective date —Bonds issued after De-
cember 31, 1985,

(b) Extend present-law restrctions to all
nongovernmental bonds (vthe: than mort-
gage subsidy bonds).

Effective date.—Bonds issued after De-
cember 31, 1985 Transitional exceptions
(for bonds not presently subject to these
limitations) similar to those provided for
section 501(cX3) organization bonds in item
B.4., above.

(c) Extend present IDB requirements to
all nongovernmental bonds.

Effective date—Bonds issued after De-
cember 31, 1985

(d) A change in the use of property fi-
nanced with nongovernmental bonds, to a
use not qualifying for tax-exempt financing,
senemlly would result in 1088 of income tax

leductions for rent, interest, or equivalent
amounts paid by the person using the prop-
erty in the nonqualifyin ion
501(cX3) organizations woufd realize unre-
lated business income with respect to such
use. These consequences would apply in ad
dition to any loes of tax exemption on bond
interest provided under present law

Effective date —Changes in use occur-
ring after December 31, 1985 with respect

%nancmg provided (by loan, lease, or
other arrangement) after that date.

_(a) Extend present-law restriction to sec-
tion 501(cX3) organization bonds

(b) Same as present law

(c) Same as present law

(d) Same as House bill

Effective date —Changes in use occur-

rin%_ after date of enactment, with respect

inancing provided (by loan, lease, or
other arrangement) after that date
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XVII. TAX-EXEMPT BONDS—tContinued)

Item

Present Law

Prestdent’s Proposal

1iouse Bl

Chairman’s Proposal J

Volume Limitatlons on Nongov-
ernmental Bonds

Volume Limitations

Three separate seta of volume limita-
tions are imposed under present law with
respect to certain types of nongovernmen-
tal bonds.

(1) Limitation on student loan bonds and
most I1DBs

Aggregate volume.—The amount of stu-
dent loan bonds and most 1DBs that may
be issued within a State during any calen-
dar year is limited to the greater of $150
{vr each resident of the State or $200 mil-
ion.

The $150 per capita limitation is sched-
uled to be reduced to $100 efter 1986 to re-
flect the scheduled sunset of most small-
issue 1DRs.

volume
State is-
suers and one-half to localities within the
State on the basis of relative populations
unless the State adopts e statute providi

a different allocation. Governors of eac!
State are permitted to issue proclamations
overriding the Federal rules during an in-
terim period before State legislatures meet.
Each person allocating bond authority must
certify that the allocation is not made in
consideration of any bribe, Fiﬂ, or campaign
contribution. (A special allocation rule ap-
plies for States having constitutional home
rule cities.)

Allocation rates.—Each State's
fimitation is all q Hallito

No tax exemption for nongovernmental
bonds

Unified Volume Limitation

A single volume limitation would be im-
with respect to the following bonds
18sued by States and local issuers therein—
(1) All nongovernmental bonds with
reapect to which tax-exemption was
permitted (except certain airport facili-
ty bonds, diacussed below); and
(2) The portion of e fovemmenlal
bond issue in excess of $1 million that
was used by persons other than a
State or local government.

Aggregate volume.—The annual volume
of tax-exempt nongovernmental bonds fin-
cluding the nongovernmental rtion of
governmental bonds, disct in (2),
above) issued by each State and local issu-
ers therein could not exceed the greater of
flTﬁ per resident of the State or $200 mil-

ion.

This per capita limitation would be re-
duced to $126 per resident after 1987 ta re-
flect the present-law scheduled sunset of
tax-exemption for qualified mortgage
bonds.

Current refunding bonds would not be
subject to the volume limitation to the ex-
tent the amount of the refunding bonds did
pot exceed the amount of outstanding re-
funded bonds and did not have a maturity
date after expiration of 120% of the eco-
nomic life of the bond-financed property (17
years for nonfacility bonds and 32 years for
tax-exempt mortgage bonds).

Allocation rules.—Each State’s volume
limitation would be allocated one-half to
State issuers and one-half to localities
within the Stete on the besis of relative
populations unless the State adopted a
statute providing a different allocation.
Governors of each State would be permit-
ted to issue proclamations overriding the
Federal allocation rules, effective during
an interim period before State legislatures
meet. The present-law required certifica-
tion by persons allocating bond authority
would be repealed Other administration
provisions of the present IDB volume limi-
tation (including the rules for determining
the location of property receiving volume
allocations, and the special rule for State
having constitutional home rule cities)
would apply under the new volume limita-
tion.

Volume Limitotions

Three separate sets of volume limita-
tions would be imposed similar to present
law—

(1) Limitation on student loan bonds and
moat IDBs

Same as present law, except multifamily
housing bonds and qualified redevelopment
bonds would be subject to the cap and sched-
uled 1986 reduction in cap to $100 per capita
would be deferred until mber 31, 1988,
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litem

Present Law

President’s Proposal

House Bill

Chairman’s Proposal

l

Volume Limitatlons on Nongov
ramental Bunds (cont.)

Carryforward of bond authority.—Bond
issuers may elect to carry forward unused
bond authority (for up to three years gener-
ally) for specific, identified exempt-activity
IDB projects, or for the s:nernl purpose of
issuing student loan bonds.

(2) Qualified mortgage bonds

Aggregate volume.—The annual volume
of qualified veterans’ bonds that may be
issued within a Stata is limited to the
greater of (1) 9 percent of the average
annual aggregate principal amount of
mortgages executed during the three pre-
ceding years for single-family, owner-occu-

ied residences located in the State, or (2)

200 million.

Allocation  rules.—Qualified mortgage
bond authority is allocated among issuars
in each Stata pursuant to rules like those
?Bglaicahle to student loan bonds and most

Carryforward o{ bond authority.—States
may not cal orward unused qualified
mortgage bond authority.

Carryforward of bond outhority —Bond
issuers could elect to carry forward unused
bond authority for up to three years for
specific, ified & 1
projects and for the general purpose of is-
suing either (a) qualified mortgage bonds
or (b) qualified veterans' mortgage bonds

Permanent set-aside for section 501(ck3)
orﬁ)anuolwn bonds —An amount equal to
$: per capita ($30 million for States
having a $200 million limit) would be set-
aside permanently for section 501(cX3) or-
ganization bonds.

Protection of housing bonds —Unless
overridden by a State statute, at least 50%
(reduced to 26% after 1987 to reflect the
sunset of authority to issue qualified mort-
gage bonds) of each State's annual nongov-
ernmental bond volume limitation would
be required to be used for—

(i) multifamily rental housing bonds;

(ii) qualified murtgage bonds; or;

(iii) qualified veterans' mortgage
bonds.

At least Y% of the housing portion would
have to be used for multifamily houisng
and % for single-family housing unless
overridden by the governor or a State stat-
ute.

(2) Quolified mortgage bonds
Same as present law
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XVIL TAX-EXEMFPT BONDS—(Continued)

Item

Present Law

Prealdent’s Proposal

1Inuse Bill

Chairman’s Proposal I

Volume Limitations nn Nongov-

ernmental Bnnda (cont.)

(3) Qualified veterans' mortgage bonds

Aggregate volume.—The five States per-
mitted to irsue qualified veterans’ mort-
gage bonds are subject to volume limita-
tions based an the volume in which they
issued bonds during the period b(:finni;g
og January 1, 1979, and ending on June 22,
1984

Allocation  rules.—Qualified veterans'
mortgage bonds are general obligation
bonds of the issuing State. This bond au-
thority is not allocated to any local govern-
mental issuers.

Carryforward of bond outhority.—States
may not carry forward unused qualified
veterans’ mortgage bond authority
Nongovernmental Bonds Not Subject to

olume Limitations

No volume limitations are imposed with
respect to nongovernmental bonds the pro-
ceeds of which are to be used—

(1) By section 501(cX3) on?aniutions;

(2) For multifamily rental housing;

(3) For governmentally owned air-
ports, docks and wharves, mass com-
muting facilities, convention centers,
and trade show facilities.

Protection of qualfied redevelopment
bonds.—Unless overridden by a State stat-
ute, at least $6 per capita or the equivalent
would have to be set-aside for qualified re-
development bonds in States that issued
more than $25 million in tax-increment
bon;l:ﬁhv‘lween July 18, 1984 and January
1, 1986.

Nongovernmental Bonds Not Subject to
olume Limitations

Bonds to finance airports (other than
cargn handling facilities) would not be sub-
ject to the volume limitation; bonds for

rt facilities (other than storage facilities)

ikewise would not be subject to the limita-

tion Tax-exempt financing for these facili-
ties would not be permitted unless the fa-
cilities were governmentally owned, deter-
mined by reference to general income tax
concepts of ownership. (See, B.1bii,
above.)

(3) Quolified veterans' mortgage bonds

Same as present law

IDBs, etc. Not Subject to Volume Limuta-
tions

No volume limitations would be imposed
with respect to—

(1) Section 501(cX3) organization
bonds,

(2) Bonds for airports, and docks and
wharves, if the bond-financed proJ)erty
were governmentally owned, deter-
mined generally by reference to Federal
income tax concepta of ownership.

(3) Bonds for qualified public sewage,
solid waste disposal and water facili-
ties, if—

(a) The facilities are owned by a
governmental unit  determined
generally by reference to Federal
income tax concepts (however,
there would be no special restric-
tions on the terms of management
contracta for such facilities); and

(b) The rates for the service are
established or approved by a State
or political subdivision thereof or a
public service or public utility com-
mission having continuing over-
sight over operation of the [acility

(Safeharbor rules similar to the rules that
applied before enactment of ACRS would be
adopted for determining when property was
governmentally owned for purposes of this
volume limitation exception )
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ftem

Present Law

President’s Pruposal

House Bill

Chairman's Proposal |

C. Volume Limitations on Nongov
ernmental Hondx (cont.)

Effective date —Bonds issued after De-
cember 31, 1985.

Exceptions.—(1) Bonds presently subj
to no State volume limitations but that
would be subject to the new lLimitation, if
the bonds were with respect to facilitiea—

(a) The 0r'ui:nal use of which com-
mences with the taxpayer and the con
struction, reconstruction, or rehabilita-
tion of which began before September
26, 1985, and was complelecr on or
after that date, or

(b) With respect to which a binding
contract W incur significant expendi-
tures was entered into before Septem-
ber 26, 1985, and part or all of such ex-
penditures were Incurred on or afler
that date.

Significant expenditures would be de-
fined as expenditores in ezess of 10% of
the estimated cost of the facility Facilities
eligible for the exception would be defined
as properll for which bond financing was

y

Effective date.—Bonds 1ssued after date
of enactment.

Exceptions —Bonds presently subject to
nu State volume himitations but that would
be subject to the new limitation, if the
bonds were with respect o facilities—

(a) The original use of which com-
mences with me taxpeyer and the con-
struction, reconstruction, or rehabilita
tion of which began before March I,
1986, and was completed on or afler
that date, or

(b) With respect to which a binding
contract to incur significant expend:
tures was antered into before March 1,
1986, and was completed on or after
that data

Significant expendituree would be de-
fined as expendituces in excess of 10% of
the estimated cost of the facility Facilities
eligible for the exception woold be defined
as property for which bond financing was
approved by a guvernmantal unit (or by
voter refé d b

approved a governmental unit (or 2'
voter dum) before September 26,
1985.

(2) Bonds presently subject to State
volume limitations that would be subject to
the new smingle limitation to the extent
that the bonds are issued pursvant to a
carryforward election allowed under cur-
rent State volume limitation filed before
October 31, 1985, if the bonds are wsued
with respect to facilities satisfying the
transitional exceptions in (1) () or (b),
abova.

) before March |, 1986
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XVIl. TAX-EXEMPT BONDS—(Continued)

Item

Present Law

President’s Proposal

Houre Bill

Chalrman’s Proponal

D Arbitrage Restrictions

Profit limitations and deter-
minatlon of bond yleld

Present law includes three sets of arbi-
:;age restrictions applicable to tax-exempt
nds

General restrictions opplicable to oll tax-
exempt bonds

Profit limitations.—If bond proceeds ere

reasonably ex; to be invested in other

securities (other than tax-exempt bonds)
heving @ yield thet is meterielly higher
than the yield on the bonds, bond interest

is taxable. The amount of permitted arbi-
!ruqe e.rmm: dewndu on wbether _the

nl-leg to the purpms of t]\e borrowmg or
in other, nonpurpose obligations, and
whether the issuer elects to earn unlimited
a::;:rsge profits for certain temporary pe-
™ 3

Exceptions.—(1) Investments not exceed-
lng a minor portion (15%) of bond pmuse&
in materially higher yielding obligations
(A manonnbly required debt service reserve
fund is the most important sxample of the
use of this exception )

(2) Investments during e temporery
Enad prior to use for the purpose of the

rrowing  (Generally, this temporary
period may not exceed 4 years.)

Determination of bond yield —Bond yield
is interpreted to mean the discount rete at
which ell anticipated pe: nu of princi-
pal and interest on the uals the
net proceeds of the issue uﬂevejeductmg
the coets of issuance. (Thin deduction of is-
suance costs permits bond issuers to eern a
higher yield on the investment of bond pro-
ceeds, and thereby to pay issuance costs
out of arbitrage profits )

The present-law arbitrage rules would be
modified as follows:

General restnictions applicable to all tax
exempt bonds
Profit lumtalwru —Clanﬁcallon would

Same as President’s proposal, with the
following modifications:

Generul restrictions opplicable to oll tax
exempt bonds

Profit imitations —The restriction on in-

be provided that
tions test mcluded m the pruem'l-w gen-
eral arbitrage restrictions does not protect
intentional acts to creste arbitrage.

t to alect to earn
higher arbitrage profita over the entire
term of the bonds by foregoing a tempo-
rary period when unlimited arbitrage is
permitted would be repealed
Temporary periods duri

Exceptions.—The

which unlim-

ited arbi is permit would be re-
stricted as follows:
(a) No tem period would be
permitted for issues to finance
uisitions; and

) For construction projects, the
tem period would end on the
earlier of tha date—

W 'l::;rv)ed waes substantially

(ui An amount equal to bond
proceeds had been spent on the

project; or

(1ii) Three years after the earlier
of the date the bonds were issued
or the date construction on the

project began.

Determination of bond yuld.—Bond yield
is determined using the original issue dis-
count rules of the Code ( hus, costs of

may not be r d out of arbi-
trage profits )

in higher yieldi obligetions
would be expanded to include investment
in annuity contracts and other property
held for investment. (This rule would
ensure thet purchase of 3rd party con-
tracts to fun(r deferred payment arrange-
ments would be subject to yield restrictions
in the same manner as (ﬂmﬁ funding of
these arrangsments.)

Exceptions.—The present-lew minor por-
tion rule would be deleted The exception
for reasonably required debt service re-
serve funds would be retained.

A 30 day unxyrnry period would be per-
mitted for bo used to finance ecquisi-
tions.

The alloweble temporary period for
bonds used for mixed acquisition/construc-
tion projects would be determined sepe-
rately with respect to the portion of the
bond proceeds used for each activity

Same as present law, with the following
modifications

General restnctions applicable to oll tax-
exempt bonds

Profit imitations.—Same as House bill

Exceptions —Same as present law elcert
the minor portion (other then a reasonably
required reserve fund) would be limited to
the lesser of 5% of bond proceeds or
$100,000

Determination of bond yweld —Same as
President’s proposal
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Present Law

Presldent’s Proponal

tlouse Bill

|

Chairman’s Praposal

1. Profit limitatlons and deter-
mination af bond yleld (cont.)

Additionol restrictions for most IDBs

Profit  limitations.—IDBs  (other than
IDBs for multifamily rental housing) are
subject to the following additional arbi-
trage restrictions:

(a) The amount of bond proceeds
that may be invested at unrestricted
yield in obligations unrelated to the
furpose of the borrowing is limited to

50 percent of achedules annual debt
service.

(b} The gross earnings on each issue
of bonds must be rebated to the Feder-
al Government at specified intervals.

Exceptions.—The restriction on invest-
ment in nonpurpose obligations (item a,
above) does not apply to investments for an
initial temporary period or to investments
for temporary periods related to current
debt service (as op to reserve funds
for future debt service).

The rebate requirement does not apply if
all bond proceeds are spent for the govern-
mental purpose of the issue within 6
months of issuance of the bonds or to cer-
tain debt service funds on which less than
$100,000 is earned in a bond year

Additional restrictions for quolified mort-
gage bonds

Profit limitations.—The effective rate of
interest on mortgage loans provided with

ualified mortgage bonds may not exceed
the yield on the issue by more than 1 125
percentage points.

Investment of qualified mortgage bond
proceeds in obligations unrelated to the
purpose of the borrowing is restricted in a
manner similar to that for most 1DBs. Ad-
ditionally, arbitrage profits must be rebat-
ed to the Federal Government or paid or
credited to the mortgagors

Exceptions.—Exceptions similar to those
to the additional restrictions on most 1DBs
are provided

E;

0.1 g

of p 1 IDB re-
strictions

The present restriction on investment of
bond proceeds in obligations unrelated to
the purpose of the rrowing and the
rebate requirements applicable to most
:)[‘))Bu would be extended to all tax-exempt

nds.

Ex of present-luw additional IDB

restrictions

The present-law additional restrictions
on most IDBs would be extended to all tax-
exempt bonds other than qualified mort-
gage bonds and qualified veterans’ mort-
gage bonds

Additional restrictions for quolified mort-
Rage bonds

Qualified mortgage bonds would remain
subject to the present law additional arbi-
trage restriction and rebate requirement
that applies to those bends in lien of the
expanded IDB-type restrictions

Additional restrictions for veterans' mort-
gage bonds

The present-law qualified mortgage bond
additional arbitrage restriction and rebate
requirement would be extended to quali-
fied veterans' mortgage bonds in lien of
the expanded IDB-type restrictions

Extension of present-low additional IDB re
atrictions

Same as House bill, except—

(1) Liberalize application of rebate rule to
current debt service funds of governmental
units with general taxing powers; and

(2) Provide an exception from the rebate
requirement for bonds to finance operations
of or facilities for governmental units with
general taxing powers if all bonds issued by
or on behalf of the unit in the year of issue
are not reasonably expected to exceed $5
million

Additional restrictions for qualified mort
gage bonds
Same as present law.

Additional restrictions for quolified veter-
ans’ mortgage bonds

Same as House bill.




XVit. TAX-EXEMPT BONDS—{(Continued)

Item

Present Law

President’s Proposal

Houne Bill

Chairman’s Proposal

1. Profit limitations and deter-
mination of bond yleld (cont.)

Additional restrictions for student loan
bonds

In 1984, Treasury was directed to pre-
scribe regulations applying additional arbi-
trage restrictions similar to those now aj
plying to most 1DBs to student loan bonds.

SLGS Program
The Treasury Department issues a special
State and Local Government Series (SLGS)
of Treasury bonds to enable issuers of State
and local government bonds to avoid imper-
missible arbitrage profits. Interest rates on
SLGS are set by reference to the permitted
ield on each issue of tax-exempt bonds
urchasers of SLGS must give Treasury 20
days notice of their intent to pumhmf’!l'he
maturity of SLGS is set to match that of the
tax-exempt bonds; the minimum maturity is
45 days

Additional restrictions for student loan
bonds.—Repeals present-law direction for
special Treasury regulations to the extent
inconsistent with new arhitrage restrictions
imposed by the bill.

Effective dates.—Bonds issued after De-
cember 31, 1985, except for the restriction
on investment of bond proceeds in annu-
ities and similar deferred compensation ar-
rangements purchased from 3rd parties,
which would apply to bonds issued after
September 25, I9§5¥

Additional restrictions (nr student loan
bonds —Same as House bifl

Modification of SLGS Program

The Treasury Department would be di-
rected to modi'z' the SLGS program to pro-
vide (a) instruments allowing flexible in-
vestment of bond proceeds tn a manner
eliminating the earning of rebatable arbi-
trage, and (b) operation of the SLGS pro-
gram at no net cost to the Government.

These new rules would permit demand
deposits under the SLGS program by delet-
ing advance notice uirementa related to
the purchase of SLGS and deleting mini-
mum meturity requirements.

Effective dates —Bonds issued after date
of enactment, except for the restriction on
investment of bond p in annuities
and similar deferred compensation ar-
rangements purchased from third parties,
which would apply to bonds issued after
September 25, ngg




Item

Present Law

Prenident’s Proposal

[louse Bl

Chairman’s Proposal

2. Prohibition of advance re-
fundings

Bonds other than IDBs and mortgage
subsidy bonds may be sdvance refunded.
IDBs and mortgage subsidy bonds may not
be refunded more than 180 days before the
refunded bonds are redeem An excep-
tion waives this 180-day rule in the case of
refunded bonds having a maturity of less
than three years

Interest on advance refunding bonds
would be taxable. Advance refundings
would be defined to include all refundings
where the refunded bonds were not re-
deemed immediately upon issuance of the
refunding bonds.

Advance refundings would be defined as
refundings where the refunded bonds are
not redeemed within 30 days of issuance of
the refunding bonds

Up to two advance refundings would be
permitted for governmental bonds, subject
Lo certain restrictions (including being sub-
ject to new volume limitation for nongov-
ernmental portion of such bonds).

Effective date.—Bonds issued after De-
cember 31, 1985.

Transitional exception permitting ad-
vance refunding of pre-1986 section
501(cX3) nrganization bonds and pre-1986
bonds that were governmental bonds when
issued, but no longer qualify as such, sub-
ject to the new restrictions

fundi

Advance T defined as refunding
where the refunded bonds are not re-
deemed within 90 days of issuance of the
refunding bonds

Up to two advance refundings permitted
for bonds other than IDBs, student loan
bonds, monﬁfe revenue bonds, or other
private loan bonds for which tax-exemption
18 permitted, subject to the following restric-
tions—

(1) no more than two sets of bonds
(including the original bonds) could be
outstanding at any one time;

(2) the temporary period for the re-
funding bonds enz no later than 30
days after the date of their issue;

é‘l the temporary period for the re-
funded bonds ends on the date the re-
funding bonds are issued;

(4) in the case of advance refundings
producing a debt service savings (deter-
mined without ard (o issuance
costs), refunded bonds would have to be
retired on their first call date;

(5) the 150% limitation on nonpur-
pose investments would not apply to
advance refundings; and

(6) rules would be included to pre-
clude flip-flope and other abusive trans-
actions through application of the
arbitrage rebate rules.

(Under these rules, section 501(cX3) organi-
zation bonds could be advance refunded in
the same manner as bonds for the actual
financing of government functions )

Effective dote.—Bonds issued after dste
of enactment
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XVI. TAX-EXEMPT BONDS—(Continued)

[ tem

Presen( Law

Preaident’s Proponal

House Bill

Chairman's Proposal

3. Restriction on early Issuance
of bonds

No separate rules require that bond pro-
ceeds be spent within a specified period fol-
lowing issuance; however. issuers are re-
qui to proceed with “due diligence” to
realize the governmental purpose of the
borrowing Additionally, arbitrage profits
on most 1DBs and on qualified mortgage
bonds mast be rebsted to the Federal Gov-
ernment in certain cases.

Five percent or more of bond proceeds
would be required to be aEent for the pur-
of the borrowi wll in 30 days after
nd issuance. All roceeds (other
than costs of issunnce an amounts in a
reasonably required reserve fund) would
have to ge spent no later than 3 years
after bond issuance.

Same as the President's proposal,
exempt would permit the Treasury to
entend the 30-day or 3-year period during
which bond proceeds were required to be
spent in cases where undue hardship oth-
erwise would result (ie where delay re-
sults from events such as Acts of God).

Effective date.—Bonds issued after De-
cember 31, 1985,

Same as present law

E. Information Reporting Require-
ment for All Tax-Exempt Bonds

Issuars of private activity bonds (defined

as |DBs, student loan bonds, and bonds for
section 501(cX3) organizations) and mort-
gage subsidy bonds are required to report
certain information about volume and
users of bond-financed facilities to the
Treasury.

The pi t-l information reporting
requirements for bonds other than mort-
gages subsidy bonds would be extended to
all taxexempt bonds. (The ‘pmpoaa] in-
cludes no separate provision for reporting
on mortgage subsidy bonds since tax-ex-
emption for those bonds would be re
pealed )

Same as the President’s proposal, except
for a modification providing that the
present-law information reporting require-
ments for mortgage aubelcro bonds would
continue to apply to those bonds (in lieu of
the private activity bond requirements).

Effective date —Bonds issued after De-
cember 31, 1985,

Same as House bill.

Effective date.—Bonds issued after date

of enactment.

F. Special Transitional Exceptlons

No provisions.

Various special transitional exceptions.

No provision.

G. General Stock Ownership Corpo-
ration Provisions

A State may establish a General Stock
Ownership Corporation (GSOC) that serves
as an investment fund for its citizens
GSOCs may elect to be exempt from tax
with the shareholders reporting as income
their prorata share of the GSOC's taxable

income (No State has used this provision.)

Repeals the GSOC provision as “dead-
wood "'

Effective date.—January 1, 1984.

Same as President’s proposal

Same as President’s proposal
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Item

Present Law

President’s Proposal

flouse Bill

Chairman’s Praposal J

A. Income of & Minor Child
1. Unearned income of a minar
child

If income-producing assets are trans-
ferred to a minor chifd, income earned on
those assets generally is taxed to the child
at the child’s marginal rate

J)osal would tax unearned income
of a Cﬁll der 14 years of age to the
child at the top marginal rate of the par-
ents to the extent the income was attribut-
able to property received from the parents
Earned income and unearned income de-
rived from assets received from sources
other than a parent that are placed in a
qualified ated account would be
taxed ot the child's marginal rate.

Property aligible to be placed in a quali-
fied segregated account would include
earned income, money or property received
from someone other than the parents and
smpﬁny received by reason of a parent’s

eath.

The proposal aepplies with to e
child under 14 years of age who 18 eligible
to be claimed as a dependent on the par-
ents’ return.

Same as President’s proposal.

Special rules would be provided with re-
spect to any child under 14 years of age

In the case of a child under 14 years of
age, unearned income is taxed to the child
at the top marginal rate of the parents to
the extent that unearned income exceeds
the sum of $4,000 and any personal exemp-
tion allowable against unearned income
(up to $1,000). The child's first $4,000 of un-
earned income in excess of the personal ex-
emption allowable against unearned
income (up to $1,000) is taxed to the child
at the child’'s marginal rates Thus, up to
$5,000 of unearned income of a child under
age 14 would be taxed essentially as under
present law. An exception is provided for
unearned income of segregated assets de-
rived from earned income of the child or
tort recoveries.

All incoma (earned and unearned) of a
child over 13 years of age and all earned
income of a child under 14 years of age is
taxed to the child at the marginal rates of
the child

2. Personal exemptinn and zero
bracket amnunt

With res| to eligible minor children,
both the child and the parents may claim a
personal exemption ($1,040 for 1985).

If a child is eligible to be claimed as a
dependent on the parent’s return, the child
may apply the zero bracket amount ($2,390
for a single person for 1985) only against
earned income.

Both the child and the parent may claim
the increased personal exemption ($2,000)

A child sligible to be claimed as e de-
pendent on the parents return may use the
zero bracket amount (under the proposal,
$2,900 for e single individual) against
earned income and against unearned
income derived from assets held in a quali-
fied segregated account.

Effective date.—The proposal would
apply for taxable years beginning after De-
cember 31, 1985

Eemnal exemption amount allowed
on such return may be used to offset no
more than $1,000 of unearned income. An
additional $1,000 of the personal exemp-
tion amount may be used to offset earned
incoma, but only to the extent that earned
income exceeds the standard deduction by
that amount.

The standard deduction may be claimed
on the return of e child eligible to be
claimed as a dependent on the parent's
return only to the extent that it may offset
earned income.

E/’(erlwe date.—Same as President's pro-
posa

Same as House bill

Effective date.—Taxable years beginning
after December 31, 1986
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Item

—

Present Leaw

President’s Propossl

House BIlI

Chairman’s ’'roposal

B Income Texatlon of Trusts end
Enstates
1. In general

The income taxation of a trust depends
on whethar the trust is a grantor or non-
grantor trust. In the case of a grantor trust
(ie., one where the grantor (or other
Eemn with the power to revoke the trust)

as certain powers with respect to the
trust), income is taxed directly to the
grantor. In the case of a nongrantor trust,
each trust is treated as e separate taxable
entity.

As under present lew, income of a grant-
or trust is taxed directly to tha grantor.
However, the President's proposal revises
the definition of & tor trust.

During the lifetime of the grantor, all
income of any nol tor trusts generally
would be taxed to the trust et the top mar-
ginal rate of the grunmr

Limits the scope of the grantor trust
rules and continues to tax the income of
grantor trust directly to the grantor.

Nongrantor trusts generally are tazed at
the top marginal rete of the grantor. In ad-
dition, special rules may permit the use of
lower rates where the trust's beneficiaries
are minor children of the grantnr

In addition, in_the case of a qualified
beneficiary trust, income generully is taxed
to the trust at the top marginal rate of the
beneficiary.

Foreign trusts are taxed under the
present law rulea.

Nongrantor trusts and estates would be
taxed as under present law, except that
the tax brackets applicable to such trusts
and estates would be nsrrowed.

As under present law, income of e grant-
or trust is taxed directly to the grantor.
However, the definition of e grantor trust
would be re to include trusts which
return to the grantor or the grantor's
spouse.

2. Trusts other than grantor
trusts

Applicable rate.—Each o ntor trust
up‘nuly calculates its tax liability as a
te taxable entity at the rates eppli-

cable to @ married person filing separately.

Applicable rate.—Each o tor trust
is taxsble as a separate le entity et
the top marginal rate of the grantor.

Applicable rate.—Under the proposal,
the income of e nongrantor trust generally
is taxed at the top margioal rate of the
grantor. Unlike the President’s proposal,
the rate is determined by epplying any
unused rate bracket amount allocated to
the trust by the grantor. For example, if
the grantor has $20,000 of unusecr
bracket amount in the 36% bracket io o
particular year, the grantor could allocate
that amount to eny trust he hed created
The trust would be taxed et 36% on the
first $20,000 of income and 88% ob any
income in excess of §

If no unused rate bracket amounts are
allocated to a trust fur e particular year,
the income of the trust is taxed at the top
marginal rate (38%).

Qualified beneficiary trust.—In the case
of e qualified beneficiary trust, the income
of the trust is taxed et rates determined by
using the unused rate bracket amount of
the beneficia: A qualified beneficiary
trust is one where all of the trust income
and corpus may be only for distribu-
tions to, or for the benefit of, the benefici-
ery or his estate. A qunllﬂed beneﬁcmry
trust elso includes any

Where a trust has more thnn one grant-
or, each portion of the trust attributable to
e particular grantor vnenlly is treated as
a separete trust for Federal tax purposes
However, married individuals may elect to
be treated as a single grantor.

Applicable rate.—Undistributed income

of existing and newly created non-

tor trusts would be taxed at the fol-
lowing rates:
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Present Law

Prexident’s Proposal

House Bill

Chairman’s I'roposal

2. Trusix other than grantor
trusts (cont.)

Calculntion of tax hability —In calculat-
ing tax hability —
(1) the personal exemption is limited
to $100 or $300; .
(2) no zero bracket amount is permit-

(3) an unlimited charitable deduction
i available; and

(4) a distribution deduction generally
is allowed for distributions to benefici-
aries.

Calculation of tax liability.—In calculat-
ing tax liability, the President’s proposal
generally follows present law except that—

(;! no personal exemption is allowed,
an

(2) a distribution deduction is al-
lowed during the lifetime of the grant-
or only for certain mandatory distribu-
tions and only if the grantor has not
retained a disqualifying interest.

Mondatary distributions.—Mandatory
distributions generally include—

(1) A fixed or ascertainable amount
of trust income or property requi
by the terms of the trust to be distrib-
uted to a specific beneficiary or benefi-
ciaries (whether or not actually dis-
tributed), and

(2) Amounts irrevocably set aside for
a beneficiary, provided the amount set
aside is required to be distributed ulti-
mately to the beneficiary or the benefi-
ciary’s estate, and the beneficiary
agrees to include currently in income
the amount set aside.

Dusqualifying interest —If the grantor re-
tains a disqualifying interest, then no dis-
tribution deduction will be permitted, even
for mandatory distributions. A grantor has
a disqualifying interest—

() if any person other than the
grantor or the grantor's spouse pos-
sesses the discretionary power to make
payments of trust property to the
grantor or the grantor’s spouse;

(2) if any portion of the trust may
revert to the grantor or the grantor's
spouse, unless ths reversion cannot
occur prior to the death of the income
beneficiary of such portion and such
beneficiary is younger than the grant-
or, or prior to the expiration of a term
of years that is greater than the life
expectancy of the grantor at the cre-
ation of the funding of the trust;

(3) if any person has the power exer-
cisable in a nonfiduciary capacity to
control trust investments, to deal with
the trust for less than full and ade-
quate consideration, or to exercise any
general administrative power in a non-

iduciary capacity without the consent
of a fiduciary;

Calculation of tax hobility —In calculat-
ing tax liability, the hill generally follows
the President's proposal except thot —

(1) a personal exemption of $100 is
allowed, and

(2) a dstribution deduction is not al-
lowed at any time

Caleulation of tax hability
present law



Item

Present Law

President's Proposal

House Bl

Cheirman's Proposal

2. Trusts other than
trusts (cont.)

grantor

tion of trusts.—Pursuant to
Treasury regulations, two or more trusts
will be treated as a single trust if (1) the
trusts have substantislly the same grantor
or grantors and substantially the same pri-
mary beneficiary or beneficlaries, and (2) a
rinclpal purpose of the use of seperate
rrum is LR. avoldance of Federal income
tax.

(4) If and to the extent thet, an oth-
erwise daductible mandatory distribu-
tion satisfies a legel obligation of the
grantor or grantor's spouse, including
e legal obligetion of support or mainte-
nance; or

(6) if, trust income or corpus can be
used to carry premiums on life insur-
ance policles on the life of the grantor
or the grantor's spouse with reepect to
which the grentor or the grantor's
spouee posseeses any incident of own-
ership.

tion of trusts. —Under the pro-
, during the lifetime of the grantor,
ncome o{m trusts created by the grantor
(in the case of joint return, the grantor and
the grantor's spouse) generally will be ag-
gregeted with the grantor's income (in the
case of @ joint return, the sum of the gran-
tor's and the spouse’s income) to determine
the marginal tax rete applicable to the
trust. The total tax then must be allocated
to each trust proportionately on the basis
of taxable income.

tion of trusts.—Same as the
President’s propoeal, except that it simpli-
fies the nggregction by permitting the
grantor (or designeted beneficiary) to allo-
cate unused rate bracket amounts. In addi-
tion, where trust beneficieries are minor
children of the grantor, it permits the chil-
dren to allocate their unused rate bracket
emounts to the trust, effectively subjecting
some or all of the trust income to an effec-
tive tax rate lower than that of the grant-
or.

Aggregation of trusts —Same as present
lew

3. Taxatlon of trusts after the
death of the grantor

Undar present law, there is no distinc-
tion between the taxation of a trust during
the grantor’s lifetime or after his death.

For all taxable years bqin-n"m after the
grantor's death, each trust lished by
the grantor must mmuu oe tely tax-
eble income. Tax liability computed
using the rete schedule applicable to mar-
ried individuals filing separately; with no
zero bracket amount, no personal exemp-
tion and e deduction for all distributions
actually made.

After the death of the grantor, the trust
determines its tax by taking into account
any rate bracket amount ellocated to the
trust under the grantor's will If the grant-
or's will does not provide for an allocation
of his rate bracket amounts, his rate brack-
et amounts ere allocated among all the
trusts created by the grantor in proportion
to their values for estate tax purposes.

Same as present law, except for rates set
forth above (in item 2).

4. Taxatlon af distributions to
beneficlaries

In general—Distributions to beneficl-
aries are taxed to beneficiaries and deduct-
Ible by the trust to the extent of the dis-
tributabla net income (DNI) of the trust.

Tier tem.—DNI is allocated first to
distributions that are required to be made
out of income for the , secondly to dis-
tributions made to charity out of trust
Income, and lastly to other distributions.

As under current law, distributions to
beneficiaries that are deductible to the
trust would be taxable to beneficiaries.
However, the tier rules would be repealed
and each recipient would take into account
e proportionete share of DNI.

Repeals the DNI rules, exempts all dis-
tributions from the recipient beneficiary's
income, and provides special basis ruleer)r
property distributed in kind

Same as present law
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Present Law

President’s Proposal

House Bill

Chairman's P’roposal

5. Taxation of previously accu-

mulated income

Distributions to beneficiaries out of pre-
viously accumulated income are taxed to
beneficiaries under a throwback rule de-
signed to tax the income upon distribution
at the beneficiaries' average marginal rate
in the previous five years

The throwback rules continue to apply
and would be expanded to apply to income
lated while a beneficiary was under

21 years of age.

In addition, the President's proposal sug-
gests that it may be appropriate to impose
an interest charge on the tax payeble with
regpect to an accumulation distribution

Repeals the throwback rules

Same as present law

6. Grantor trusts

Under certain circumstances, the grant-
or (or other person havi the power to
revoke the trust) is mxed’firectly on trust
income.

The grantor.—The grantor generally is
treated as the owner of all or a portion of
the trust if (I) the grantor has a reversion-
ary interest expected to return to him
within ten years; (2) the grantor has the
power to control beneficial enjoyment of
the income or corpus; (3) the grantor re-
tains certain administrative powers; (4) the
grantor retains the right to revoke the
trust at any time during the first ten years
of the trust's existence; or (5) the income of
the trust may be distributed to the ntor
or the grantor's spouse during the first ten
years of the trust's existence.

Persons other than the grantor—A
person other than the grantor is treated as
the owner of all or a portion of the trust if
(1) that person has the power to revoke the
trust, or (2) that person surrendered the
power to revoke and that person retained
one of the powers listed above

The President’s proposal limits the cir-
cumstances under which a grantor would
be treated as the owner of the trust. A
grantor would be taxed directly on trust
income only if:

(a) payments of trust property are
required to be made to or for the bene-
fit of, the grantor or the grantor's
spouse;

(b) payments may be made to or for
the benefit of the grantor or the gran-
tor's spouse—

(i) under a discretionary power
to make payments, or

(ii) by exercise of e power to
revoke or amend the trust, which
power is in the grantor or the
grantor's spouse;

(c) the grantor or the grantor's
spouse has any power to cause the
trustee to lend trust income or corpus
to either of them without adequate se-
curity and interest; or

(d) the grantor or the grantor's
spouse has borrowed trust income or
corpus and has not completey repaid
the loan or any interest thereon before
the beginning of the taxable year

The grantor trust rules are modified so
that they :rply only where there are (1)
certain administrative powers which
permit indirect control over the trust
assets, (2) a power to revoke, or (3) a power
to control income.

The grantor trust rules would be modi-
fied to delete the 10-year exception of
present law and to treat powers and inter-
ests of the grantor's spouse as powers and
interests of the grantor.
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7. Estates

A decedent’s estate is treated as a sepa-
rate taxable entity, beginning as of the
date of death. The setate may elect a tax-
ﬂo year different than the decedent's tax-

o

Undsr pmunt hw. an estate is allowed
a $600 pe: on and otherwise
oompum lh m t.y

lﬁ%"h: th-
that the throwback rules do not ep)

same manner as & nounn

The Pruldcnu rh‘rou] :::lu— uld be
wo

@ u-uuunu nt.-
rate 'muu!o. th no Sal

Under the bill—

(1) an estate is treated as a separate
taxable entity required to edopt the
same taxable ysar as the decedent;

(8) an estats is taxable st the same
rates as a single individual, caloulated

exemption and “bracket
g;l‘llmt. but with.doduntlon for dls-
exom estate with less than
ol;n':w from ral tax
(8) continue the of the
t h!f-‘thnmm
t on the day of his tazable
year.
Effostive dafe.—The President’s
L] o trusts
S

le on January 1,

m%‘@ommmw
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after blm t is
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R
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& sero but
with s personal exemption of $600; and
; (8) no distribution deductions are al-

it

that are
tember 28, 1986, oondmu to be luhM
tax under present law.

As under present law, the undistributed
income ?l both cb}htlnl mg.:-‘;wl cruud
ostates for tamable years
than 2 years after the decedent’s du'.h
would bo taxed loeonﬂn( to the rates appli-
mblo ta nongrantor trusts (See ltem 32,

The rate for the first two taxable
mndhthnrnudnmm.dpmum
separately.
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[ tem

Present Law

President’s Proposal

House Bill

Chalrman’s Proposal

l

f;eneration-Skipping  Transfer
Tax

1. Taxable transfers

A generation-skipping transfer tax (GST
tax) 18 imposed on transfers under a trust
or similar arr having benefici-
aries in more than one generation below
that of the grantor of the trust. Subject to
certain traneition rules, the GST tax ap-
f\;ﬁ to transfers occurring after June 11,

The GST tax is imposed on taxable ter-
minations under and taxable distributions
(other than income) from a trust or a simi-
lar arrangement in which beneficiaries in
more than one generation younger than
that of the grantor have an interest {or
certain powers over the property) (i.e., gen-
erationsharing  arrangements).  Direct
transfers to persons more than one genera-
tion below tﬁ:t of the grantor are not sub-
ject to GST tax (i.e., direct skipe).

In the case of trusts having beneficiaries
assigned to three or more younger genera-
tions GST tax is imposed on the termina-
tion of the interests (or powers) of each of
the intermediate younger generations
(when the trust property i8 not subject to
gift or estate tax).

A separate Treasury Department propoe-
al, introduced in the 98th Congress, would
modify the GST tax as follows:

The modified GST tax would be im

on taxable terminations and taxable distri

The previously introduced Treasury pro-
posal would be adopled with the following
modifications

Same as Treaﬂu? propoeal, except a pro-
vision would be added under which direct

butions (including distributions of i
under generation-sharing arrangements, as
under present law. Taxable beneficiaries
would include only persone having inter-
ests in (as opposed to powers over) proper-
ty. Direct skips would &subject to tax

In the case of trusts having beneficiaries
assigned to three or more younger genera
tions, GST tax would be imposed only on
the termination of the oldest such genera-
tion.

skips to grandchildren would not be treat-
ed as generationskipping transfers if the

andchild’s parent wKo was a lineal desce-
ant of the transferor was deceased when
the transfer occurred

Same as present law

Retain present law

Retain present law

2. Exemplion from tax

There is no specific exemption or credit
that a grantor may apply against GST tax;
however, if a enerntionﬂhgsing transfer
occurs et or after the deem tmmfemr'ﬂ

A specific exemption of $1 million per
transferor would be provided in lieu of the
%;‘eaent credit and grandchild exclusion

especiﬁc exemption would be transfera-

death, any unused portion of the d
transferor's gift and estate tax unified
credit may be applied against GST tax. Ad-
ditionally, a special $250,000 per deemed
transferor axem(rtion is  permitted for
transfers to grandchildren.

ble Rules would be pro-
vided for sllocation of unysed exemption
amounts remaining after the death of a
transferor.

Under special rule, certain trust benefi-
ciaries could receive up to $10,000 per year
S]genemticmfkipping transfers free of

tax.

Same as the Treasury proposal except
generation-skipping transfers by married
individuals would %e treated as made one-
half by each spouse pursuant to rules simi-
lar to the present gift tax rules on such

ifts to tEird persons; the additional

10,000 exemption for distributions to cer-
tain  generationskipping  beneficiaries
would be deleted; and a special $2 million
per grandchild exemption would be provid-
ed for direct skips

Retain present law

3. Tax rate

The GST tax is imposed at the gift or
estate tax rate that would be im| if
the property were transferred to the bene-
ficiary by a deemed transferor (generally,
the parent of the beneficiary } GST tax on
taxable terminations is determined on a
tax-inclusive basis (like the estate tax) and
taxable distributions are taxed on a tax-ex-
clusive basis (like the gift tax).

All geneutionﬂlipping transfers would
be subject to tax at a flat rate, equal to 80
percent of the maximum gift and estate
tax rate. GST tax on transfers under gen
eration-sharing a menta would be de-
termin on a tax-inclusive basws; tax
would be determined on a tax-exclusive
basis on direct skips.

All generstion-skipping transfers would
be subject to tax at a flat rate, equel to the
maximum gift end estate tax rate (present-
ly, 55%; scheduled to decline to 50% in
1988). GST tax would be determined as
provided in the Treasury proposal

Retain present law
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[; Item

Present Law

President’s Proposal

House Blll

Chalrman’s Proposal

4. Credit for State taxes

A limited credit ageinst GST tax is per-
mitted for State death taxes imposed on
aneretion-eki rppma transfars (based on the
eemned transferor concept).

A credit against GST tax would be per-
mitted equal to b percent of State taxes on
generation-skipping transfers.

Same as Treasury proposal.

Retain present law.

5. Effective dates

The amended GST tax would epply to
transfers after the date of enactment, sub-
ject to the following exceptions:

(1) Inter vivos trensfers occurring
after September 25, 1985, would be
sub}oct to the amended tax;

T

rlnsfan fmm trusts that were
irr ber 26, 1986,
would be exempt to tﬁo extent thet the
s were not ettributable to eddi-

tions to the trust corpus occurring
after that date; and
(3) Transfers pursuant to wills in ex-
istence before September 26, 1986,
would not be subject to tax if the dece-
dent was incompetent on that dete and
at all times thereafter until death.
The present GST tax would be repealed,
retroactive to June 11, 1976.

Retain present law.
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Presenl Law

Preaidenl’s ’roposal

House Bill

Chairman’s Proposal

|

A. Expiring Provisions
1. Tax credit for orphan drug
clinical testing

A 50-percent tax credit is allowed for a
taxpayer's expenses of clinical testing of
certain drugs for rare diseases or condi-
tions The credit is scheduled to expire
after 1987

Same as present law (i e, credit expires
after 1987)

The tax credit for clinicnl testing of
orphan druga is extended for one addition
al year (1 e, through December 31, 1988)

Same as present law (1e, credit expires
after 1987).

2. Expensing for costs of remov-
ing architectural harriers to
the handicapped and elderly

Taxpayers may elect to deduct up to
$35,000 of qualifying expenses for the re-
moval of architectural and transportation
barriers to the handicapped and elderly in
the year ﬁaid or incurred, instead of ca
italizing them The election is not available
;n m;;s le years beginning after December
31, 1986,

No provision

The election to deduct qualifying expend-
itures is extended for two years, to taxable
years beginning before January 1, 1988

The election to deduct qualifying expend
itures would be extended permanently. ef
fective for taxable years beginuing after
December 31, 1985,

3. Rulea for spouses of Vietnam
MiAs

Certain tax relief provisions applicabl
with respect to Vietnam MIAs and their
ugounes expired after 1982 (secs. 2aX3XB),
692(b), 6013(MX 1), and 7508(b)).

No p

The bill reinstates and makes permanent
the expired provisions relating to Vietnam
MIAs, effective for taxable years begin-
ning after 1982,

Same as House bill.

4. Targeted jobs tax credit

recipients of payments under means-tested
transfer programs, economically disadvan-
taged (as measured by family income), or
disabled The credit generally equals 50 per-

cent of the first $6,000 of qualified first year
wages and 25 percent of the first $6,000 of
qualified second year wages. A credit equal
to 85 percent of up to 53‘,’&)0 of wages of any
disadvantaged summer youth employee also
is allowed. The employer's deduction for
wages must be reduced by the amount of the
credit

Under present law, the credit will not
apply with respect to targetedgroup indi-
viduals who begin work for the employer
after December 31, 1985.

No provision

The targeted jobs credit is extended for
two additional years with several modifica-
tions the credit for second-year wages is
eliminated, the first-year credit reduced to
40 percent of the first $6,000 of quahfied
first-year wages (except in the case of disad-
vantaged gouth employees), the credit for
wages paid to an individual who works for
the employer for fewer than 14 days is
eliminaled, and the authorization for appro-
priations far administrative and pablicity
rxg;nses is extended through fiscal year
191

Effective date.—Taxable years beginning
after 1985

The targeted joba credil would be ex
tended for two additional years, with modi-
fications The credil for second year wages
would be eliminnted, as would the credit for
wages paid to an individual who works for
the emg‘lnyer for fewer than 14 days Also,
the authorization for nppmprislinnn for ad-
ministrative and publicity expenses wouald
be extended through fiscal year 1987

Effective date. —Taxable years beginning
after 1985
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President’s Proposal

llnuse Bill

Chairman's l‘mpnnal

B. Olympic Trust Fund and
xcise tax

No provision (Various earmarked excise
taxes are dedicated to specific trust funds.)

No provision

(1) Excise tax.—A 10-percent excise tax
i8 imposed on amounts paid for U.S. televi
sion and radio broadcast rights for Olym-
pic gamees.

Effective date—Amounts paid after No-
vember 22, 1985, other than pursuant to
binding contracts in effect on that date.
Any inconsistent U.S. treaty provision is
overridan.

(2) Olympic Trust Fund.—An Olympic
Trust Fund is established in the Treasury
to receive amounts from the new excise
tax Trust fund monies are available, less
related Treasury administrative expenses,
to be paid to the US Olympic Committee
for Olympic-related expenses.

Effective date.—Date of enactment.

Same as House bill
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Present Law

Prenident’s Proposal

House Bill

{’hairman’s Proposal

¢ Exempt {)rganizationa
1. Exchanges and rentals of
membership lista of certain
tax-exempt or lons

Charitable and other tax-exempt organi-
zations are subject to tax on income from
an lated trade or busi (the UBIT),

ie, where the conduct of the business is
not substantially related to the exempt
functions of the organization.

The US. Court of Claims has held that
income received by the Disabled American
Veterans from other exempt organizations
and commercial businesses for the use of
its mailing lists is subject to the UBIT

No provision

The bill provides an exemption from the
UBIT, in the case of certain tax-exempt or-
ganizations eligible to receive charitable
contributions, for income from exchanges
or rentals of mailing lists with or to other
such organizations

Effective date.—On enactment.

Same as House hll

2. Distribution of low-cost artl-
rlea by charities

Charitable and other tax-exempt organi-
zations are subject to tax on income from
an unrelated trade or business (the UBIT),
ie, where the conduct of the business is
not eubstantially related to the exempt
functions of the organization

Under Treasury regulations, the UBIT
does not epply where an organization
“sends out low cost items incidental to the
solicitation of charitable contributions

No provision.

The bill provides an examption from the
UBIT, in the case of certain tax-exempt or-
ganizations eligible to receive charitable
contributions, 'I%‘r income from certain dis-
tributions of low-cost articles incidental to
soliciting charitable contributions

Effective date —On enactment.

Same as House bill.

3. Tax exemption for certain
title-holding companiea

A corporation organized to hold title to
property, and to distribute the income
therefrom to one or more tax-exempt orga-
nizations, may iteelf be tax exempt. ?he
IRS has taken tha position that such a
title-holding company is not tax exempt if
it also distributes income to unrelated or-
ganizations

No provision.

No provision

The exemption for title-holding compa-
nies would apply where the corporation (a}
has no more than 36 shareholders, (b) has
only one class of stock or beneficial inter-
est, and (c) is operated for the exclusive

urpose of holding title to fmperty and
smributing income to eligible sharehold-

ers
The lstter term would include
(i) a qualified pension plan,
(ii) a governmental pension plan,
(iii) any State or political subdivi
sion, or
(iv) any l.u-oxem;t cheritable orga-
nization (sec. 50H(cX3)).

Effective date. —Taxable years beginning
after 1986.
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r Item Present Law President’s Proposai House Bitl Chairman’s Proposel
D. Allocation of Housing Coopera- A tenantstockhoider in a cooperative No provision. Cooperative hous! lnf corporations that Same as House blll.
tive Interest and Taxes housing corporation is entitied to deduct charge tenant-stockholders with a portion
his or her '‘pro| rtionate share” of the of the cooperative’s interest and taxss in a
huu-inl cooperative’s expenses for interest manner that reasonably reflects the cost to
and the cooperative of the interest and taxes
Thl tenant-stockholder’s proportionate allocable to each tenant-stockholder’s
share is the portion of the cooperative’s in- dwolliu unit, may elect to have such
terest and tazas that bears the same ratio nant-stockholders deduct the esparstely
to the cooperstive’s total nses for in- nlloonud amounts.
"Md“‘ k‘::{dm the mm ? mu date.—Tanabl beginning
operative’s stoc! t-etock- ve date.—' o years
holder bears to the outstanding after December 81, 19885,
of the cooperative.
E. Foster Care Payments A foster parent exalude from gross No provision. The present-law exclusion is modified to Same as House bill.
income oertain ta for ex- the requl of detalled reo-

» -
t'mrndformhfeﬂarchﬂdlnﬂuirm.

ordkeeping.
Effective date.—Taxable years beginning
after 1085,
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