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- Individual Tax Provisions

A Basic RATE STRUCTURE
1 Tax rate schedules
2 Standsrd deduction (zero bracket amount)
3. Personal exemption
4 Adjustments for inflation
5. Two-earner deduction
6 Income averaging (see also IV A 8)
B Earnep INcome CReDIT
C ExcLusiONS FROM INCOME
I Unemployment compensation
2 Scholarships and fellowships
3 Prizes and awards
D Personal Depuctions
1 ltemized deduction for certain State and local taxes
2 Charitable deduction for nonitemizers
3 Medical expense deduction
4 Adoption expenses
5. Deductibility of mortgage interest and taxes allocable
to tax-free allowances and ministers and m:ln.ary
personnel
E. Expenses ror BuSINESS OR INVESTMENT
1 Meals, travel, and entertainment expenses.. .
2 Employee business expenses, investment expenses,
and other miscellaneous itemized deductions
Pouricar ContriauTions Tax CreoiT ..

m

L. Capital Cost Provisions

A Cost Recovery DepreciaTION; [TC; FINANCE LEASES
Accelerated depreciation
Alternative cost recovery system
Indexing
Accounting conventions
Gain on disposition
Lessee leasehold improvements
Repair allowances
Expensing
Vintage accounts
Public utility property
Effective dates for depreciation
Regular investment tax credit
13 Finance leases
B Livit on GeneraL Business Crenit
C RESEARCH AND DEVELOPMENT
1 Tax credit for increasing resenrch expenditures
2. A d charitable d for donations of sci-
entific equipment
3. Tax credit for orphan drug clinical testing
D Rario AMoRTIZATION PROVISIONS
1 Five-year amortization of trademarks and trade name
expenditures
2 Five year amortization of pollution control facilities

S OX DU A WS —

Page

PR DRI LY L —

28 8

AR NS L N SERED SRR S, LIRS RSN RN BT rorn s (e DL RN
and tunnel bores
4 Deduction for loss in value of bus operating authori-
ties
5 E for costs o g architectural barriers
to the handicapped nnd elderly
E Rxzar EsTaTE PrOVISIONS
1 Tax credit for rehabilitation expenditures
2 Five-year amortization of expenditures to rehabilitate
low-income housing
3. Tax credit for low-income rental houem%
F MercHaNT MARINE CaPiTAL ConSTRUCTION FUND

111. Capital Galns and Losses

A Inpivipuar CaritaL Gaing

B CorpoRATE CaPITAL GAING

C. INCENTIVE STOCK OPTIONS

D SrtrapoLEs
1 Mark-to-market system
2. Year-end rule for qualified covered calls
3. Hedging exception

1V. Agriculture, Timber, Energy, and Natural Resources

A. AQRICULTURAL PROVISIONS.

Special expensing provisions

Dispositions of converted wetlands and highly erodible
croplands g

Preproductive period expenses of farmers

Prepayment expenses of farmers ..

Plant variety protection certificates .. .

Discharge of indebtedness for certain farmers

Recapture income on installment sales of farm irriga-
tion equlpment

lnlcxmg averaging for agricultural producers (see also

)

Agncullural wages subject to FUTA (see also XVIl D
)

© ® NoMmew -

B Twsexr Provisions
1. Preproductive expenses of growing timber
2 Reforestation expenses
3 Capital gains for timber

C. O, GAs, AND GROTHERMAL PROPERTIES
1. Intangible drilling costs
2 Depletion for oil, gas, geothermal properties
3 Gm:lon dmposmon ofmuresl in oil, gas, or geother
m
4 Wmdfall rm(yt tax exempuon for certain exchanges of
crude ol
D Harp MiNERALS
1. Exploration and develo) ‘pmenl costs
2 Percentage depletion of hard mineral deposits
3 Gain on disposition of interest in mining properly
cosls
4 Royalty income from coal and domestic iron ore
E. ENeRGY-RELATRO TAX CarDiTs AND OTHER INCENTIVES

1. Residential renewable energy tax credit .
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Vi

uels
4 Alcohol fuels credu expmpnons |mpnrt duty
5 Neat alcohol fuels .
6 Taxicab fuels tax exemption

Tax Shelters; Interest Expense

A At-Risk Rures
B LiMITATIONS ON Losses AnD CReoITS FROM Passive AcTivi-
TIES e
C NoNBUSINESS INTEREST LiniTs |
1 General limitation
2 Definition of interest suhjecl 1o limitation
3 Investment income defin
4 Net leases .

VI. Corporate Taxation

VIL

Vil

A CoRrPORATE TAx Rates ..

B CorroRATE DivinEnDS PAio DEoucTion 4

C. CorporaTe Divioenps Recriven Depucrion :

D ExTRAORDINARY Divipenps RecgivED BY COBPORATE
SHARENOLDERS . <

E CORPORATE SHARKHOLDER REDEMPTIONS

F Divibenp ExcLUBION POR INDIVIOUALS

G Stock REDEMPTION PAyMENTS

H LiMiTATions oN NET OPERATING L0688 (NOL) CARRYOVERS .

NET OPRRATING L088 (NOL) CARRYBACKS—TAX RATE Lint-

TATION

J. GAIN OR L088 ON LiQUIDATING SALES AND DISTRIBUTIONS ...

K ALLOCATION OF PURCHASE PRICE IN CERTAIN SALES oOF

ABSETS
L. ReLATED PARTY SaALES
M AmorTizaBLE BONO PREMIUM ..
N CooperaTivE HOUBING CORPORATIONS ...
O Rear Estate IN T TrusTS
1 General requii
2 Aseet and income
3 Definition of rents
4 Distribution
5. Capital gains..
6 Prohibited t

7 Deficiency dividends
P MoRrTGAOE-BACKED SECURITIES
Q ReGULATED INVESTMENT COMPANIES ”
R Deninrmon or PersoNaL HoLoino CoMPANY INCOME .
S CERTAIN ENTTTY NOT TAXED AS A CORPORATION ....... ..

Minimum Tax Provislons

A INDIVIDUAL MiNIMUM TAx
B CorPORATE MiNiMUM Tax

Accounting Provislons

A LiMitaTioNs ON THE Use or tHe CasH METHOD OF AcC-
COUNTING.

B. SiMpLiFiep DoLtar VALUE LIFO Merupp por CERTAIN
SmALL Businesses

C INSTALLMENT SALES

80

81
81

”

XL

1 lnvenwry —_— .
2. Selfconstructed rroperty and noninventory property
produced for sale.. ... =~ .
3 Interest ...
E. LoNo-TerM CONTRACTS
F. Reserves ror Bap Dests
G TAxAeLe YEARs oF PARTNERSHIPS, S CORPORATIONS, AND
RSONAL SERVICE CORPORATIONS.
H SpeciaL TREATMENT OF CERTAIN 1TEMS
1 Suahﬁed discount coupons ... .
2. Utilities using accrual accounting
3. Contributions in aid of construction :
4 Discharge of indebtedness of solvent taxpayers

. Financlal Institutions

A REsErves ror Bap Deers ..
1. Commercial banks
2. Thrift institutions.....

B. INTEREST ON DT T0 PURCHASE 08 CARRY TAx-Exempr
OBLIOATIONS.. ... .

C. Nt OPERATING LossEs oF FINANCIAL INSTITUTIONS .

D REOROANIZATIONS OF FINANCIALLY TROUBLED THRIFT [NgTI-
TUTIONS . ot eSSt

E. Los8gs oN DEpoeITS IN INSOLVENT FINANCIAL INETITUTIONS

. Insurance Products and Companles ... r

A. Ins ce PropucTs
1. Exclusion for mberesl on installment payments of life
insurance p
2. Structured settlements..
3 Policyholder loans . .
4 Tmtmenl of policies to cover prearmnged funeral

penses...
5. Doducnon l’nr policy! older losses ...
B. Lirz INrurANCE COMPANIES
1 Special life insurance dednctlon
2. Tax-exempt organizations engaged in insurance acti
ties

8. ’l‘nnlment of electmg mutual hfe insurance compan
4 Physicians’ and surgeons’ mutual protection associa-
tions .
5. Operallons losa deduction of insolvent compames
C. PROPERTY AND CASUALTY INSURANCE COMPANIES
Treatment of
Treatment of tax-exempt income ...
Treatment of loss reserv
Treatment of net gain from operallons
Limiting policyholder dividend deduction for mutual
companies . .
Protection ngamst loss account for mulual companies
Special rates, ?asmnll
mutual companies........

N s

Penslons end Deferred C n; Empl Benefl
ESOPs o

A. TReaTMENT or Tax-FAvoreo Savines

101
101

v






plans)..

3. Employer mu\chlug “contributions and employee con-
tributiona

4 Unfunded deferred compensation arrangements of
State and local governments and tax-exempt employ-

ers

5 Deferred annuity contracts

6 Elective contributinns under tax-sheltered annuities

T Special rules for simphified employee pensions

8. Salary reduction permitted under section 501l(cK18)
plans

B MiNIMUM STANDARDS FOR QUALIFIED PLANS
1 (nvrrnge requirements for qualified plans

par
3 Nondiscrimination rules BpphcablF to tax-sheltered
annusties
4 Integration with Socml Securlly
5 Definition of highly ploy
6 Top-heavy plans 9
7. Includible compensation
8 Benefit forfeitures
9 Vesting standards
C. WrrHpRAWAL OF BENRFITS
1 Uniform minimum distribution rules
2 Withdrawals before age 59%
3 Uniform tax treatment of distributions
4. Loans under qualified plans
D. Tax Dererrat. UNDER QUALIFIED PLANS
1 Overall limits on contributions and benefits
2 Deductions for contributions to qualified plans
3 Aseet reversions under qualified plans
E MISCRLLANEOUS PENSION AND DEFERRED COMPENSATION
Provisions e . <
1 Dhscretionary contrlbutlon plnns .
2 Requirement that collective bargaining agreements be
na fide
3 Penalty for overstatement of pension liabilities...
4 Treatment of certain fishermen as sel[employed
6 Cash out of certain accrued beneﬁ 8
6. Time req
lations and deve?opmenl of sec. 401(k) model and
master prototype plan:
7. Retirement Equity Ac( of 1984 (REA) effective date ...
F Emprover Benerims
1. Statutory employee benefit exclusions
2 Nondiscrimination requirements for certain stm.utory
employee benefit plans
3 Benefits provided under a cafeteria plan
4 Faculty housing
5. Deducubllnly of health insurance costs of selfem-

6 H‘;ulth benefits for retirees
7. Accrued vacation pay
G. EmMPLOYEE STOCK OWNERSHIP PLANS (ESOPs)
ESOPa as employee benefit plans
2 Incentives for Eg()P financing

E.

F

A
B

ForeigN Tax Creorr...... .
L. Separate foreign tax credit limitations

2. Credit for high wnhhuldmg taxes on interent
L med-paid cred

4 Effect of foreign Bnd US. losses

5. Subsidies

Sourck RuLes
Sales of pemnsl property
Tranaportation income
Other offshore income and income earned in space
Dividend and interest income
Allocation of interest and other expenses (other than
research and developmenll .
All of to foreign source
income
U.S. TAxaTION oF INcOME EARNED THROUGH Fomrion CoR-
PORATIONS ........
1 Tax haven income subject to current tax
2. Application of accumulated earnings tax and personal
olding company tax to foreign corporations
3. Deduction for dividends received from foreign corpora-
tions..
SpeciaL Tax Provisions ror U'S. Pzrsons
Possession tax credit
Other rules with respect to US posaesslons ;
Tmllon of US Government employees of Panama
“anal Commission ...
Foreign sales corporations (FSCs)
Exclusion for private sector earnings of Americans
abroa
Trnnalf?tsﬁ of ml.anmblm to related pnmes outside of

> mewmo-d

i

Compliance
dent abroa ot
Foreign investment compameu mcome
EATMENT oF FOREZION TAXPAYERS
Branch-level tax .
Retain character of el\'ecuvely connected income.
Tax-free exchanges by expatriates
Excise tax on insurance premiums pmd to fnre:gn in-
surers and reinsurers
Reporting by foreign-controlled corpornnons
Foreign investors in U.S. partnerships
Income of foreign governments .............
Transfer Snces for imports
Dual resideot companies
10. Interest paid to related uuexempt rties
Foreron Currency Excuanor Gain or Loss
Functional currency concept i
ldentification of functional currency
Change in functional currency as method of account~
lng
Foreign currency transa
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Foreign currency translation
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X111 Tax-Exempt Bonds

Overvigw or PermiTTzo Tyres or Tax-Exempr Bonoe
GengraL ResTrICTIONS ON Tax Exemprion







usirial development bonds (1IDBs)
Student loan bonds
Mortgage subsidy bonds .
Tax-exempt bonds for sec. 501(cN3) organizations ..
Qualified redevelopment bonds L
Miscellaneous restrictions on tax-exempt bonds
D VOLUME LIMITATIONS ON NONGOVERNMENTAL Bonps
E ARRITRAGE RESTRICTIONS
1 Profit limitations and determination of bond yleld
2 Restrictions on advance refundings
3 Restriction on early issuance of bonds
F INnvorRMATION REPORTING REQUIREMENT POR ALL Tax
Exempt Bonbs
G SPECIAL TRANSITIONAL EXCEPTIONS.
1 GeneRaL Stock OwNEersHip CORPORATIONS (GSOCs)

Svrawo—

X1V. Trusts and Estates; Minor Children; Gift and Estate Taxes;
Generation-Skipping Transfer Tax

A Income TAXATION oF TRUSTS AND EsTATES
In general .........

Trusts other than g'rnnwr trusta
Taxation of trusts after the death of the granwr
Taxation of distributions to beneficiaries
Taxation of prekuuly accumulated income
Grantor trusts ... ... ...

Estal

TRAD DA O

C Girr aNo Estate Taxss
rrent use valuation recapture penod for prelBBZ
estates
2 Filing estate tax currenl use valun\mn electlonu
3 Gift tax treatment of certain disclaimers
4 Gift and estate tax deductions for certain conservation
easement donations
5 Special | rule!for Estate of James H w Thompson
6 Gift and estate tax marital deduction elections ..
D GenNeraTION-SkIPPING TRANSFER TAX
1 Taxable transfers
2. Exemptions from tax

ax rate .
4 Credit for State taxes
XV. G 1§ and Tax Ad istration

A PenaLmies . i
I Failure to file information returns or statements
2 Failure to pay tax
3 Negligence and fraud
4. Substantial understatement of tax
B INTEREST PROVISIONS
1. Interest rate
2. Underpayment of accumulated earnings tax
C InrorMATION REPORTING PROVISIONS
1 Real estate transactions .
2 Persons receiving Federal contracta
3 Reporting on State and local taxes

m
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est required to “be ‘sho

R T
6 Tax-exempt in
turns
7. Modify separate mailing requirement for certain infor
mation reports
TAX SHELTER ADMINISTRATION
1. Tax shelter user fee
2. Tax shelter registration
3 Penalty for failure to register a tax shelter
4 Penalty for failure to report the tax shelter identifica-
tion num
5 Penalty for failure to maintain lists of investors
6 Tax shelter interest
EstiMATEO TAX PAYMENTS
1. Individuals 3
2 Excise tax on private foundation investment income
3 Unrelated business income tax
Tax LimoaTion aAND Tax CourT
1. Awards of attorneys' fees in tax cases
2 Exhaustion of administrative remedies
3 Report to Congress on Tax Court inventory
4 Tax Court Provisions
Tax AomiNigTRATION TrRUST FUNO
IR.S Aommwrn'non Provisions
d statute of limil during prolonged dis-
K:sc over third-party records
ind statutory notice of deficienc

on tax re-

2.
3. Abate interest due to RS errors or delays
4 Suspension of co::roundmg where interest on defi-
ciancy is suspend,
6. Exemption from levy for
6
1
8

ceconnected dnsablllty

ﬁfes applicable to forfeiture
. Certain recordkeeping requiremants ...
Disclosure of return information to cities
9. Regulatory Flexibility Act applied to RS

1 MobiricaTioN or EMPLOYEE WITHHOLDING SCHEDULES

J

ReporT ON ReTURN-Fagg Tax Sverem

XVI. Exempt and Nonprofit Orgsnizetions

A
B
C.
D
E
F

[~}

H

ExcHaNox8 AND RENTALS or Maiunoe Lists or CERTAIN
Tax-Exxmrr ORGANIZATIONS :
DisTriBuTION GF Low-CosT AaTicLES 8Y CHARITIES
Elx.nnmou or UBIT Exemprion ror CxrTAIN TrAOE SHow
NCOME
Tax-ExemPTION o8 CERTAIN TrTLE-HOLDING CoMPANIES
Drvestrrure  Exzmprion vor CertaiN Excess Business
HovLpinas or Private FounoaTiONs
ReoucTION OF PrivATE FOUNDATION PAYOUT REQUIREMENT
8Y CerTaIN Coets or Hazarpous Suestance Removar
DeoucTioN RuLes
E};r:mon 10 MeMBERSHIP OROANIZATION DEDUCTION
uLEs
Tax-Exzurr StaTus roR TecHNOLOGY TRANSFER OR0ANI-
ZATIONS

XVIL Other Provisions
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230
230
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233
233
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(A separate document indicates the differing provisions in
the House bill and the Senate amendment.)
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INTRODUCTION

This document * provides a comparative description of tax reform provi-
sions in connection with the House-Senate conference on H.R 3838 (Tax
Reform Act) as passed by the House and Senate

HR 3838 was passed by the House on December 17, 1985, and by the
Senate as amended on June 24, 1986

The document, in columnar form for each item, includes Present law
(Col 2); the President’s tax reform proposal * (Col. 3); the House-passed tax
reform bill * (Col 4); and the Senate amendment to H R. 3838 ¢ (Col. 5)

+ Thus docurment may be cted as fllows Joint Commilttes on Tasation, Comparison of Ths Reform Provs
s1ons. Hﬁmlup-dby A.me&muummw.m,lblm
s ,‘;.";" louss. The President s Tus Proposols to the Congrem for Fournem, Growth, and Simplifica
fion, May
* See also report of the Houss Committes on Ways and Means, H 99-428, Ducember 7, 1985
* See also report of the Benate Committes on Finance. S Rept 99-813. May 29, 1968
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rresent Law

rresiaent s yroposal

nouse min

Hasic  Rate Structure (secs
101-103 and 131 of the House bill
and secs. 101-104, 131, and 151 of
the Senate amendment)

1. Tax rate schedules

a. Rates, brackels

ta) The present rate structure consists of
up to 15 taxable income brackets and tax
rates beginning above the zero bracket
amount (ZBA) The following amounts ap-
ply for 1986 and reflect an adjustment for
1955 inflation

Married individuals filing jointly and sur
viving spouses

14 taxable income brackets above the
ZBA of $3.670, 11 percent tax rate starts at
taxable income above $3,670, maximum 50-
percent rate starts at taxable income above

175,250

(For married individuals filing separate
returns, the ZBA is one-half the ZBA on
jont returns, and the taxeble income brack-
et amounts begin at one-half the amounts
for joint returns )

Heads of houschold

14 taxable income brackets above the
$2.4%0 ZBA; ll-percent tax rate starts at
taxable income above $2,480, maximum 50

rcent rate starts at taxable income above

116,870

Single individuals

15 taxable income bracketa above the
$2.480 ZBA, 1l-percent tax rate starts at
taxable income above $2,4K0, maximum 50-

rcent rate starts at Iaxsble income above

KR8,270

(o) The tax structure would conswst of
three taxable income brackets and tax
rates—15, 25, and 35 percent—above the

Morried individuals filing jointly and
surviving spouses

Tax rate Brackets

ZBA $0 to 4,000

15% $4,000 to 29,000

256% $29,000 to 70,000

36% Over $70,000

(For married individuals filing separate
returns, the ZBA would be one-| the ZBA

on joint returns, and the taxable incoma
bracket amounts would begin at one-half
tha amounts for joint returns.)

Heads of household
Tax rate Brackets
ZBA $0 to 3,600
156% $3,600 to 28,000
25% $23,000 to 52,000
36% Over $52,000
Single individuals
Tax rate Brackets
ZBA $0 to 2,900
16% $2,900 to 18,000
26% $18,000 to 42,000
35% Over $42,000

(@) The tax structure consists of four
brackets and tax rates—15, 25, 35, and 38
percent —beginning at zero taxable income,
with a standard deduction replacing the

A

Morried individuals fiting jointiy and
surviving spouses

Tax rate rackets
ZBA Re |aeed by standard de-
uction
16% $0 to $22,500
26% $22,600 to $43,000
35% $43,000 to $100,000
38% Over $100,000

(For marmed individuals filing separate
returns, the taxable income bracket
amounts begin at one-half the amounts for
joint returns )

Heads of household

Tax rate rackets
ZBA ReJ)Iuted by standard de-
cti
16% $0 to $16,000
26% $16,000 to $34,000
36% $34,000 to $765,000
38 Over $76,000
Single individuals
Tax rate Brackets
ZBA Re;laqed by standard de-
uction
16% $0 to $12,600
25% $12,600 to $30,000
36% $30,000 to $60,000
38% Over $60,000

= T T |
l
|

(u) The tax structure consists of two
brackets and tax rates—15 and 27 percent
beginning at zero taxable income, with a
standard deduction replacing the ZBA

Married individuals filing joinily and sur
vicing spouses

Tax rate Brackets
ZBA Replaced by standard de-
duction
15% 0 to $29,300
21% Over $29,300

(For marred individuels filing separate
returns, the 27-percent bracket begins at
14,650, ie, onehalf the taxable income
amount for joint returns.)

Heads of hausehold
Tax rate Brackets
ZBA Replaced by standard de-
duction
15% 0 to $23,500
21% Over $23,500
Single individuals
Tax rate Bruckets
ZBA Replaced by standard de-
uction
16% 0 to $17,600
21% Over $17,600






Item

Present Law

President’s Proposal

House Bill

Senate Amendment

1. Tax rate schedules (Cont.)

b. Rate adjustment

. Effective date

(b) No provision

(b) No provision.

(c) The changed tax rates and taxable
income brackets would become effective on
July 1, 1986. For 1986 returns, tax rate
schedules would blend equally the present-
law schedules ti.e., 1985 dules as adjust-
ed for inflation) with the new schedules

(b) No provision

(¢) The changed tax rates and taxable
income brackets become fully effective in
1987. For 1986 returns, tax rate schedules
will blend equally the preseut-law schedules
(i.e., 1985 schedules as adjusted for infla-
tion) with the new schedules

(b1 The benefit of the 15-percent bracket is
phased out for taxpayers above certain in-
come levels, through a rate adjustment im-
posing additional tax hability equal to five
percent of the income within a specified
phase-out range. The rate adjustment ap-
plies over the following ranges of adjusted
gross income (AG) levels

AGI phase-out
Filing status level
Joint returns or surviving
Spouses ... .. $75,000-3145,320
Heads of household $55,000-8111,400
Single individuals . $45,000- 387 240
Married individuals filing
separately ... $37,500-$72,660

The phase-out levels will be adjusted for
inflation beginning in 1988

1f resuiting in less additional tax liability,
the five-percent rate adjustment is comput-
ed with respect to the taxpayer’s taxable
income in the 27-percent bracket (For ex-
ample, for joint returus with AG1 exceeding
$75,000, the rate adjustment applies over a
taxable income range of $29,300 to $99,620,
if that computation produces a lower addi-
tional tax liability than the computation
based ou AGI)

Resolution.—It is the seuse of the Seuate
that the Senate conferees give the highest
priority to the tax cut for all middle-income
Americaus (floor amendment by Seunator
Riegle, adopted by a vote of 94-1).

(c) The changed tax rates and taxable
income brackets become fully effective 1n
1988. For 1987 returns, tax rate schedules
will blend equally the preseut-law schedules
tie, 1986 schedules as adjusted for infla-
tion) with the new schedules







Item

Present Law

President’s Proposal

House Bill

Senate Amendment

o

2. Standard deduction
bracket amount)

(zero

a. Increased standard deduc-
tian far all individuals

b. Additional standard de-
duction amount far elderly

or blind individuals

c. Floor under itemized de-
duclions

(a) The following zero bracket amounts
apply for 1956 and reflect an adjustment for
1985 inflation.

Filing status ZBA
Jointreturnsand surviving spouses.  $3,670
Heads of household . 2,480
Single individuals . 2,480
Married individuals ﬁlnngsepnra\oly 1,835

The ZBA is indexed annually for changes
in the inflation rate.

(b) No provision

(c) No provision

(a) The following increased zero bracket
amounts would apply for 1986.

Filing status ZBA
Joint returns and surviving spouses $4,000
Heads of household . 3,600
Single individuala..... 2,900
Married mdnnduals ﬁlmg

separately ...

Indexing of the ZBA would be continued,
as in present law, after 1986.

(b) No provision.

(c) No provision.

(a) Instead of the ZBA, individuals are
allowed a standard deduction. 1In 1987, the
standard deduction i8 increased to the fol-
lowing amounts:

Standard

Filing status deduction
Jmnt returns and survwmg

- $4,800

Heads of household . $4,200

Single individuals . $2,950
Married lndnvnduals filing

separately ... measi w $2,400

These increased standard deduction

amounts are effective on January 1, 1987,
and are indexed for inflation beginning in
1988. For 1986, the standard deduction is
the same amount as the ZBA for 1986 under
Fresent law (i.e., the 1985 ZBA as adjusted
or inflation in 1985).

(b) An_additional standard deduction
amount of $600 (indexed for inflation begin-
ning in 1988) is allowed for an elderly or
blind individual; $1,200 for a blind and el-
derly individual. For these taxpayers only,
the new standard deduction amounts listed
in (a) above (otherwise effective in 1987) and
the additional $600 standard deduction
amount are effective on January 1, 1986.

(c) Individuals who itemize their deduc-
tions must reduce their total itemized de-
ductions by $500 times the number of
personal exemptions claimed. The $500
floor will be adjusted for inflation beginning
in 1987,

(a) Instead of the ZBA, individuals are
allowed a standard deduction In 195K, the
standard deduction is increased to the fol-
lowing amounts

Stondard

Filing status deduction
Joint returns and survnvmg

spouses ... ... 5 $5,000

Heads of household. $4,400

Single individuals ... $3,000
Married individuals ﬁlmg sepv

arately ......... $2,500

These increased standard deduction
amounts are effective on January 1, 1988,
and will be indexed for inflation inning

in 1989. For 1987, the standard deduction is
the same amount as the ZBA that would
have applied for 1987 under present law
{i.ei.gthe 1986 ZBA as adjusted for inflation
in ).

(b) An additional standard deduction
amount of $600 (indexed for inflation begin-
ning in 1989) is allowed for an elderly or
blind individual; $1,200 for a blind and el-
derly individual. For these taxpayers only,
the new standard deduction amounts listed
in (a) above (otherwise effective in 1988) and
the additional $600 standard deduction
amount are effective on Janunary 1, 1987

(c) No provision







Item

[

Presen( Law
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3. Personal exemption

a. Exemption amount

b. Rutes for dependents

¢, Effective date

ta) The personal exemption amount for an
indivnduahhe individual’s spouse, and each
dependent is $1,080 for 1986 treflecting an
inflation adjustment for 1985). One addi-
tional personal exemption is provided for an
individual who is age 65 or older, and for an
individual who is blind

(b) Each taxpayer may claim a personal
exemption for himself or herself and for any
dependent whose gross income does not ex-
ceed the personal exemption amount. Also,
parents may claim a full dependency ex-
emption for their dependent child who has
income above the personal exemption
amount, if the dependent child is under age
19 or a full-time student, regardless of the
child’s income.

(a) The personal exemption amount for an
individual, an individual's spouse, and each
degendent would be increased to $2,000 for
1986; beginning in 1987, the $2,000 amount
would be adjusted for inflation. The addi-
tional exemption for elderly or blind indi-
viduals would be repealed starting in 1986

() No provision.

(c) Taxable years beginning on or after
January 1, 1986.

(a) Same as President's proposal. (As de-
scribed above, an additional standard de-
duction amount is allowed for an elderly or
blind individual.)

(b) In the case of an individual who is
eligible to be claimed as a d d on

(@) The personal exemption amount is
increased to $1,900 for 1987 and $2,000 for
1988; beginning in 1989, the $2,000 amount
will be adjusted for inflation The additional
exemption for elderly or blind individuals ia
repealed starting in 1987. (As described
above, an additional standard deduction
amount i8 allowed for an elderly or blind
individual )

Phase-out—All personal exemption
amounts claimed by a taxpayer are reduced,
at a five-percent rate, over a range of
$40,000 (adjusted for inflation) starting at
the AGI level at which the benefit of the 15-
percent rate is totally phased out (see “Rate
adjustment’’ under {KAI. above). Thus, no
personal exemption amounts are allowed
for taxpayers with AGl exceeding the top of
the exemption phase-out range (eg., for
joint returns in 1988, for AGl above
$185,320 as adjusted for inflation)

(b) No personal exemption amount is al-
lowable on the return of an individual who

another taxpayer's return, no more than
$1,000 of the personal exemption amount
can be used to reduce the taxable amount of
unearned income on the dependent's
return.

(c) Taxable years beginning on or after
January 1, 1986.

is eligible to be claimed as a dependent on
another taxpayer's return; thus, an exemp-
tion amount cannot be claimed by a depend-
ent child on the child's return if the child is
eligible to be claimed as a dependent on the
parents’ return. If a child or other depend-
ent who is not allowed a personal exemption
under this provision has gross income of less
than $100 per year, the individual 18 not
subject to tax on that amount and is not
required to file a Federal income tax return
for that year

(c) Taxable years beginning on or after
January 1, 1987,
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President’s Proposal
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_

4. Adjustments for inflation

The minimum and maximum tax rate
bracket amounts, the ZBA (standard deduc-
tion), and the personal exemption amount
are annually adjusted for inflation meas-
ured by 12-month periods ending September
30. If the inflation adjustment is not a mul-
tiple of $10, the increase is rounded to the
nearest multiple of $10.

Same as present law.

Same as President’s proposal, except that
the 12-month periods end August 31.

Same as President’s proposal and House
bill, except that inflation adjustments to the
rate brackets, standard deduction (and the
$600 additional standard deduction for el-
derly or blind individuals), and personal
exemption amounts are to be rounded down
to the nearest multiple of $50.

5. Two-earner deduction

Under present law, differing rate sched-
ules and zero bracket amounts contribute to
an increased tax liability (marriage penalty)
when two single taxpayers marry and file a
joint return. Couples filing a joint return
are allowed a tax deduction equal to 10
percent of the lesser of the earned income of
the lower-earning spouse or $30,000; 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.

The two-earner deduction is repealed;
marriage penalty relief is provided through
standard deduction and rate schedules.

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

Same as House bill.

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

6. Income averaging

An eligible individual (i.e,, one who has
been self-eupporting and a U.S. citizen or
resident durin1 the past three years) can
elect to have a lower marginal rate apply to
the portion of income that is more lﬁan 40

rcent higher than the average of his or
r:r income for the prior three years.

Income avaraging would be repealed.

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

Same as President’s proposal.

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

Same as President's proposal and House
bill, except that income averaging is re-
tained for individuals who are actively en-
gaged in the trade or business of farming
during the taxable year if more than 50
percent of their average annual gross in-
come during the three preceding years was
attributable to such trade or business (See,
also, IV.A 8)) (Provision for farmers added
by floor amendments by Senator Metzen-
baum, adopted by voice vote.)

Effective date. Taxable years beginnin
on or after January 1, 1987. &
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President’s Proposal
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B. Earned Income Credit (sec. 111 of
the House hill and sec. 111 of the
Senate amendment)

Elgible individuals with one or more chil-
dren are allowed a credit of 11 percent of
the first $5,000 of earned income (maximum
credit of $550). The amount of the credit is
reduced for income exceeding $6,500, and
the credit is totally phased out at income of
$11,000. The credit ia refundable.

The earned income in credit would be n-
creased 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 $6,500, with a
total phaseout at $13,500. The maximum
amount of the credit as well as the phaseout
income levels would be adjusted for infla-
tion occurring after 1984,

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

Same as President’s proposal, except that
effective for taxable years beginning on or
after January 1, 1987, the income phase-out
levels are increased to $9,000/816,000 (as
adjusted for inflation after 1984)

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

Same as President’s proposal and the
House bill, except that the income phase-out
levels are increased to $10,000/817,000 tas
adjusted for inflation after 1984) effective
for taxable years beginming on or after Jan-
uary I, 1988

The Secretary of the Treasury is directed
to require, under regulations, l{mt employ-
ers must notify employees with no with-
holding that they may be eligible for the
refundable earned income credit (Floor
amendment by Senator Bradley, adopted by
voice vote )

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

C. Exclusions from Income

1. Unemployment compensation
(sec. 122 of the Honse bill and
sec. 121 of the Senate amend-
ment)

1 + fi

ion b

Present law provides a limited 1
from gross income for unemployment com-
pensation benefits received under a Federal
or State program. lf the sum of the taxpay-
er's ion benefits
and AG1 aoes 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 a married couple
filing a joint return; and zero, in the case of
a married couple filing separate returns.

If the base amount 18 exceeded, then the
amount of
benefits that is includible in income is equal
to the lesser of (1) one-half of the excess of
the taxpayer’a combined income (modified
AGI plus benefits) over the base amount, or
(2) the amount of the unemployment com-
pensation.

would be includible in gross income.

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

Same as President’s proposal

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

Same as President’s proposal and House
bill.

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

2. Scholarships and fellowships
(sec. 123 nf the House bill)

(a) In general.—Degree candidates at an
educational institution may exclude from
income amounts received as a scholarship
or fellowship grant, and also incidental
amounts received for travel, research, cleri-
cal heIP and equlj)ment

lude only
scholarshlps or fellowshlp grnnm from t.ax
exempt ons or in
governmental agencies, hmmad to a mun
mum lifetime exclusion of $10,800. The ex-
clusion for incidental amounts received by
nondegree candidates i8 not limited.

) Paymen| e“{'or services. ——ln general,
-4

(a) In general. —The exclusion for degree
candidates would be limited to scholarship
or fellowship grants up to the amount spent
on tuition and course-required i

(a) In general —Same as President's pro-
posal, except that amounts recewed by non-
degree did for
are not ludabl (nlthough oﬂ'selung de-

thus, amounts for room, board, or incidental
nses would not be excludab e.
e for
would be limited to reimbursements for in-
cidental expenses (travel, research, clerical
help, and equipment).

(b) Paymenls for services.—The exceputpn
or

amounts receive are
not eligible for exclusion |f they represent
payment for teaching or other services re-
quired as a condition of receiving the grant.
However, an exception permits the exclu-
sion for payments for services if all candi-
dates for a particular degree must perform
such services.

(c) Federal grants.—Under another excep-
tion, grants received under a Federal pro-
gram requiring the recipient to perform
future services as a Federal employee are
excludable to the extent used for tuition and
required fees, books, supplies, and equip-
ment.

for
services requlred of all csndn‘iaws for a
particular degree would be repealed

(c) Federal grants.—The exception relat-
ing to certain Federal grants would be re-
pealed.

Effective dale ——-Tha propoaal would be

ductions are available if such costs qualify
as business expenses under sec. 162).

(b) Payments for services.—Same as Presi-
dent's proposal.

(c) Federal grants.—Same as President’s
proposal.

Ef/’ectwe date ——’l'}:ie provmmn is eﬂ'ecuve
n

effective for
received in taxable years begmnmg on or
after January 1, 1986, except that if a bind-
ing commitment to grnnt a scholarship for a
d candidate is made before January 1
1986, ived would be exclud:
under present law through 1990.

aﬂer Sep!ember 25, 1985.

(a) In general. —No provision

(b) Payments for services.—No provision.

(c) Federal grants.—No provision
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3. Prizes and awards (sec. 123(b)
of the House bill and sec. 122
of the Senate amendment)

(a) Scientific, etc. achievement swards.—
Prizes and awards received by the taxpayer,
other than certain scholarships and fellow-
ship grants, generally are taxable. However,
an exclusion applies for awards received for
achievements in fields such as charity, the
arts, and the sciences, but only if the recipi-
ent (i) has not specifically applied for the
prize or award (e.g., by entering a contest),
and (ii) is not required to render services as
a condition of receiving it.

(b) Employee awards.—Gifts are exclud-
able from the income of recipients. To qualify
as a gift, an item must te given out of
detached generosity and not as compensa-
tion or to benefit the donor if an item of

) propert; ded to an
employee by reason of length of service,
roductlv]ty, or safety achievement quah-
FIEG as a the employer's deduction is
limited to 3400 (31,600 under a qualified
award plan).

(o) Scientific, etc. achievement awords.
The present exclusion for awards for chari-
table, etc. achievement is repealed, except
where the recipient assigns the prize or
award to a tax-exempt charitable organiza-
tion

(b) Employee awards.—Gift treatment
would be denied for all employee awards
given by reason of a work-related achieve-
ment. Since no employee awards would be
both excludable and deductible, the deduc-
tion limits under present law would not be
applicable.

Effective date.—Taxable years beginning
after 1985.

(a) Scientific, etc. achievement owards. —
Same as President’s proposal

(b) Employee awards.—Same as Presi-
dent's proposal, with clarification that em-
ployee awards of low value (such as certain
traditional retirement gifts) may qualify as
both deductible and excludable under the
rules for de minimis fringe benefits enacted
in 1984 (Code sec. 132).

Effective date.—Taxable years beginning
after 1986.

(o) Scientific, etc achievement awards —
Same as President's proposal and llouse
bill

(b) Employee awards.-- Employee awards

durmg a year for length of service or safety
are excludable by the employ

nnd deductible by the employer, to the extent
not in excess of $1.600 for all awards and $400
for all awards that are not qualified plan
awards. All other awards by employers (o
employees are includible in income (except,
as under the House bill, awards excludable
under sec. 132)

Effective date. —Taxable years beginning
after 1986







=

D. Deductions for Personal Expendi-

tures
L. ltemized deductions for cer-
tain State and local taxes (sec.
135 of the Senate amendment)

Individuals may claim itemized deduc-
tions with respect to the following State and
local taxes: income taxes, property
taxes, personal property taxes, and sales
taxes. Other State and local taxes and for-
eign taxes are deductible by individuals if
mcurred in a business or in an income-
pr ing (inv ) activity, includi
such taxes that are allocable to a purchase
of property and thus otherwise would have

capitalized.

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 or, subject to the limitation in the
following sentence, in an investment activi-
ty. When incurred by an individual in an
investment activity, these taxes would be
among the category of expenditures that
would be deductible “above-the-line” to the
extent exceeding one percent of adjusted
gross income (see item E, below).

Effective date.—Taxable years beginning
r 1985.

Same as present law.

Same as House bill for State and local
income, real property, and personsl proper-
ty taxes.

Sales taxes.—State and local general sales

taxes are deductible to the extent of 60

rcent of the excess of such taxes over

tate and local income taxes paid or accrued

by lhe taxpayer du e year (floor
£ T Sasatar Evarm, 40

ted by

voice vote).

Resolution.—It is the sense of the Senate
that the bill adopted in conference retain
present law regarding deductions for State

and local taxes (floor amendment by Sens
Chiles and Domenici, adopted by a vote of
76-21).

Capitalization rule. —State, local, and for-
eign taxes for which an itemized deduction
is not allowed but which are allocable to a
purchase of property are added to the basis
of such property.

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

2. Charitable deduction for non-
itemizers (sec. 133 of the
House bill)

Nonitemizers may deduct their charitable
contributions in addition to taking the
standard deduction (ZBA), subject to limita-
tions for pre-1986 years.

e maximum nonitemizer deduction was

$25 for 1982 and 1983, and $75 for 1984. For

5, 50 percent of the amount contributed

was deductible, without a dollar cap. For

1986, the full amount of contributions is
deductible.

Under present law, no deduction (beyond
the uv.ans rd deduction) is provided for
charitable contributions by nonitemizers
made after 1986.

The nonitemizer charitable deduction
would be repealed for contributions made
aﬂer 1985 1e, one year earlier than the

termination of the

The nonitemizer charitable deduction is
made permanent. Also, the bill modifies the
deduct\on by providing that, for taxable
i after 1985, the deduction is

deduction under present law.

aub)ect to a $100 floor.

No provision (thus, the nonitemizer chari-
table deduction terminates after 1986)
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3. Medical expense deduction
(sec. 134 of the Senate amend
ment)

{temizers may deduct unreimbursed med-
ical care expenses to the extent the total of
such expenses exceeds five percent of the
taxpayer’s AGl

4. Adoption expenses (secs. 134
and 1407 of the House bill)

5. Deductibility of mortgage in-
terest and taxes allocable to
tax-free allowances for mlnis-
ters and mllitary personnel
(sec. 144 of the House blll and
sec. 144 of the Senate amend-
ment)

An itemized deduction is allowed for up to
$1,500 of adoption fees and expenses (such
as court costs and attorneys’ fees) for the
adoption of a child with special needs, i.e., a
handicapped or other child eligible for adop-
tion assistance payments under the Social
Security Act.

No provision.

No provision

The floor under the itemized medical ex-
pense deduction is increased from 5 to ap-
proximately 9 percent (substituted for 10-
percent floor of committee amendment by
floor amendment by Sen Metzenbaum,
adopted by vote of 80-18)

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

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

Effective date.—Generally January 1,
1987, except that present law would apply
for pre-1986 adoptions and special phaseout
rules would apply for adoptions during 1986.

() The itemized adoption expense deduc-
tion is repealed.

(b) The adoption assistance program in
Title IV-E olpthe Social Security Act is
amended to provide matching funds as an
administrative expense for adoption ex-
E::m for any child with special needs who

been for adoption in accordance
with applicabla State and local law. Such
expenses include all qualified adoption ex-
penses included in the current tax deduc-
tion provision.

Effective date.—The deduction repeal
generally is effectiva for adoption expenses
paid after 1986; present law continues to
apply in 1987 for adoptions as to which
deguctible expenses were incurred in 1986.
The effective date of amending the adoption
assistance p. is coordinated with re-
peal of the deduction.

Same as present law

The IRS has ruled that a minister may
not deduct mortgage interest and propert:
taxes allocable to a tax-free parsonage n]v
lowance. This ruling was based on Code
section 265(1), which disallows deductions
for llocable % it { ine
come. This ruling applied effectiva July 1,
1983, subject to transitional relief (extended
through 1986) for ministers owning homes
before 1983.

No provision.

The bill provides a permanent rule (effec-
tive retroactively) that ministers receiving
tax-free parsonage allowances, as well as
military personnel receiving tax-free mili-
tary housi 11 . are not precluded
by Code section 265 from deducting mort-
gage interest or real property taxes on the
taxpayer’s residence.

Same as House bill

10
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E. Expenses for Business or Invest-
ment
1. Meals, travel, and entertain-
ment expenses (sec. 142 of the
House bill and sec. 142 of the
Senate amendment)

a. Meal expenses

(a) Meal expenses that constitute ordi-
nary and n business expenses en<
erally are deducub e lf the mea] takes p
in an at
cussion, whather or not buameea i8 dw
cussed before, during, or after the meal
Unlike the substantiation rules for deduct-
ing other entertainment expenses (see be-
low), tha taxpayer need not show that such
meal expenses are either directly related to
or associated with the active conduct of
business.

(a) Allowable deductions for a business
meal would be limited to $26 times the
number of participants in the meal, plus
one-half of tha excess. This limit would
apply to a taxpayer's meals while away
from home on business, but not to meals
furnished on the premises of the taxpayer
primarily for its employees.

(@) The bill generally reduces to 80 per-
cfnt thF amount of deductions otherwise

(a) Same as House bill, except that full
deductibility is allowed in 1987 and 1988 for
costs of meals (if not separately stated) that
are provided as an integral part of a qualified

for b meal (in-
cluding meals away from home and meala
furmsh on an employer’s p to its
i ! g full deduct-

ibilit

mclude (i) employee meal ex;
reimbursed by the employer (in whlcg:a

the employer is subject to the B0-percent
employer-furnished meals that are
le from the employee’s income as de
minimis fringes under code sec. 132 (includ-
ing subsldwed eaung facilities); (iii) mealx

tax: and
(iv) ltema solgw the publuc (such as the cost
of food to restaurants) or furnished to the
public as samples or for promotion.

The bill also provides that deductions for
business meals are subject to the same re-
quirement as for other entertainment ex-
penses (see item (b), below). Thus, no
deduction is allowed unless business is dis-
cussed during, or directly before or after,
the meal (except for an individual eating
alone while away from home on business).

As an additional requirement not applica-
ble to other entertainment expense, no

for busi meals is
unless the meal has a clear business pur-
pose presently related to the active conduct
of the taxpayer's business. The Treasury is
instructed to tighten substantiation require-
ments; special fraud and neﬂlljenoe penal-
ties apply to certain improper deductions

meeting (i.e., a convention, seminar,
annual meeting, or similar business meeting
where the program includes the meal, more
than 50 percent of the participants are away
from home, there are at least 40 attendees,
and the meal event includes a speaker).
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b. Entertainment expenses

e

other than for meals

Travel expenses (other
thon for attending conven
tions)

(bX1) Entertainment expenses generally
are deductible only if, in nddmon to consti-

(bX1) Deductions for entertainment ex-
penses would be denied, wn.h the following

tuting ordinary and ex-
penses, they are either (i) dnrectly related to
the active conduct of the taxpayer's busi-
ness, or (i) if directly preceding or following
a substantial and bona fide business discus-
sion, associated with the active conduct of
the taxpayer’s business.

(b¥2) No ded or credit is allowed for
the cest of purchaalng or conslructmg cer-
tain entertainment facilities (e.g., skyboxes).
This deduction disallowance rule does not
apply to the reptal of auch a facility or the
costs of box seats or season tickets

(cX1) Luxury water transportation.—Trav-
el expenses incurred by a taxpayer while
away from home in the conduct of a busi-
ness generally are deductible. However, the
cest of commuting to and from work is not
deductible

(ck2) Educotionol travel —Traveling ex-
penses may be deductible as business ex-
penses if the trnvel (i) maintains or
skills and (i)
is J;rectly related to Jxe taxpayer's duties in
his or her employment or trade or business

(ck3) Choritable travel —Travel away
from home may give rise to a charitable
deduction if travel expenses (whether paid
directly by the individual or indirectly
through a contribution by the individual to
the charity, which then pays for the individ-
nal's travel) are deemed to be incurred in
performing services on behalf of the charity.

: (i) exp paid under a reim-
bursement arrangement (in which case the
deduction would be denied to the party
making the relmbursement) (ii) items taxed
a8 tion to the beneficiaries; (iii)
recreational expenses for employees (e,
Christmas parties); and (iv) items ma o

(bx 1) The bill generally reduces to B0 per-
cent the amount of deductions otherwise
ble for b ente t ex-
penses. Exceptions allowing full deductibil-
ity include (1) expenses reimbursed by an
employer (in which case the employer is
subject to the 80 percent rule); (ii) tradition-
al employer-paid recreational expenses for
employees (e.g., holiday parties); (iii) items

available to the feneral public (e.g.,
and promotional activities).

(b¥2) No special rule for skyboxes.

(cX1) Luxury water transportation.—No
deduction would be allowed for the coet of
lnxury water transportation to the extent in
excess of the cost of otherwise available
business transportation.

ded:

(cX2) Edi ! travel. —No

a8 ion to the r or
excludable from income as section 132 de
minimis fringe benefits; (iv) items made
available to the general publlc (e.g., a8 pro-
motional activities), and (v) licke(a to cer-
tain charitable fundraising sports events.
Ticket coets in excess of face value are not
deductible, except with regard to tickets for
charitable fundraising sports events.

(bX2) In addition to the present-law enter-
tainment facility rules, deductions for the
rental or other use of a luxury skybox at a
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.

(cX1) Luxury water transportation.—De-
ductions for cruise ship or other luxury
water transportation are limited (subject to
certain exceptions) to twice the h{?hmt Fed-
eral per diem for travel in the U.S,, times
the number of days in transit. This limita-
tion does not apply to deductions for cruise
ship conventions, which remain subject to
present-law limitations, or where an excep-
tion to the 80-percent deduction rule (above)
applies.

(cX2) Ed ! travel —Same as Presi-

would be allowed for costs of travel that
would be deductible only on the ground that
the travel constitutes a form of education.

(cX3) Chantable travel. —No provision.

dent’s proposal.

(cX3) Charitable travel. —The present-law
rule applicable to medical deductions for
lodgi. costs away from home (sec.
213(dX2XB)) is extended to charitable deduc-
tions claimed for transportation and other
travel expenses incurred in performing
gervices away from home for a charitable
organization. Thus, no deduction is allowed
for such expenses (whether paid directly by
the individual or indirectly through a con-
tributiop to the organization) unless there is
no significant element of personal pleasure,
recreation, or vacation in the travel away
from home.

(b¥1) Same as House bill

(bx2) No special rule for skyboxes (general
entertainment facility rules continue to
apply).

(cX1) Luxury water transportation —Same
as House bill.

(cX2) Educational travel. —Same as Presi-
dent’s proposal and House bill

(cx3) Charitable travel. —No provision.
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d. Travel expenses for attend
ing conventions

e. Effective date (all travel
and entertainment provl-
sions)

(dx1)In general. —The costs of attending a
ion or , either for b
or for investment purposes, generally are
deductible

(dx2) Foreign conventions.—No deduction
is allowed for the cost of attending a conven-
tion outside of the North American area
(ie,, not in the US, Canada, Mexico, or
certain Carribbean countries) unless the
taxpayer can show that it was as reasonable
to hold the convention there as in the North
American areas. Certain Caribbean coun-
tries, including Bermuda, are treated as in
the North American area if they make
available certain tax information to U.S.
authorities and certain other requirements
are met.

(dX1) In general—No special rule (see
meal and entertainment limitations de-
scribed above).

(dx2) Forel conventions.—No special
provision. Under S. 1718 (introduced at the
request of the Administration), Bermuda
would qualify as in the North American
area even if it does not make available tax
information, subject to President certifica-
tion.

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

(dX1) In general.—The travel and other
costs of attending a convention or seminar
for investment purposes (i.e., not for trade
or business purposes) are not deductible.

(dX2) Foreign conventions.—No special
provision.

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

(dx1) In general. —Same as House bill

(dX2) Foreign conventions.—Same as S
1718 (see President’s proposal). Thus, Ber-
muda will be treated as within the North
American area for purposes of the foreign
convention deductibility rules if the Presi-
dent certifies that such treatment is in the
U.S. national security interest and that
Bermuda's information exchange programs
do not materially impede U.S. tax laws.

(e) Tanble years beginning after Decem-
ber 31,







2. Employee business expenses,
invesfment expenses, and
other miscellaneous ilemized
deductions (sec. 132 of the
House bill and secs. 132-133 of
the Senate amendment)

a. In general

b. Home office expenses

(a) Five types of employee business ex-
penses are allowed “above-the-line” in cal-
culating adjusted gross income under
present law: (1) expenses reimbursed by the

pl ; (2) employee travel 3)
employee transportation expenses; (4) busi-
ness expenses of employees who are outside

! and l;; moving ex-

l" o4
penses.

In addition to the itemized deductions for
medical expenses, charitable donations, in-
terest, taxes, and casualty losses, itemizers
may deduct certain “miscellaneous deduc-
tions.” This category includes (1) i

(a) The miscellaneous itemized deductions
would become deductible “above-the-line”,
but, along with deductions for unreim-
bursed employee business expenses (other
than moving expenses) currently allowed
above-the-line, would be allowed only to the
extent that the total of such deductions
exceeded one percent of the taxpayer's ad-
justed groes income.

In addition, State and local taxes (other
than income taxes) that related to an invest-
ment activity of the taxpayer (other than
one involving the production of rental or

bursed employee business expenses (other
than those deductible above-the-line), in-
cluding home office expenses of employees;
(2) certain expenses related to investment
income (such as investment counsel fees); (3)
tax return preparation costs; (4) gambling
or hobby losses up to the amounts, respec-
tively, of bli or hobby i . (5)
certain adjustments where a taxpayer re-
stores amounts held under claim of right
(sec. 1341); (6) amortizable bond premiums
(sec. 171); and (7) certain costs of cooperative
housing corporations (sec. 216). (The miscel-
laneous itemized deduction for certain costs
of adopting children with special needs is
discussed in 1.D 4., above.)

(b) Expenses attributable to use of a part
of one’s home as an office are deductible
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 ei-
ther as the taxpayers principal place of
business, or to meet patients, clients, or
customers, and (3) the deduction cannot ex-
ceed the taxpayer’s groes income from the
business A recent case held that these lim-
ita do not apply when the taxpayer leases a
portion of tﬁe Kome to his or ﬁ:r employer.

royalty would be ated with
the miscellaneous deductions for purposes
of the one-percent floor.

(b) No provision.

(a) Employee business expenses, other

(a) Same as llouse bill with regard to cer-
one

than reimbursements and moving
are to be allowed only as itemized deduc-
tions, and are subject to the floor described
below.

The miscellaneous itemized deductions,

luding the employee busi

described above, are subject to a floor of one
percent of the taxpayer's adjusted gross in-
come (AGI), except that the floor does not
apply to gambling losses up to, but not
exceeding, gambling income (sec. 165d)) or
estate tax in the case of income in respect of
a decedent (sec. 691(c)

(b) The present-law limits are to apply
when an employee leases a portion of the
home to his or her employer In addition,
the home office deduction is limited to the
taxpayer's net income from the business
(i.e., groes income minus deductions attrib-
utable to the business). Disallowed home
office deductions may be carried forward to
later years.

tain ploy expenses currently
allowed above-the-line.

The miscetlaneous itemized deductions al-
lowable under present law are repealed,
except for (1) impairment-related work ex-
penses of handicap employees (floor
amendment by Sen. Dole, adopted by voice
vote); (2) certain costs of adopting children
with special needs (sec. 222); (3) estate tax in
the case of income in respect of a decedent
(sec. 691(c)); (4) gambling losses up to, but
not exceeding, gambling income (sec
165(d)); (5) certain adjustments where a tax
payer restores amounts held nnder claim of
right (sec. 1341); (6) amortizable bond premi-
ums (sec. 171); (7} certain terminated annu-
ity payments (new sec. 72(bx3)); and ()
certain costs of cooperative housing corpo-
rations (sec. 216)

(b) Same as House bill






2. Employee business expenses,
investment expenses, and
other miscellaneous itemized
deductions (sec. 132 of the
House bill and secs. 132-133 of
the Senate amendment)
(Cont)

c. Hobby losses

d. Effective date

(c) Hobby losses are deductible up to the
amount of hobby income. An activity is
presumed not to be a hobby, and therefore
expenses incurred in the activity generally
are not subject to this deduction limitation,
if it is Pmét&blﬁ in 2 out of 5 consecutive
years, or 2 out of T years for horse breeding
or racing (However, an activity need not
meet this standard in order to avoid treat-
ment as a hobby.)

(c) No provision.

(d) Effective date (employee business ex-
penses, etc)—Taxable years beginning
after 1985.

{c) An activity (other than horse breeding
or racing) is presumed not to be a hobby if it
is profitable in 3 out of 6 consecutive years
The present-law presumption rules are re-
tained for horse activities.

(d) Effective date (employee business ex-
penses, etc.)—Taxable years beginning on
or after January 1, 1986.

(c) Same as House bill

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

". Politicat Contributions Tax Credit
(nec. 112 of the House bill)

Individual taxpayers may claim a nonre-
fundable income tax credit equal to one-half
the amount of their contributions to politi-
cal candidates and certain political cam-
paign 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 beginning
on or after January 1, 1986.

A tax credit is allowed to individuals for
the full amount of ‘political contributions,
up to a maximum of $100 ($200 for a joint
return), made to a Congressional candidate
for election in the State in which the tax-
payer resides. (Floor amendment by Mr
McHugh, adopted by a vote of 230-196.

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

Same as President’s proposal

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







A. Cost Recovery: Depreciation; ITC;
Finance Leases (secs. 201, 202, 203,
and 211 of the Hlouse bill and secs.
201, 202, 211, and 212 of the Senate
amendment)

1. Accelerated depreciation

a. Cost recovery classes

(a) Cost recovery classes

Under the Accelerated Cost Recovery Sys
tem ("ACRS"), recovery deductions are de-
termined by applymg a statutor
percentage to an asset's original cost (ad-
justed for allowable investment tax credit).
The classification of assets under ACRS

nerally is based on the Asset Depreciation
fhmge( ‘ADR") system of prior law Under
the ADR system, a present class life (‘'mid-
point”) was provided for all assets used in
the same activity, other than certain assets
with common characteristics (e g., cars):

J-year class: Property with an ADR mid-

int of 4 years or less (such as cars and
ﬂ:htduly trucks), plus property used in
connection with research & experimenta-
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 Method is
150 percent declining balance, switching to
straight line, over 10 years

(a) Cost recovery classes

ACRS wauld be replaced by the Capital
Cost Recovery System ("CCRS"). Under
CCRS, a recovery percentage would be ap-
plied 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 prepared by the Commerce
Department

CCRS 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 accounting equip-
ment. Method is equivalent to 220 percent
declining balance method, switching to
straight line, over 5 years.

CCRS Class 3: Construction machinery,
tractors, aircraft, mining & oil field machm-

(a) Cost recovery classes

ACRS is replaced by the Incentive Depre-
ciation System ("Il)S""). Under 1DS, assets
are grouped according to present class lives
(or ADR midpoint hves). IDS deductions are
subject to increases for inflation adjust-
ments, beginning in 1988

Class 1. Property with ADR midpoints
under 5 years, excluding cars and light gen-
eral purpose trucks, and adding clothing
held for rental Includes motor vehicle ape-
cial tools and over-the-road tractor units.
Method ia 200 percent declining balance,
switching to straight line, over 3 years

Class 2. Property with ADR midpoints of
at least 5 but less than 7 years, an, adding
cana and hght general purpose trucks, quali-

based telephone centra[ oll'lce swuchlng
equipment, and race horses. des trail-

(a) Cost recovery classes

ACRS is modified by (1) prescribing depre-
ciation methods for each ACRS class (in Yn
of providing statutory tables), (2) reclusslfy
ing certain assets, including the creation of
a second three-year class to which the
straight-line method of depreciation applies,
(3) providing more accelerated depreciation
for the five- and ten-year ACRS classes (as
revised by the bill), and (4) requiring the
cost of real property to be recovered using
the straight-line method over extended re-
covery periods

J-year class. Same as present law, but
excluding automobiles, light general pur-
rose trucks, and over-the-road tractor units

addition, property used in connection
with research and experimentation 1s ex-
cluded if placed in service before January 1,
1990. Method 18 150% declining balance,
switching to straight-line, over 3 years.

Straight-line 3-year class: A new class,
including automobiles, light general pur-
pose trucks, and property used to manufac-
ture semiconductors hl:zlhod is straight-
line over 3 years

5-year class- Same as present law, adding
research and experimentation property
placed in service ﬁfure January 1, 1990,
and excluding property with ADR midpoint
lives of 16 years and greater (other than
-based h central office

ers, computers, heavy trucks, electronics
menufacturing assets, and oil and gas drill-
in% assets. Method is 200 percent geclmin
balance, switching to straight line, over
years.

Class 3. Property with ADR midpoints of
at least 7 but less than l(l yeamrlncludes

ery, and instr Method is eq
to 198 percent declining balance method,
switching to straight line, over 6 years

h drilling, ch ng,
and distributive trades and services assets.
Method is 200 percent declining balance,
switching to straight line, over 7 years.

swwchlng equipment). Also includes geo-
thermal, ocean thermal, solar and wind
energy property. and property that has no
ADR midpoint Method is 200% declmmg
halance, switching to straight-line over 5
years
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Accelerated
(cont.)
a. Coal recovery
(cont.)

depreciation

classes

10-vear class: Public utility property with
an ADR midpoint of 18.5 to 25 years, certain
burners and boilers with an ADR midpoint
of 25 years, amusement park structures,
railroad tank cars, and manufactured
homes Method is 150 percent declining bal-
ance, switching to 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
declining balance, switching to straight
line, over 15 years.

CCRS Class §. All tangible personal prop-
erty not included in any other class. In-
cludes railroad track and furniture and
fixtures. Method is 154 percent declining
balance method, switching to straight line,
over T years.

CCRS Class 5: Railroad structures, ships
& boats, engines & turbines, plant & equip-
ment for generation, transmission, and dis-
tribution of electricity and other power, and
distribution plant for communication serv-
ices. Method 18 equivalent to 170 percent
declining balance method, switching to
straight line, over ten years.

Class 4 Property with ADR midpoints of
at least 10 but less than 13 years, and
adding horses other than race horses, and
property that has no ADR midpoint and is
not classified otherwise. Includes commer-
cial passenger aircraft, railroad track, agri-
culture, mining, aerospace manufacturing,
and motor vehicle manufacturing assets
Method is 200 percent declining balance,
switching to straight line, over 10 years.

Class 5: Property with ADR midpoints of
at least 13 but less than 16 years, plus
single-purpose argicultural or horticultural
structures. Includes assets used in pulp
manufacturing, primary steel manufactur-
ing, and railroad machinery and equipment.
Method is 200 percent declining balance
switching to straight line, over 13 years.

Class 6: Property with ADR midpoints of
at least 16 but less than 20 years. Includes
vesgels and barges Method is 200 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 manu-
facturing, pipeline transportation, and nu-
clear production of electricity Method is
200 percent declining balance, switching to
straight line, over 20 years.

Class 8: Property with ADR midpoints of
at least 25 but less than 30 years, plus
telephone distribution plant and compara-
ble equipment used by other transmitters of
information Includes electric utility steam
power production. Method is 200 percent
declining balance, switching to straight
line, over 25 years.

10-year class: Same as present law, adding
property with an ADR midpoint of 16 years
or more (other than computer-based tele-
phone central office switching equipment),
and excluding utility property with an ADR
midpoint of 20 years or more. Method is
200% declining balance, switching to
straight-line, over 10 years.

15-year class: Utility property (whether
the property is used by a public utility or an
unregulated company) with ADR midpoints
of 20 years or more and industrial steam
and electric generation or distribution

uipment described 1n ADR class 004

ethod is 150% declining balance, switch-
ing to straight-line, over 15 years






Accelerated
(cont.)
a. Cost recovery
(cont.)

depreciation

classes

15-year real property class: Low-income
housing Method 18 200 percent declining
balance, switching to straight line, over 15
years

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

CCRS Class 6: ACRS 19-year real proper-
ty and low-income housing. Method is equiv-
alent to 112 percent declining balance
method, switching to straight line, over 28
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 structures, elec-
tric transmission and distribution plant,
and gas distribution facilities. Method is 200
percent declining bal itching to
straight line, over 30 years.

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

Residential rental property class: Real
property that is residential rental property
Method is straight-line over 27.5 years

Nonresidential real property class: Real
property (that is not 10-year property or
residential rental gropertyl. Method is
straight-line over 31.5 years.






ltem

Present Law

President’s Proposal

House Bill

Senate Amendment

Accelerated  depreciation
(eont.)
b. Classificatian of special
lypes af properily
) Automobrles (ADR
mudpoint of 3 years)

and light trucks (ADR
mudpoint of § years)

(11) Research and expert

mentation roperty
(vartous  ADR  mud-
points)

() Over-the-roud trac-
tor anits (ADR nud.
pont of 4 years)

(tv) Race horses

(v) Horses over 12 years
ald

(o) Property with na
ADR nudpoint (ather
than real property),
e g., ralroad track

(ew) Semi-canductor
manufacturing equip-
ment (ADR mudpoint
of 6 years)

(vitt) Retaul rental cloth
ing (ADR mudpont of
9 vears)

(1x) Camputer-based cen-
tral office suwitchin,
equipment (ADR muc
point of 18 years)

(x) Single-purpose agri-
caltural or horticul-
tural structures (ADR
nudpoint of 25 years)

(xt) Ratlroad tank cars
(ADR mudponts of 14
vears and 15 vears)

(x1t) Qualified coal utilr-
zation praperty (vart-
ous ADR mudpownts)

(xtu) Manufactured
homes

3 year class

3-year class

3-year class.

3-year class.

3-year class

Generally, 5-year class

5-year class.

H-year class

5-year class

H-year class

10-year class

10-year class.

10-year class

No special provisions

Class 2 (5 years)

No special provision

Class 1 (3 years)

Class 2 (5 years)
Class 4 (10 years).

Class 4 (10 years) (treated as il property
had an ADR midpoint of 12 years).

Class 2 (5 years)

Class 1 (3 years).

Class 2 (5 years).

Class 5 (13 years)

Class 5 (13 years)

No special provision

Class 10 (30 years)

Straght-hine 3-year class

H-year class if placed in service before
January 1, 1990 (the expiration date of the
incremental research credit), and 3-year
class if placed 1n service thereafter

H-year class
3-year class.

3-year class.

S-year class (treated asf property had an
ADR midpoint of 12 years)

Straight-line 3-year class

5-year class

5-year class

10-year class

10-year class

10-year class

10-year class
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Accelerated  depreciation
(cont.)
b. Classification of apecial
types of property (cont.)

txiv) Geothermal, ocean
thermal, solar, and
wind energy Emperly
(various ADR mid-
points and no ADR
mudpornts)

txv) Telephone distribu-
tion plant (ADR nud-
pownt of 35 vears)

(xvt) Low-tncome hous-
g

(xvi) Qualified techno-
logical equipment. as
defined tn the tax-
exempt entity leasing
rules

¢. Luxury cars

d. Changes in classification

5-year class, if not owned by a regulated
utility Certain assets may be 15-year class
pruperty if owned by a regulated utility

5-year class if not owned by a regulated
utility; 15-year class otherwise.

Generally, rental housing where at least
R5 percent of the tenants have incomes of 80
percent or less of area median income may
be depreciated over 15 years.

5-year class

(c) 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 peri

r(d) Under ACRS, recovery periods are
X

(¢) Retain present law

(d) Treasury would momtor and analyze
actual experience with all tangible depre-
ciable assets so that changes could be made.

No special provision

Telephone distribution plant and compa-
rable equipment used by other transmitters
of information (e.g., cable television opera-
tors) is class 8 property (25 years).

Rental housing where at least 40% of the
tenants have incomes of 60% or less of area
median income is Class 7 property (20

ears). Rental housing where either (a) at
east 20% of the tenants have incomes of
70% or less of area median income or (b) at
least 25% of the tenants have incomes of
80% or less of area median income is Class 9
property (30 years accelerated)

Class 2 (5 years)

{c) Same as President's proposal

(d) As under the President’s proposal,
Treasury has authority to adjust class lives
based on actual experience with certain de-
preciable assets (other than 30-year real
property or low-income housing) and any
new class life will be used for determining
the class of such property and in applying
the alternative depreciation system

H-year class

15-year class.

No special provision, but see low-income
housing credit (item (1 E.3. below).

5-year class

(c) Conforms the fixed limitations vn de-
ductions so that the price range of affected
cars is unchanged Depreciation deductions
are limited to $2.133 for the first year in the
recovery period, and $4,210 for each sac-
ceedinf year In addition, clarifies that the
fixed limitations apply to all deductions
claimed for depreciation of autumobiles, not
just ACRS deductions

(d) Same as President's proposal and
Houase bill, except the lives of certain other
property in addition to residential rental
property and nonresidential real property
may not be changed
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2. Alternalive cost recovery sys
tem
a. In general

b. Property predominantly of
foreign origin

c. Property used in outer
space

(aXi) ACRS deductions are reduced for
property that is (1) used predominantly out-
side the United States or (2) leased to a tax-
exempt entity

Different depreciation methods are also
used for purposes of (1) computing earnings
and profits of a domestic corporation, and
(2) applying the minimum tax provisions.

(1i) Property, other than low-income hous-
ing, to the extent it is financed with indus-
trial development bonds, the interest on
which is tax-exempt, is depreciated using
the straight-line method over the ACRS re-
covery period

(ii) Taxpayers can elect to use the
straight-line method over the applicable
AC recovery period (or over a longer
recovery period) with respect to one or more
classes of ACRS property placed in service
during a taxable year

(b) There is Presidential authority to deny

the investment tax credit, but not acceler-
ated depreciation

(c) No provision.

(a) A system intended to allow deprecia-
tion deductions that approximate the as-
sumed decline in an asset’s value would
apply for certain purposes. Although no spe-
cific system is recommended, the Adminis-
tration proposal indicates that the
depreciation system set forth in the 1984
Treasury report (“RCRS”) would serve as
the model. Under RCRS, the inflation-ad-
justed basis of property would be recovered
over periods ranging from 5 years for short-
lived property to 63 years for real property

(b) No provision

(c) No provision

(aXiXA) An alternative cost recovery sys
tem is provided for the following pur-
poses: (1) property used predominantly
outside the United States, (2) property
leased to a tax-exempt entity, (3) for com-
puting earnings and profits of a domestic
corporation, and (4) for applying the mini-
mum tax provisions.

Depreciation deductions are computed
under the method that is used under
present law for property that is leased to a
tax-exempt entity, which is generally
straight-line over the ADR midpoint life.
The cost of qualified technological equip-
ment is recovered over 5 years and real
property over 40 years.

(B) Property which is classified for the
incentive system on a basis other than ADR
midpoint is treated as having the same re-
covery period 88 for the incentive system
(e.g., automobiles and computer-based cen-
tral office switching equipment are recov-
ered over 5 years).

(ii) If all or part of property, other than
low-i h ing, is fi d with bonds,
the interest on which is tax-exempt, it is
depreciated using the straight-line method
over the naxt longest 1DS class (40 years for
real property).

(iii) Taxpayers may elect the alternative
cost recovery system described in (i) for
property that is otherwise eligible for incen-
tive depreciation on a class-by<lass, year-
by-year basis.

(b) Provides 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 States and used in outer
space ia not treated as foreign use property.

(aXiXA) Same as House bill

(B) The recovery period for automobiles,
light trucks, and over-the-road tractor units
i8 5-years.

(ii) Generally, property to the extent it is
financed with bonds, the interest on which
is tax-exempt, is depreciated using the same
method as in (i). 'Fhe recovery period for
solid waste disposal facilities and hazardous
waste treatment facilities is 8 years, and for
fow-income housing is 27.5 years.

(iii) Taxpayers may elect either the alter-
native cost recovery system or the straight-
line method over the ACRS recovery period
for property that is otherwise eligible for
ACRS on a class-by-class, year-by-year basis

(b) Same as House bill

(c) Same as House bill

3. Indexing

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

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

Beginning in 1988, IDS deductions are
increased for half the annual inflation in
excess of 5 percent since the second year an
asset is placed in service.

Retains present law
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1. Accounting conventions

a. lalf-year convention

b. Mid-month convention

(a) The statutory schedules for personal
property reflect a half-year convention that
results in a half-year depreciation allow-
ance for the first recovery year, regardless
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 at anytime
during a month is treated as having been
placed in service or disposed of in the mid-
dle 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 nnder present
law would apply to all property.

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

(bXi) For Class 10 property and low-in-
come housi apply the pi t-law mid-
month convention.

(i) For other property, apply the mid-
month convention to taxpayers who place
more then 40 percent of property in service
during the last quarter of the taxable year

5. G;ain on disposition

a. In general

b. Residential reat property

¢. Nonresidential real proper-
ty

(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

roperty used in a trade or business (such as
and).

(b) For residential real property held for
more than one year, gain is recaptured only
to the extent t;‘;st accelerated depreciation
dednctions exceed straight-line deductions
Recapture for low-income housing is phased
out after prgserty has been held for a pre-
scribed peri

(c) There is no recapture if the taxpayer
elected to recover the property’s cost usin
the straight-line method Otherwise, the ful
amonnt of depreciation—to extent of gain—
is recaptured.

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

(b) No special provision.

(c) No special provision.

(a) Same as House bill

(bXi) The present-law mid-month conven-
tion applies to residential rental property
and nonresidential real property.

(ii) Same as House bill.

(a) Retains present law

(b) For low-income housing, only the ex-
cess of 1DS deductions over straight line
dednctions (over the applicable recovery pe-
riod) i8 recaptured, and the phaseout of
recapture i8 repealed. For property that
ceases to qualify as low-income housin
after a sale-leaseback, Treasury is granteg
regulatory anthority to determine the re-
capture amount by reference to straight
line depreciation over 30 years. For other
residential real property that is 30-year
property, there is no recapture.

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

. (a) Same as House bill (retains present
aw).

(b} For all residential rental property,
there is no recapture.

(c) Same as House bill
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House il
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6. lLessee leasehold

ments

improve-

A lessee recovers the cost of leasehold
improvements over the shorter of the prop-
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 in-
cludes periods during which the lease may
be renewed pursuant to an option held by
the lessee, unless the lessee establishes 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 deter-
mined by excluding renewal options held by
the lessee, unless the facts show with rea-
sonable certainty that the lease will be re-
newed. ese rules also apply in
determining the amortization period for
lease acquisition costs.

The cost of leasehold improvements made
by a lessee would be recovered under the
general rules, without regard to the lease
term, except where the improvement is rea-
sonably expected to have no residual value
on expiration of the lease

A lessee recovers capital costs under the
general rules in every case

7. Repair allowances

Expenditures that prolong the life of an
asset are recoverable in the same manner as

Each asset class would be assigned a safe-
harbor repair allowance factor A taxpayer

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

would tically deduct exp: to the
extent the expenses do not exceed the prod
uct of the asset's inflation-adjusted basis

multiplied by the repair allowance factor.

Retains present law

8. Expensing

9. Vintage accounts

Taxpayers can elect to expense up to
$5,000 otythe cost of personal property that
is purchased and used in a trade or busi-
ness. The $5,000 ceiling is scheduled to in-
crease to $7,500 for taxable years beginning
in 1988 and 1989, and to $10,000 for years
beginning after 1989. The dollar limitation
is subject to apportionment among certain
related entities 1f expensed property ia 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 allowed for the period of business
use is recaptured as ordinary income.

The scheduled increases in the ceiling
would be repealed.

Provides a $10,000 ceiling and limits eligi-
bility for expensing to taxpayer whose total
investment in tangible personal property
for taxable year is $200,000 or less.

Taxp: s generally p deprecia-
tion deductions 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 eligible
for inclusion in mass asset accounts is hmit-
ed, primarily because of concern about the
mechanics of recapturing investment tax
credit.

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

With repeal of the investment tax credit,
the definition of eligible property is expand-
ed to include all property.

Same as House bill The statutory rules
for determining the term of a lease—the
unly future relevance of which would be in
determining the amortization riod for
lease acquisition costs—is amenri:i to pro-
vide that the term of a lease 18 determined
by including all renewal options as well as
any period for which the parties reasonably
expect the lease to be renewed.

Same as House bill (retains present law)

Provides a $10,000 ceiling for expensing to
taxpayers whose total investment in tangi-
ble personal property is $200,000 or less For
other taxpayers, for every dollar of invest-
ment in excess of 820(],005. the $10,000 cei}-
ing is reduced by one dollar The amount
eligible to be expensed is limited to the
taxable income derived from the active
trade or business in which the property 1s
used. The diff e between expensing an
ACRS deductions is recaptured if property
i8 converted to nonbusiness use at any time
before the end of the property's recovery
period

Same as House bill
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President’s Proposal

House Bill

Senate Amendment

10. Public utility property

The benefits of accelerated depreciation
must be normalized.

Same as present law

Same as present law; also, special normal-
ization rules are applied to excess deferred
tax reserves resulting from the reduction of
corporate income tax rates

Same as House bill

11. Effective dates for deprecia-
tion
a. In general

b. Anli-churning rules

¢. Transition rules

(a) CCRS would be effective for propert;
placed in service on or after January ly
1986.

(b) Under rules similar to those enacted
as part of ACRS, taxpayers would be pre-
vented from bringing property placecr in
service before the effective date under
CCRS by certain post-effective date transac-
tions among related parties.

(c) No provision.

(a) Effective for property placed in service
on or after January 1, IBgG

(b) No provision.

(c) ACRS would npﬁ-ly to:

(1) property that is constructed, re-
constructed, or acquired pursuant to a
written contract 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 5 percent of cost has been
incurred or committed by September
25, 1985, if construction commenced by
that date, or

(3) an equipped building or a plant
facility, if construction has commenced
as of September 25, 1985, pursuant to a
written specific plan, and more than
half of the cost has been incurred or
committed by that date, and

if property or project is placed in service by
July 1, 1986, in the case of Class 1 property,
cars, and light general purpose trucks; by
January 1, 1987, in the case of Class 2
property; by January 1, 1989, in the case of
Class 3-6 property; and by January 1, 1991,
in the case of Class 7-10 property.

ACRS would apply to property that quali-
fies under (1), (2), or (3) which is sold and
leased back by the person initially commit-
ted to acquire the property within a 3-
month window.

Special transitional rules are provided

(a) Effective for properlg placed in service
on or after January 1, 1987

(b) Under rules similar to those enacted
as part of ACRS, taxpayers are prevented
from bringing property placed in service
before the effective date under the revised
ACRS by certain post-effective date transac-
tions among related parties

(c) Present law ACRS would apply to prop-
erty with an ADR midpoint of 7 years or
greater (other than computer-based tele
phone central office switching equipment)
that is:
(1) constructed, reconstructed, or ac-
uired pursuant to a written contract
that was binding as of March 1, 1986, or
(2) constructed or reconstructed by
the taxpayer, if the lesser of $1 million
or 5 percent of coat 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
as of March 1, 1986, pursuant to a writ-
ten specific plan, and more than half of
the cost has been incurred or commit-
ted by that date, and
if such property or project is placed n
service by January 1, 1959 in the case of
property with an ADR midpoint less than 20
years; and by January 1, 1991 in the case ol
property with an ADR midpoint of 20 years
and greater and residential rental and non-
residential real property
Present law ACRS would apply to proper
ty that qualifies under (1), (2), or (3) which is
sold and leased back by the person initially
committed to acquire the property within a
3-month window
Special transitional rules are provided
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Present Law

President’s Pruposal

Hause Bill

Senate Amendment

12. Regular investment tax cred

it
a. Allowable credit

b. Pubtic utility property

c. Effective dates
1. General

u Transition rules

A credit agamnst income tax liability is
allowed for up to ten percent of a taxpayer's
investment in tangible personal property
(six_percent for property in the three-year
ACRS class).

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

The regular investment tax credit would
be repealed

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

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

(i) No provision

Same a8 President's proposal

Same as President's proposal.

(i) Repeal is effective for property placed
in gervice on or after January 1, 1986.

(ii) The credit is available under the same |

circumstances in which present-law depre-
ciation rules would continue to apply

Special transition rules are provided

Same as President’s proposal and louse
bill

b_]&;ame as President’s proposal and House
ill.

(i) Same as House bill

(ii) The credit is available under transi-
tional rules for property that is
(1) constructed, reconstructed, or ac-
uired pursuant to a written contract
alat was binding as of December 31,
1985, or
(2) constructed or reconstructed by
the taxpayer, if the lesser of $1 million
of 5 percent of cost has been incurred or
committed by December 31, 1985, if con-
struction commenced by that date, or
(3) an equipped building or a plant
facility, if construction has commenced
as of ember 31, 1985, pursuant to a
written specific plan, and more than
half of the cost has been incurred or
committed by that date, and
if such property is placed in service by July
1, 1986, in the case of property with an ADR
midpoint less than 5 years, by January 1,
1987, in the case of property with an ADR
midpoint of at least 5 but less than 7 years
and including computer-based central office
switching equipment; by January 1, 1949, in
the case of property with an ADR midpoint
of at least 7 but less than 20 years; and by
January 1, 1991, in the case of property with
an ADR midpoint of 20 years and greater,
residential rental property, and nonresiden
tial real property.

The credit is available for property that
qualifies under (1), (2), or (3) which is sold
and leased back by the person initially com
mitted to acquire the property within a 3-
month window

Special transitional rules are provided
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Present Law

President’s Proposal

House Bill

Senate Amendment

d. Mondatory reduction of
ITC carryovers

e.  Reduction of credits
claimed under transition
rules

13. Finance leases

B. Limitation on Business Tax
Credits (sec. 501(c)t4) of the
House bill and sec. 631 of the
Senate amendment)

Unused investment tax credits are al-
lowed a three-year carryback and a 15-year
carryforward Credits that are not used be-
fore the end of the carryforward period
expire

Nu provision

No provision.

No provision.

No proviaion

A taxpayer must spread the credit earned
on transition property ratably over 5 years.
A basis adjustment is vired for the full
investment credit in the first taxable year

For taxable years beginning after Decem-
ber 31, 1986, l{w ITC amount allowable for
carryovers is reduced by 30 percent (15 per-
cent in the case of credits allowable for a
taxable year beginning in 1987).

The same reduction that would apply to
carryovers would also apply to credits
earned under transition rules

Under the finance 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 aggree-
ment is a lease. The finance lease rules are
scheduled to go into effect after December
31 1987, although the rules are available
currently for limited categories of property.

No provision.

Repeals the finance lease rules.

Effective date.—Agreements entered into
on or after anua 1, 1986 (for property
that qualifies for II"ymam:e lease transition
rules under prior tax acts, January 1, 1988).

Same as House bill.

Effective dale.—Agreemenm entered into
on or after Janua 1987 (fur property
that qualifies for ?’nance lease transition
rules under prior tax acts, January 1, 198K)

The business tax credits earned by a tax-
payer can be used to reduce up to 85 percent
of tax liability in excess of $25,

No provision

The limitation on the amount of income
tax liability (in excess of $25,000) is reduced
from 85 percent to 75 percent.

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

Same as House bill.

Effective date. —Taxable years beginning
after December 31, 1986
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(. Research and Development

1. Tax credit for increasing re-
search expenditures (sec. 231
of the House bill and sec. 1301
of the Senate amendment)

(a) Expirativn date —The research tax
credit does not apply to expenses paid or
incurred after December 31, 1985

(b) Rote.—The taxpayer may claim a 25
percent tax credit for excess of (1) gualified
research expenditures for the taxable year
incurred in carrying on a business over (2)
the average amount of the taxpayer’s yearly
qualified research expenditures in the pre-
ceding three taxable years.

(c) Research definition.—The credit provi-
sion adopts the deduction definition of re-
search (in sec. 174), but subject to three
exclusions: (1) research conducted outside
the US.; (2) research in the social sciences
or humanities; and (3) research to the ex-
tent funded, through grant or contract, by
another person or governmental entity

(d) Qualified expenditures.—Research ex-
penditures eligible for the credit consist of
(a) in-house expenditures for research wages
and supplies; (b) rental or user fees for
research nse of laboratory equipment, com-
puters, or other personal property; (c) 65
percent of amounts paid by the taxpayer for
contract research conducted on the taxpay-
er’s behalf; and (d) 65 percent of a corporate
taxpayer's expenditures (including grants
or contributions) for basic research per-
formed by universities or certain scientific
research organizations

te) Untversity credit. —Expenditures eligi-
ble for the 25-percent incremental research
credit include 65 percent of a corporate
taxpayer's expenditures (including grants
or contributions) for basic research per-
formed by universities or certain scientific
research organizations

(a) Expiration dote.—The research tax
credit would be extended for an additional
three years, through December 31, 1988.

(b) Rate.—Same as present law (25-per-
cent incremental credit).

(c) Research definition.—The definition of
qualified research (for purposes of the cred-
it) would be revised to limit the credit to
research activities involving a process of
exferimentation intended to result in tech-
nological innovations in products and pro-
duction processes.

(d) Qualified expenditures.—No provision.

te) University credit. —No provision

(a) Expiration date —Same as President’s
proposal (three-year extension through De-
cember 31, 1988).

(b) Rate —Credit rate is reduced to 20
percent.

(c) Research definition.—The committee
report clarifies that the credit does not ap-
ply to expenditures for certain nonresearch
activities (activities occurring after the be-
ginning of production; adaptation of an ex-
isting product; and studies and surveys). In
addition, the report modifies the definition
of credit-eligible research (effective for tax-
able years beginning after 1985) to target
the credit to research undertaken to discov-
er information that is technological in na-
ture and that pertains to functional aspects
of products

(d) Qualified expenditures.—Leased re-
searcmuipmenl is treated the same as
urch: equipment; i.e., rental and simi-
ar payments for personal property (other
than payments to others for nse of computer
time) are ineligible for the credit.

(e/ Unwerstty credit —A 20-percent tax
credit applies to the excess of (1) 100 percent
of corporate cash expenditures for universi-
ty basic research over (2) the sum of (a) the
greater of two fixed research floors plus (b)
an amount reflecting any decrease in nonre-
search giving to universities by the corpora-
tion as compared to such giving during a
fixed base period, as adjusted for inflation

(a) Expiration dote —The research tax
credit is extended fur an additional four
years, through December 31, 1989

(b) Rate.—Same as President’s pruposal
(25-percent incremental credit).

tc) Research definition —Same general
approach as under the Huouse bill, except
that the definitional rules teffective for tax
able years beginning after 1985) are set
forth in statutory language. Thus, the credit
is targeted to research undertaken to dis-
cover information that is technological in
nature and that pertains to functional as-
pects of products Also, the bill expands the
present-law list of credit exclusions to in-
clude expenditures for the types of nonre-
search activities excluded under the House
bill.

(d} Qualified expenditures.—No provision
(i.e., rental or user fees for research use of
laboratory equipment, computers, or other
personal property remain eligible for the
credit).

(e} Unwversity credit. —Same as House bill
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Present Law

President’s Proposal

Hnuse Bill

Senate Amendment J

1. Tax credit for increasing re-
search expenditures (Cont.)

2. Augmented charitable drduc-
f

(f) Credit use limitation.—The research
credit i8 not subject to the general limita-
tion on use of business credits (under

resent law, 85 percent to tax liability over

25,000).

(f) Credit use limitation.—No provision

(f) Credit use himitation.—The general
limitation on business credits applies to the
research credit

Effective date.—Taxable years beginning
after 1985

(f) Credit use limitation.—Same as the
House bill.

Effective date.—The provision extending
the credit applies to taxable years beginning
after Decemger 31, 1985. The provisions re-
lating to the research definition, university
credit, and credit use limitation apply for
'i;zable years beginning after December 31,

5.

Under a special rule, corporations are
d charitable deduction

tion for certain d o
scientific  equipment (sec.
231() of the House bill)

for donsuons of newly manufactured scien-
tific equipment to a college or university for
research use in the physical or biological
sciences

No provision

The category of eligible donees under the
apecial rule is expanded to include certain
tax-exempt scientific research organiza-
tions.

Effective date.—Taxable years innin,
after December 31, 1985. 4 bei %

No provision

3. Tax credit for orphan drug
clinical testing (sec. 283 of the
House bill and sec. 1709 of the
Senate amendment)

A 50-percent tax credit is allowed for a
taxpayer's exrenses of clinical testing of
certain drugs for rare diseases or conditions
The credit is scheduled to expire after 1987

Same as present law (i.e., credit expires

The tax credit for clinical testing of or-
phan drugs is extended for one additional
year (i.e., through December 31, 1988).

The credit is made permanent. (Floor
d by Sen. M b agreed to

voice vote.)
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D. Rapid Amartization Provisions

I. Five-year amortization of
trademark and trade name ex-
penditures (sec. 221 of the
UHouse bill and sec. 634 of the
Senate amendment)

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 election 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 expenditures paid or incurred on
or after January 1, 1986.

Same as President’s proposal.

Effective date.—Expenditures pmd 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
(i) with respect to development, pro-
tection, expnnsmn reg\atratlon or de-
fense of S
1985, if the leseer of $1 million or 5
percent of cost has been incurred or
committed by that date;
provided in eacl"’i case the trademark or
trade name is placed in service before Janu-
ary 1, 1988.

h_lSlame as President’s proposal and House
i

Effective date.— Expenditures paid or in-
curred after December 31, 1986

Transition rate.—Present law applies to
expenditures incurred:
(1) pursuant to a written contract that
was binding as of March 1, 1986; or
(i1) with respect to development, pro-
tection, expansion, registration 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
the date,
provided in each case the trademark or
lradtlename i8 placed in service before Janu-
ary

2. Five-year amortization of pol-
lution control facilities tsec.
222 of the House bill)

Taxpayers may elect to amortize over a
60-month period the cost of a qualifying
certified pollution control facility used in
connection with a plant that was in oper-
ation before 1976. To the extent that a
pollution control facility has a useful life in
excess of 15 years, a portion of the facility’'s
cost is not eligible for 60-month amortiza-
tion, but must be recovered through depre-
ciation.

The election would be repealed. Expendi-

tures for pollution control facilities would
therefore recovered in accordance with
the applicable 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 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
inding as of September 25, 1985;
or
(ii) with respect to facilities, construc-
tion of which is commenced as of Se
tember 25, 1985, if the lesser of
million or 5 percent of cost has been
incurred or committed by that date;
provided in each case the facility is plaoed
in service before January 1, 1988.

Same as present law
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3. Fifty-year amortization of
qualified railroad grading and
tunnel bores (sec. 224 of the
House bill)

Domestic railroad common carriers ma
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 land improve-
ments (including tunneling) necessary to
provide, construct, reconstruct, alter,
tect, improve, replace, or restore a roadbed
or right-of-way for railroad track.

The election would be repealed. Expendi-
tures for railroad grading and tunnel bores
would therefore be capitalized and recov-
ered on disposition of tﬂe asset.

Effecitve date.—The repeal would be ef-
fective for expenses paid or incurred on or
after January 1, l{)BgJ

Same as President’s proposal.

In addition, special ACRS treatment is
provided for a particular railroad disaster
and involuntary conversion treatment of
insurance proceeds in that case is specified.

Effective date.—Expenses paid or in-
curred on or after January 1, 1986,

Transition rule.—Present law continues
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-
constructioo, alteration, improvement,
replacement or restoration commen:
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 improvements are
placed in service before January 1, 1988.

Same as present law.

However, the treatment provided for a
particular railroad disaster is the same as
the House bill.

4. Deduction for loss In value of
bus operating authoritles (sec.
635 of the Senate

Generally, no deduction is allowed for a
decline in value of property absent a sale or
other di ition The courts have denied a

loss deduction where the value of an operat-
ing permit or license decri as the result
of legislation that expanded the number of
permits or licenses issued, on the grounds
that the permit or license continued to have
value as a right to carry on a business.

No provision

No provision.

Taxpayers are allowed an ordinary deduc-
tion ratably over a 60-month period for the
nd{usted bases of bus-operating authorities
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 is effective
retroactively for taxable years ending after
November 18, 1982

5. Expensing fur costs of remov-
ing architectural barrlers to
the handicapped and elderly
(sec. 225 of the House bill and
sec. 1707 of the Senate amend-
ment)

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 paid or incurred, instead of capital-
izing them. The election is not available in
K@Jégble years beginning after December 31,

No provision.

The election to deduct qualifying expendi-
tures ia extended for two years, to taxable
years beginning before January 1, 1988.

The election to deduct qualifying expendi-
tures is extended permanently, effective for
Oi?)xgble years beginning after December 31,

85.
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E. Real Estate Provisions

1. Tax credit for rehabilitation
expenditures (sec. 232 of the
House bill and sec. 1412 of the
Senate amendment)

a. Nonhistoric structures

b. Certified historic struc-
tures

The credit is 15 perceat for nonresideatial
buildings at least 30 years old, and 20 per-
cent for nonresidential buildings at least 40
years old If the 15 or 20-percent credit is
allowed, depreciable basis is reduced by the
amount of credit earned. The credit is avail-
able only if the taxpayer elects to use the
straight-line method of cost recovery with
respect to rehabilitation expenditures.

Rehabilitation expenditures are eligible
for the credit only if incurred in connection
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 external walls; 50 per-
cent of external walls are retained in place
as external walls; and 75 percent of the
building's internal structural framework is
retained in place.

The credit is 25 percent for certified his-
toric structures. If the 25-percent credit is
allowed, deﬂreciable basis is reduced by 50
percent of the amount of credit earned The
credit is available only if the taxpayer elects
to use the straight-line method of cost recov-
ery with respect to rehabilitation expendi-
tures.

The external-walls test of the substantial
rehabilitation requirement applies (as
described above)

The 15 and 20-percent credits would be
repealed

Effective date.—January 1, 1986.

The credit for rehabilitations of certified
historic structures would be repealed

Effective date.—January 1, 1986.

Provides one l0-percent credit Limits
credit to buildings placed in service before
1936, and deletes the alternative test that
only looks to 75 percent of walls

Effective date.—Property placed in serv-
ice on or after January 1, 1986.

Reduce credit to 20 percent, require a full-
basis adjustment, and delete the external-
walls tests.

Effective date.—Property placed in serv-
ice on or after January 1, 1986.

Same as House bill

Effective date.—Property placed n serv-
ice on or after January 1, 1987

Same as House bill

Effective date.—Property placed in serv
ice on or after January |, 1987

31






item

Present Law

President’s Proposal

House Bill

Senate Amendment

1. Tax credit for rehabilitation
expenditures—Cont.

c. 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 qualify under test of a
substantial rehabilitation.

(i) Credits would be available to buildings
placed in service before January 1, 1994, if-

(1) rehabilitation completed pursuant
to a written contract that was binding
on September 25, 1985, or

(2) the building is acquired on or be-
fore September 25, 1985 (or subject to a
binding contract as of that date to be
acquired) and either Part 1 or 2 of the
Historic Preservation Certification Ap-
plication has been submitted to the In-
terior Department or its designate as of
November 22, 1985, or the lesser of $1
million or 5 percent of rehabilitation's
cost was incurred or required to be
incurred pursuant to a binding contract
entered into as of November 22, 1985, or
the rehabilitation was completed pur-
suant to a written contract that was
binding as of November 22, 1985.

If a rehabilitation qualifies under (1) or
(2), present law depreciation rules continue
to apply (except full basis adjustment re-
qui or historic structures) and the cred-
its are reduced from 15 percent to 10

rcent, from 20 percent to 13 percent, or
rom 24 percent to 20 percent.

(ii) Special transitional rules are provided
for five projects.

(i) Same as House bill, except substitutes
March 1, 1986 for September 25, 1985 and
November 22, 1985.

(i1) Special transitional rules are provided
for 15 projects.
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2. Five-year amortization of ex-
penditures to rehabilitate low-
income housing (sec. 223 of
the House bill)

Taxpayers may elect to amortize over a 60
month period certain qualifying expendi-
tures for additions or improvements to low-
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
aggregate amount of expenditures for 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-
ferllgdé%urea was entered into, before January

’ ).

3. Tax credit for low-i
rental housing (sec. 1413 of
the Senate amendment as
modified by floor amend-
ment by Sen. Mitchell, adopt-
ed by voice vate)

No | rental credit is provided
but other special provisions are available:

Tax-exempt bond financing

Tax-exempt bonds may be used to finance
multifamily rental housing if at least 20
percent (15% in targeted areas) of the hous-
1ng units are occupied by individuals whose
income does not ex: 80 percent of the
area median income when they first occupy
the unit. Proposed Treasury regulations
require adjustments for family size in deter-
mining tenant income

Multifamily rental housing bonds are ex-
empt from volume caps and certain other
requirements applicable to other 1DBs.

(See Part XIl, below, for a discussion of
rental housing bonds.)

The election would be repealed Expendi-
tures for low-income housing would there-
fore be recovered in accordance with the

licable d o o T

Effective date.—The repeal would be ef-
fective for expenditures paid or incurred on
or after January 1, 1986.

No special provisions are available.

Tax-exempt bond financing

Tax-exempt bonds for multifamily rental
housing would not be permitted.

Eliminates scheduled expiration and re-
places $20,000 and $40,000 aggregate ex-
penditure limits with a single $30,000 limit.

Effective dote.—The modification to the
aggregate limit permits additional expendi-
tures over the present $20,000 limit, in the
case of expenditures paid or incurred on or
after January 1, 1986

Transitiona! rule —The $40,000 limit con-
tinues for expenses incurred
(i) pursuant to a written contract that
was binding as of September 25, 1985;
or
(i1) with respect to rehabilitation com-
menced as of September 25, 1985; if 5
percent of the cost has been incurred or
committed by that date;
provided in each case the additions or im-
provements are placed in service before
January 1, 1988.
1t also continues in certain other circum-
stances

No low-income rental housing credit is
provided but other special provisiona are
available:

Tax-exempt bond financing

Tax-exempt bonds may be used to finance
multifamily rental housing satisfying the
following set-aside requirements on a con-
tinuous basis—

(1) At least 25 percent of the
housing units are occupied by per-
sona whose income does not exceed
80 percent of the area median in-
come, or

(2) At least 20 percent of the
housing units are occupied by per-
sons whoee income does not exceed
70 percent of the area median in-
come.

Multifamily rental housing bonds are

Provision expires in accordance with
resent law (However, see tax credit for
ow-income rental housing, item 3., below.)

As an alternative to tax-exempt bond fi-
nancing and in lieu of preferential deprecia-
tion, five-year amortization, and special
treatment of construction period interest
and taxes, a new tax credit is provided that
may be claimed by owners of residential
rental projects providing low-income hous-

in|

%‘he credit is claimed annually for a peri-
od of 10 years. The credit rate is set so that
the annualized credit amounts have a
present value of 60% or 30% of the basis
attributable to qualifying low-income units,
depending on the income of the tenants
qualifying the unit for the credit.

For projects on which construction com-
mences grior to 1988, the annual credit rate
i8 8% (80% over 10 years) for units occupied
by individuals with incomes of 50% or less
of area median (as adjusted for family size)
and 4% (40% over 10 years) for a maximum
of 30% of the units occupied by individuals
with i of between 50% and 70% of

subject to the new unified volume cap and
other requi licable to
tial function bonds.

area median. For projects on which con-
struction begins after 1987, Treasury s di-
rected to adjust the credit rates to maintain
the present values of the annualized credit
amounts of 60% and 30%

Newly conatructed buildings and newly
acquired existing structures that are sub-
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3. Tax credit for low-income
rental housing (cont.)

Depreciation

Low-income housing (generally, at least
85% of the units occupied by tenants with
incomes of B0% or less of area median in-
come) may be depreciated over 15 years
using the 200% declining balance method;
other housing is limited to a 19-year recov-
ery period and the 175% declining balance
method.

(See A 1 b.xvi, above for depreciation pro-
visions.)

S-year amorti. of rehabilitation ex-

penditures

Taxpayers may elect to amortize over a
Go-montﬁ, period certain qualifying expendi-
tures for additions or improvements to low-
income rental housing with a useful life of
at least five years (other than hotels or
other similar facilities primarily serving
R E ditures for any dwelling
unit generally are not 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-
fenditures was entered into, before January

. 1987).

(See item 2., above, for further details of
S-year amortization provisions.)

Depreciation

Buildi i
would be depreciated over 28 years using a
method equivalent to 112 percent declining
balance.

ludine low.i h

S-year amortization of rehabilttation ex-
penditures
The election would be repealed. Expendi-
tures for low-income housing would ﬁ re-
covered in accordance with the applicable
depreciation schedules.

Depreciation

Very low-income housing (at least 40% of
the units occupied by tenants with incomes
of 60% or less of area median income) may
be depreciated over 20 years using the 200%
declining balance method. Other low-in-
come housing ((a) either at least 20% of the
units ied with i of
70% or less of area median income, or (b) at
least 26% of the units occupied by tenants
with incomes of 80% or less of area median
income) may be depreciated over 30 years
using the 200% declining balance method
Housing other than low-income housing is
depreciated over 30 years using the straight-
line method.

stantially rehabilitated are eligible for the
credit. Substantial rehabilitation is defined
as rehabilitation expenditures made over a
two-year period (or five-year period in the
case of rehabilitation conducted subject to a
comprehensive plan) of at least 22.5% of the
acquisition cost of the project (other than
for the cost of land). The cost of rehabilita-
tion and isition allocabl low-i

units is eligible for the credit.

Comparable to the treatment of multi-
family rental housing bonds, there ia no
volume limitation or “trade-in” require-
ment for low-income housing credits.

Definition of low-income houstng

5-year amorti of rehabilitation ex-
nd|

pendttures
Eliminates scheduled expiration and re-
places $20,000 and $40,000 ate ex-
penditure limits with a single $30,000 limit

Low-i housing eligible for the credit
is defined as follows:

(1) At least 20 percent of the housing
units in each project is occupied by
individuals having incomes of less than
50 percent of the area median income

(ii) Income determinations are made
with adjustments for family size

(i31) alification as a low-income

tenant is determined on a continuing
basis.
(iv) The gross rent paid by families in
units qualifying for the credit may not
exceed 30% of the applicable qualifying
income for a family of its size.

Restriction on tax-exempt financing

A project i8 not eligible for the credit if
anfr part of the project is financed with
obligations on which the interest is exempt
from tax under Code section 103 This re-
striction applies as long as any of those
obligations remain outstanding

A limited exception is made for certain
existing federally assisted projects on which
tax-exempt bomé remain outstanding

Federally assisted housing

Unless otherwise specifically provided,
projects receiving Federal grants, loans, or
rental assistance are not eligible for the
credit. A Federal guarantee does not consti-
tute Federal assistance that would preclude
a project from credit eligibility

(i) An exception to the Federal assistance
restriction is provided for new construction
or substantial rehabilitation of properties
receiving assistance under the Urban De-
velopment Block Grant program, the Com-
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3. Tax credit for low-income
rental housing (cont.)

munity Development Block Grant program,
and Housing Development or Rental Reha-
bilitation programs. Projects receiving as-
sistance under these programs must exclude
such assistance from the basis on which the
low-income credit is allowable.

(ii) Another exception is provided for new
construction or substantial rehabilitation of

roperties receiving assistance under the

{Ugsection 8 moderate rehabilitation pro-

gram or the FmHA section 515 program
Projects receiving assistance under these
programs, however, are only eligible for
credits on units occupied by tenants with
incomes of 50 percent or less of area medi-
an Section 8 payments may not exceed
certain specified amounts on all property
eligible for the credit.

(1iiXA) A final exception to the Federal
assistance restriction is provided for newly
acquired existing property receiving assist-
ance under HUD's section 8, section
221(dXx3) or, section 236 programs, or
FmHA's section 515 program Such proper-
ty must have 50 percent or more of the units

ied by t ts with i of 50 per
cent or less of area median income.

All residential rental units in such

rojects are eligible to be included in the
Eﬂsis on which the credit is allowed

The credit rate is one-half the rate other
wise applicable to units occupied by tenants
with incomes of 50 percent or less of area
median income

Generally, a project eligible for this ex
ception may not be placed in service within
15 years o{iw having last been placed in
service, and section 8 payments may not
exceed certain specified amounts on proper
ty eligible for the credit.

(B) Exception to substantial rehabilitation
requirement.—Existing property receiving
asgistance under HUD section 8, section
221dX3), section 236, or FmHA section 515
and described in (iiiXA), above, is excepted
from the substantial rehabilitation require-
ment (Generally, existing property (and the
acquisition cost of existing property) is only
eligible for the credit ifsuismnlial rehabili-
tation is performed after acquisition.)

At-rigk limitation
The amount of the credit is subject to an
at-risk limitation similar to the investment

tax credit at risk rules in the case of nonre-
course financing.
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3. Tax credit for low-income
rental housing (cont.)

An exception is provided for certain lend
ers related to the buyer of the low income
housing property. Another exception is pro-
vided for financing (including seller financ-
ing) not in excess of 60 percent of the basis
of the property that is lent by charitable
and social welfare organizations whose ex-
empt pur) includes fostering low income
housing The credit is recaptured if the fi
nancing provided by such organizations is
not repaid with interest by the end of the
I5-lyear credit compliance period (described
below).

Compliance requirements

Projects are required to comply with the
low-income occupancy requirement for at
least 15 years.

Failure to meet the minimum low-income
occupancy requirement during the 15year

riod triggers a recapture of the credit

e credit 18 recaptured fully for violations
during the first ten years, and recaptured
partially for violations in years 11-15

Failure to meet the low-income occupancy
requirement upon which the maximum
credit i8 based (while still satisfying the

ini low-i 'y require-
ment) results in a reduction of the credit for
the year of the violation.

Transferability

Credits may be transferred to new pur-
chasers of a project during the period for
which the property is eligible to receive the
credit, wit| &i new purchaser “‘stepping
into the shoes” of the seller, both as to
credit percentage, basis, and liability for
compliance and recapture

Coordination with other provisions

The credit is subject to the rules of the
general business credit, including the maxi-
mum amount of income tax liability that
may be reduced by a general business tax
credit in any year. Unused credits for any
taxable year may be carried back to each of
the three pi ing taxable years and then
carried forward to each of the 15 following
taxable years.

For purposes of the rules in the amend
ment limiting passive loss deductions, the
credit (but not other losses from the project)
is treated as arising from rental real estate
activities in which the taxpayer actively
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3. Tax credit for low-income
rental housing (cont.)

participates, and is subject to the limita-
tions imposed on tax credits from such ac-
tivities

The basis with respect to which credits
are allowed is reduced to reflect any reha-
bilitation credit for which the project is
eligible.

The basis of a project for depreciation 18
not reduced by the amount of low-income
housing credits claimed

A more generous low-income housing
credit is provided for one specific project
{Columbia Point, Boston, Massachusetts).

Effective date.—Effective for property
placed in service after December 31, 1986

F. Merchant Marine Capital
Constructinn Fund (sec. 233
of the louse bill)

Taxpayers are entitled to deduct certain
amounts deposited in a capital construction
fund. Earnings from the investment or rein-
vestment of amounts in a capital construc-
tion fund are excluded from income.

A nonqualified withdrawal generates in-
come to the taxpayer, subject to interest
payable from the time the amount with-
drawn was reported.

The rule providing special tax treatment
forﬂlca ital construction funds wonld be re-
pealed.

Effective date.—No tax-free contributions
to capital construction funds could be made
after December 31, 1985, except with re-
spect to vessels the taxpayer owned on Jan-
uary 1, 1986, or vessels with respect to
which the taxpayer performs a ial

The rules providing special tax treatment
for capital construction funds are retained,
but dified to di the licati
of the Internal Revenue Code with the Mer-
chant Marine Act: the maximum rate of tax
is imposed on nonqualified withdrawals, the
Secretaries of Transportation and Com-

amount of construction or reconstruction
before January 1, 1986. Amounts remaining
in a capital construction fund on January 1,
1996, would be treated as withdrawn at t|
time.

merce are uired to make reports to the
Secretary of Treasu, regardin{ monies in
b funds. A taxpayer whose fund bal ex-

ceeds the amount appropriate for the vessel
construction program that was determined
when the fund was established must devel-
op appropriate ?‘rogram objectives within 3
years or treat the excess as a nonqualified
withdrawal. 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 the 11th year and
ending with 100 percent in the 15th year

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

Same as present law
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Present Law

President’s Proposal

House Bill

Senate Amendment

]

A. Individual Capital Gains (sec. 241
of the House bill and secs. 401 and
402 of the Senate amendment)

An individual may deduct from gross in-
come 60 percent of net capital gain (the
excess of net long-term capital gain over
any net short-term capital loss). Since the
maximum regular individual tax rate is 50

rcent, the deduction means that net ca|
ial gain i8 taxed at a maximum rate of 20
percent. The alternative minimum tax,
which applies only if greater than the regu-
lar tax, is also 20 percent. Thus, although
the deducted portion of capital gains is a
preference item, the alternative minimum
tax does not increase the maximum rate on
net capital gain,

50 percent of an individual's net capital
gain would be deductible. Since the highest
regular tax rate for individuals would be 35
percent, the highest rate applicable to such
net capital gain would be 1% percent. How-
ever, taxpayers subject to the alternative
minimum tax would be potentially subject
to a 20 percent rate on net capital gain.

Effective date.—July 1, 1986. A taxpayer
with a fiscal year that includes but does not
begin on July 1, 1986 would use a blended
percentage deduction for sales at any time
during the year 1986.

42 percent (50 percent in 1986) of an indi
vidual's net capital gain is deductible Since
the highest regular rate for the individuals
i8 38 percent, the highest rate applicable to
such net capital gain is 22.04 percent The
alternative minimum tax does not increase
the maximum rate on net capital gain.

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

The capital gains deduction is repealed
The maximum rate on long-term capital
gains of individuals (including all long-term
capital gains recognized at any time during
calendar year 1987) will not exceed the max-
imum individual rates that become effective
July 1, 1987. (See Part 1 A. 1., above)

Effective date.—Taxable years beginning
after December 31, 1986 A targeted transi
tion rule i8 provided

B. Carporate Capital Gains (sec. 302
nf the House bill)

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

Same as present law.

The alternative tax on corporate net cap-
ital gain is re, led. Thus, corporate net
capital gain is taxed at regular corporate
rates (i.e., a maximum of 36 percent).

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

ursuant to a sale that was made on or

fore September 25, 1985, or that was pur-

suant to a written binding contract in effect
on that date.

Same as present law

C. Incentive Stock Options (sec. 411
of the Senate amendment)

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

In order for options to qualify as incentive
stock options, among other requirements,
the options must be exercisable in the order
they are granted. Also, the employer may
not in any one year grant the employee
such options to acquire stock with a value
(at the time the option is granted) of more
than $100,000 (increased by certain carry-
over amounta).

No provision.

No provision

The requirement that the options be exer
cisable in the order granted is repealed

The $100,000 limitation is modified so
that an employer may not, in the aggregate,
grant an employee incentive stock options
that are first exercisable during any one
calendar year to the extent the aggregate
fair market value of the stock (at the time
the options are granted) exceeds $100,000

Effective date. —Options issued after 1956

*See also Part IV for certain agriculture, timber, energy and natural resources provisions
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Present Law

President’s Proposal
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Senate Amendment

. Straddles
1. Mark-to-market system (sec.
121 of the Senate amendment )

Section 1256 contracts (regulated futures
cantracts, certain listed options, and for-
ward contracts traded in the interbank
market) are marked to market at the close
of the taxable year, with gain taxed as 60-
percent long-term and 40-percent short-
term for a maximum tax rate of 32 percent.
The mark to market rules do not generally
apply to hedging transactions, except in the
case of certain syndicates

No provision

No provision

Gains under the mark-to-market regime
are taxed as 100 percent shart-term capital
gains (two-thirds short-term capital gains
during 1987), for a maximum tax rate equal
to the top individual rate. (See Part I. A 1.,
above).

Effective  date.— Positions  established
after December 31, 1956

2. Year-end rule for qualified
covered ralls (sec. 422 of the
Senate amendment)

A loss-deferral rula applies to a straddle
consisting of stock offset by an option, sub-
ject to an exception for qualified covered
call options. However, the qualified covered
call exception is denied to a taxpayer who
fails to hold stock for 30 days after the
related call option is disposed of at a loes,
where gain on sale of the stock is included
in the subsequent year.

No provision.

No provision

The qualified covered call exception is
denied, and the loss-deferral rule is thus
applied, to cases in which it is the stock that
is sold at a loss, and the related option that
is not held for 30 days thereafter and the
gain on which is included in the subsequent
year This is the converse of the situation
addressed under present law.

Effective  date.—Positions  established
after December 31, 1986

3. lledgmg eltepllon (sec 423 of
the Senate

Excepl in the case of certain syndicates,

transactions are not subject to ei-
lher the mark to market rules or the year
end loss deferral rules (described in items 1.
and 2., above).

No provision

No provision.

The exceptions from the mark to market
and loss deferral rules for certain hedging
transactions are repealed for dealers, except
for dealers in agricultural or horticultural
commodities (other than trees which bear
fruit or nuts). (Floor amendment by Sen
Evans, adopted by voice vote )

Effective  date —Positions  established
after December 31, 1986
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Senate Amendment

]

A. Agricultural Provisions
1. Special expensing provisions

a. Soil and waler conserva-
tion expendilures (sec. 922
of the House bill and sec.
701 of the Senale amend
menl)

b. Fertilizer and soil condi
fioning expendifures (sec.
921 of the House bill)

¢. Land clearing expendifures
{sec. 921 of the House bill
and sec. 702 of the Senate
amendment)

(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 income de-
rived from farming.

(b) Certain expenditures incurred for fer-
tilizer 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 $5,000
or 25 percent of taxable income from farm-
ng

(a) Repealed

Effective date.—Expenditures after De-
cember 31, 1985.

(b) Repealed

Effective date.—Expenditures after De-
cember 31, 1985.

{c) Repealed

Effective date. —Expendllures after De-

cember 31, 1985

(a) Retain provision, but limit it to im-
provements consistent with USDA (or State)
soil or water conservation plans

Effective date. —Expenditures after De-
cember 31, 1985.

(b Repealed

Effective date.—Expenditures after De-
cember 31, 1985,

(c) Repealed

Effective date —Expenditures after De-
cember 31, 1985.

fa) Same as 1louse bil!

Effective date.—Expenditures after De-
cember 31, 1986.

(b) No provision

(c) Same as House bill

Effective date. —Expenditures after De-
cember 31, 1985. (As modified by floor
d S b and

K
B
Boren, adopuecrby voice vote )

2. Dispositions of converted wet-
lands and highly erodible
croplands (sec. 923 of the
tlouse bill and sec. 703 of the
Senate amendment)

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 123rmets (real
property and depreciable personal property
used in a trade or business and held for
more than 6 months) during the year exceed
losses on such sales. If losses on section 1231
assets exceed gains, the net loss is an ordi-
nary loss

No provision.

Provides that gain on the disposition of
converted wetland or highly erodible crop-
land is treated as ordinary income, and any
foss on the disposition l?’zmch property is
treated as a long-term capital loss.

Effective date.—Dispositions of land con-
v;gtged to farming use after December 31,
1

Same as House bill

Effective date.—Dispositions of land con-
verted to farming use after March 1, 1956

3. Preproductive perlod

penses of farmers

a. In general (sec. 905 of the
House bill and sec. 302 of
the Senate amendment)

ex-

The Code and regulations provide excep-
tions from the otherwise applicable tax ac-
counting rules for certain farmers. For
example, certain farmers may elect to use
the cash method of accounting when the
accrual method otherwise would be re-
quired, and may use simplified inventory
methods if an accrual method is adopted.
Most farmers use the cash method of ac-
counting, and therefore, do not capitalize
preproductive period expenses

In general, farmers would be subject to
the uniform capitalization rules generally
applicable to producers of property (see
VIILD., below) if the plant or animal pro-
duced had a preproductive period of 2 years
or longer.

Effective date.—Costs incurred after De-
cember 31, 1985,

Farmers (including growers of nursery
stock and ornamental trees (but not timber
(see B., below)) are subject to lhe “uniform

italization rules g M bl

producers of pmperty (see VII1 D, below) if
the plant or animal has a ﬂreproductlve
period of more than 2 years However, cer-
tain farmers (in general, thoee not required
to use the accrual method of accounting
under present law and those not part of
a farming syndicate) may elect to deduct
currently preproductive period costs. Tax-
payers maflng this election must recapture
these costs as ordinary income on disposi-
tion of the product, and must use nonincen-
tive depreciation on all farm assets placed
in service in any year the election is in
effect.

Effective date —Costs incurred after De-
cember 31, 1985.

- Retains present law
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b. Expenses relating to grove,
orchard, and vineyard
crops (sec. 905 of the
House bill and sec. 705 of
the Senate omendment)

Prepayments of farming ex
penses (sec. 701 of the Senate
amendment)

Treatment of certain plant va-
riety protection certificates as
patents (sec. 925 of the House
bill)

Costs incurred in planting, cultivating,
maintaining, or developing citrus or almond
groves before the end of the fourth taxable
year after planting must be capitalized.
Farming syndicates must capitalize plant-
ing and maintenance costs incurred with
respect to other orchard or grove crops or
vineyard crops until production of commer-
cial quantities begins. However, if an or-
chard, grove, or vineyard is lost or damaged
by reason of freezing temperatures,
drought, disease, pests, or casualty, other-
wise deductible replanting and mainte-
nance costs are currently deductible if the
taxpayer replants the same property

Persons engaged in the trade or business
of farming (not including timber growers)
generally are permitted to use the cash
method of accounting. However, farm syndi-
cates 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

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 Variety Protection
Act which extends protection to developers
of sexually propagated plant varieties simi-
lar to those provided to patent holders.

No provision

No provision.

No provision

Replanting and maintenance costs in-
curred following loss of nr damage to an
archard, grove, or vineyard of the taxpayer
by reason of freezing temperatures, etc. are
currently deductible even though replant-
ing does not take place on the same proper-
ty Thos, costs incurred at a different
location (although not in excess of the origi-
nal acreage) but by the same taxpayer may
qualify

Effective date.—Costs incurred after De-
cember 31, 1985

No provision

Provides that the term “patent” includes
a plant variety pratection certificate for
purposes of the provision allowing capital
gains treatment on certain dispositions of
patents

Effective date —Dispositions after Decem-
ber 31, 1985

. Recaplure inrome on install

ment sales of farm ir
equipment (sec. 313
Senale amendment)

gation
of the

In an installment sale of depreciable real
or personal property, all depreciation recap-
ture income under sections 1245 and 1250 is
recognized in the taxable year of the dispo-
sition, whether or not principal payments
are received in that year. Any gain in excess
of the depreciation recapture income is
taken into account under the installment
method.

Nao provision

No provision

The present law rules allowing a deduc
tion for costs incurred following loss or dam
age due tu freezing tenmiperatures, etc is
extended to persans other than the person
who owned the grove, orchard, or vineyard
at the time of the loss or damage, provided
(1) the taxpayer who owned the property at
such time retains an equity interest of more
than 50 percent in the property, and (2) the
person claiming the deduction owns part of
the remaining equity interest and material-
ly participates in the replanting and main
tenance of the property

Effective date —Costs incurred after date
of enactment.

Farmers (not including tunber growers)
vsing the cash method of accounting may
not deduct any amount paid for feed, seed,
lertilizer or ut{\er supplies prior to the year
in which svpplies are used or consumed to
the extent that more than 50 percent of the
expenses incurred in the trade or business
are prepaid

Effective date. —Prepayments made on or
after March 1, 1986.

Na pravision

Depreciation recapture income resulting
from an instaliment sale of equipment used
to irrigate farmland is recognized under the
rules in effect prior to the Deficit Reduction
Act of 1984 Accordingly, any depreciation
recapture with respect to such equipment s
recognized as gan is recognized under the
nstallment method rather than entirely 1
the year of sale
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Present Law

President's Pruposal

fiouse Bl

e ————
Senate Amenontent

7. Discharge of indebtedness in-
come for certain farmers (sec.
706 of the Senate amendment)

K. Income averaging for agricul
tural producers (sec. 141 of
the Ilouse hill and sec. 141A of
the Senate amendment)

If a solvent taxpayer receives income
from discharge of trade or business indebt-
edness, the taxpayer may exclude the in-
come if an election to reduce basis in
depreciable property is made. If the amount
of the indeglednesa forgiven exceeds the
taxpayer's available basis, income must be
recognized to the extent of the excess.

b

If an insolvent taxpayer has discharge of
indebtedness income, the taxpayer may ex-
clude the income to the extent of his or her
insolvency. The taxpayer's tax attributes
(e g., net operating loss and investment
credit carryovers) and basis in property are
reduced by the amount of the excluded in-
come. However, the taxpayer's aggregate
basis in his or her assets may not be reduced
below the amount of the taxpayers remain-
ing undischarged liabilities If discharge of
indebtedness income exceeds the taxpayer's
available tax attributes and basis, tax on
the excess is forgiven.

No provision

No provision

Income arising from discharge of indebt-
edness owed by a farmer to an unrelated
lender is treated as income realized by an
insolvent taxpayer, if the debt was incurred
to finance the production of agricultural
products or i8 otherwise related to the
farming business and is secured by farm-
land or farm assets. Thus, discharge of
indebtedness income is forgiven after reduc-
tion of tax attributes and basis (including
basis in farmland). (As modified by floor
amendment by Senators Kassebaum and
Boren, adopted by voice vote )

Effective date.—Discharges of indebted
ness after April 9, 1986

An eligible individual (i.e., one who has
been self-supporting and a U.S citizen or
resident during the past three years) may
elect to have a lower marginal rate apn!y 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.

Income averaging is repealed

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

Same as House bill, except see A 6,
above, for an exception for farmers

9. Agricultural wages subject to
FUTA (sec. 707 of the Senate
améndment)

FUTA tax applies to wages of workers in
agricultural operations having a quarterly
payroll of at least $20,000 with 10 or more
employees in 20 weeks of the year

No provision

No provision.

See, XVII. D4, for a special rule lor
FUTA treatment of wages paid in agricul
tural operations







Present Law

President's Proposal

Mouse i)

Senate Amendment

8. Timber Pro
1. Preproductive period ex
penses of growing timber (see.

911 of the House bill and sec.

02 of the Senate amendment)

2. Reforestation expenses (secs.

211 and 911 of the House bill)

J. Capital gains for timber (sec.
912 of the Hlouse bill)

Some costs of producing timber, such as
planting costs and costs incurred helore the
seedlings are established, must be capital-
ized and recovered when the timber is sold
Most other costs generally may be deducted
currently

Taxpayers may amortize over a T-year
period up to $10,000 of reforestation expend-
itures incurred in each taxable year

A 10-percent tax credit is allowable for
these expenditures.

The uniform capitalization rules, includ-
ing the interest capitalization rule (see, V111
D, below), would apply to timber Thus, all
costs of planting and growing timber would
be accumulated and deducted when the tim-
ber is sold

Effective date.—Growing costs attributa-
ble to timber planted before 1986 would be
subject to capitalization under a 10-year
phase-in rule (10 percent of such costs in-
curred in 1986 would have to be capitalized,
20 percent in 1987, etc.).

The 7-year amortization and tax credit
provisions would be repealed

Effective dale —Expenditures after De-
cember 31, 1985.

Timber royalty income 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 tim-
ber) may elect to treat the cutting of timber
as a sale or exchange qualifying for capital
gains treatment To qualify, the timber (or
cantract cutting right) must be held for 6
months prior to cutting

Capital gains treatment would be phased
out ogrer 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 thereafter
For corporations, the tax rate would in-
crease to 30% in 1986, 31% in 1987, 32% in
1988, and such gains would be taxed at
nrdmﬂry corporate rates th ft

Same as President's proposal, except
qualified small timber producers (taxpayers
with 75,000 acres or less) may elect to amor-
tize costs otherwise required to be capital-
ized as a result of the bill over a period of 5
years. The benefit of the election is phased
out at a rate of 4 percent for each 1,000
acres (or part thereof) of timberland in ex-
cess 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.—Costs incurred after De-
cember 31, 1985. The capitalization of costs
attributable to timber planted before 1986 is
phased in over a 5-year period.

Same as President’s proposal

Effective date.—Expenditures after De-
cember 31, 1985

(a) Repeals capital gains treatment for
timber on Federal lands, effective January
1, 1986

(b) Repeals capital gain treatment for or-
namental trees, effective January 1, 1986

(c) An alternative corporate tax rate of
30% in 1986, 31% in 1987, and 32% in 1988
is provided for capital gains on timber Such
galns are taxed at ordinary capital rates

fter (36% under the House bill).

Retains present law for producers of tim
r

Retains present law

Retains present law llowever, the
changes made to the individual capital
gains rules (see 111 A ) also apply to capital
gains for timber.






Iem

Present Law

President’s Proposal

House Bill

Senate Amendment

. Oil, Gas and Geothermal Prop-

. Intangible drilling cns(s (sec,
251 of the Nouse hill and sec.
715 of the Senate amendment)

0. General rule

b. Treatment of foreign 1DCs

(a) Intangible dnlling 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 J)roduceru, 80%
of IDCs may be expensed and the remaining
20% must be amortized over a 36-month
period beginning with the month the costs
are paid or incurred.

Costs with respect to a nonprodactive well
("dry hole”) may be deducted currently by
any taxpayer in the year the dry hole is
completed.

(b) 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, including rules
for integrated producers, with respect to
domestic 1DCs incurred prior to commence-
ment of the installation of the production
string of casing (“‘casing point”).

1 incurred at, or subsequent to, the
casing point are to be amortized over a 26
month period, beginning in the month paid
on incurred These costs are not subject to
the 20 percent reduction for integrated pro-
ducers.

As under present law, unrecovered IDCs
with respect 10 a dry hole can be deducted in
the year the dry hole is completed

Effective date.—Costs paid or incurred
after December 31, 1985.

(b) IDCs incarred outside of the United
States are recovered

(i) over a 10-year, straight-line amor-
tization schedule, or

(ii) at the election of the operator, as
part of the basis for cost depletion.

Effective date.—Costs paid or incarred
after December 31, 1985,

(a) Retains present law

(b) Same as House bill

Effective date.—Costs paid or incurred
after December 31, 1986 (other than with
respect to certain licenses for North Sea
development).
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Present Law

President’s Praposal

House Bill

Senate Amendment

2. Depletion for oil, gas, and geo
thermal properties (secs. 252-
251 of the House bil)

a. General rule

b. Treatment of bonuses and
adrance royalties

3. tiain on disposition of interes.
in oil, gas or geothermal prop
erty (sec. 213 of the llouse
hilh)

1. Windfall profit tax exemption
for certain exchanges af crude
oil (sec. 255 of the llouse bill)

(a) Depletable costs with respect to oil and
gas properties must be recovered using
whichever of two methods provides the
higher deduction: cost depletion or percent-
age depletion

Under cost depletion, the fraction of de-
pletable costs recovered is equal to the ratio
of hydrocarbons producedeﬂuring the tax-
able year to total remaining reserves

Under percentage depletion, 15% of the
taxpayer’s gross income is8 allowed as a de-
duction in any taxable year, not to exceed (i)
50% of net income for the property, or (ii)
65% of overall taxable income.

Percentage depletion for oil and gas prop-
erties is limited to independent producers
and royalty owners for up to a daif;' produc-
tion of 1, barrels of crude oil or the
equivalent production of natural gas.

Geothermal properties are treated simi-
larly to oil and gas wells, but are not subject
to the 65% or 1,000 barrels per day rules.

(b) Percentage depletion is available with
respect to oil and gas lease bonus or advance
royalty payments

Expensed intangible drilling costs in-
curred after 1975 are recaptured as ordi-
nary income to the extent of the excess of
such costs over the amount that would have
been deducted if the costs had been capital-
ized and deducted through depletion

An excise tax (the crude oil windfall profit
tax) is imposed 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

{a) Phase out percentage depletion for
most oil, gas, and geothermal properties
over a 5-year period, by reducing depletion
rate 3 percentage 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 Decem-
ber 31, 1985.

(b) No provision

All gain would be treated as ordinary
income

No provision

(a) Same as President’s proposal, except
that it phases out percentage depletion for
oil, gas, and geothermal properties over a 3-
year period, by reducing depletion rates 5
percenmge ints in each year. Also, per-
centage depletion is retained for oil and gas
stripper wells owned by both independent
producers and royalty owners

Cost depletion is not indexed.

Effective date.—Production after Decem-
ber 31, 1985

(b) Denies percentage depletion for lease
b d royalty payments, or
other payments made without regard to
actual production from an oil, gas, or geo-
thermal property

Effective date.—Janaary 1, 1986

Expensed intangible drilling costs and de-
pletion which reduced basis are recaptured
as ordinary income.

Effective date.—Dispositions of property
placed in service after December 31, 1985,
unless acquired pursuant to a written con-
tract binding on September 25, 1985

An exemption is provided for certain oth-
erwise taxable crude oil which is exchanged
for an equal amount of residual fuel oil, to
be used in enhanced recovery processes on
the producing property. Only crude oil at-
tributable to an operating mineral interest
qualifies for the exception.

No depletion deduction (including cost or
percentage depletion) is allowed with re-
spect to crude oil qualifying for the excep-
tion.

Effective dote.—Residual fuel oil used,
and crude oil removed, after the date of
enactment.

4+

(a) Retains present law

(b) Retains present law

Retains present law

Retains present law
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Item

Present Law

President’s Proposal

llouse Bill

Senate Amendment

D llard Minerals

I. Exploration and development
costs (sec. 262 of the House
bill and sec. 716 of the Senate

amendment)

a. Genernl rule

b. Foreign exploration costs

(a) Exploration and development costs as-
sociated with mines and other hard mineral
deposits may be deducted currently at the
election of the taxpayer Exploration (bot
not development) costs which have been
deducted currently either (1) are applied to
reduce depletion deductions, or (2) at the
taxpayer's election, are recaptured in in-
come once the mine begins production, and
then recovered as a depletable expense.

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
costs are paid or incurred), with an invest-
ment tax credit for domestic costs

(b) Foreign exploration costs must be cap-
italized to the extent the taxpayer's foreign
and domestic exploration costs exc
$400,000

(a) Retains present law

(b) Retains present law

{a) Same as present law, but requires
recapture of both expensed development
and exploration costs at the time the mine
begins production Recaptured amounts,
and development costs incurred after the
mine begins production, are recovered in
the same manner as depreciable property in
Class 1 (3-year recovery period).

The 20 percent of corporate exploration
and development costs that is expensed is
recovered in the same manner as deprecia-
hle property in Class 2 (5-year recovery
period), beginning in the year that costs are
paid or incurred.

Effective date.—Costs paid or incurred
after December 31, 1985.

(b) Foreign exploration and development
costs are recovered
(i) over a 10-year, straight-line amor-
tization schedule, or
(it) at the election of the taxpayer, as
part of the basis for cost depletion

Effective date—Cost paid or incurred
after December 31, 1985.

(a} Retains present law

(b) Same as House bill

Effective date —Costs paxd or incurred
after December 31, 1986

2. Percentage depletion of hard
mineral deposits (sec. 261 of

the House bill)

Depletable costs with respect to hard min-
eral deposits must be recovered using the
greater of—

(i) cost depletion, or
(i1) percentage depletion at the appli-
cable statutory rate for the mineral

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 adjusted
basis (determined without regard to the de-

pletion deduction for that year), is reduced
y 15 percent.

Phases out percentage depletion of hard
mrnerals ratably over a 5-year period

The basis for cost depletion of hard miner-
als would be indexed for inflation.

Effective date.—Production after Decem-
ber 31, 1985.

With the exceptions below, mineral deple-
tion rates are phi down ratably to 5
percent in 1988. Minerals having a 5-per-
cent present-law rate (e.g , sand, gravel, and
certain clay) are phi down ratably to 0
in 1988. In conjunction with these changes,
the 50 percent of net income limitation is
phased down ratably to 25 percent.

Present law depletion (rate and net in-
come limitation) is retained for
(i) minerals used to produce fertilizer
or animal feed (“agricultural miner-
als™), and
(ii) dimension stone.

Effective date.—Production after Decem-
ber 31, 1985

Retains present law
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I'resent Law

President’s Proposal

House Bill

Senate Amendment

]

3. t:ain on dispasition of interest
in mining property (sec. 262 of
the 1louse bill)

Adjusted exploration expenditures (gen-
erally amounts expense in excess of
amounts which would have been deducted if
the costs had been capitalized) are recap-
tured as ordinary income.

All gain would be treated as ordinary
income

Expensed exploration and development
expenses and depletion which reduced basis
are recaptured as ordinary income.

Effective date.—Dispositivns of property
placed in service after December 31, 1985,
unless acquired pursuant to a written con-
tract binding on September 25, 1985.

Retains present law

1. Royalty income from coal and
domestic iron ore (sec. 242 of
the ttouse bill)

Royalties on dispositions 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 min-
mny
%spiml gain treatment does not apply to
(i) income realized as a co-adventurer, part-
ner, or principal in the mining of coal or
iron ore, or (ii) certain related party trans-
actions

If capital gain treatment applies, the roy-
alty owner is not entitled to percentage
depletion with respect to the same coal or
iron ore.

Phase out capital gain treatment over a 3-
year period beginning January 1, 1986

Effective dote.—For individuals, the ex-
clusion rate on capital gains from coal and
domestic iron ore royalties 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 gains
would increase to 30% in 1986, 31% in 1987,
32% in 1988, and would be taxed at ordi-
nary corporate rates thereafter (33% under
the proposal).

Same as President’s proposal.

Effective date.—Fur individuals, the ex-
clusion rate on capital gains from coal and
domestic iron ore royalties is reduced to
30% 1n 1986, 20% in 1987, 10% in 1988, and
0 percent thereafter. For corporations, the
tax rate on such capital gains increases to
30% in 1986, 31% in 1987, 32% in 1988, and
is taxed at ordinary corporate rates there-
after (36% under the House bill).

Retains present law lowever. the
changes made tu the individual capital
gains rules (sec 111 A ) also apply to capital
gain royalty income

E. Energy-Related Tax Credits and
Other Incentives

1. Residential renewable energy
tax credil (sec. 271 of the
House bill)

A 40-percent tax credit was allowed on
the first $10,000 spent through 1985 for
renewable ener roperty, i e., solar, wind
and geothermal ($4,000 maximum credit).
Unused credits may be carried over through
1987 Eligible equi and parts included
those necessary to transmit or use geother-
mal energy.

Would retain present law, i.e., credits ex-
pired after 1985.

The solar energy tax credit is extended
for three years at reduced credit rates—
30% in 1986 and 20% in 1987 and 1988
Expenditures for solar hot water property
are limited to $5,000 The credit is not to be
used to create a sun room, greenhouse, or
similar structure.

Same as President’s proposal
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’7 Present Law

R, LI, asivassca s, naver

President's Proposal

House il

|

Senate Amendment

Business energy lax credits
(sec. 272 of the House hill and
sec. 711 of the Senate amend
ment)

n. Credit allowed

b. Exlension of energy fax
credil for chlor-alkali
eleclrolylic cells (sec. 711
of Senate amendmeni)

c. Affirmalive commilmenl
rules

fa) The business energy tax credits were
available in addition to the investment tax
credit

Solar, wind. geothermal and vcean thermal
property:
15-percent credit through 1985,

Interctty buses and biomass property:
10-percent credit through 1985.

Small-scale hydroelectric projects:
11-percent credit through 1985

(b) Modifications to chlor-alkali electro-
Iytic cells (an item of specially defined ener-
gi' property in LR.C. sec. 48(Ix5XM)) was
eligible for the 10 percent energy tax credit
through 1982.

(c) The expired 10-percent credit for cer-
tain alternative energy property continues
to be available for long-term projects which
meet rules requiring (1) completion of engi-
neering studies and application for all re-
quired permits before 1933, (2) binding
contracts for 50% of special project equip-
ment before 1986, and (3) project completion
before 1991

The 11-percent credit for small-scale hy-
droelectric projects is available through
1988 for projects which had been docketed
by the Federal Energy Regulatory Commis-
sion before 1986

Would retain present law, i.e., credits ex-
pired after 1985.

{b) No provision.

(c) Present law affirmative commitment
rules (including hydroelectric) would be re-
tained

(aX1) Extends solar energy credit rate at
15% 1n 1986, 12% in 1987 and K% in 1988

(2) Extends geothermal energy credit rate
at 15% in 1987 and 10% in 1987 and 1988

(3) Retains 1985 expiration for ocean ther-
mal property

(4) Retainsg 1985 expiration for wind and
biomass property

(5) Retains 1985 expiration for buses and
small-scale hydroelectric projects

(b) No provision

(c) Consistent with the general transition-
al rules applicable to repeal of the general
ITC, (1) allowable energy credits are spread
ratably over 5 years (i.e., 20% of the credit
in each of 5 years), and (2) a full basis
adjustment is required for the full energy
tax credit in the first taxable year

(ak1) Extends solar energy credit rate at
15% in 1986 and 12% mn 1987 and 1988

(2) Same as llouse bill

(3) Extends ocean thermal energy credit
rate at 15% in 1986- 1988

(4) Extends wind and biomass energy
credit rates at 15% in 19586 and at 10% in
1987

(5} Same as House bill

(b} The expiration date (n Code sec
46(bX2KAKvii)) is changed tu December 31,
1983

(c) Same as President’s proposal
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Present Law

President’s Proposal

House Bill

Senate Amendment J

1. Credit for fuels from noncon
al sources (sec. 273 of
the Ilouse bill.)

A tax credit is provided for the domestic
production and sale of specific fuels from
nonconventional sources. The credit applies
to eligible fuels sold after December 31,
1979, and before January 1, 2001, produced
from

(1) facilities placed in service after
December 31, 1979, and before January
1, 19490, or

(2) wells drilled after December 31,
1979, and before January 1, 1990, on
properties which first began production
after December 31, 1979.

The credit generull would be terminated
after December 3 ‘{

Under a lrunsn.mnul provision, the credit
would continue to be available for qualify-
ing fuel which is produced from a well
drilled, or facility completed, before Janu-
ary 1, 1986, and which is sold before Janu-
ary 1, 1990

1. Alcohol fuels credit and tax
exemptions; import duty (secs.
274-275 of the llouse hill and
secs. 713-714 of the Senate
amendment)

a. Alcohol fuels income tax
credit ond excise tax ex-
emption

b. Duty on imported alcohol
uels

(ax1) A 60cents-per-gallon (equivalent to
$25.20 per barrel of alcohol) credit is al-
lowed for alcohol mixed with gasoline, die-
sel fuel, or any special motor fuel, if the
mixture is sold or used as fuel The credit
also is provided for alcohol used in a trade
or business or sold at retail and placed in a
vehicle fuel tank Eligible alcohol includes
ethanol and methanol but not if made from
petroleum, natural gas, or coal (including
peat), or alcohol less than 150 proof Expires
after 1992

(2) An alternative 6-<ents-per-gallon
(equivalent to $25.20 per barrel of alcohol)
exemption from excise taxes on gasoline,
diesel fuel, and special motor fuels is provid-
ed for these fuels if they are mixed with at
least 10 percent alcohol. Eligible alcohol
may not be derived from petroleum, natural
gas, or coal

{b) A 60-cents-per-gallon (equivalent to
$25.20 per barrel of alcohol) duty is imposed
on alcohol 1mported into the United States
for use as a fuel. Expires after 1992

(ax1) After December 31, 1985, the alcohol
fuels tax credit would be available only for
alcohol fuels produced from facilities com-
pleted before January 1, 1986, and sold be-
fore January 1, 1993

(2) Would repeal excise tax exemption
after 1985.

(b) The present-law duty on alcohol im-
ported for use as a fuel would be retained

Terminates credit after December 31,
1985, except continues credit for methane
gas produced rom wood in facilities placed
in service before January 1, 1989, and sold
before January 1, 2001

(ax1) The 60-cents-per-gallon income tax
credit is repealed after December 31, 1985,

(2) Retains present law.

(b) Same as President's proposal

Retains present law

(aXl) Retains present law (Floor amend
ment by Senator Roth. adopted by voice
vote.)

i (2) Same as House bill (retains present
aw)l

(b) Same as President’'s proposal and
House bill, except allows duty-free entry
into the United States only for ethyl alcohol
produced in a CBI country or insular posses-
sion from source mawriarwhlch i8 the prod
uct of a CBI country, insular possession,
Israel free-trade area, or the United States
The change in the source material require-
ment would not apply, as of January 1, 1956,
to certain facilities which were either estub-
lished and operating (up to a maximum of
20 million gallons per year) or ready for
shipment to and installation 1n a CBI coun
try (up to a maximum of 50 million gallons
per year)
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Present Law

President’s Proposal

House Bill

Senate Amendment

5. Neat alcohol fuels (sec. 275 of
the llonse bill and sec. 712 of
the Senate amendment)

A 9cents-per-gallon (equivalent to $4 45
per barrel of alcohol) exemption from the
excise tax on special motor fuels is provided
for neat methanol and ethanol fuels which
are not derived from petroleum or natural
guﬂ A 4§ cents exemption (equivalent to

2.23 per barrel) is provided if the fuels are
derived from natural gas. Neat alcohol fuels
are at least 85 percent methanol, ethanol,
and other alcohol Expires after 1992.

The excise tax exemptions would be re-
pealed after 1985,

The 9-cents-per-gallon exemption is re-
duced to 6-cents-per-gallon (equivalent to
§2.9169 5r barrel), effective after December

1, 3

Same as House bill, except effective after
December 31, 1986.

6. Taxicab fuels tax exemption
(sec. 275 of the House bill)

A 4<ents-per-gallon partial exemption
from the motor fuels taxes (9 cents for gaso-
line and special motor fuels and 15 cents for
diesel fuel) was provided for fuels used in

ualifying taxicabs (through Sept. 30, 1985).
he exemption was effectuated throngh a
credit or refund (without interest).

No provision.

The 4-cents-per-gallon motor fuels tax ex-
emption for taxicabs is extended for the
period from October 1, 1985, through Sep-
tember 30, 1988 (the current expiration date
for all Highway Trust Fund excise taxes).

Retains present law (allows exemption to
expire).
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Present Law

President’s Propasal

House Bill

Senate Amendment —J

L .

A. At-Risk Rules (sec. 401 of the
House bill and sec. 1411 of the
Senate amendment)

The loss limitation at-risk rules limit the
losses in excess of income with respect to an
activity, which individuals and closely held
corporations may deduct, to the amount the
taxpayer has actually invested in the activi-
ty, including borrowed amounts to the ex-
tent the taxpayer is personally liable to
repay or has pledged other non-financed
property (except property used in the activi-
ty) as security, and has not borrowed the
funds from a person with an interest in the
activity other than as a creditor.

The investment tax credit at-risk rules
limit the cred:t base of property in an activi-
ty that is sub; to tha loes limitation at-
risk rules, and generally provide that non-
recourse debt is treate({ as an amount at
risk for investment credit purposes where
(1) it is borrowed from an unrelated com-
mercial lender, {2) the property is acquired
from an unrelated person, (3) the lender is
unrelated to the seller, and (4) the nonre-
course debt does not exceed 80 percent of
the credit base of the property

The at-risk rules apply to all activities
except the holding of real estate.

Applies the at-risk rules to real estate
activities

Effective dale —Pmperty acquired after
December 31,

The bill applies the at-risk rules to real
estate activities, but with an exception for
real estate losses providing that third party
nonrecourse debt borrowed from an unre-
lated commercial lender is treated as at risk
under rules similar to the present-law credit
at-risk rules (without the requirement limit-
ing the nonrecourse debt to 80 percent).

Effective date.—Property acquired after
December 31, 1985

Same as the House bill, except the third
party nonrecourse debt exception for real
estate losses applies notwithstanding that
(1) the lender is related to the taxpayer, and
(2) the taxpayer acquired the property frum
a related party.

(See alsn low-income housing credit at-
risk rules, Part 1l E 3 above.)

Effective date —Property acquired after
December 31, 1986 One transitional rule is
provided

B. Limitations on Losses and Credits
from Passive Activities (sec. 1401
of the Senate amendment)

Generally, present law does not limit the
use of deductions or credits from a particu-
lar business activity to offset income from
other activities, except in certain specific
instances (e g, the limitation on the deduc-
tion of net capital losses, and the rule that
research and development credits cannot
offset unrelated income in the case of an
individual).

No provision.

No provision.

(a) General rule. —

Deductions in excess of income (i.e losses)
from passive trade or business activities
generally may not offset other income such
as salary, interest, dividends, and active
business income. Deductions from passive
may offset income from passive

Credits from passive activities generally
are limited to the tax attributable to income
from passive activities

Disallowed losses and credits are carried
forward and treated as deductions and cred-
its from passive activities in the next tax-
able year

Disallowed losses from an activity are
allowed in full when the taxpayer disposes
of his entire interest in the activity in a
taxable transaction Credits are not so al-
lowed upon disposition

51



P = - | ajum
!m-ﬁmmn-f“r.- . _“'_. '

S | e
L-mr‘

-t:- .

oy vl

r— Tha -
4 owee an -
L Y |

-

-
L .-

o
— — —



Present Law

President’s Proposal

House Bill

Senate Amendment

11 Limitations on Losses and Credits
from Passive Activities (sec. 1401
of the Senate amendment.} (Cont.)

Applies to individuals, estates, trusts, and
personal service corporations. ('lusely held
corporations may not olfset portfolio income
wn[:opmuive losses and credits but may use
passive losses and credits to offset active
business income.

(b) Definttion of pussive activittes

Passive activities include (1) trade or busi-
ness activities in which the taxpayer (ar
spouse) does nat materially participate (i e
i8 not involved on a regular, continuous, and
substantial basis), and (2) rental activities
where payments are primarily for the use of
tangible property

Passive activities do not include working
interests in oil and gas properties in which
the taxpayer’s form of ownership does not
limit liability

(c) Rental reol estote. —

In the case of rental real estate activities
in which an individual actively participates,
up to $25,000 of losses (and credits in a
deduction-equivalent sensel from all such
activities are allowed each year against non
passive income of the taxpayer. The $25 000
amount is phased out ratably between
$100,000 and $150,000 of adjusted gross in-
came (determined without regard to passive
losses).

Low-income housing credits may be taken
under the $25,000 allowance (in a deduction-
equivalent sense) against non-passive in-
come without regard to whether the individ
ual actively participates

Effective date —Taxahle years beginning
after December 31, 1986, with a phase-in
rule

Investments made before date of enact
ment become subject to disallowance 35 per
cent in taxable years beginning in 1987, 60
percent in taxable years beginning in 1955,
80 percent in taxable years beginning in
1989, and 90 percent in taxable years begin
ning in 1990, and 100 percent in taxable
years beginning after 1990 (Floor amend
ment by Senator Mitchell. adopted by voice
vote, limited phase-in rule to investments
made prior to date of enactment )
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Present Law

President’s Proposal

House Bill

Senate Amendment

o

Nonbusiness Interest Limits (sec.
402 of the llouse bill and sec. 1421
of the Senate amendment)

1. General limitation

The deduction for investment interest of
noncorpora!e taxpayers is limited to the
sum of $10,000, plus net investment income,
plus certain deductible expenditures in ex-
cess of rental income from net lease prop-
erty

Other nonbusiness interest and business
interest generally is not subject to limita-
tion

Interest deductions not allowed due to
this limitation carry over to future years.

(a) The deduction for all nonbusiness
interest of noncorporate taxpayers would be
limited to the sum of $5000, plus net
investment income, plus certain deductible
expenditures in excess of rental income
from net lease property,

(b) Interest on debt secured by the
taxpayer's principal residence to the extent
of its fair market value would not be subject
to the limitation

(c) No provision

(a) The deduction for nonbusiness interest
of noncorporate taxpayers ia limited to
$10,000 (320,000 for joint returns), plus net
investment income, plus certain deductible
expenditures in excess of rental income
from net lease property.

(b) Interest on debt secured by the tax-
payer's principal residence and a second
residence of the taxpayer (to the extent of
their fair market value) is not subject to
limitation

(c) A residential lot is treated as a resi-
dence and up to 6 weeks of time-sharing of

residential properties is treated as one resi-
dence.

(6) The deductiun for investment interest
of noncorporate taxpayers is limited to net
investment income plus certain deductible
expenditures in excess of rental income
from net lease property Consumer interest
i not deductible

(b) Same as House bill

(c) No provision

2. Definition of intereat subject
to limitation

Investment interest means interest on
debt to purchase or carry investment prop-
erty.

(a) Nonbusiness interest means all
interest not incurred in a trade or business
of the taxpayer, including 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 limi partnerships in

which he is a limited partner.

(b) No provision.

(a) Nonbusiness interest means all inter-
es( not mcurred in the taxpayers trade or
he taxpayer's share of
interest of S corparauons in whose manage-
ment he does not actively participate, the
tax yer's share of interest expense of lim-
partnerships in which he is a limited
partner and the taxpayer's share of interest
expense of certain trusts and other entities
in which he is a limited entrepreneur

(b) Interest expense attributable to low-
income housing which is (i) very low income
housing, (ii) certain bond-financed low-
income housing, or (iii) housing eligible for
5-year amortization of rehabilitation ex-
penses under present law, is not subject to
the limitation.

(a) Investment interest (in conformity
with the passive loss rule) includes all inter-
est subject to limitation in the House bill as
well as other interest attributable to an
activity in which the taxpayer does not
materially participate (or in the case of
rental real estate activities, does not ac-
tively participate). Consumer interest
means interest not attributable to a trade or
business or an activity engaged in for profit

(b) No provision







Item

Present Law

o

President’s Proposal

House Bill

Senate Amendment

3. Investment income defined

(a) Net investment income means invest-
ment income net of investment expense.
Investment income means interest, divi-
dends, rents, royalties, short-term capital
gain from dispmilion of investment proper-
ty and depreciation recapture not from con-
duct of a trade or business

(b) Investment expense means deductible
investment expenses (other than interest),
except that straight-line (not accelerated)
depreciation over useful life, and w'i" (‘not

(a) Investment  income  wonld  be
expanded to include the same income items
as present law plus the taxpayer’s share of
income frum investments, interest from
which would be investment interest under
the proposal (item 2, above).

(b) Investment  expense would be
determined the same as under present law
except that the Treasu report RCRS
depreciation schedule would be substituted

percentage) depletion are used in
Ing investment expenses.

4. Net leases

5. Effective date

Property subject to a net lease is treated
as an investment, unless the trade or busi-
ness deductions exceed 15 percent of the
rental income.

for pre t-law straight-line depreciation

Retain present law

(a) Investment income is expanded to in-
clude the same income items as under
present law plus the taxable portion of net
gain from the disposition of investment
property, plus income from investments, in-
terest from which would be investment in-
terest under the provision (item 2 above).

(b) Investment expense includes the de-
preciation and depletion the taxpayer actu-
ally utilized.

Provides that, to the extent the taxpayer
performs personal services in lien of incur-
ring deductible expenses with respect to
leased property in certain circumstances,
the value of such services may be included
with the actual trade or business deductions
in determining whether such deductions ex-
ceed 15 percent of the rental income.

(a) Sawe as llouse bill

(b) Same as llouse bill

Same as llouse bill

Subject to two phase-in rules, the
limitation would be effective for interest

paid or incurred in taxable years inning
on or after January 1, lB%,r:ﬁn less of
when the obligation was incu . The first

phase-in rule is that the $10,000 limit under
present law would be reduced to $5,000 for
taxable years beginning on or after January
1, 1988. The second phase-in rule is that
interest not subject to the limitation under
present law, but which would be subject to
the expanded limitation, would become
subject to the limitation ratably (10 percent
per year) over 10 years commencing with
taxable years beginning in 1986.

Taxable years beginning after December
31, 1985, with a phase-in rule

Interest not disallowed under present
law, but which is disallowed under the new
provision, becomes subject to disallowance
ratably (10 percent per year) over 10 years
commencing with taxable years beginning
in 1986.

Taxable years beginning after December
31, 1986, with a phase-in rule.

Interest not disallowed under present
law, but which is disallowed under lﬁe new
grovision, becomes subject to disallowance
35 percent in taxable ‘yeurs beginning in
1987, 60 percent in taxable years beginning
in 1958, 80 sxzrcpnl in taxable years begin-
ning in 1989, 90 percent in taxable years
befinmng in 1990, and 100 percent in tax-
able years beginning after 1990
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Present Law

President’s roposal

House Bill

Senate Amendment

A. Corporate Tax Rates (sec. 301 of

the lHouse bill and sec. 601 of the
Senate amendment)

Corporate taxable income is subject to tax
under a 5-bracket graduated rate structure
as follows

Taxable Income Rate
$250000rless . 15
$25,000-$50,000 .18
$50,000- 875,000 . - 30
$75,000-3100,000 40
Over $100,000 46

An additional 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. This results in elimination of the
benefit of the graduated rate structure (in
effect, payment of tax at a flat 46 percent
rate) for corporations having taxable in-
come of $1,405,000 or more.

Corporate income would be subject to tax
under a 4-bracket graduated rate strycture
as follows

Toxable Income Rate
$25,000 or less . o
$25,000- 50,000 S 1R
$50,000-§75,000 25
Over $75,000 33

The graduated rates would be phased out
for corporations with taxable income in
excess of $140,000 by imposing an additional
5-percent tax on income between $140,000
and $345,000 us, corporations havil
taxable income of $345, or more would,
in effect, pay tax at a flat 33 percent rate.

1986 (income in
1986,

Effective date.—July 1,
taxable years that include July 1,
would be subject to "blended” rates).

Corporate income is subject to tax under a

d-bracket graduated rate structure as
follows

Taxable income Rate
$50,000 or less 15
$50,000-375,000 25
Over $75,000 36

An additional 5-percent tax is imposed o

income between $100,000 and $365, 000

Thus, corporations having taxable income
of $365,000 or more in effect pay tax at a flat
36 percent rate.

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

Same as llouse bill, except maximum cor-
porate rate 1s 33 percent. Thus, corporate
income 1s subject to tax under a 3-bracket
graduated rate structure as follows

Ta.(ublr Income Rate
15

25

()\Pr 375,000 33
An additional 5percent tax is 1m)| on
income between $100.000 and 000

Thus, co )gornlmns having taxable income
of $320,000 or more in effect pay tax at a flat
33 percent rate.

Effective date —dJuly 1. 1957 (income in

B. Corporate Dividends Paid Deduc

tion (secs.
House hill)

3n

and 312

of the

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

Foreign shareholders of U.S corporations
generally are subject to 30-percent with-
holding tax on dividends; a lower rate may
be provided by treaty. Tax-exempt entities
generally are not taxable on dividends re-
ceived, except in certain cases where the
tax-exempt entity owns debt-financed prop-
erty

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 of the
provision An additional compensatory
withholding tax equal to the tax benefit
received from the deduction would be im-
Euaed on foreign shareholders not protected

y treaty No special rules would be provid-
ed for dividends paid to tax-exempt share-
holders.

The dividends received deduction for cor-
porations would be modified in connection
with the dividends paid deduction. (See item
C, below.)

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

A domestic corporation receives a
deduction for 10 percent of dividends paid
by the corporation out of earnings taxed
after the general effective date of the

rovision. A foreign corporation, at least
Ralfo( whose income is from a U.S business
(and thus generally subject to U.S. tax) also
receives a deduction.

A compensatory withholding tax is
imposed on foreign shareholders, including
those otherwise protected by treaty, except
where the foreign country grants equivalent
relief from a twotier tax to S.
shareholders.

The deductible portion of dividends paid
to taxexempt shareholders owning 5
percent or more of the distributing
corporation's stock is treated as taxable
unrelated  business income of
shareholder

In connection with the dividends-paid
deduction, the dividends received deduction
is reduced (See item C, below )

Effective date —The deduction and relat-
ed provisions are phased in over 10 years.
The deduction is 1 percent for taxable years
beginning after January 1, 1987, increasing
1 percentage point annually until taxable
years beginning after January 1, 1996, when
the full 10 percent deduction is in effect

The compensatory withholding tax on
foreign shareholders otherwise protected by
lge&lv is effective for dividends paid after
1988.

the |

taxable years that include July 1, 19X7, is
subject to blended rates)
No provision.
bl

_

=






liem

L

Present Law

President’s Proposal

House Bill

Senate Amendment

88 Corporale Dividends Paid Deduc-
tion (cont.)

C. Carporate Dividends Received De-
duction (sec. 303 of the House bill
and sec. 611 nf the Senate amend-
ment) (See also B., above)

The dividends received deduction changes
in connection with the dividends-paid de-
duction also occur incrementally to corre-
spond to the phase-in of the dividends-paid
deduction (See item C., below.)

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

The dividends received deduction 1s limit-
ed for dividends from a foreign corporation,
based on the extent of the foreign cor
ration’s income from a U.S. business ﬁ}o
dividends received deduction is allowed for
dividends on stock not held with substantial
risk of loss for a specified period. The deduc-
tion is limited for dividends on certain “debt
financed portfolio stock.”

(a) Corporationa generally would be en-
titled to a 100 percent dividends received
deduction The extent of stock ownership
would not matter.

(b) The dividends received ded for
corporations would be further modified in
connection with the dividends paid deduc-
tion. A 90 percent dividends received deduc-
tion would be available for dividends for
which the payor was entitled to a dividends
paid deduction. Dividends from foreign cor-
porations, to the extent of the corporate
earnings subject to U.S. tax eligible for a
dividends received deduction under present
law, would produce a 100 percent dividends
received deduction but no dividends paid
deduction would be allowed to the foreign
corporation.

Effective date.—The general 100 percent
dividends received deduction, as well as the
90 percent deduction for dividends where
the payor was entitled to the dividends paid
deduction, would both become effective at
the same time as the dividends paid deduc-
tion (item B, above). The provisions gener-
ally would be effective for taxable years be-
ginning after December 31, 1986, with a
sgecml rule for certain dividends paid after
that date in taxable years beginning before
January 1, 1987.

(a) The B85 percent dividends received
deduction is reduced to 80 percent

(b) The dividends received deduction for
corporations is modified in connection with
the dividends paid deduction The 80 per-
cent dividends received deduction for distri-
butions from non-affiliates (item (a) above)
is reduced to 70 percent. For distributions
from affiliates, the 100 percent dividends
received deduction otherwise available is
reduced to 90 percent if the payor was
entitled to a dividends paid deduction

Effective date.—a) Dividends received
after December 31, 1985

(b) The 10 percent reductions in the
dividends received deduction are phased in

over 10 years corresponding to the ph.
of the dividends paid deduction (ltem B.,
above.)

(a) Same as House bill

(b) No provision

Effective dote.—Dividends received after
December 31, 1986

D. Extraordinary Dividends Re-
ceived by Corporate Shareholders
(sec. 614 of the Senate amend-
ment)

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 the 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 s
reduced at disposition of the stock by the
untaxed portion of extraordinary dividends,
regardless of the halding period of the stock

A taxpayer may elect to measure whether
the dividend 1s extraordinary hy reference
to lair market value of the stock, rather
than adjusted basis, if fan market vilue s
established to the satislaction of the Treas
ury Department

Effective date  Dwidends declared altey
March 18, 1986. A targeted transitional rule
is provided
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Item Present Law President's Propnsal 1ouse Bill Senate Amendment

If a corporate shareholder surrenders
stock of the 1ssuing corporation and receives
a distribution for which the dividends re-

L

E. t'orporate Shareholder Redemp-
tions (sec. 637 nf the Senate
amendment)

If a shareholder surrenders stock of the No provision No provision
1ssuing corporation and receives a distribu-

tion out of earnings and profits, the transac-

tion is treated as a dividend, rather than a
sale of the surrendered stock, unless speci-
fied circumstances exist

ceived deduction would be available 1l the
distribution were treated as a dividend, the
transaction is generally treated as a sale of

the surrendered stock However, no loss is
created if no loss would have been allowed
under present law. (Floor amendment by
Senator Stevens, adopted by voice vate )

If the transaction is treated as a sale,
capital gain or loss treatment may apply to
the difference between the amount of the
distribution and the basis of the stock sur-
rendered The shareholder’s basis in the
remaining shares is equal to the basis of all
of the taxpayer's shares prior to the sur-
ender, reduced by the basis of the shares
surrendered.

If the transaction is treated as a dividend,
the gross amount of the distribution is taxed
as a dividend and the basis of the sharehold-
er's remaining stock is not reduced In the
case of a corporate shareholder, the divi-
dends received deduction generally is avail-

able.
Effective date.—Distributions after June

23, 1986, unless pursuant to a binding con-
tract in effect on that date

The dividend exclusion for individuals
wounld be repealed.

The first $100 of qualifying dividends re- Same as Presi . 3
ceived by an individual ($200 by married et Zproposal
couple filing a joint return) ia excluded from
income

Generally, qualifying dividends are divi-
dends from domestic corporations

F. Dividend Exclusion for Individ-
uals (sec. 313 of the Hnuse bill and
sec. 612 of the Senate amendment)

Snlme as House bill and President’s pro-

Effective dote.—Dividends received in
taxable years beginning after December 31,
1986.

Effective date.—Dividends received in

Effective date.—Taxable years beginning
mgg le years beginning after December 31,
1985.

after December 31, 1985.

Same as House bill, with technical modifi-
cations.

. No portion of payments by a corporation
in connection with a redemption of its own
stock is deductible.

In general, a corporation may not deduct No provision
the cost of repurchasing its own stock from

hareholders. Some corporations have taken
the position that stock redemption pay-
ments and related expenses for the purpose
of preventing a hostile takeover of the cor-
poration (socalled “greenmail” payments)
are deductible as ordinary business ex-
penses

G. Stock Redemption Payments (sec.
314 of the House bill and sec. 613
of the Senate a d t)

Effective date —The provision is effective

Effective date.—No effective date is ex-
for payments on or after March 1, 1986

pressly provided
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[ Item

Present Law

P’resident’s Proposal

House Bill

Senate Amendment

11. Special Limitations nn Net Oper-
ating (NOL) Carryovers (sec. 621
of the House bill and sec. 321 of
the Senate amendment)

1. General rules

NOL carryovers are eliminated or re-
duced in different degrees and subject to
different requirements, depending on
whether the transaction takes the form of a
taxable purchase or a tax-free reorganiza-
tion, respectively.

Under the 1954 Code, in the case of a
taxable purchase, NOL carryovers are
eliminated if one or more of the loss corpo-
ration's ten largest shareholders increase
their common stock ownership by more
than 50 percentage points through taxable
purchases within a two-year period, unless a
business-continuation  requirement  de-
scribed below is satisfied (item H 4).

Under the 1954 Code, in the case of reor-
ganizations subject to the rules, if the loss
corporation’s shareholders’ continuing in-
terest is less than 20 percent the NOL carry-
over is redu by 5 percent for each
percentage point less than 20 received by
such shareholders.

Amendments were made by the Tax Re-
form Act of 1976 that would substantially
change these 1954 Code provisions, while
retaining significant differences between
the treatment of taxable purchases and tax-
free reorganizations. The effective date of
these amendments was repeatedly post-

ned until January 1, 1986. Both the

{ouse bill and the Senate amendment, how-
ever, repeal these amendments effective
January 1, 1986. (See item 9 , below, regard-
ing status of amendments made by the Tax

J Reform Act of 1976.)

No provision

Generally, if there is a more than 50
percent change in ownership of a loss corpo-

Generally, same as llouse lll In addition
to the principal substantive differences in
the impl ation of the general approach

ration over a three-year period (h
effected) the total NOL carryovers are not
reduced but there is an annual limitation on
their use after the change. In general, the
annual amount of earnings against which
the losses may be used after the change
cannot exceed the value of the loss corpora-
tion at the time of the change multiplied by
a special rate of return (see item H.3, be-
low). Similar rules apply for purposes of
other carryover items in addition to net
operating losses.

that are discussed below, there are various
other technical and drafting differences
These include differences in the application
of certain attribution and other rules to
determine whether a change has occurred
that brings the himitations into effect, and
differences in the way in which the value of
the corporation is determined in the case of
certain transactions.

2. Certain transfers of stock
that are disregarded in deter-
mining whether the special
limitations apply

In addition to certain related party excep-
tions, acquisitions by gift or bequest (as well
as certain other acquisitions) are not pur-
chases subject to the taxable purchase rules.

No provision.

In addition to certain related party exce
tions, if stock i8 acquired by reason of deatﬂ.
the transferee is trea as having owned
stock during the period held by a decedent
who was a family member

In addition to certain related party excep-
tions, transfers by reason of death, gift,
divorce, or separation are disregarded

Acquisitions by ESOPs or ESOP partici-
pants are also disregarded.
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FPresident’s Proposal

House Hill

Senate Amendment J

3. Rate of return limitation

4. Business continuation re-

quirements

No provision

In the case of a taxable purchase, NOL
carryovers are eliminated if the loss cor
ration fails to continue the conduct of
trade or business that was conducted before
the ownership change. In the case of a tax-
free reorganization there is no specific busi-
ness continuation requirement apart from
the continuity of business enterprise that is
required for reorganization treatment

No provision

No provision

The rate that is applied to the loss corpo-
ration's value to determine the annual limi-
tation on use af NOL carryovers is the
Federal long-term bond rate at the time of
the ownership change, adjusted to take into
account tax exemption for interest.

The rate that 18 applied to the loss corpo-
ration's value to determine the annual himi-
tation on use of NOL carryovers is the
Federal mid-term bond rate, without any
adjustment to provide a tax-exempt rate

NOL carryovers are eliminated in taxable
purchases, as well as in tax-free reorganiza-
tions, unless the loss corporation satisfies
the continuity of business enterprise re-
quirement that applies to tax-free reorgani-
zations under present law, for the two-year
period following the ownership change

No pravision

5. Built-in gains and losses

The statutory limitations on NOL carry-
overs do not apply to built-in gains and
{osses. (Built-in gains and losses are, gener-
ally, gains and losses not recognized at the
time of an ownership change but attributa-
ble to appreciation or depreciation that had
occurred prior to that time.) However,
under regulations, built-in losses (including
depreciation dednctions) are limited in cer-
tain consolidated return situations, subject
to a 15-percent de mmimis rule.

No provision

The statutory limitations on NOL carry-
overs apply to built-in losses (including built-
in depreciation deductions), with relief for
built-in gains These rules apply to built-in
gains and losses recognized during a 10-year
recognition period following the change of
ownership, subject to a de minimis rule
where net built-in losses do not exceed 15
percent of the value of the loss corporation

Generally same as House bill, with a
shorter recognition period (5 years instead
of 10 years) and a larger de minimis amount
(25 percent instead of 15 percent).

However, built-in depreciation deductions
are not treated as built-in losses subject ta
the limitations
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President’s Proposal

llouse Bill

Senate Amendment

6. Bankruptcy proceedings and
stock-for-debt exchanges
a. Bankruptcy proceedings
generally

b. Financially  troubled
ifts

thri

(a) Special rules treat creditors who re-
ceive stock in a bankruptcy proceeding as
continning stockholders, so that NOLs gen-
erally are available without limitation
However, limitations can apply in some sit-
uations involving trade creditors if there
are not sufficient security holders.

(b) Special rules enable certain acquisi-
tions of financially troubled thrifts to
qualify as tax-free reorganizations. (See
1X D.1) In addition, there are special NOL
rules for reorganizations involving finan-
cially troubled thrifts (See 1X. D 2) These
rules provide treatment of depositors as
continuing shareholders in a manner that
preserves net operating loss carryovers in
certain situations that could otherwise be
viewed as invoking the special limitations
due to ownership changes.

7. Investment assets

K. ('apital contributions

9. Effective date and status of
amendments made by Tax Re-
form Act of 1976

There is no specific limitation on invest-
ment assets. However, under the rule for
taxable purchases, the loss corporation
must hold assets used in a trade or business

There is no specific rule with respect to
pre-acquisition capital contributions

No provision

No provision

No provision.

(a) Creditors who receive stock in ex-
change for their claims are treated as new
stockholders, not continuing stockholders,
for purposes of determining whether a
change of ownership has occurred. Accord-
ingly, after a bankruptcy reorganization or
a stock-fordebt exchange that occurs as
rar! of a bankruptcy reorganization, the
imitations will apply if former creditors
receive more than 50 percent of the compa-
ny. In applying the rate of return limita-
tion, a loss corporation’s value is measured
immediately after the change, thus taking
account of additional positive value (if any)
resulting from the surrender of creditors’
claims.

(b) The special rules for financially trou-
bled thrifts are repealed (See 1X D1 and
2)

I -

If at least one-third of loss corporation’s
assets consists of passive assets, the income
against which NOL carryovers can be used
i8 subject to reduction.

No provision

The 1976 Act amendments apply to pur-
chases after December 31, 1985, and reorga-
nizations pursuant to plans adopted on or
after Jannary 1, 1986.

No provision

The value of the loss corporation is re-
duced by the value of capital contributions
made within three years prior to the acqui-
sition date.

Effective date.—The amendments are ef-
fective for acquisitions on or after January
1, 1986, and reorganizations pursuant to
plans adopted on or after January 1, 1986,
subject to general transition rules for bank-
ruptcy reorganization and several targeted
transition rules The 1976 Act amendments
do not come into effect at any time

(a) Creditors who receive stock in ex-
change for their claims are treated as con-
tinuing shareholders if the debt was held for
one year before the filing of bankruptcy or
arose in the ordinary course of the loss
corporation’s business Thus, the special
limitations do not apply after a bankruptcy
reorganization or a stock-for-debt exchange
that occurs as part of a bankruptcy reorga-
nization, if such creditors and/or former
shareholders retain a 50-percent interest in
the corporation. Interest deductions on con-
verted debt are backed out of NOL carry-
overs if deducted during three-year period
preceding bankruptcy proceeding On a sec-
ond ownership cﬁange within two years,
NOL's are eliminated

(b) The special reorganization rules for
financially troubled thrifts are retained
(See 1X D 1) The NOL carryover rule for
bankruptcy reorganizations ((a) above)
applies to transactions involving financially
troubled thrifts that receive special treat-
ment under present law, but with modifica-
tions generally to preserve NOL carryovers
that wonld not be limited under present
law (See 1X D2)

NOL carryovers are eliminated if two-
thirds or more of loss corporation’s asset
value is attributable to assets held for in-
vestment (except if a RIC or a REIT)

The value of the loss corporation is re-
duced by capital contributions made with a
tax-avoidance motive Capital contributions
made within two years prior to the acquist-
tion date are presumed to have a tax
avoidance motive, except as provided in
regulations

The new provisions are effective for
purchases after December 31, 1986 and reor-
ganizations pursuant to plans adopted after
December 31, 1986 (subject to several
targeted transition rules). The 1976 Act
amendments are repealed, effective Janu
ary 1, 1986,
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L  tem

Present Law

President’s Proposal

House Bl

Senate Amendment

1. Net Operating Loss Carrybacks—
Tax Rate Limitation (sec. 559 of
the Senate amendment)

Net operating losses may be carried back
(generally, to each of the three years preced-
ing the taxable year of the loss) without
regard to any difference in the maximum
statutory tax rates in the year in which the
loss arose and the year to which the loss is
carried back.

No provision

No provision

A net operating loss of a corporation can
reduce such corporation’s income tax liabil-
ity for a carryback year only up to the
product of (a) the amount of the carryback,
times (b) the highest regular corporate tax
rate in effect in the taxable year in which
the loss arose However, the number used as
such highest rate of tax is to be adjusted
under regulations, sa that the revenues pro-
duced by this provision do not exceed $200
million during the period of fiscal years
1987-1991  (Floor amendment by Sen
Bumpers, adopted by voice vote )

Effective date —Net operating losses for
taxable years beginning after December 31,
9R6
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Present Law

P’resident’s Proposal

House Rill

Senate Amendmenl

J. Recognition of Gain nr Loss nn *

liguidating  Sales and Distribu-
tions

On a liquidating distribution or sale, a
corporation may recognize gain under re-
capture provisions, the tax benefit doctrine,
or other statutory or judicial rules Apart
from these rules, however, under the so-
called “General Utilities" rule (the remain-
ing statutory codification of the result in a
Supreme Court case), a corporation generally
recognizes no gain or loss on a sale or
distribution of its assets in liquidation. Such
nonrecognition also applies to the “deemed”
liquidating sale that occurs when one corpo-
ration acquires thestock of another and elects
to step up the basis of the corporate assets
(under section 338). In all these cases, the
recipient of appreciated assets obtains a
new, stepped-up (basically, fair market val-
ue) basis for purposes of computing future
depreciation or other deductions and for
purposes of determining gain or loss on
future asset sales

A corporation that sells its assets without
liquidating recognizes gain or loss in full.

Gain (but not loss) is generally recognized
by a corporation on a nonliquidyating distri-
bution of property with respect to its stock
te g., 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 A corpora-
tion may be entitled to nonrecognition on a
nonliquidating distribution if it relates to
“'qualified stock.” Qualified stock is stock
held by a long-term noncorporate share-
holder owning 10 percent or more of the
corporation’s outstanding stock.

No provision

In general, gain or loss is recognized by a
corporation on a liquidating distribution of
its assets, as if the corporation had sold the
assets at fair market value, and on liquidat-
ing sales.

Nonrecognition would be permitted for
the following transactions by a liquidating
corporation:

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

(2) certain distributions in connection
with tax-free transactions;

(3) certain distributions with respect
to stock held by noncorporate, long-
term shareholders holding 10 percent
or more of the distributing corpora-
tion’s stock (under rules similar to the
qualified stock exception applicable to
nonliquidating  distributions  under
present law); and

(4) certain liquidating sales of proper-
ty, and sales of stock treated as asset
sales under section 338, to the same
extent nonrecognition would be avail-
able under (3) above if the property had
been distributed.

The recapture rules and other statutory
and judicial rules of present law continue to
apply to these excepted transactions. In addi-
tion, gain on ordinary income property and
short-term cnpimlfain property 18 subject
to tax under (3) and (4).

In general, present law rules con-
tinue to apply to nonliquidating distribu-
tions, except that the rules relating to the
qualified stock exception under present law
are conformed to the rules for liquidating
distributions provided by the bill.

Effective date.—In general, the provisions
apply to liquidating gistribulions and sales
and exchange occurring on or after Novem-
ber 20, 1985 Under transitional rules, distri-
butions and sales made pursuant to a plan of
liquidation adopted before that date are not
affected. Particular rules apply in determin-
ing whether a plan was adopted before No-
vember 20 for this purpose, including rules
:;ur certain stock sales underway before that
ate.

No provision

|
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Present Law

President’s

House Bill

Senate Amendment

K. Allocation of Purchase Price in
Certain Sales of Assets (sec, 612 of
the Senate amendment)

In the case of an acquisition of a corpora
tion by a stock purchase, a corporate pur-
chaser may elect to treat the purchase as a
purchase of assets tsec. 338). In such case,
the purchase price must be allocated among
the target corporation’s assets. Recently is-
sued temporary and proposed Treasury reg-
ulations provide that, for acquisitions after
January 29, 1986, the allocation must be
made using the ‘“residual” method
Under the residual method, the pucchase
price is first allocated to the fair market
value of tangible and intangible assets other
than goodwill and going concern value. Any
excess is alloca to goodwill and going
concern value. This apProach does not per-
mit use of a socalled “second-tier” method
of allocation which would produce a basis
different from fair market value for depre-
ciable or separately resaleable assets.

In the case of a direct acquisition of the
assets of a going business, however, neither
the Code nor the ulations expressly re-
quire use of the residual method in allocat-
ing purchase price among assets.

No provision.

No provision

The rules relating to stock acquisitions
are the sume as under present law The rules
relating to asset acquisitions are conformed
to the stock acquisition rules so that both
the buyer and the seller in a sale of a
business are required to use the residual
method in allocating purchase price The
Treasury Department is authorized to re-
quire information reporting by the parties
regarding amounts allocated to goodwili or
going concern value and other allocations

Effective dute.—Transactions after May 6,
1986
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L Item

Present Law

President’s Propusal

Hnuse Bill

Senate Amendment

L. Itelated Party Sales (sec. 638 of
the Senate amendment)

Installment sale treatment is not avail-
able for gain on a sale of property to a
related party if the property is depreciahle
in the hands of the transferee, unless it is
established to the satisfaction of the Inter-
nal Revenue Service that tax avoidance was
not a principal purpose of the sale. Gain on
sales of depreciable praperty between relat-
ed parties is treated as ordinary income. In
the case of certain related party partner-
ship transactions, ordinary income treat-
ment is also required if the property is not a
capital asset in the hands of the transferee.

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

No provision

No provision

M. Amnrtizable Bond Premium (sec.
1723 of the Senate amendment)

An amortizable bond premium exists
where a taxpayer buys a bond for mors than
fuce value e amount of that excess is

d ion over the r
term of the bond, generally offsetting inter-
est income on the

No provision.

No provision

Related parties include a person and all
entities more than 50 percent owned, direct-
ly or indirectly, by that person Related
parties also include entities more than 50
percent owned, directly or indirectly, by the
same persons The attribution and relation-
ship rules are generally based an present
law rules that apply to limit losses on sales
between related parties For example, there
is attribution between parents and childen
(Floor amendment by Sen Durenberger,
adopted by voice vote )

Effective date —Sales after June 20, 1956,
unless made pursuant to a binding contract
in effect on that date.

The amortizable bond premium deduction
is treated as interest, except as otherwise
Egovided by regulations. Thus, for example,

nd premium is treated as interest for
pur

of applying the investment inter-
est tations (Floor amendment by Sen
Byrd, adopted by voice vote )

Effective  date —Obligations  acquired
after date of enactment

61






ltem

Present Law

President’s Proposal

House Bl

Senate Amendment

L S

N toaperative [ousing Corpora-
fions (sec. 1405 af the Hlouse bill
and secs. 17031701 of the Senate
amendment )

0. Real Estate Investment Trusts
1. General requirements

2. Asset and income require
ments

A tenant-stockholder in a cooperative
housing corporation is entitled to deduct his
or her “proportionate share” of the housing
cooperative's expenses for interest and
taxes Tenant-stockholders generally are
limited to individnals

The tenant-stockholder's proportionate
share is the portion of the cooperative's
interest and taxes that bears the same ratio
to the cooperative's total expenses for inter-
est and taxes that the portion of the coop-
erative's stock held by the tenant-
stockholder bears to the tota! outstanding
stock of the cooperative.

No provision.

Cooperative housing carporations that
charge tenant-stockholders with a portion
of the cooperative's interest and taxes in 8
manner that reasonably reflects the costs to
the cooperative of the interest and taxes
allocable to each tenant-stockholder’s dwell-
ing unit, may elect to have such tenant-
stockholders deduct the separately allocated
amounts.

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

Corporations, trusts, and other taxpayers
besides individuals may be treated as ten-
ant-stockholders in cooperative housing cor-
porations. Maintenance and lease expenses
are disallowed where payments by tenant-
stockholders are allocable to amounts prop-
erly chargeable to the capital account of the
cooperative.

Effective date.—Taxable years beginning
after December 31, 1986. Special rules are
provided for twn limited profit cooperatives

An entity that qualifies as a real estate
investment trust ("REIT") is subject to a
corporate tax but ia allowed a deduction for
dividends paid to shareholders To qualify
as a REIT, an entity (1) must be l«axalﬁe as a
domestic corporation, (2) must have at least
100 shareholders, (3) must not have 50 per-
cent 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 its assets in real
estate related and other passive assets, and
(6) must derive minimum percentages of its
income from such assets. A REIT is required
to be a calendar year taxpayer unless it was
in existence as a REIT for any taxable year
beginning prior to October 4, 1976.

Na provision

No provision.

A taxpayer is permitted to change its
accounting year without consent in connec-
tion with its initial election of REIT status
An entity is not disqualified from electing
REIT status in the first taxable year of its
existence because it was closely held Part-
ner to partner attribution is ignored in de-
termining if the REIT is closely held
Corporations that have never qualified as a
REF!P and that have earnings and profits
accumulated as a regular corporation are
required to distribute accumulated earnings
and profits in order to elect REIT status

In general, to meet the asset requirement,
at the close of each quarter of the taxable
ear, at least 75 percent of the value of the
EIT's assets must be represented by real
estate assets, cash and cash items, and Gov-
ernment securities

In general, to meet the income require-
ments, at least 75 percent of the REIT's
gross income for the taxable year must be
derived from rents on real property, inter-
est on obligations secured by real property,
gain from the sales of interests in real pro)
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 pravision

REITs are permitted to hold assets in
wholly owned subsidiaries REIT qualifica-
tion tests would be applied on an entity
wide basis (i.e., ignoring the separate corpo-
rate status of the subsidiaries).

For a one-year period after the receipt of
new equity capital, income from the tempo-
rary investment of the new capital that is
derived from stock or securities is treated as
qualifying “75 percent income.”

65




ol
L

) vTJ'

e Lia
I
s per g
M A e TR

4
"y TR

—_—
| -

e e

—
I
o .

Fer = = 1 &

- oy am



|

Item

Present Law

President’s Proposal

House Bill

Senate Amendment

3. Definition of rents

Rents from real property include rents
from interests in real property and charges
for services customarily furnished in con-
nection with the rental of real property
whether or not such charges are separately
stated Rents are not considered to qualify if
services are provided other than through an
independent contractor In addition, rents
are not considered to qualify if they are
based on the net profits of the tenant

No provision.

No provision

REITs are permitted to provide without
being required to use independent contrac-
tors those services that ntay be furnished in
counection with the rental of real property
by a tax-exempt organization without giving
rise to unrelated business income,

REITs are permitted to receive rents
based on the net income of the tenant,
provided that the tenant’s profits are de-
rived only from sources that would be quali-
fied rent if earned directly by the REIT.

1. Distribution requirement

In general, the distribution requirement
is satisfied if 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 issued in connection with
the sale of property, 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 in
good faith but that was ultimately deter-
mined not to qualify for treatment as a tax-
free like kind exchange, is not subject to the
distribution requirement to the extent that
such amounts exceed 5 percent of the
REIT’s taxable income. The REIT is re-
quired to pay tax on the undistributed
amount.

The amount of a REIT's current earnings
and Emﬁts will not be less than the REIT's
taxable income for the purpose of determin-
ing whether a distribution was made out of
earnings and profits.

5. Capital gains

If the REIT has recognized any capital
gain during a taxable year, the REIT ia
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 taxable year are
capital gain dividends The portion 8o desig-
nated may not exceed the REIT’s net capital
gain recognized reduced by any net operat-
ing losses. Any dividend so designated is
treated as a capital gain by the recipient
shareholder

No provision

No provision.

REITs are permitted to compute their net
capital gain without offset (or net operating
losses. NOL's not used to offset capital gain
income would be carried over according to
the ordinary rules REITs are permitted to
send capital gain notices to shareholders
with the mailing of their annual report,
rather than 30 days after year end
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Present Law

President’s Proposal

Nouse Bill

Senate Amendment

6. ’rohibited transactions

A 100 percent tax is imposed on a REIT's
net income from prohibited transactions.
Any net loss from prohibited transactions is
not deductible in computing taxable income.

In general, a prohibited transaction is the
sale of property held primarily for sale in
the ordinary conrse of business A safe har-
bor is provided whereby a sale of property is
not treated as a prohibited transaction if
such property has been held for at least four

ears (for the production of rental income if
and and improvements), the aggregate ex-
penditures during the four-year period pre-
ceding the date of sale that are includible in
the basis of the property do not exceed 20
percent of the seﬁing price of the property,
and the sale is one of not more than five
sales of property by the REIT during the
taxable year. In general, the disposition of
property acquired pursuant to a foreclosure
is not treated as a prohibited transaction.

No provision.

No provision

The number of sales that a REIT is able to
nuske within the prohibited transaction safe
harbor 1s expanded from 5 to 7. An alterna-
tive safe harbor is provided whereby a RE!
may make any number of sales during a
taxable year provided that the gross income
from such sales does not exceed 15 percent
of the REIT’s taxable income for such year
The extent of improvements that a REIT is
permitted to make is increased from 20
percent to 30 percent of the property's ad-
justed basis Any marketing or development
i8 required to be done through independent
contractors Losses from prohibited transac-
tions are permitted to oliset taxable income
but are not 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
RE‘EIT may avoid dis(?ualiﬁcalion by the
prompt distribution of a ‘“deficiency divi-
dend " A REIT for which such a deficienc;
i8 determined must pay interest on the defi-
ciency as 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 66497 on
deficiency dividends is ehminated

K. Effective date

Effective date.—Generally, taxable years
beginning after December 31, 1956
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Mortgage-Backed Securities (secs.
1141-1115 of the Senate amend
menl)

(a) Imposttion of corporate {ux

In generul. —A corporation generally 1s
treated as a taxpayer separate from its
shareholders. The corporation is taxed on
its incore, and the shareholder is taxed on
the subsequent distribution of the corpora-
tion’s income in the form of dividends Cor-
porations receive a deduction in computing
their taxable income for interest paid on
indebtedness.

Corporations treated as conduits. —Cer-
tain small business corporations ('S corpo-
rations”) generally are not subject to a
corporate level tax Rather, the income of
the corporation is allocated among and
taxed directly to the shareholders. To qual-
ify as an S corporation, a corporation must
be a domestic corporation that has 35 or
fewer shareholders none of whom are corpo-
rations, and must also meet certain other
requirements.

Real estate investment trusts ("REITs")
and regulated investment companies
(“RICs”) generally are treated as pass-
through entities since they receive deduc-
tions for dividends paid to shareholders.
Capital gains realized by a REIT or a RIC
may be passed through to its shareholders.

To qualify as a REIT, a corporation must
derive most of its income from real estate
related sources, must hold primarily real
estate assets, must distribute most of its
income currently, and must meet certain
other requirements. An interest in a corpo-
rate debt obligation that is secured by real
property mortgages ia not treated as a quali-
fying real estate asset for a REIT

To qualify as RIC, a corporation must
derive most of its income from investments
in securities, must distribute most of its
income currently, and must meet certain
other requirements

Certain_requirements are imposed on
both REITs and RICs that are intended to
prevent these entities from engaging in the
active conduct of a trade or business

(a) No provision

(a) No provision

ta) REMICs

In general —A REMIC is an entity that is
formed for the purpose of holding a fixed
pool of mortgages secured py an interest in
real property, and issuing multiple classes
of interests therein. A REMIC ia treated as
a corporation for income tax purposes, but
is given a deduction for all amounts includ
ible in income of holders of “‘regular inter-
ests” regardless of whether such interests
otherwise would be treated as debt for Fed-
eral income tax purposes, and is also given a
deduction for amounts distributed to hold-
ers of “residual interests” up to the amount
of a deemed return that is based on the
“long-term Federal rate.” Rules are provid-
ed to prevent actlve business activities with
respect to the REMIC’s assets.

Regular and residual nterests.—All n-
terests in a REMIC must be either regular
or residual interests. Regular interests are
treated as debt instruments for Federal in-
come purposes Residual interests generally
are treated as stock for Federal income tax
purposes, but special rules are provided for
the inclusion in income of distributions with
respect to residual interests, the adjustment
of the holder’s hasis in the residual interest,
and for dispositions of residual interests.

Transfers of property to a REMIC.—The
transfer of property to a REMIC in ex-
change for either regular or residual inter-
ests, or for cash or vther property, results in
the recognition of gain upon the transfer
Loss is recognized on the transfer of prop-
erty to a REMIC for cash or other property,
but if property is transferred to a REMIC in
exchange for regular or residual interests,
loss is deferred until the disposition of the
interests
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Mortgage-Backed
(cont'd.)

Securities

Entity classtfication. —Under Treasury
regulations, certain noncorporate entities
that have sufficient corporate characteris-
tics are treated as corporations for Federal
income tax purposes Among the entities
that are treated as “associations taxable as
corporations” under the regulations are
trusts that have multiple classes of inter-
ests

(b) Original 1ssue discount and market dis-
count

Original issue discount. —Under the origi-
nal issue discount (“OID") rules, any OID,
which is defined as the excess of the stated
redemption price of a debt instrument over
its issue price, is treated as interest. Both
borrower and lender generally are required
to account for the accrual of original issue
discount on an economic basis over the term
of the debt instrument. The application of
the OID rules is uncertain for debt instru-
ments the maturity of which may be accel-
erated on account of prepayments on
obligations that collateralize the debt in-
strument.

Market discount.—Market discount gen-
erally is that portion of the excess of a debt
instrument’s stated redemption price over
the holder's basis, which portion exceeds
the amount of OID, if any, with respect to
the instrument. The holder of a debt instru-
ment with market discount generally recog-
nizes the market discount as interest
income at the time that the portion of the
debt instrument’s stated redemption price
to which the market discount relates is
paid The application of the market dis-
count rules to debt instruments the princi-
pal of which is payable in more than one
installment is uncertain.

(b) No provision

(b) No provision

(b) OID and market discount rules

OID rules—The application of the OID
rules to debt instruments, the maturity of
which is accelerated on account of prepay-
ments on obligations that cullntersrime the
instrument, ia clanified OID on such an
instrument is calculated taking into ac-
count prepayments as such prepayments
occur

Market discount rules —Regulatory au-
thority is granted to the Treasury Depart-
ment to provide rules for the treatment of
market discount and premium on obliga-
tions the principal of which is paid in in-
stallments, whether or not such obligations
are subject to prepayment

69






L

I Mortgage-Backed
(cont'd.)

Securities

(c) Other

Certain thrift institutions are permitted
to deduct a percentage of their taxable in-
come as a bad debt deduction provided that
a specified portion of the institution's assets
are “‘qualifying assets,” including “qualify-
ing real property loans.” Corporate debt
obligations secured by real property mort-
gages are not treated as quarﬁ'ying real
property loans.

Issuers of debt instruments that have
original issue discount are required to re-
port to certain holders the amount of the
annual accrual of OID.

(c) No provision.

(c) No provision

(c) Other

An interest in a REMIC is treated as a
real estate asset for purposes of the require-
ments for qualification as a REIT and is
treated as a qualifying seal property loan
for purposes o‘} the requirements relating to
percentage bad debt deductions for certain
thrift institutions. Reporting requirements
are expanded

“Owners’ debt pools are treated as corpo-
rations. In general, an owners’ debt pool is
an entity that is treated as a trust or part-
nership, a substantial portion of whose as-
sets consist of real property mortgages, and
whose principal activity is to issne debt in
varying maturities.

Effective date.—Generally effective for
taxable years beginning after December 31,
1986. The OID and market discount provi-
sions are effective for debt instruments is-
sned after December 31, 1986. The owners’
debt pool provisions generally are effective
for entities formed after December 31, 1986

Q. Regulated Inv (C

A regulated investment company (“RIC")

(secs. 633 and 1451-14
Senate amendment)

54 of the

receives a deduction for dividends paid to
shareholders, if at least 90 percent of its
ordinary income i8 derived from specified
sources commonly considered passive in-
vestment income, if it distributes at least 90

rcent of its ordinary income to share-
E:‘)lders. if not more than 30 percent of its
gross income is derived from sales of stock
or securities held for less than three
months, if it is regulated under the Invest-
ment Company Act of 1940 and if it also
meets certain other requirements.

RICs that have long-term capital gain
income may designate dividends as capital
gain dividends in a notice filed with share-
holders within 45 days after the end of its
taxable year. Shareholders treat such
capital gain dividends as long-term capital
gain regardless of their holding period for
the RIC stock. The RIC is not required to
pay any capital gains tax on the amount so
designated.

No provision

No provision

RICs are required to adopt a calendar
year as their taxable year. A RIC is required
to pay a nondeductible five percent excise
tax on dividends paid after the close of its
taxable year that are treated as having been
paid in the preceding taxable year

The definition of securities is clarified by
reference to the definition of securities in
the Investment Company Act of 1940 Per-
mitted income for RICs is defined to include
income from foreign currencies, and options
and futures contracts, derived with respect
to the RIC's business of investing Regula-
tory authority is given to exclude certain
gains from investment in foreign currency
(Floor amendment by Senator Armstrong,
adopted by voice vote.)
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( President’s Proposal

House Bill

Senate Amendment

(). Regulaied Investment Companies
tvecs. 633 and 1451-1454 of the
Senate amendment) (cont.)

A RIC may adopt any fiscal year as its
taxable year RICs are permitted to treat
certain dividends paid alter the close of a
taxable year as paid during the preceding
taxable year Shﬂrehl.)ldk)rﬂ receiving such

“spillover dividends” recogmze income
attributable to such dividends in the year of
payment

f a RIC has several “series” of funds with
stockholders whose interest in the RIC 18
limited to a interest in a particular fund,
the RIC generally is treated as a single
corporation. If the RIC is organized as a
business trust, each series fund may be
treated as a separate corporation, however.

In the case of certain summonses served
upon “third party recordkeepers,” certain
notice requirements are imposed on the
Internal Revenue Service. Third party
recordkeepers generally include various
types of financial institutions, and others
such as attorneys, accountants, and brokers,
but do not include RICs

In the case of RICs that have series funds,
each fund is treated as a separate curpora-
tion Tax-free treatment is given to the
deemed formation of the separate curpora-
tions that are deemed to be lormed under
the provision The time for filing notices for
capital gans dividends and certain other
purposes is extended from 45 to 60 days
RICs are treated as third party recordkeep-
ers (Floor amendment hy Senator Arm-
strong, adopted by voice vote )

R. Definition of Personal Holding
t'ompany Income (sec. 1106 of
the House hill and sec. 1302 of
the Senate amendment)

(a) Personal holding companies are sub-
Ject to a tax on personal holding compan
income that is not distributed to sharehold-
ers. Generally, personal holding companies

1 are corporations at least 50 percent of

whose stock i8 owned by not more than five
individuals and at least 60 percent of whose
adjusted ordinary gross income is personal
holding company income

Personal holding company income in-
cludes computer sofiware royalties, regard-
less of whether such royalties are received
in connection with the active conduct of the
trade or business of developing the software
that generates the royalites

(b) Personal holding company 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

(h) No provision

(a) An exception from the definition of
personal holding company income is pro-
vided for computer software royalties that
are received by certain corporations that (i)
are actively engaged in the business of de-
veloping compter software, (ii) derive at
least 50 percent of their gross income from
such computer software, (iii) incur substan-
tial trade on business expenses, and (iv)
distribute most of their passive income
other than computer software royalties

Effective dale -—Royalues received after
December 31,

(b) Another exception is provided from
the definition of personal hvﬁim company
income for interest on securities held in the
inventory of a dealer in securities In addi-
tion, a dealer in securities may deduct inter-
est on ‘“offsetting loans” in computing
interest income.

Effective date —Interest received after
December 31, 1985.

(a) Same as House bill, except that the
exception is extended to foreign persunal
holding companies and the requlremenl
that at least 50 percent of the taxpayer’s
gross income must be derived from comput-
er software is deleted.

Similar rules are provided for a particular
medical research corporation

Effective date —Royalties received before,
on, or after December 31, 1986

(b) Interest received from specified
sources by a particular broker-dealer in se-
curities i8 not included in persvnal holding
company income.

Effective date. —Interest recewved after
the date of enactment.
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Present Eaw

President's Proposal

tHouse Hill

Sennte Amendment

Certain Entity Not Taxed as a
Corporation (sec. 1619 of the Sen
ate nmendment)

Entities that are orgnnized as trusts
under local law may be subject to Federal
income tax ns corporations rather than as
trusts, if they possess certamn corporate
charucteristics Such eatities must pny cor
pornte level tax in nddition to the tax at the
heneficiary level. A certan trust has been
held to be taxable ns u corporation due to
the existence of certain business powers

No provision

No provisions

A certain trust will not be taxed s a
corporation 1f, nmong other things, it mankes
nn election and agrees mot to exercise busi
ness powers contained 1n s trost instru
ment (Floor amendment by  Sen
Dureaberger, ndopted by voice vote )

Effectwe date.—Tnxable years beginning
after the taxable year in which the election
is made, provided that all conditions of the
Senate amendment continue to be sntisfied

-
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Present Law

President’s Proposal

House Bill

Senate Amendment

|

A. Individual Minimum Tax (sec.
501 of the House bill and sec. 1101
of lhe Senate amendment)

1. Struclure

An alternative tax, applying to a broader
income base and at a lower rate than the
regular tax, and payable to the extent in
excess of regular tax liabilities.

2. Rate

3. Exemption amount

20 percent

Same as present law.

Same as present law

$40,000 for joint returns, $30,000 for sin-
gles, $20,000 for marrieds filing separately

The sum of the following
(b $15,000 for joint returns, $12,000

for heads of household, $10,000 for sin-
les, $7,500 for marrieds filing separate-

Y,
(&ZI the first $10,000 of preferences;

(3) the taxpayer's personal exemp-
tions.

4. Tax preferences
a. Dividends excluded from
gross incame (up ta $100
per person, $200 for joint
returns)

b. Accelerated depreciatian
on real properly

c. Accelerated depreciation
on personal 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 l?mperty
placed in service before 1986. For real
property placed in service beglnmng in

Same as present law

25 percent

Same as present law

Same as President’s proposal and House
bill

20 percent (same as President’s proposal
and present law)

Same as House bill, except that the ex

?]!lbn amount is reduced by 25 cents for
each $1 that minimum taxable income ex
ceeds $150,000 ($112,500 for singles and
$75,000 for marrieds filing separately)

(a) Same as President’s proposal

(b) For property placed in service after
1985, treat as a preference the excess of
regular tax depreciation over the alterna-
tive depr ion descril above in the de-

1986, excess over Treasury 1 d ion
would be a preference.

(c) Same as present law for property
placed in service before 1986. For leased
personal property placed in service begin-
ning in 1986, excess of regular tax deprecia-
tion over Treasury 1 depre-
ciation would be a preference

preciation section of the comparison (15
genm for certain low-income housing reha-

ilitation). Same as present law for property
placed in service before 1986

(c) For property placed in service after
1985, treat as a preference the excess of
regular tax depreciation over the alterna-
tive depreciation (generally ADR midpoint
lives) described in the depreciation section
of the comparison. Same as present law for
property placed in service before 1986 (ie.,
for leased property only, excess over
straight-line is8 a preference).

(a) Same as President’s proposal and
House bill

(b) Same as House bill, except that (1)
effective date is delayed one year, (2) proper-
ty grandfathered under the depreciation
rules is treated as pre-1957 property, and (3)
no special rule applies to low-income hous-
ing

(c) Same as House bill, except that (1
effective date is delayed one year, and (2}
property grandfathered under the deprecia-
tion rules is treated as pre-1987 property
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Present Law

President’s Proposal

House Hill

Senate Amendment

d. Expensing of infangible
drilling costs

€. 60-monlh amarlizotian on
cerlified pollution conlrol
facilities

f. Expensing of mining explo-
ration and developmenl
cosls

9. Expensing of circulation
expenditures (for newspa-
pers, magaziaes, elc.)

h. Expeasing of research and
experimentalion expendi-
lurcs

i Percentage depletion

J. Net capital gain deduclion

k. Incentive stack oplions

L Tax-exempt interest

m. Excludablc income earned
abroad by 1'.S. citizens

{d) Excess over l(-year amortization (or
cost depletion), to the extent in excess of net
oil and gas income, is a preference.

(e) Excess over depreciation otherwise al-
lowable is a preference

(N Excess over t0-year amortization is a
preference.

(g) Excess over 3-year amortization is a
preference.

(h) Excess over l0-year amortization is a
preference.

(i) Excess over adjusted basis of the de-
pletable property is a preference.

(j) Treated as a preference.

(k) Excess of fair market value of stock
over exercise price 18 a preference

(11 Not a preference

(m) Not a preference

(d) B-percent of intangible drilling costs
treated as a preference.

(e) Same as present law for property
placed in service before 1986 The provision
would be repealed for regular tax purposes,
effective in 1986

(f) Same as present law

(g) Not a preference

(h) Same as present law

(i) Same as present law for property
placed in service before 1986. For property
placed in service beginning in 1986, excess
over cost depletion would be a preference.

(j)) Same as present law

(k) Same as present law.

(1) Not a preference. For regular tax pur-
poses, exemption would be repealed for
newly 1ssued securities other than govern-
ment obligations

(m) Same as present law

(d) Retains present law, except treated as
a preference to the extent in excess of 65
percent of net oil and gas income

(e) Same as present law for property
placed in service before 1986 The provision
is repealed for regular tax purposes, effec-
tive in 1986.

(f) Same as President's proposal

(g) Same as present law

(h) Same as President’s proposal

(i) Same as present law

(j) Same as present law except that a
portion of gain 18 excluded so that the mini-
mum tax rate, like the maximum regular
tax rate on capital gains, is 22 percent

(k) Same as President’s proposal

(1) Treat as a preference interest on any
newly issued nonessential function bonds
that continue to he exempt. Refundings of
pre-1986 bonds not a preference.

(m) Treat as a preference

(d) Same as present law

(e) Same as present law
(N Same as President's proposal and
House bill.

(g) Same as House bill

(h) Same as President's proposal and
House bil}

(i) Same as House bill

{J) Deduction repealed for regular tax pur-
poses

(k) Same as President's proposal and
House bill.

(I} Same as present law

(m) Same as President’s proposal and
present law
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Item

Present Law

President’s Proposal

House Bill

Senate Amendment

n. Compleled conlracl and
other methods of accouni-
ing for long-term conlracls

o. Installment method of ac-
counling

p. Net loss fram passive in-
vesimenli activities

q. Nei loss from passive
farming activilies

(n) Not a preference

(0) Not a preference.

(p) Not a preference.

(q) Not a preference.

(n) Same as present law.

(0) Same as present law.

(p) Same as present law

(q) Same as present law

(n) Treat as a preference, by requiring use
of percentage of completion method, for
minimum tax purposes, on post-September
25, 1985 long-term contracts.

(o) Same as present law

(p) To the extent otherwise deductible
under minimum tax, treat as a preference
the excess net loss with respect to trade or
business activities (including the production
of rental or royalty income) in which the
taxpayer did not materially participate in

or provide sub ial person-
al services Excess net loss is defined as net
loss in excess of cash basis, which includes
no more than $50,000 attributable to all of
the taxpayer’s tax shelter investments.

(@) Treat as a preference excess passive
farm losses. Rule resembles the passive loss
rule set forth above, except that it applies
only to farming, applies separately to each
farming activity, and treats as a preference
only losses in excess of twice cash basis
(without limiting cash basis from tax shel-
ters).

(n) Same as House bill for post-March 1,
1986, long-term contracts

(o) Treal as a preference by not permit-
ting dealers to use the instaliment method
for minimum tax purposes on sales after
March 1, 1986.

The provision does not apply (1) to certain
sales by a manufacturer to a dealer where
special relief is provided under the regular
tax rules, and (2) in the case of certain
elections to pay interest on the deferral of
income with respect to sales of timeshares
and residential lots

(p) Same a8 House bill, except that the
preference (1) applies to the entire loes with-
out regard to cash basis, (2) is reduced by
the amount, if any, of the taxpayer’s insol-
vency, and (3) conforms to the regular tax
passive loss provision by applying to all
rental activities, allows up to $25,000 of
certain real estate rental losses, does not
apply to certain workmf interests in oil and
gas properties, and applies to certain cor|
rations. Technical rur from the regur}
tax passive loss provision apply (eg. the
definition of material participation, active
participation, separate activities and dispo-
sitions).

(q) Same as House bill except that (1) the
preference applies to the entire net loss
without regard to cash basis, (2) the prefer-
ence applies to personal service corpors
tions, (3) the preference is reduced by the
amount, if any, of the taxpayer’s insolvency,
and (4) the definition of a passive farm
activity is conformed to the passive loss
activity rules







—

5. lMemized deductions

6. Regular tax elections

Allowed only for casualty and theft losses,
gambling losses to extent of gambling gains,
charitable deductions, medical deductions
(to the extent in excess of 10 percent of
adjusted gross income), interest expenses
(restricted to housing interest plus net in-
vestment income), and certain estate taxes.

Allowed for all itemized deductions re-
tained under the President's proposal,
except

(i) interest in excess of the sum of
housing interest and net investment in-
come; and

(ii) for charitable contributions of ap-
preciated property, the amount of un-
taxed appreciation allowed as a regular
tax deduction.

Same as present law, except that with
respect fo charitable contributions of appre-
ciated property, the lesser of the amount of
untaxed appreciation allowed as a regular
tax deduction or the amount of the taxpay-
er’s other preferences is treated as a prefer-
ence

Taxpayers generally can elect to have
minimum tax rules for measuring a particu-
lar item apply for regular tax purposes

No election rules are atated.

—

Same as present law

7. Adjustments in other years
when taxpayer pays minimum
tax

8. Incentive credits

No provision

No provision

Amount of minimum tax liability relating
to deferral preferences allowed as a carry-
forward credit against regular tax liability

Same as present law, except that invest-
ment interest definition 1s conformed to def
initton for regular tax purposes

Same as House bill

Same as House bill.

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.

9. Foreign tax credit

Allowed against minimum tax (under lim-
its similar to those applying under regular
tax).

Rule is not stated

Same as present law.

Same as present law

10. Net operating losses (NOLs)

11. Effective date

Allowed against minimum taxable in-
come. For years after 1982, minimum tax
NOLs are reduced by the items of tax pref-

Rule is not stated.

Same as present law.

Same as House bill

Same as House bill, except that foreign
tax credits can not offset more than %0% of
tentative tax liability

Same as House bill.

erence.

Taxable years beginning after December
31, 1985.

Taxable years beginning after December
1985.

Taxable years beginning after December
31, 1986.

76







nem

yreseint L.aw

rycsgent s yroposm

RS

i b al

B Corparate Minimum Tax (sec. 501
of the llouse bill and sec. 1101 of
the Senate amendment)

I. Structure

2. Rate

3. Exemption amount

4. Tax preferences
a. Acceleraled depreciation
on real property

b. Capital gain preference

c. 60-month amorlization of
cerlified pollution conirol
facilities

d. Bad debl reserve deduction
for financial instifutions

e. Percentage deplelion

f. Accelerated depreciation
on personal properly

g Expensing of mining ex-
ploration and development
coats

An add-on tax, equalling a percentage of
certain preferences minus regular tax paid

15 percent

An alternative minimum tax, applying to
a base of regular taxable income plus pref-
erences, and payable to the extent in excess
of regular tax hability

Same as President’s proposal

20 percent

25 percent

Same as President’s proposal and louse
bill

20 percent (same as President’s proposal)

The greater of $10,000 or the taxpayer's
regular tax liability

$15,000, plus the first $10,000 of prefer-
ence income.

(a) Excess over straight-line depreciation
is a preference.

(b) Benefit of lower rate on capital gains is
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 de-
pletable property is a preference.

(D Not a preference except for personal
holding companies (PHCs). For PHCs, ap-
plying solely to leased personal property,
excess over straight-line depreciation is a
preference

(g) Solely for PHCs, excess over 10-year
amortization i8 a preference.

(a) Same as present law for property
placed in service before 1986; for property
placed in service beginning in 1986, excess
over Treasury | depreciation would be a
preference.

(b} Capital gain fully included in mini-
mum taxable income

(c) Same as present law for facilities
placed in service before 1986, amortization
rule repealed for regular tax purposes be-
ginning in 1986.

(d) Bad debt reserve deduction would be
repealed for regular tax purposes

(e) Same as present law for property
placed in service before 1986; for property
placed in service beginning in 1986, excess
over cost depletion would be a preference.

(D Same as present law for property
placed in service before 1986. For leased
property ;luced in service by a PHC begin-
ning in 1986, excess of regular depreciation
over Treasury 1 depreciation would be a
rreference. For all personal property, the
esser of (i) excess over Treasury f;eprecia-
tion, or (ii) 25 percent of the corporation's
net interest expense would be a preference.

(g) Treat as a preference for all corpora-
tions

$40,000 (same as for individuals filing
joint returns under present law).

(a) For property placed in service after
1985, treat as a preference the excess of
regular tax depreciation over the alterna-
tive depreciation described above in the de-
preciation section of the comparison (15

ears for certain low-income housing reha-
l:iliwtiom Same as present law for property
placed in service before 1986

(b) Same as President’s proposal.

(c) Same as present law for facilities
placed in service before 1986, amortization
rules repealed for regular tax purposes be-
ginning in 1986.

(d) Same as present law

(e) Same as present law

(N For property placed in service after
1985, treat as a preference the excess of
rggular tax depreciation over the alterna-
tive depreciation (generally ADR midpoint
lives) described in the depreciation section
of the comrarison‘ Same as present law for
property placed in service before 1986 (ie.,
solely for leased property placed in service
by a PHC, excess over straight-line is a
preference)

One transitional rule is provided
() Same as President’s proposal

Same as House bill, except that the ex-
emption amount is reduced by 25 cents for
each $] that minimum taxable income ex
ceeds $150,000

(a) Same as House bill, except that (1)
effective date is delayed one year, (2) proper-
ty grandfathered under the depreciation
rules is treated as pre-1987 property, and (3)
no special rule spplies to low-income huus-
ing

(b} Same as President's proposal and
House bill.

(c) Same as present law

(d) Same as House bill

(e) Same as House bill

(0 Same as House bill, except that (1)
effective date 18 delayed one year, and (2)
property grandfathered under the deprecia
tiun rules is treated as pre-1987 property

(g) Same as present law
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h Expensing of intnngible
drilling costs

i. Fxpensing of circulation
expenditures (by newspa-
pera, magazines, ctc.)

Expensing of research and
experimentation  expendi-
tures

-

k. Tax-exempt interest

L FExcludnble foreign sales
corporation (FSC) income

m. Completed contract and
other mcthods of account-
ing for long-term contracts

n. Charitable contributions
of appreciated property

o. Installment method of ac-
counting

p. t'apitel construction funds
for shipping companies

q. Buninexs untaxed reported
profita

(h) Solely for PHCs, excess over 10-year
amortizatian (or cost depletion), to the ex-
tent in excess of net oil and gas income, is a
preference

(i) Solely for PlICs, excess over 3-year

amortization is a preference.

(J) Solely for PHCs, excess over l0-year
amortization i8 a preference

(k) Not a preference.

(}) Not a preference

(m) Not a preference.

(n) Not a preference.

(0) Not a preference.

(p) Not a preference.

{q) Not a preference

(h) For all corporations, 8 percent of in-
tangible dnilling costs is treated as a prefer-
ence.

(i) Not a preference

(j) Same as present law

(k) Not a preference; for regular tax pur-
poses, only governmental obligations re-
main exempt.

(b Same as present law

(m) Same as present law

(n) Amount of untaxed appreciation
claimed as a deduction is a preference

(o) Same as present law

(p) Repealed for regular tax purposes

{q) Same as present law

(h) Treat as a preference for all corpora-
tions Use present law rule, but with 65
percent net income offset, o measure the
preference

(i) Same as present law

(j) Not a preference for any corporation

(k) Treat as a preference interest on any
newly issued nonessential function bonds
that continue to be exempt. 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, 1985 long-term contracts.

(n) Lesser of untaxed appreciation or the
amount of the taxpayer's other preferences
is a preference.

(0) Same as present law

(p) Same as present law

(q) Same as present faw

(h) Same as present law, except that pref
erence applies to all carporations

(i) Same as House bill

(j) Same as Honse bill

(k) Same as present law

(1) Same as present law and President’s
proposal

(m) Same as House bill for post March 1.
1986, long-term contracts

(n) Same as present law

(o) Treat as a preference by not permit-
ting dealers to use the installment method
for minimum tax purposes on sales alter
March 1, 1986.

The provision does not apply (1) to certain
sales by a manufacturer to a dealer where
special relief is provided nnder the regular
tax rules and (2) in the case of certan
elections to pay interest on the deferral of
income with respect to sales of timeshares
and residential lots

(p) Treat as a preference

(q) Treat as a preference 50 percent of the
excess af the taxpayer's pre-tax book mcome
over alternative minimom taxable income
(determined without regard to this prefer-
ence and prior to reduction by NOLs) Book
income 1s the income of the taxpayer as
shown n financial reports or statements
filed with the S E.C or other Federal, State
or local regulators, or provided to share
holders, owners or creditors Under certain
circumstances, earmungs and profits may be
substitnted for book income

The preference is camputed by consolidat
ing the book income of those corporations
which are consohdated for tax purposes

8
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Item

Present Law

President’s Pruposal

House Bill

Senate Amendment

.

q. Business untaxed reported

profits (cont'd)

Earnings of a corporation that does not file
a consolidated tax retorn with the taxpayer
are taken into account only to the extent of
dividends received from the other corpora
tion

Certain Alaska native corporations may
calculate book income using the asset bases
determined under the Alaska Native Claims
Settlement Act Certain amounts paid to
other Alaska native corporations may be
treated as expenses for book purposes in the
same year as the amounts are deductible for
tax purposes. (Floor amendment by Senator
Stevens, adopted by voice vote )

One transitional rule is provided

5. Regular tax elections

No provision.

No provision.

Permit elections to apply minimum tax
rules for regular tax purposes.

Same as House hill

6. Adjustment in other y

when taxpayer pays minimum

tax

ears

No provision

No provision

Amount of minimum tax liability is al-
lowed as a carryforward credit against regu-
lar tax liability in other years.

Amount of minimum tax liability relating
to deferral preferences is allowed as a carry-
forward credit against regular tax liabihty

7. Incentive credits

ign tax credit

Y. Net operating losses (NULs)

10. Estimated tax payments

I1. Effective date

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.

(a) Generally, apply present-law rule
under alternative minimum tax on individ-
uvals (not allowed against minimum tax but
can be carried over).

(b) Corporations with NOLs in 2 of the
last 3 years before 1986 can nse pre-1986
credits to offset 75 percent of minimum tax
liability

(c) Income eligible for the Puerto Rico and
possessions tax credit (sec. 936) is exempted
from the minimum tax

(a) Same as House bill

{b) No provisinn.

(c) Same as House bill

Foreign preferences not subject to add-on
tax

Rule is not stated

Apply present-law rule under alternative
minimum tax on individuals (allowed sub-
ject to limits similar to those under regular
tax).

Same as House bill, except that foreign
tax credits can not offset more than 90% of
tentative tax liability

Allowed in calculating add-on tax

Rule is not stated

Allow against minimum taxable income.
For years before 1986, reduce minimum tax
NOLs by the items of tax preference under
present law. For years after 1985, reduce
minimum tax NOLs by all newly enacted
items of tax preference.

Corporations are nat required to make
estimated tax payments with respect to
minimum tax liability.

No provision.

Taxable years beginning after December
31, 1985

31, 1985,

Require that estimated tax payments be
made with respect to minimum tax liabilhity

Taxable years beginning after December

Same as House hill, adjusted for change
in effective date

Same as House bill

Taxable years beginning after December

31, 1986
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Item

Present Law

President’s P’roposal

louse Bill

Nenate Amendment

Linutations on the Use of the
Cash Methed of Accounting (see
902 of the House hill and see. 321
of the Senate amendment )

) A laxpayer may elect to ase any meth
od of accounting that clearly reflects income
and is regularly vsed 1n keeping its books
The cash receipts and dishursements meth-
od (the cash method) generally is considered
to clearly reflect income for Federal income
tax purposes under present law, except
where inventories are required to be kept

(b) An accrual basis taxpayer must accrue
an amount as income when all the events
have occurred which fix the right to receive
such income and the amount can be deter-
mined with reasonable accuracy

An accrual basis recipient of services may
not deduct the cost of such services prior to
the time of economic performance

(a) Any taxpayer with annual gross re-
ceipts from a bosiness exceeding $5 million,
computed on a 3-year moving average hasis,
would not be permitted to use the cash
method of accounting for Federal income
tax purposes For businesses other than
farming. vse of the cash method also would
be disallowed if another method of acconnt-
ing has been used regularly to ascertain the
income, profit or loss of the business for the
purpose of reports or statements to share-

olders, partners, other proprietors, benefi-
ciaries, or for credit purposes

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

th1 No provision.

Effective date —Taxable years beginning
after December 31, 1985. The adjustment to
icome resulting from the change in tax
accounting method would be recognized rat-
ably over ® period not to exceed 6 years
beginning with the first tax year for which
the proposal is effective

ta) The cash method of accounting gener
ally may not be used by any ¢ corporation
partnership that has a € corporation as a
partner, or tax-exempt trust with unrelated
business income. Exceptions are made for
farming husinesses, qualified personal serv
1we corporations, and entities with average
annual gross receipts of $5 nullion or less
Computation of average annual gross re-
ceipts is done on the basis of the 3 previnus
taxahle years tnot incloding the current
taxable year).

(b) A taxpayer other than a financial in-
stitotion or a otility is nat required to ac-
crue as income any amount to be received
for the performance of services prior to the
time the amoant is billed A taxpayer, other
than a financial institation, is not nired
to accrue as income any amount to re-
ceived for the performance of services
which, on the basis of experience, will not be
collected, as long as unpaid balances do not
bear interest or resalt i a late payment
charge

An accrual basis recipient of services gen-
ernlly may not treat the services as eco
nomically performed prior to the time of
billing

Effective dote  Taxahle years beginning
after December 31, 1985 The adjustment to
income resalting from the change in tax
accounting method is recognized over a pe-
riod not to exceed 5 yenrs (n<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>