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INTRODUCTION

This document,' prepared by the staff of the Joint Committee on Taxation, provides a
description and analysis of the revenue provisions modifying the Internal Revenue Code of 1986
(the “Code”) that are included in the President’s fiscal year 2013 budget proposal, as submitted
to the Congress on February 13, 2012.> The document generally follows the order of the
proposals as included in the Department of the Treasury’s explanation of the President’s budget
proposals.” For each provision, there is a description of present law and the proposal (including
effective date), an analysis of policy issues related to the proposal, and a reference to relevant
prior budget proposals or recent legislative action.

' This document may be cited as follows: Joint Committee on Taxation, Description of Revenue
Provisions Contained in the President’s Fiscal Year 2013 Budget Proposal (JCS-2-12), June 2012.

2 See Office of Management and Budget, Budget of the U.S. Government, Fiscal Year 2013: Analytical
Perspectives (H. Doc. 112-78, Vol. I), pp. 187-225.

? See Department of the Treasury, General Explanations of the Administration’s Fiscal Year 2013 Revenue
Proposals, February 2012.



PART I - TEMPORARY TAX RELIEF TO CREATE JOBS
AND JUMPSTART GROWTH

A. Extend Temporary Reduction in the Social Security Payroll Tax Rate
for Employees and Self-Employed Individuals

Present Law

The President’s proposal has been enacted into law. The extension of the temporary
reduction in the Social Security payroll tax rate for employees and self-employed individuals for
all of 2012 was enacted in the “Middle Class Tax Relief and Job Creation Act of 2012.”*

4 Pub. L. No. 112-96.



B. Extension of 100 Percent Bonus Depreciation for One Additional Year
Present Law

An additional first-year depreciation deduction is allowed equal to 50 percent of the
adjusted basis of qualified property placed in service between January 1, 2008 and September 8§,
2010 or between January 1, 2012 and January 1, 2013 (January 1, 2014 for certain longer-lived
and transportation property).” An additional first-year depreciation deduction is allowed equal to
100 percent of the adjusted basis of qualified property if it meets the requirements for the
additional first-year depreciation and also meets the following requirements. First, the taxpayer
must acquire the property after September 8, 2010 and before January 1, 2012 (January 1, 2013
for certain longer-lived and transportation property).® Second, the taxpayer must place the
property in service after September 8, 2010 and before January 1, 2012 (January 1, 2013 in the
case of certain longer-lived and transportation property). Third, the original use of the property
must commence with the taxpayer after September 8, 2010.

The additional first-year depreciation deduction is allowed for both regular tax and
alternative minimum tax purposes, but is not allowed for purposes of computing earnings and
profits. The basis of the property and the depreciation allowances in the year of purchase and
later years are appropriately adjusted to reflect the additional first-year depreciation deduction.
In addition, there are no adjustments to the allowable amount of depreciation for purposes of
computing a taxpayer’s alternative minimum taxable income with respect to property to which
the provision applies. The amount of the additional first-year depreciation deduction is not
affected by a short taxable year. The taxpayer may elect out of additional first-year depreciation
for any class of property for any taxable year.

The interaction of the additional first-year depreciation allowance with the otherwise
applicable depreciation allowance may be illustrated as follows. Assume that in 2009, a taxpayer
purchased new depreciable property and placed it in service.” The property’s cost is $1,000, and
it is five-year property subject to the half-year convention. The amount of additional first-year
depreciation allowed is $500. The remaining $500 of the cost of the property is depreciable
under the rules applicable to five-year property. Thus, 20 percent, or $100, is also allowed as a
depreciation deduction in 2009. The total depreciation deduction with respect to the property for
2009 is $600. The remaining $400 adjusted basis of the property generally is recovered through
otherwise applicable depreciation rules.

Property qualifying for the additional first-year depreciation deduction must meet all of
the following requirements. First, the property must be (1) property to which MACRS applies
with an applicable recovery period of 20 years or less; (2) water utility property (as defined in

> Sec. 168(k). The additional first-year depreciation deduction is subject to the general rules regarding
whether an item must be capitalized under section 263 or section 263A.

6 For a definition of “acquire” for this purpose, see section 3.02(1)(a) of Rev. Proc. 2011-26, 2011-16
L.R.B. 664.

7 Assume that the cost of the property is not eligible for expensing under section 179.



section 168(e)(5)); (3) computer software other than computer software covered by section 197;
or (4) qualified leasehold improvement property (as defined in section 168(k)(3))." Second, the
original use’ of the property must commence with the taxpayer after December 31, 2007."°
Third, the taxpayer must acquire the property within the applicable time period (as described
below). Finally, the property must be placed in service before January 1, 2013. An extension of
the placed-in-service date of one year (i.e., January 1, 2014) is provided for certain property with
a recovery period of 10 years or longer and certain transportation property.''

To qualify, property must be acquired (1) after December 31, 2007, and before January 1,
2013, but only if no binding written contract for the acquisition is in effect before January 1,
2008, or (2) pursuant to a binding written contract which was entered into after December 31,
2007, and before January 1, 2013."> With respect to property that is manufactured, constructed,
or produced by the taxpayer for use by the taxpayer, the taxpayer must begin the manufacture,
construction, or production of the property after December 31, 2007, and before January 1, 2013.
Property that is manufactured, constructed, or produced for the taxpayer by another person under
a contract that is entered into prior to the manufacture, construction, or production of the
property is considered to be manufactured, constructed, or produced by the taxpayer. For
property eligible for the extended placed-in-service date, a special rule limits the amount of costs
eligible for the additional first-year depreciation. With respect to such property, only the portion

¥ The additional first-year depreciation deduction is not available for any property that is required to be
depreciated under the alternative depreciation system of MACRS. The additional first-year depreciation deduction
is also not available for qualified New York Liberty Zone leasehold improvement property as defined in section
1400L(c)(2).

° The term “original use” means the first use to which the property is put, whether or not such use
corresponds to the use of such property by the taxpayer. If in the normal course of its business a taxpayer sells
fractional interests in property to unrelated third parties, then the original use of such property begins with the first
user of each fractional interest (i.e., each fractional owner is considered the original user of its proportionate share of
the property).

12" A special rule applies in the case of certain leased property. In the case of any property that is originally
placed in service by a person and that is sold to "e taxpayer and leased back to such person by the taxpayer within
three months after the date that the property was placed in service, the property would be treated as originally placed
in service by the taxpayer not earlier than the date that the property is used under the leaseback. If property is
originally placed in service by a lessor, such property is sold within three months after the date that the property was
placed in service, and the user of such property does not change, then the property is treated as originally placed in
service by the taxpayer not earlier than the date of such sale.

" Property qualifying for the extended placed-in-service date must have an estimated production period
exceeding one year and a cost exceeding $1 million. Transportation property generally is defined as tangible
personal property used in the trade or business of transporting persons or property. Certain aircraft which is not
transportation property, other than for agricultural or firefighting uses, also qualifies for the extended placed-in-
service-date, if at the time of the contract for purchase, the purchaser made a nonrefundable deposit of the lesser of
10 percent of the cost or $100,000, and which has an estimated production period exceeding four months and a cost
exceeding $200,000.

12 Property does not fail to qualify for the additional first-year depreciation merely because a binding
written contract to acquire a component of the property is in effect prior to January 1, 2008.



of the basis that is properly attributable to the costs incurred before January 1, 2013 (“progress
expenditures™) is eligible for the additional first-year depreciation deduction."

Property does not qualify for the additional first-year depreciation deduction when the
user of such property (or a related party) would not have been eligible for the additional first-
year depreciation deduction if the user (or a related party) were treated as the owner. For
example, if a taxpayer sells to a related party property that was under construction prior to
January 1, 2008, the property does not qualify for the additional first-year depreciation
deduction. Similarly, if a taxpayer sells to a related party property that was subject to a binding
written contract prior to January 1, 2008, the property does not qualify for the additional first-
year depreciation deduction. As a further example, if a taxpayer (the lessee) sells property in a
sale-leaseback arrangement, and the property otherwise would not have qualified for the
additional first-year depreciation deduction if it were owned by the taxpayer-lessee, then the
lessor is not entitled to the additional first-year depreciation deduction.

The limitation under section 280F on the amount of depreciation deductions allowed with
respect to certain passenger automobiles is increased in the first year by $8,000 for automobiles
that qualify (and for which the taxpayer does not elect out of the additional first-year
deduction).'* The $8,000 increase is not indexed for inflation.

Description of Proposal

The proposal increases the additional first-year depreciation deduction from 50 percent to
100 percent of the adjusted basis of qualified property placed in service before January 1, 2013
(January 1, 2014, for certain longer-lived and transportation property).

Effective date.—The provision applies to property placed in service after December 31,
2011.

Analysis

The proposal lowers the after-tax cost of capital expenditures made by businesses in the
applicable time period by permitting the immediate depreciation of 100 percent of the amount of
the capital expenditure, rather than immediately depreciating 50 percent and depreciating the
remaining 50 percent over the applicable recovery period. Reducing the cost of capital
investments is the appropriate treatment if the tax policy objective is taxation of consumption,
because expensing 100 percent rather than 50 percent of the cost of the capital expenditure
effectively reduces the tax on the returns to investment, subject to certain assumptions.” If the

1 For purposes of determining the amount of eligible progress expenditures, it is intended that rules similar
to section 46(d)(3) as in effect prior to the Tax Reform Act of 1986 apply.

1 Sec. 168(k)(2)(F).

" For example, consider an investment of $100 that yields a $10 return in the following year, i.e., a 10-
percent pre-tax return. If the tax rate is 35 percent, expensing of the $100 investment yields a $35 reduction in tax
liability, meaning the after-tax cost to the taxpayer for the $100 investment is $65. The $10 return in the following
year results in a $3.50 tax, and thus a $6.50 after-tax return. Thus, the after-tax rate of return on the investment is 10



tax policy objective is taxation of income, then depreciation deductions should coincide with the
economic depreciation of the asset to measure economic income accurately. A depreciation
system more generous than economic depreciation results in a marginal effective tax rate on the
income from capital that is less than the statutory tax rate.

By reducing the cost of capital, it is argued that eligible businesses will invest in more
equipment, thus serving to stimulate economic growth, at least in the short run, among
businesses taxable in the United States. The overall impact of a provision that lowers the user
cost of capital depends on the degree to which the provision encourages taxpayers to make
investments they otherwise would not have made. If the drop in the user cost of capital mainly
benefits taxpayers who make a level of investment similar to the level that they would have made
without the change in tax law, then the effect of the change on economic growth is muted.
Arguably, a temporary provision will stimulate the economy by accelerating investment into the
applicable time period. Of course, this type of shifting necessarily involves lowering investment
in a subsequent time period. To the extent that the proposal applies retroactively to investments
a taxpayer made prior to enactment of the provision, the proposal would not provide an incentive
to make those investments that were already made. However, a retroactive provision could have
an indirect effect on investment insofar as it increases cash flow for taxpayers which may (or
may not) use the additional cash flow for further investment.

The findings in the literature on the effects of more generous cost recovery methods, and
more generally on the sensitivity of capital investment to its user cost, are mixed.'® One of the
first major studies found that investment responded strongly to changes in tax policy."” The
authors examined a range of tax policies that lowered the user cost of capital, such as accelerated
depreciation, investment tax credits, and expensing. Their results are in line with conventional
economic theory, which suggests that lowering the user cost of capital (such as through
accelerated depreciation) increases national investment.

However, the findings of subsequent studies have been mixed. Some authors have found
negligible effects. A study analyzing the investment behavior of a large collection of firms from
1981 to 1991, estimated a relatively small response of capital investment to changes in its user

percent (6.50 divided by 65), the same as the pre-tax rate of return. To effect consumption tax treatment fully, other
modifications would need to be made, such as not imposing capital gains taxes with respect to sales of business
equity interests and fully integrating the corporate and individual tax systems. Additionally, no business interest
expense deductions could be permitted or negative effective tax rates would result. Finally, even with the changes
above, any property taxes imposed at the State or local level would cause there to remain a positive effective tax rate
on the return to investment.

' For a more detailed discussion of the relevant literature, see Joint Committee on Taxation, Background
and Present Law Relating to Cost Recovery and Domestic Production Activities (JCX-19-12), February 27, 2012,
available at www.jct.gov.

'7 Robert Hall and Dale W. Jorgenson, “Tax Policy and Investment Behavior,” American Economic
Review, vol. 57, no. 3, June 1967, pp. 391-414.



cost but a relatively large response of capital investment to cash flow.'® Several studies of the
bonus depreciation provisions enacted in 2002 and 2003 concluded that the provisions had
limited impact on investment spending.”” Another study of the bonus depreciation provisions of
2002 and 2003, as well as legislation enacted in 2003 that increased the maximum section 179
deduction from $25,000 to $100,000, found that the fraction of small businesses claiming 179
expensing changed little between 2001 or 2002, and 2003, when the limitation on deductions was
raised.”* Among small businesses, 39 percent of individuals and 54 percent of corporations
claimed bonus depreciation in 2002, compared to 33 percent of individuals and 49 percent of
corporations in 2003, when bonus depreciation was made more generous.'

Other research has found that utilization rates for the bonus depreciation measures were
higher for industries, such as telecommunications, where the long-lived investments by a small
number of firms accounts for the bulk of investment.”> Another study found that bonus
depreciation significantly affected the composition of investments made by companies, with
companies investing in equipment with long tax lives which benefit the most from bonus
depreciation.”® Yet another study concluded that bonus depreciation stimulates investment by
firms with more domestic investments and that pay more taxes.”*

Various explanations for these results have been proposed in the economics literature.
For example, if the size of the incentive was relatively small given the present accelerated
depreciation provisions, companies who typically plan their capital spending budgets in advance
may not have been able to adapt quickly enough to take advantage of bonus depreciation, and the

'8 Robert S. Chirinko, Steven M. Fazzari, and Andrew P. Meyer, “How Responsive Is Business Capital
Formation to Its User Cost? An Exploration with Micro Data,” Journal of Public Economics, vol. 74, no. 1, 1999,
pp- 53-80.

' Darrel Cohen and Jason Cummins, “A Retrospective Evaluation of the Effects of Temporary Partial
Expensing,” Finance and Economics Discussion Series 2006-19, Divisions of Research of Statistics and Monetary
Affairs, Federal Reserve Board, Washington D.C., April 2006; David S. Hulse and Jane R. Livingstone, “Incentive
Effects of Bonus Depreciation,” January 2010, available at http://www.ifigr.org/workshop/spring10/Hulse.pdf.

0 Matthew Kanittel, “Small Business Utilization of Accelerated Tax Depreciation: Section 179 Expensing
and Bonus Depreciation,” National Tax Journal Proceedings-2005, 98th Annual Conference, 2005, pp. 273-286.

21 bid., p. 284.

22 Matthew Kanittel, “Corporate Response to Accelerated Tax Depreciation: Bonus Depreciation for Tax
Years 2002-2004,” Office of Tax Analysis Working Paper 98, Office of Tax Analysis, Department of Treasury, May
2007.

# Christopher L. House and Matthew D. Shapiro, “Temporary Investment Tax Incentives: Theory with
Evidence from Bonus Depreciation,” American Economic Review, vol. 98, no. 3, June 2008, pp. 737-68.

** Estelle P. Dauchy and Claudia Martinez, “Corporate Tax Minimization and the Effectiveness of
Investment Incentives,” State Tax Notes, vol. 47, no. 13, March 31, 2008.



costs of making any such adjustments may not have been worth the benefit.> The relatively low
take-up rate for bonus depreciation provisions could also be the result of companies with
significant losses and loss carryovers, as well as the fact that many States did not allow bonus
depreciation for State tax purposes, making bonus depreciation more complicated and less
beneficial *® Also, lack of taxpayer awareness, tax law interactions, and the complexity costs of
claiming a deduction under a new provision could reduce the sensitivity of investment to tax
ncentives.

Prior Action

No prior action.

» Cohen and Cummins, “A Retrospective Evaluation of the Effects of Temporary Partial Expensing,”
Finance and Economics Discussion Series 2006-19, Divisions of Research of Statistics and Monetary Affairs,
Federal Reserve Board, Washington, D.C. April 2006.

6 Matthew Kanittel, “Corporate Response to Bonus Depreciation: Bonus Depreciation for Tax Years 2002-
2004,” Office of Tax Analysis Working Paper 98, Office of Tax Analysis, Department of Treasury, May 2007.



C. Provide a Temporary 10-Percent Tax Credit for New Jobs and Wage Increases
Present Law

Businesses may reduce their tax liability by any applicable tax credits, such as the general
business credit. Credits that are components of the general business credit generally are
determined based on a percentage of the cost associated with the underlying activity and
generally are subject to certain limitations. The general business credit may not reduce a
taxpayer’s net income tax below an amount equal to the taxpayer’s tentative minimum tax (or, if
greater, 25 percent of so much of the taxpayer’s regular tax liability as exceeds $25,000). For
purposes of applying this rule to certain credits (the alcohol fuels credit, the low-income housing
credit, portions of the renewable electricity production credit, the employer Social Security
credit, the railroad track maintenance credit, the small employer health insurance credit, the
energy credit, the rehabilitation credit, and work opportunity credit), the tentative minimum tax
is treated as being zero.

General business credits determined in a taxable year that exceed the amount allowable in
that year generally may be carried back one year and forward up to 20 years. Credits for small
businesses determined in 2010 were allowed a five-year carryback.

Among the credits included in the general business credit is the work opportunity tax
credit (“WOTC”).?” The WOTC is available on an elective basis for employers hiring
individuals from certain targeted groups. The amount of the credit available to an employer is
determined by the amount of qualified wages paid by the employer. Generally, qualified wages
consist of wages attributable to services rendered by a member of a targeted group during the
one-year period beginning with the day the individual begins work for the employer (two years
in the case of an individual in the long-term family assistance recipient category). Qualified
wages are defined as those wages paid to members of a qualified group who began work for the
employer prior to January 1, 2012, or, in the case of a qualified veteran, January 1, 2013.

Under present law, the general business credit contains no generally available income tax
credit for job creation or increasing employees’ wages.

Description of Proposal

Under the proposal, qualified employers are provided a tax credit for increases in wage
expense, whether driven by new hires, increased wages, or both. The credit is equal to 10
percent of the increase in the employer’s 2012 eligible wages over the prior year (2011).
Eligible wages for purposes of the credit are the employers’ Old Age Survivors and Disability
Insurance (OASDI) wages. The wage base for determining the maximum amount of OASDI
wages per employee is $106,800 for 2011 and $110,100 for 2012. The maximum amount of the
increase in eligible wages is $5 million per employer, for a maximum credit of $500,000. For
employers with no OASDI wages in 2011, eligible wages for 2011 are 80 percent of their
OASDI wage base for 2012. The credit is considered a general business credit. A similar credit

Y Sec. 51.



is provided for qualified tax-exempt employers (with respect to their payroll tax liability). The
Secretary may prescribe rules with respect to eligible wages.

The credit only applies with respect to the wages of employees performing services in a
trade or business of a qualified employer or, in the case of a qualified employer exempt from tax
under section 501(a), in furtherance of the activities related to the purpose or function
constituting the basis of the employer’s exemption under section 501. Self-employment income
is not considered eligible wages.

A qualified employer means any employer other than the United States, and State or
possession of the United States, or any political subdivision thereof, or any instrumentality of the
foregoing. A qualified employer also includes any employer that is a public institution of higher
education (as defined in section 101 of the Higher Education Act of 1965).

For purposes of determining the $5 million limit on the maximum amount of OASDI
wages available for the credit, all employees of all corporations that are members of the same
controlled group (using the 80-percent ownership test for filing a consolidated return) are treated
as employed by a single employer. For partnerships, proprietorships, and other pass-thru
entities, all employees under common control are treated as employed by a single employer. The
Secretary may prescribe rules with respect to predecessor and successor employers.

The credit is also available for increases in earnings subject to tier 1 Railroad Retirement
taxes subject to OASDI rates. Similar benefits are extended to Puerto Rico and American Samoa
through compensating payments from the U.S. Treasury.

Effective date.—The proposal is effective for wages paid during the one-year period
beginning on January 1, 2012.

Analysis

Structure of wage subsidies

In general

The proposed tax credit functions effectively as an employer-side wage subsidy. In
theory, such a credit reduces the costs of employing workers, increases demand for labor, and
consequently raises employment and wages. Two of the key issues in the design of a wage credit
are (1) whether it should subsidize total or incremental employment and (2) whether it should be
categorical and target the wages of particular groups of individuals, or non-categorical and apply
to the wages of all groups of workers. The Administration’s proposed wage credit is incremental
and non-categorical by design, which has implications for its effectiveness.

Incremental vs. non-incremental credits

The purpose of the proposed wage credit is to encourage firms to hire workers or increase
wages. As an administrative matter, measuring the wage expenses a firm would incur absent the
credit is difficult, which means that subsidizing only the portion of increases in wage expenses
attributable to the wage credit is not possible. Non-incremental credits largely ignore this
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problem because they apply to a company’s entire wage bill. By doing so, they are likely to
subsidize wage increases that would have been incurred without the credit and generate windfalls
for a large number of firms. Incremental credits address this problem by subsidizing only the
portion of wage increases above some base level, which in the Administration’s case are eligible
wage expenses incurred by a firm in the prior tax year. This feature makes incremental credits
more cost-effective than non-incremental credits at raising employment and increasing wages.

In particular, incremental credits help reduce windfalls to the extent that the base level accurately
measures the amount of wage expenses a firm would have incurred without the credit.

Categorical vs. non-categorical subsidies

The economics literature has generally shown that categorical wage subsidies are less
effective than non-categorical wage subsidies at increasing employment.28 Some economists
have attributed this result to possible stigma effects associated with being in a targeted group,
since prospective employees must reveal that they are members of a targeted group in order for
their employer to claim the wage credit. One study analyzed a wage credit for which welfare
recipients were eligible, and found that job-seeking welfare recipients aware of their eligibility
for the program, and provided with vouchers that employers could redeem for a direct cash
subsidy upon hiring, were less likely to find employment than job-seeking welfare recipients
who did not know they were eligible for the program and did not receive vouchers that revealed
their status as welfare recipients.”” The author hypothesized that the vouchers had a stigmatizing
effect and helped employers screen out welfare recipients, who the employers were presumably
reluctant to hire despite the cash subsidy.*

Even if a categorical wage subsidy does increase employment for a targeted group of
workers, that does not necessarily mean that overall employment increases. For example, it may
cause firms to substitute non-targeted workers with targeted workers, thereby changing the
composition of employment but not the level. Non-categorical subsidies are more effective to
the extent that they do not provide incentives for firms to hire one group of workers over another.
In this respect, non-categorical subsidies are also more efficient because they do not discourage
firms from hiring employees with the best qualifications.

% See the survey by David Neumark, “Policies to Encourage Job Creation: Hiring Credits vs. Worker
Subsidies,” National Bureau of Economic Research working paper, March 2011. The papers reviewed in the survey
generally found that wage subsidies are ineffective, and whatever positive effects they have on employment tend to
occur when the subsidy is combined with a job training component.

¥ Gary Burtless, “Are Targeted Wage Subsidies Harmful? Evidence from a Wage Voucher Experiment,”
Industrial and Labor Relations Review, vol. 39, no. 1, October 1985, pp. 105-114. In this study, welfare recipients

were individuals who participated in Aid to Families with Dependent Children or received general assistance.

% 1bid., p. 105.
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Effects of wage subsidies

Evidence from the New Jobs Tax Credit

The Administration’s proposed wage subsidy has features similar to the New Jobs Tax
Credit (NJTC), which was established as part of the Tax Reduction and Simplification Act of
1977 and in place during 1977 and 1978.”' The NJTC, like the Administration’s proposed wage
subsidy, was non-categorical, incremental, and capped, and was not combined with a job training
program. The credit was equal to 50 percent of the increase in an employer’s FUTA wage base
above 102 percent of that wage base in the previous year.”> The total value of the NTJC claimed
by a firm could not exceed $100,000.

A number of studies have evaluated the impact of the NJTC on employment, but given
data limitations, the conclusions reached were quite tentative. One study found that firms with
knowledge of the credit increased employment by over 3 percent more than similar firms that
were unaware of the program.®> However, only 34.4 percent of the firms they studied were
aware of the program, and since firms with the most to benefit from the program were more
likely to learn of it, the authors note that their results could overstate the actual effect of the
program.>® Indeed, only 6.1 percent of firms with knowledge of the credit reported that they
increased employment because of the credit.”> Another study found that the impact of the credit
was concentrated in the construction, trucking, retail trade, and wholesale trade sectors.>
Although these papers suggest that the NJTC had a positive impact on employment, the authors
themselves agree that the conclusions are sufficiently tenuous that one cannot rule out the
possibility that the credit had a negligible effect on employment.*’

Implications for the Administration’s proposal

Evidence on the effects of the NJTC suggests that the Administration’s proposed credit
may have a negligible effect on employment and wages. A number of mechanisms may inhibit

31 Pub. L. No. 95-30.

32 Joint Committee on Taxation, Summary of H.R. 3477: The Tax Reduction and Simplification Act of
1977 (As Agreed to by the Conferees) (JCS-18-77), May 9, 1977.

33 Jeffrey M. Perloff and Michael L. Wachter, “The New Jobs Tax Credit: An Evaluation of the 1977-
1978 Wage Subsidy Program,” American Economic Review Papers and Proceedings, vol. 69, no. 2, May 1979
p. 176.

* \bid., p. 175

* 1bid., p. 175

3% John H. Bishop, “Employment in Construction and Distribution Industries: The Impact of the New Jobs
Tax Credit,” in Sherwin Rosen (ed.), Studies in Labor Markets, University of Chicago Press, 1981.

37 Lawrence F. Katz, “Wage Subsidies for the Disadvantaged,” National Bureau of Economic Research
working paper, July 1996.
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the effectiveness of the credit. As was the case with the NJTC, it is possible that a large number
of employers will be unaware of the credit and therefore will not be influenced by the credit
when making their hiring decisions. Moreover, because the credit is temporary, the incentive
effects of the credit diminish as the expected tenure of new hires increases. In other words, the
value of the 10-percent wage subsidy for 2012 eligible wages, relative to an employee’s salary,
diminishes as the expected job tenure of the employee increases. The incentive effect also
diminishes as an employee’s salary increases, since the credit applies only to increases in the
OASDI wage base. The ultimate short-run impact of the credit on hiring, then, will likely be
highest among firms in industries with high turnover and who pay employees salaries not
exceeding the OASDI wage ceiling. However, the temporary nature of the credit may reduce
incentives for firms to devote resources to worker training, which could enhance employee skills,
make them more attractive to existing and prospective employers, and ultimately increase the
medium- and long-term employment effects of the wage credit. Therefore, the effect of the wage
credit on employment could be limited to the extent that employers invest less in worker training.
This hypothesis is supported by evidence that wages subsidies that are combined with training
and job development programs are more effective than stand-alone wage subsidies at increasing
employment.’

The Administration’s proposed credit may also have a negligible effect on an employer’s
decision to raise employee salaries. This may arise because firms tend not to lower an
employee’s salary after they receive a raise. If this is the case—as the economics literature
suggests—then the incentive effects of the credit to increase employee salaries diminish as the
expected tenure of their workers increases. Economists have found that firms are generally
reluctant to reduce employee salaries, and prefer to lay off workers when reductions in wage
expenses are necessary.”. This may be due to fairness concerns on the part of employees, who
may view salary reductions as unfair and decrease effort.* Laying off a co-worker may not
reduce employee effort to the same extent, so employers may prefer to decrease their workforce,
rather than lower salaries, to avoid a drop in overall worker productivity.* This may explain
why, at the beginning of a recession, employment can fall while wages remain relatively stable.

Technical considerations

One potential criticism of the proposal is that it lacks certain requirements that may be
important in effectuating its goals. For instance, the effect of using the OASDI wage base for
purposes of determining wages eligible for the credit is to deny a credit for any wage increase for
employees who are earning at least $110,100 in 2012. However, as currently written, the
proposal would allow an employer a credit for the increase in OASDI wages that is attributable

* \bid., p. 31.
** See Truman E. Beweley, Why Wages Don’t Fall During a Recession, Harvard University Press, 1999.

“ Fora survey, see Ernst Fehr, Lorenz Goette, and Christian Zehnder, “A Behavioral Account of the Labor
Market: The Role of Fairness Concerns,” Annual Review of Economics, vol. 1, 2009, pp. 355-384.

1 Ibid.
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only to the statutory increase in the wage base. Thus, if an employee earned $120,000 in 2011,
and earned the same amount in 2012, under the proposal the employer would be eligible to
receive a credit based on a $3,300 increase in wages (the difference in the $110,100 in OASDI
wages paid to the employee in 2012 and the $106,800 paid to the employee in 2011), despite the
fact that the employer did not increase his wages paid in 2012. A potential solution to this
criticism would be to add a rule specifying that an employer cannot receive a credit with respect
to any wages paid to an employee who earned more than $110,100 in 2011.

An additional criticism may be that the proposal is unclear regarding rules to prevent
employers from receiving, in the case of WOTC, multiple credits for the same increase in wages,
as well as no rules to prevent employers from deducting the wages paid, in an amount equal to
the credit, from gross income.** Finally, critics may point to the proposal’s lack of rules
preventing employers from hiring related parties in 2012 solely for the purpose of receiving the
credit.

Prior Action

No prior action.

42 See sec. 280A.
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D. Provide Additional Tax Credits for Investment in Qualified Property Used
in a Qualifying Advanced Energy Manufacturing Project

Present Law

Present law provides a 30-percent credit for investment in qualified property used in a
qualifying advanced energy manufacturing project. A qualifying advanced energy project is a
project that re-equips, expands, or establishes a manufacturing facility for the production of: (1)
property designed to be used to produce energy from the sun, wind, or geothermal deposits
(within the meaning of section 613(e)(2)), or other renewable resources; (2) fuel cells,
microturbines, or an energy storage system for use with electric or hybrid-electric motor
vehicles; (3) electric grids to support the transmission of intermittent sources of renewable
energy, including storage of such energy; (4) property designed to capture and sequester carbon
dioxide; (5) property designed to refine or blend renewable fuels (but not fossil fuels) or to
produce energy conservation technologies (including energy-conserving lighting technologies
and smart grid technologies); (6) new qualified plug-in electric drive motor vehicles, qualified
plug-in electric vehicles, or components which are designed specifically for use with such
vehicles, including electric motors, generators, and power control units; or (7) other advanced
energy property designed to reduce greenhouse gas emissions as may be determined by the
Secretary. A qualifying advanced energy project does not include any part of a project for the
production of any property for use in the refining or blending of any transportation fuel other
than renewable fuels.

Qualified property must be depreciable (or amortizable) property used in a qualifying
advanced energy project. Only tangible personal property and other tangible property (not
including a building or its structural components) are credit-eligible. The basis of qualified
property must be reduced by the amount of credit received. No credit is allowed for any
qualified investment that is allowed a credit under sections 48, 48A, or 48B.

Credits are available only for projects certified by the Secretary of Treasury, in
consultation with the Secretary of Energy. The Secretary of Treasury has established a
certification program for this purpose, and may allocate up to $2.3 billion in credits.

Certifications are issued using a competitive bidding process. Current Treasury guidance
requires taxpayers to apply for certification with respect to their entire qualified investment in a
project.

In selecting projects, the Secretary may consider only those projects with a reasonable
expectation of commercial viability. In addition, the Secretary must consider other selection
criteria, including which projects: (1) will provide the greatest domestic job creation; (2) will
provide the greatest net impact in avoiding or reducing air pollutants or anthropogenic emissions
of greenhouse gases; (3) have the greatest potential for technological innovation and commercial
deployment; (4) have the lowest levelized cost of generated or stored energy, or of measured
reduction in energy consumption or greenhouse gas emission; and (5) have the shortest project
time from certification to completion.
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Each project application must be submitted during the two-year period beginning on the
date the certification program was established. An applicant for certification has one year from
the date the Secretary accepts the application to provide the Secretary with evidence that the
requirements for certification have been met. Upon certification, the applicant has three years
from the date of issuance of the certification to place the project in service. Not later than four
years after February 17, 2009 (the date of enactment of the American Recovery and
Reinvestment Act of 2009), the Secretary is required to review the credit allocations and
redistribute any credits that were not used either because of a revoked certification or because of
an insufficient quantity of credit applications.

Description of Proposal

The proposal authorizes an additional $5 billion of credits for investments in eligible
property used in a qualifying advanced energy project. Under the proposal taxpayers may apply
for a credit with respect to only part of their qualified investment. This second element of the
proposal will be accomplished through administrative guidance and does not require legislative
action. If a taxpayer applies for a credit with respect to only part of the qualified investment in
the project, the taxpayer’s increased cost sharing and the project’s reduced revenue cost to the
government will be taken into account in determining whether to allocate credits to the project.

Effective date.—The proposal is effective on the date of enactment.

Analysis

The proposal expands the amount of investment tax credits that may be allocated for
investment in manufacturing facilities that produce specified products, many of which are also
subsidized on the consumption side of the market via tax credits for their purchase. The
manufacturing projects that may qualify generally have in common the feature that they produce
goods whose use would displace the consumption of fossil fuels.

Economists are generally skeptical of government interventions in markets that alter
prices from those that would otherwise prevail in a free market, but most would agree that a valid
economic rationale for government intervention in certain markets (including many aspects of
energy markets) can exist when there are “externalities” in the consumption or production of
certain goods that lead to “market failures,” wherein either too little or too much of certain
economic activity occurs relative to what is the socially optimal level of activity.

Pollution is an example of a negative externality, because the costs of pollution are borne
by society as a whole rather than solely by the polluters. In the case of pollution, there are
various ways the government could intervene in markets to limit pollution to more economically
efficient levels. One approach is to control pollution directly through regulation of polluters,
such as by requiring coal burning electric utilities to install scrubbers to limit their emissions of
various pollutants. Other more market oriented approaches to achieving socially optimal levels
of pollution control are also possible, such as by setting a tax on the polluting activity that is
equal to the social cost of the pollution.

In the case of a positive externality, the appropriate economic policy would be to impose
a negative tax (i.e., a subsidy) on the consumption or production that produces the positive
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externality, such that the socially optimal level of consumption or production results. An
example where such a positive externality is thought to exist is in basic scientific research, as the
social payoffs to such research are not fully captured by private parties that undertake, and incur
the cost of, such research. As a result, a socially sub-optimal level of such research is
undertaken. The provision of a subsidy for such research can correct this market inefficiency
and increase the amount of such research to socially optimal levels.

It could be argued that the manufacturing credit is designed to correct inefficiently low
investment in eligible manufacturing facilities that stems from the facilities producing positive
externalities that are not captured in private investment decision making. There are problems
with this argument however. There is no clear evidence that positive externalities exist from the
domestic production of (a separate notion from the domestic use of) these favored items relative
to production of other goods not so favored. In the absence of such externalities, government
intervention that distorts investment via subsidies will lead to an inefficient and less productive
allocation of resources in the society as a whole.

To the extent that positive externalities exist from the domestic use of the favored
production items, the existing subsidy mechanism for the purchase of these goods should be
sufficient to address any positive externality related to the use of these goods. Even in this case,
economists do not generally argue that consuming wind energy, or driving an electric car,
produces positive externalities and thus merits subsidy. Rather, it is thought that subsidizing
these activities will divert consumption from other, less desirable consumption of fossil fuels that
produce pollution and other negative externalities. However, economists generally agree that the
most efficient means of addressing pollution would be a direct tax on the creation of the
pollution, rather than an indirect approach that provides targeted tax credits for certain
technologies.

The allocation of a fixed amount of tax credits for a given activity can be criticized as
leading to unfair tax results. Most Federal tax credits are available to all taxpayers who meet the
statutory eligibility requirements, and are not limited in the aggregate. A tax system that
provides only a fixed amount of credits in the aggregate can lead to a situation where two
similarly situated taxpayers face different tax liabilities, if one has been granted an allocation of
credits and the other has not. While other Federal disbursements are similarly limited, many
have noted that these allocated tax credits are in essence grant programs, and have questioned
whether such programs should be run through the tax code, rather than funded directly by grants
made under the auspices of other Federal departments.

When there is a limited amount of credit to allocate, providing a fixed percentage credit
for the entirety of a qualifying project may not be the most cost effective way for the Federal
government to utilize the tax code to stimulate desirable manufacturing projects. As the
Treasury Department notes in its explanation of the Administration’s revenue proposal, the
original $2.3 billion credit allocation funded less than one-third of technically acceptable
applications.* The fact that the program was oversubscribed at a 30-percent credit rate suggests

* Department of the Treasury, General Explanation of the Administration’s Fiscal Year 2012 Revenue
Proposals, February 2012, p. 7.
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that the credit was too generous and that the credit rate could have been lowered while funding
more projects for the same cost to the Federal government. Ideally, to efficiently utilize a fixed
amount of credit, the government would operate some form of auction whereby applicants bid on
the credit rate they would need in order to go forward with a project, and the lowest bidders
would obtain the credit until the $2.3 billion were allocated. This is analogous to how the
Treasury Department auctions its securities—it sets a borrowing target and elicits bids in order to
obtain the lowest borrowing rate that the market will accept. The allocated credit approach is
analogous to a hypothetical, and inefficient, security auction in which the Treasury Department
announces it plans to borrow a fixed amount of money at a high interest rate, finds its offer
oversubscribed, and then chooses to borrow from the lucky few. This would be an expensive
way for the government to borrow.

The Administration proposal notes that guidance for applying for the credit will be
revised to no longer require that an applicant apply for the credit with respect to its entire
qualified investment, and states that “if a taxpayer applies for a credit with respect to only part of
the qualified investment in the project, the taxpayer’s increased cost sharing and the project’s
reduced revenue cost to the government will be taken into account in determining whether to
allocate credits to the project.”* This approach will yield efficiencies similar to the auction
concept outlined above, as applicants will now in general have the incentive only to bid for as
much credit as they need to make their project economically viable, lest they bid for too high an
allocation and lose out to a competitor, thus getting no allocation.

Prior Action

An identical proposal was included in the President’s fiscal year 2011and 2012 proposals.

* Ibid.
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E. Provide Tax Credit for Energy Efficient Commercial Building Property
Expenditures in Lieu of Existing Tax Deduction

Description of Proposal

In general

Code section 179D provides an election under which a taxpayer may take an immediate
deduction equal to energy-efficient commercial building property expenditures made by the
taxpayer. Energy-efficient commercial building property is defined as property (1) which is
installed on or in any building located in the United States that is within the scope of Standard
90.1-2001 of the American Society of Heating, Refrigerating, and Air Conditioning Engineers
and the Illuminating Engineering Society of North America (“ASHRAE/IESNA”), (2) which is
installed as part of (i) the interior lighting systems, (ii) the heating, cooling, ventilation, and hot
water systems, or (ii1) the building envelope, and (3) which is certified as being installed as part
of a plan designed to reduce the total annual energy and power costs with respect to the interior
lighting systems, heating, cooling, ventilation, and hot water systems of the building by 50
percent or more in comparison to a reference building which meets the minimum requirements of
Standard 90.1-2001 (as in effect on April 2, 2003). The deduction is limited to an amount equal
to $1.80 per square foot of the property for which such expenditures are made. The deduction is
allowed in the year in which the property is placed in service.

Certain certification requirements must be met in order to qualify for the deduction. The
Secretary, in consultation with the Secretary of Energy, will promulgate regulations that describe
methods of calculating and verifying energy and power costs using qualified computer software
based on the provisions of the 2005 California Nonresidential Alternative Calculation Method
Approval Manual or, in the case of residential property, the 2005 California Residential
Alternative Calculation Method Approval Manual.

The Secretary is granted authority to prescribe procedures for the inspection and testing
for compliance of buildings that are comparable, given the difference between commercial and
residential buildings, to the requirements in the Mortgage Industry National Accreditation
Procedures for Home Energy Rating Systems.* Individuals qualified to determine compliance
shall only be those recognized by one or more organizations certified by the Secretary for such
purposes.

For energy-efficient commercial building property expenditures made by a public entity,
such as public schools, the Secretary shall promulgate regulations that allow the deduction to be
allocated to the person primarily responsible for designing the property in lieu of the public
entity.

If a deduction is allowed under this section, the basis of the property shall be reduced by
the amount of the deduction.

# See Notice 2006-52, 2006-1 C.B. 1175, June 2, 2006; IRS 2008-40, 2008-14 I.R.B. 725, March 11,
2008.
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The deduction is effective for property placed in service prior to January 1, 2014.

Partial allowance of deduction

System-specific deductions

In the case of a building that does not meet the overall building requirement of a 50-
percent energy savings, a partial deduction is allowed with respect to each separate building
system that comprises energy efficient property and which is certified by a qualified professional
as meeting or exceeding the applicable system-specific savings targets established by the
Secretary. The applicable system-specific savings targets to be established by the Secretary are
those that would result in a total annual energy savings with respect to the whole building of 50
percent, if each of the separate systems met the system specific target. The separate building
systems are (1) the interior lighting system, (2) the heating, cooling, ventilation and hot water
systems, and (3) the building envelope. The maximum allowable deduction is $0.60 per square
foot for each separate system.

Interim rules for lighting systems

In general, in the case of system-specific partial deductions, no deduction is allowed until
the Secretary establishes system-specific targets.** However, in the case of lighting system
retrofits, until such time as the Secretary issues final regulations, the system-specific energy
savings target for the lighting system is deemed to be met by a reduction in Lighting Power
Density of 40 percent (50 percent in the case of a warehouse) of the minimum requirements in
Table 9.3.1.1 or Table 9.3.1.2 of ASHRAE/IESNA Standard 90.1-2001. Also, in the case of a
lighting system that reduces lighting power density by 25 percent, a partial deduction of 30 cents
per square foot is allowed. A pro-rated partial deduction is allowed in the case of a lighting
system that reduces lighting power density between 25 percent and 40 percent. Certain lighting
level and lighting control requirements must also be met in order to qualify for the partial
lighting deductions under the interim rule.

Corporate earnings and profits effect

Earnings and profits are the measure of corporate economic income that, if distributed to
shareholders, is generally taxed to them as a dividend (rather than as a return of their corporate

% Notice 2008-40, supra, set a target of a 10-percent reduction in total energy and power costs with respect
to the building envelope, and 20 percent each with respect to the interior lighting system and the heating, cooling,
ventilation and hot water systems. Notice 2012-26 (2012-17 L.R.B. 847, April 23, 2012) established new targets of
10-percent reduction in total energy and power costs with respect to the building envelope, 25 percent with respect
to the interior lighting system and 15 percent with respect to the heating, cooling, ventilation and hot water systems,
effective beginning March 12, 2012. The targets from Notice 2008-40 may continue to be used until December 31,
2013, but only the new targets of Notice 2012-26 will be available under any extension of section 179D beyond
December 31, 2013.
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stock basis or as capital gain in excess of basis).”’ Although earnings and profits generally are
the same as taxable income in a current year, this is not always the case. Special rules for certain
types of corporate deductions and income require earnings and profits to be reduced or increased
over a different period than the period in which the corporation recognizes the deductions or
income for purposes of computing its income tax.**

If a corporation makes an election under section 179D to deduct expenditures
immediately, the full amount of the deduction does not reduce earnings and profits immediately.
Instead, the expenditures that were deducted reduce corporate earnings and profits ratably over a
5-year period.” Thus, in the year of the expenditure, corporate taxable income is reduced by 100
percent of the expenditure while earnings and profits of a regular C corporation is reduced by
only 20 percent of the expenditure. In each of the following 4 years, earnings and profits will be
reduced by 20 percent of the expenditure but taxable income will not be reduced at all since the
entire deduction was taken in the year of the expenditure. A special earnings and profits rule for
the following four years applies to REITs, as discussed below.

Real Estate Investment Trusts

In general

A Real Estate Investment Trust (“REIT”) is a U.S. entity that would otherwise be taxed
in all respects as a regular C corporation but that qualifies and elects to be taxed under a special
modified corporate regime. This regime includes many aspects of subchapter C rules, but
modifies the rules to create a mechanism that allows the REIT to deduct dividends paid to its
shareholders.

In order to qualify as a REIT, an entity must meet a number of requirements. At least 90
percent of REIT taxable income (other than net capital gain) must be distributed as a dividend
during the REIT taxable year (or treated as distributed then);”' the REIT must derive most of its

47 Corporate distributions to shareholders are generally treated as a dividend to the extent of current or
accumulated earnings and profits. Distributions in excess of that amount first reduce a shareholder’s stock basis and
thereafter are treated as capital gain with respect to the stock. Sec. 301.

If a distribution is made in exchange for a shareholder’s stock, as in a corporate stock redemption, and the
redemption reduces the shareholder’s interest in the corporation by a sufficient amount so that it is not considered
essentially equivalent to a dividend, the shareholder is treated as having sold the stock rather than as having received
a dividend. Sec. 302.

* See, e.g., secs. 312(k) and 312(n).

* Sec. 312(k)(3)(B).

%% The term “regular” C corporation refers to a corporation that is subject to the rules on subchapter C of
the Code without the modifications of those rules applicable to REITs (and to regulated investment companies).

> See sec. 858. Even if a REIT meets the 90-percent income distribution requirement for REIT
qualification, additional distribution requirements must be met in order to avoid an excise tax under section 4981.
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income from passive, generally real-estate-related investments; and REIT assets must be
primarily real-estate related. A REIT must have at least 100 shareholders and may not be closely
held by individual shareholders.”* Other requirements also apply.53

If an electing entity meets the requirements for REIT status, the portion of its income that
is distributed to its shareholders each year as a dividend is deductible by the REIT (unlike the
case of a regular subchapter C corporation, which cannot deduct dividends). As a result, the
distributed income of the REIT is not taxed at the entity level; instead, it is taxed only at the
investor level.”* Although a REIT is not required to distribute more than the 90 percent of its
income described above in order to retain REIT status, it will be taxed at ordinary corporate rates
on amounts not distributed. Section 4981 also imposes an additional 4 percent excise tax to the
extent a REIT does not distribute at least 85 percent of REIT ordinary income (as defined) and
95 percent of REIT capital gain net income within a calendar year period.

Earnings and profits and treatment of REIT and REIT shareholders

REIT shareholders who receive distributions from the REIT are treated as receiving a
REIT dividend” to the extent the REIT has either current or accumulated earnings and profits.”
Distributions with respect to REIT stock that are in excess of such earnings and profits of the
REIT are treated as a return of shareholders’ capital (reducing the shareholders’ bases in their
REIT stock) and as capital gain of the shareholders with respect to the REIT stock, to the extent
they exceed a shareholder’s stock basis in the REIT.”’

A REIT may deduct a distribution to shareholders from its taxable income, and can meet
the REIT qualification requirement that it distribute as dividends at least 90 percent of its taxable
income (other than net capital gain), only to the extent of distributions that are made out of the
earnings and profits of the REIT.”® As noted above, earnings and profits (deemed to be a measure

52 No more than 50 percent of REIT’s stock may be held by five or fewer individuals (determined using
specified attribution rules). There is no comparable rule restricting ownership by corporate shareholders or by
various tax exempt organizations.

> Secs. 856 and 857.

> A REIT that has net capital gain can either distribute that gain as a “capital gain” dividend or retain that
gain without distributing it but cause the shareholders to be treated as if they had received and reinvested a capital
gain dividend. In either case, the gain in effect is taxed only as net capital gain of the shareholders. Sec. 857(b)(3).

> REIT dividends are not qualified dividends eligible for the special dividend rate under section 1(h)(11)
except to the extent they are from income subject to tax at the REIT level, or are attributable to qualified dividend
income received by the REIT, and are so designated by the REIT as qualified dividends. Sec. 857(c). Other REIT
dividends are treated as ordinary taxable income to the shareholder, except to the extent they are designated as
“capital gain” dividends from net capital gain of the REIT.

% Sec. 301.

%7 Sec. 301.

¥ Secs. 857(a)(1), 857(b) and 561.
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of the economic income of a corporation that can support a taxable dividend to shareholders) are
generally computed for corporations (including REITs) under the rules of section 312 and can
differ from taxable income. For example, under section 312(k), certain accelerated depreciation
deductions (including section 179D deductions) are allowed to be taken in earlier years for
purposes of computing a corporation’s taxable income than for purposes of computing corporate
earnings and profits, with the result that current earnings and profits are greater than taxable
income in the earlier years, but are less than taxable income in later years.

A special rule for REITs in section 857(d) provides that current REIT earnings and
profits will not be reduced by any amount that does not reduce REIT taxable income for the
current year.”’ This rule assures that a REIT will always be treated as having enough earnings
and profits to make the necessary distributions of 90 percent of taxable income other than net
capital gain, and to avoid imposition of any excise tax under section 4981. However, this rule
also causes a REIT that elects to accelerate deductions under section 179D to have a greater
amount of earnings and profits in each of the four years following the investment than would be
the case for a regular C corporation.

A REIT that elected the accelerated section 179D deduction would benefit from that
election in that the REIT would be able to retain more cash flow in the first year of the
investment, because the REIT would not be required to make a distribution to shareholders in
that year to the extent the REIT’s taxable income would be reduced under the election. The
shareholders also could benefit from the immediate 179D deduction to the extent the value of
their REIT stock, if sold, would reflect the value of the untaxed retained amounts. Like the
shareholders of any C corporation, the shareholders are not able to receive an immediate
distribution from the REIT in the year of the investment that is treated as a return of capital to the
full extent of the tax deduction at the REIT level. Rather, the distribution would be a taxable
dividend to the extent of the REIT earnings and profits, which have been reduced only by 20
percent of the investment. Unlike the shareholders of a regular C corporation, however, later
distributions of REIT taxable income will again be treated as dividends to the shareholders, even
though earnings and profits normally would have been reduced below taxable income in later
years under general corporate rules of section 312(k). This result occurs because of the special
REIT rule of section 857(d)(1) that allows a REIT to have enough current earnings and profits to
distribute all of its taxable income in a year.

A REIT that retained the extra cash flow from the 179D deduction in the year of the
investment, and that made distributions only as required with respect to its taxable income in
later years, would not experience the effect of the “additional” dividend treatment to its
shareholders. However, a REIT that desired to make steady annual distributions to shareholders

% Sec. 857(d).

5 The section 179D election is not the only rule that can have this effect for a REIT. The temporary
election to amortize certain leasehold improvements over 15 years has a similar effect. Sec. 168(k) and sec.
312(k)(3)(A). As another example, depreciation of residential buildings is generally taken over 27.5 years, and of
commercial buildings over 39 years for tax purposes, but both are depreciated over 40 years for earnings and profits
purposes. Sec. 168(c) and sec. 312(k)(3).
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and not retain the non-taxed income in the first year of a 179D investment could cause its
shareholders to be treated as receiving more dividend income in the aggregate than would be the
case otherwise. Such a REIT might not elect to take the special 179D deduction at all.*!

Investment Tax Credits and REITs

The rule for computing the amount of any REIT investment tax credit (including any
energy credit) reduces the allowable credit to be proportionate to REIT taxable income, after
taking into account the REIT’s deduction for dividends paid. This rule limits the benefit of the
credit to the proportion that the investing REIT itself uses to reduce its own retained taxable
income. The rule operates by reducing the REIT’s “qualified investment” to an amount equal to
the total investment, multiplied by the ratio of the REIT’s actual taxable income (after its
deduction for dividends paid) to its taxable income (before its deduction for dividends paid).62
Because REITs are generally required to distribute 90 percent of taxable income (other than net
capital gains), this required reduction of the maximum credit computation generally reduces the
credit® amount to no more than 10 percent® of the amount otherwise allowed to any taxable
entity that is not required or permitted to distribute to shareholders, and thus deduct, its taxable
income. Tax credits reduce tax liability but do not otherwise increase earnings and profits of a
REIT.

Description of Proposal

The proposal would replace the existing deduction for energy efficient commercial
building property with a tax credit equal to the cost of property that is certified as being installed
as part of a plan designed to reduce the total annual energy and power costs with respect to the
interior lighting, heating, cooling, ventilation, and hot water systems of the building by 20
percent or more in comparison to a reference building which meets the minimum requirements of
ASHRAE/IESNA Standard 90.1-2004, as in effect on the date of enactment. The credit with
respect to a building would be limited to $0.60 per square foot in the case of energy efficient
commercial building property designed to reduce the total annual energy and power costs by at
least 20 percent but less than 30 percent, to $0.90 per square foot for qualifying property

%' If no election under section 179D were made, the property would be depreciated under the generally
applicable depreciation rules, and no special rule would apply that causes earnings and profits to differ from taxable
income.

62 Sec. 50(d)(1), incorporating sec. 46(e)(1)(B) as in effect on the day before the Revenue Reconciliation
Act of 1990. The same rule also applies to regulated investment companies (RICs) with respect to any investment
tax credit that might apply with respect to their investments. A different rule, also cutting back on the benefit of the
credit, applies in the case of certain banks and other institutions eligible for the reserve method of deducting bad
debts under section 593.

5 Moreover, even this reduced tax credit would have been obtained only by subjecting a portion of the
REIT’s income (to the extent not offset by the credit) to a corporate level of tax as well as any shareholder level tax.

6 If the REIT distributed a greater amount of its income, whether to avoid the imposition of the 4-percent

section 4981 tax or simply to satisfy shareholder desire for greater distributions, the benefit of the credit would be
further reduced.
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designed to reduce the total annual energy and power costs by at least 30 percent but less than 50
percent, and to $1.80 per square foot for qualifying property designed to reduce the total annual
energy and power costs by 50 percent or more. In addition, the proposal would treat property as
meeting the 20-, 30-, and 50-percent energy savings requirement if specified prescriptive
standards are satisfied. Prescriptive standards would be based on building types (as specified by
Standard 90.1-2004) and climate zones (as specified by Standard 90.1-2004).

Special rules would be provided that would allow the credit to benefit a REIT or its
shareholders.

The tax credit would be available for property placed in service during calendar year
2013.

Effective date.—The proposal applies to property placed in service in 2013.

Analysis

The proposal alters the eligibility criteria for the tax benefit, and changes the delivery
mechanism of the tax benefit by converting it to a credit from a deduction. Because a credit
reduces tax liability dollar for dollar, while a deduction of the same dollar amount reduces tax
liability by the deduction amount times the taxpayer’s marginal tax rate, credits are significantly
more valuable than deductions. At the top marginal tax rate of 35 percent, a dollar of deductions
has a maximum value of 35 cents.

Because present law gives a deduction of $1.80 per square foot for a building that meets
the 50-percent standard, while the proposal gives a credit of $1.80 per square foot for a building
that meets the 50-percent standard, the proposal is approximately three times as valuable as
present law for a building that meets the 50-percent standard, and thus provides a greater
incentive to build these very energy-efficient buildings. The proposal also provides a smaller
incentive for construction of buildings that are between 20 and 50 percent more efficient than the
reference building, thus encouraging construction of energy efficient buildings even if they do
not meet the highest efficiency standard. While under present law a building may qualify for a
partial deduction based on one of the separate building systems qualifying as discussed above,
the proposal effectively relaxes these partial qualification rules. For example, under present law,
a building may qualify for a partial sixty cents per square foot deduction based on the HVAC
system only if the HVAC system alone reduced the combined energy consumption of the three
separate building systems by 20 percent. Under the proposal, if the HVAC system and the
building envelope jointly reduced the total energy consumption of the three separate building
systems combined by 20 percent, the building would qualify for the reduced credit of 60 cents
per square foot.

In certain respects, the proposal possibly constrains some eligible claimants of the
deduction under present law as a result of the changes to the rules for separate systems
qualifying. In the case of lighting, the interim rules that allow lighting to qualify for a partial
deduction of 30 to 60 cents per square foot if lighting power densities are reduced by 25 to 40
percent would no longer apply. To the extent that these lighting power density reductions do not
reduce the whole building system energy usage by at least 20 percent, it may be more difficult

25



for certain lighting retrofits to qualify for the credit as compared to the deduction of current law.
On the other hand, to the extent that the building already may have an HVAC system or building
envelope more efficient than the reference standard, a lighting retrofit that would not qualify for
the present law deduction could, in combination with the efficiencies of the existing building
envelope and HVAC systems, enable the building to qualify for a tax credit of 60 cents or more
per square foot.

The reference building standard is changed by the proposal from the ASHRAE/IESNA
Standard 90.1-2001 (as in effect on April 2, 2003) to the ASHRAE/IESNA Standard 90.1-2004.
It is possible that this change in the reference standard alters the difficulty of constructing a
building that is 50 percent more efficient than the standard.

The as yet unspecified rule that would permit REITS or their shareholders to benefit from
the deduction would expand the universe of buildings that could potentially claim the credit as
compared to the present-law deduction. Because the intent of the provision is to encourage
energy efficiency in building construction, there is a strong case, as a matter of economic
efficiency, for assuring that any new construction is eligible for the tax benefit if the building
meets the requisite criteria. In crafting such a rule for REITs, however, consideration should be
given to whether the purpose of the credit is deemed to be to allow an investing REIT to retain
more cash flow to make other investments (as occurs with a regular C corporation), and as is
permitted only to the extent of any retained REIT taxable income under the present law section
179D deduction and investment credit regimes, or whether a REIT should be able to distribute
the equivalent of this additional cash flow to shareholders in a form that is nontaxable to them.

If the latter approach is adopted, consideration should be given to whether this benefit should be
accorded to REIT shareholders, such as tax exempt, governmental, or foreign investors that are
not eligible for the investment credit (including certain energy credits) under present law.
Consideration might also be given to a partnership model for passing through a credit to
shareholders, with or without a distribution from the entity. However, adopting such a model for
REIT shareholders could involve similar issues with respect to particular types of shareholders,
and could provide REIT shareholders with advantages not available to partnership investors
unless passive loss rules and other limitations on investor use of credits that apply to partnerships
are also applied to REIT shareholders.”

55 If the investors had invested in a partnership rather than a REIT, and the partnership had made an
investment eligible for a credit, partnership rules could permit an investor to take its allocable share of the credit
without receiving any distribution from the partnership—a result that does not occur for a C corporation shareholder
(including a REIT shareholder). However, tax-exempt investors, investors that are governments, and foreign
investors are not permitted to take an investment tax credit, including through a partnership investment. Secs.
50(b)(3) and 50(b)(4); secs.168(h)(5) and (6). In addition, for passive individual investors and certain trusts, estates,
and closely held corporations, the passive loss rules of section 469 generally permit the credit to be used only
against passive income from that partnership or other entities (but not against any investment income or active
business income). Comparable rules would presumably have to be developed for REIT shareholders. It should be
noted that REITs already can provide certain advantages to tax-exempt and foreign investors in real estate, as
compared to partnerships. Tax-exempt investors in a real estate partnership would have unrelated business income
if the partnership is leveraged (as is commonly the case with real estate investment), a result that REIT investors
avoid. Also, foreign investors in a real estate partnership would experience gain subject to tax under the Foreign
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Prior Action

This proposal was included in the President’s fiscal year 2012 budget proposals.

Investment in Real Property Tax Act of 1980 (sec. 897), a result that can be avoided through certain REIT
investments such as a less than five-percent ownership interest in a publicly traded REIT.
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F. Reform and Extend Build America Bonds
Present Law

Build America Bonds

Section 54AA, added to the Code by the American Recovery and Reinvestment Act of
2009 (“ARRA™),% permits an issuer to elect to have an otherwise tax-exempt bond, issued prior
to January 1, 2011, treated as a “Build America Bond.”®” In general, Build America Bonds are
taxable governmental bonds, the interest on which is subsidized by the Federal government by
means of a tax credit to the holder (“tax-credit Build America Bonds”) or, in the case of certain
qualified bonds, a direct payment to the issuer (“direct-pay Build America Bonds”).

Definition and general requirements

A Build America Bond is any State or local governmental obligation (other than a private
activity bond) if the interest on such obligation would be (but for section 54AA) excludable from
gross income under section 103,%® and the issuer makes an irrevocable election to have the rules
in section 54AA apply.”’ In determining if an obligation would be tax-exempt under section
103, the credit (or the payment discussed below for direct-pay Build America Bonds) is not
treated as a Federal guarantee.”’ Further, for purposes of the restrictions on arbitrage in section
148, the yield on a tax-credit Build America Bond is determined without regard to the credit;’’
the yield on a direct-pay Build America Bond is reduced by the payment made pursuant to
section 6431.”* A Build America Bond does not include any bond if the issue price has more
than a de minimis amount of premium over the stated principal amount of the bond.”

6 Pub. L. No. 111-5.
7 Sec. 54AA.

5% Thus, where a bond otherwise satisfies all of the requirements under section 103 to be treated as a tax-
exempt bond (other than a private activity bond), it should be possible to issue such bond as a Build America Bond.
C.f. Chief Counsel Advice AM2009-014, October 26, 2009 (indicating that an Indian tribal government that
received an allocation of volume cap pursuant to section 7871(f)(1) to issue Tribal Economic Development Bonds
could issue such bonds as Build America Bonds rather than issuing them as tax-exempt bonds under section 103).

% Sec. 54AA(d). Subject to updated IRS reporting forms or procedures, an issuer of Build America Bonds
makes the election required by 54AA on its books and records on or before the issue date of such bonds. Notice
2009-26; 2009-16 1.R.B. 833, April 20, 20009.

0 Sec. 54AA(d)(2)(A). Section 149(b) provides that section 103(a) shall not apply to any State or local
bond if such bond is federally guaranteed.

™ Sec. 54AA(d)(2)(B).
2 Sec. 6431(c).

3 Sec. 54AA(d)(2)(C).
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Treatment of holders of tax-credit Build America Bonds

The holder of a tax-credit Build America Bond accrues a tax credit in the amount of 35
percent of the interest paid on the interest payment dates of the bond during the calendar year.”*
The interest payment date is any date on which the holder of record of the Build America Bond
is entitled to a payment of interest under such bond.” The sum of the accrued credits is allowed
against regular and alternative minimum tax; unused credit may be carried forward to succeeding
taxable years.”® The credit, as well as the interest paid by the issuer, is included in gross income,
and the credit may be stripped under rules similar to those provided in section 54A regarding
qualified tax credit bonds.”” Rules similar to those that apply for S corporations, partnerships
and re%}ﬂated investment companies with respect to qualified tax credit bonds also apply to the
credit.

Special rules for direct-pay Build America Bonds

Under the special rule for qualified bonds, in lieu of the tax credit to the holder, the issuer
is allowed a credit equal to 35 percent of each interest payment made under such bond.” A
“qualified bond,” that is, a direct-pay Build America Bond, is any Build America Bond issued as
part of an issue if 100 percent of the excess of available project proceeds of such issue over the
amounts in a reasonably required reserve with respect to such issue are to be used for capital
expenditures.” Direct-pay Build America Bonds may not be issued to refinance capital
expenditures in “refunding issues” (as defined in Treas. Reg. sec. 1.150-1).*" Direct-pay Build

™ Sec. 54AA(a) and (b). Original issue discount (“OID”) is not treated as a payment of interest for
purposes of determining the credit under the provision. OID is the excess of an obligation’s stated redemption price
at maturity over the obligation’s issue price (sec. 1273(a)).

> Sec. 54AA(e).
% Sec. 54AA(c).

" Sec. 54AA(f). See Notice 2010-28, Stripping Transactions for Qualified Tax Credit Bonds, 2010-1
LLR.B 541, April 12, 2010.

™ Ibid.

" Sec. 54AA(g)(1). OID is not treated as a payment of interest for purposes of calculating the refundable
credit under the provision.

%0 Sec. 54AA(g).

81 Notice 2009-26, 2009-16 I.R.B. 833, April 20, 2009. In contrast, tax-credit Build America Bonds “may
be issued to finance the same kinds of expenditures (e.9., capital expenditures and working capital expenditures) and
may involve the same kinds of financings (e.g., original new money financings, current refundings, and one advance
refunding) as tax-exempt governmental bonds.” Ibid.
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America Bonds also must be issued before January 1, 2011. The issuer must make an
irrevocable election to have the special rule for qualified bonds apply.**

The payment by the Secretary is to be made contemporaneously with the interest
payment made by the issuer, and may be made either in advance or as reimbursement.*® In lieu
of payment to the issuer, the payment may be made to a person making interest payments on
behalf of the issuer.**

Description of Proposal

The proposal makes the direct-pay Build America Bonds program permanent at a Federal
subsidy level equal to a fixed percentage 30 percent for bonds issued through 2013 and 28
percent for bonds issued thereafter of the coupon interest on the bonds. The proposed Federal
subsidy level is intended to be approximately revenue neutral relative to the Treasury
Department’s estimated future Federal tax expenditure for tax-exempt bonds.

The proposal also expands the eligible uses for Build America Bonds to include the
following: (1) original financing for governmental capital projects, as under the initial
authorization of Build America Bonds; (2) current refundings of prior public capital project
financings for interest cost savings where the prior bonds are repaid promptly within ninety days
of issuance of the current refunding bonds; (3) short-term governmental working capital
financings for governmental operating expenses (such as tax and revenue anticipation
borrowings for seasonal cash flow deficits), subject to a thirteen-month maturity limitation; and
(4) financing for section 501(c)(3) nonprofit entities, such as nonprofit hospitals and universities.

Effective date.—The proposal is effective for bonds issued after the date of enactment.
Analysis

In general

A recent Treasury report indicates that Build American Bond (“BABs”) have been used
in all 50 States, the District of Columbia and two territories for $181 billion in BABs financing
of capital projects.*” BABs were intended to assist State and local governments during the recent
fiscal crisis by lowering borrowing costs and encouraging job growth by providing an additional

%2 Sec. 54AA(g)(2)(B). Subject to updated IRS reporting forms or procedures, an issuer of direct-pay
Build America Bonds makes the election required by 54AA(g)(2)(B) on its books and records on or before the issue
date of such bonds. Notice 2009-26; 2009-16 1.R.B. 833, April 20, 2009.

8 Sec. 6431.
8 Sec. 6431(b).

% Department of the Treasury, Treasury Analysis of Build America Bonds, Issuance, and Savings, May 16,
2011, p. 2, which is available at http://ww.treasury.gov/initiatives/recovery/documents/BABs%20report.pdf. In
addition, for another study of the BABs program, See Andrew Ang, Vineer Bhansali, and Yuhang Xing, Build
American Bonds, National Bureau of Economic Research Working Paper No. 16008, May 2012.
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method of finance for the building of capital projects. During 2008, as the financial problems
worsened, investors sought the safety of U.S. Treasury bonds. The pool of investors for tax-
exempt debt declined, and State and local governments had to offer higher interest rates to attract
buyers for their bonds. As a result, State and local governments faced an environment of sharply
increasing borrowing costs.

BABs address the borrowing-cost issues by providing a Federal subsidy of interest
payments to reduce the direct out-of-pocket borrowing costs for State and local governments.*®
BABs also broaden the potential pool of municipal bond investors to include low tax and zero
tax liability investors that normally would not hold tax-exempt debt. BAB issuers receive a
subsidy of 35 percent of the interest paid to buyers of the bonds. This permits the issuers to pay
interest rates that are competitive with rates paid on taxable debt by corporations and the Federal
government. As a result, BABs have expanded the categories of municipal investors to include
buyers such as pension funds and foreign entities without tax liability and also to include certain
other financial institutions that are subject to special rules that limit the benefits of holding tax-
exempt bonds. Most BABs have been issued with long maturities, which makes the bonds
attractive to investors looking for a stable, long-term, high rate of income and those trying to
match income with their long-term obligations, such as pension funds.

Initially, issuers of long-term BABs obtained financing, after the application of the
Federal subsidy, which was significantly less expensive than comparable tax-exempt debt. For
example, California issued 30-year BABs at an interest rate of 7.4 percent, but after taking into
account the Federal subsidy, California only has to pay net interest at 4.8 percent.

Over time, as the market for State and local debt adjusted to the new instrument, BABs
net interest rates and tax-exempt bond interest rates began to converge as tax exempt bond
interest rates began to fall. One reason for the fall in tax-exempt bond interest rates was the
effect of increased issuances of BABs in reducing the available supply of traditional tax-exempt
bond issuances. The lower supply of traditional tax-exempt bonds resulted in higher prices and
lower interest rates on tax-exempt bonds.?’” Therefore, a secondary effect of the BABs program
is that some of the benefit that used to accrue to the investor in tax exempt bonds now accrues to
the State and local government in the form of lower tax-exempt bond interest rates.

Permanence

The President’s budget proposal would make the direct-pay BAB program permanent,
but at a lower subsidy rate. Some attributed the new and temporary nature of BABs to the
existence of higher BAB interest rates than comparable corporate debt, and higher fees (e.g.,
underwriting fees) paid by issuers when compared with tax-exempt debt. A May 2011 Treasury

% In addition to reducing the out-of-pocket costs to State and local governments, the Federal subsidy may
offer a measure of security for the investor as a portion of the interest is covered by the Federal government, thus
encouraging the purchase of these bonds.

%7 See Patrick McGree, “BABs Crimpt Tax-Exempts But Munis Set New Record,” The Bond Buyer’s 2010
in Statistics, February 14, 2011, p. 4A.
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Department analysis indicates that the financing costs for BABs declined over time.*® Some
would argue that permanence would strengthen the market for these bonds and permit them to be
issued at lower interest rates and with lower associated fees.

Market participants are more likely to devote resources necessary for issuer and investor
education if the program is permanent than if there is uncertainty about the long-term prospects
of a program that sunsets after two years. In addition, a permanent program may alleviate some
of the uncertainty associated with a program that is continually extended, and, as such, receives
periodic reevaluation that may result in substantial changes to the form of the program.

Opponents of the proposal would argue that the purpose of the BAB program was to
provide temporary help to State and local governments during a period of financial crisis and
therefore, the program should not be permanent.

Some may be concerned about a permanent program’s effect on the Federal deficit.
Although the program expired January 1, 2011, the Federal government’s obligation to subsidize
the interest payments continues for the life of the outstanding bonds. The program was without
volume limitations and most BAB issuances were for the long-term, e.g., 20 to 30 years, thus
committing the Federal government to significant costs for decades outside the 10-year budget
window. Unlike spending programs that are generally part of an annual appropriations process,
the outlays for the BAB program are treated as tax refunds which are outside the annual
appropriations process. As compared to traditional tax-exempt bonds, however, the BABs
program arguably delivers a Federal borrowing subsidy more efficiently because the value of the
subsidy does not vary with the marginal tax bracket of the investor and each dollar of subsidy for
BABsS is paid directly to the State or local governmental issuer.

Finally, some have questioned the fiscal health of municipalities. This raises the issue of
whether it is appropriate for the Federal government to encourage more State and local spending
through BABs and other special bond programs, which may exacerbate the fiscal problems of
certain municipalities.

Reducing the 35-percent subsidy

At 35 percent, the BAB subsidy is significantly deeper than that provided by tax-exempt
debt. The President’ budget proposal would reduce the Federal subsidy from 35 percent of
interest paid to 28 percent of interest paid.

For policy purposes, comparing the subsidy level of a BAB to the subsidy of a traditional
tax-exempt bond requires a comparison of the after-subsidy BAB interest rate to the tax-exempt
bond rate that the issuer would face in the absence of the BAB program. During 2009, the
average yield on BABs was approximately 6.175 percent. For illustration purposes, assuming a
similar pricing environment in the future, the after-subsidy yield on BABs at the 28 percent
credit rate proposed in the President’s budget would be 4.45 percent. (Between the years 2000 to

% U.S. Treasury Department, Treasury Analysis of Build America Bonds, Issuance, and Savings, May 16,
2011, p. 10.
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2007 the interest rate on municipal bonds was, on average, 79 percent of the interest rate on
comparable corporate debt.) Assuming a similar relationship in the future implies tax-exempt
interest rates of 4.89 percent, which suggests that BABs provide an interest cost savings of
approximately nine percent over tax-exempt bonds. While forecasting these relationships in the
future is speculative, using data on the historical relationships between taxable and tax-exempt
debt suggest that BABs at the 28 percent credit rate still provide a deeper subsidy than
comparable tax-exempt debt for at least some projects and, in particular, for long-term debt.

Expanded purposes

The President’s budget proposal would allow current refundings of BABs in which the
prior bonds are retired within 90 days after issuance of the current refunding bonds. Current
refundings are done primarily to replace higher-rate debt with lower-rate debt to obtain interest
cost savings. The interest cost savings in a current refunding of BABs would benefit both issuers
(lower interest rates) and the Federal government (lower BABs subsidy rate). Historically, State
and local government issuers have had a preference for debt with par call features after 10 years.
In certain circumstances, issuers issue either noncallable bonds or bonds with significant “make
whole” call premiums to preserve the economic terms of the original debt, and in these
circumstances, current refunding will not produce interest cost savings.

The President’s budget proposal would expand the permitted purposes beyond
governmental capital projects, to include government working capital and projects for 501(c)(3)
entities. These are purposes for which tax-exempt debt may be issued under present law, and so
some argue that these expansions make BABs a more viable alternative to tax-exempt debt for
State and local governments. Proponents argue that BABs are more efficient in delivering the
Federal subsidy to the issuers than tax-exempt debt, and so this alternative should be further
encouraged.

Because State and local government receipts from property and sales taxes often are
uneven from month to month (due to seasonal or other timing issues), the governments issue tax-
exempt debt to cover the temporary shortfall to cover operating expenses until the revenue is
actually received. Some may argue that while there is a clear Federal interest in capital
investment programs that could create jobs, the Federal interest in providing an increased
subsidy for the financing working capital is less clear. As noted above, the budget proposal
would extend BABs to financing for section 501(c)(3) entities. Some might argue this is
appropriate as such entities are performing functions that might otherwise have to be done by
government, and thus are performing a quasi-governmental function. However, some might
question whether there is a significant Federal interest in subsidizing the expenditures of such
private non-profit organizations.

Prior Action

A similar proposal was included in the President’s fiscal year 2012 budget proposals.
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PART II - TAX CUTS FOR FAMILIES AND INDIVIDUALS
A. Extend the American Opportunity Tax Credit

Present Law

Hope credit

For taxable years beginning before 2009 and after 2012, individual taxpayers are allowed
to claim a nonrefundable credit, the Hope credit, against Federal income taxes of up to $1,800
(for 2008) per eligible student per year for qualified tuition and related expenses paid for the first
two years of the student’s post-secondary education in a degree or certificate program.*” The
Hope credit rate is 100 percent on the first $1,200 of qualified tuition and related expenses, and
50 percent on the next $1,200 of qualified tuition and related expenses; these dollar amounts are
indexed for inflation, with the amount rounded down to the next lowest multiple of $100. Thus,
for example, a taxpayer who incurs $1,200 of qualified tuition and related expenses for an
eligible student is eligible (subject to the adjusted gross income phaseout described below) for a
$1,200 Hope credit. If a taxpayer incurs $2,400 of qualified tuition and related expenses for an
eligible student, then he or she is eligible for a $1,800 Hope credit.

The Hope credit that a taxpayer may otherwise claim is phased out ratably for taxpayers
with modified AGI between $48,000 and $58,000 ($96,000 and $116,000 for married taxpayers
filing a joint return) for 2008. The beginning points of the AGI phaseout ranges are indexed for
inflation, with the amount rounded down to the next lowest multiple of $1,000. The size of the
phaseout ranges are always $10,000 and $20,000 respectively.

The qualified tuition and related expenses must be incurred on behalf of the taxpayer, the
taxpayer’s spouse, or a dependent of the taxpayer. The Hope credit is available with respect to
an individual student for two taxable years, provided that the student has not completed the first
two years of post-secondary education before the beginning of the second taxable year.

The Hope credit is available in the taxable year the expenses are paid, subject to the
requirement that the education is furnished to the student during that year or during an academic
period beginning during the first three months of the next taxable year. Qualified tuition and
related expenses paid with the proceeds of a loan generally are eligible for the Hope credit. The
repayment of a loan itself is not a qualified tuition or related expense.

A taxpayer may claim the Hope credit with respect to an eligible student who is not the
taxpayer or the taxpayer’s spouse (€.9., in cases in which the student is the taxpayer’s child) only
if the taxpayer claims the student as a dependent for the taxable year for which the credit is
claimed. If a student is claimed as a dependent, the student is not entitled to claim a Hope credit
for that taxable year on the student’s own tax return. If a parent (or other taxpayer) claims a

% Sec. 25A. The Hope credit generally may not be claimed against a taxpayer’s alternative minimum tax
liability. However, the credit may be claimed against a taxpayer’s alternative minimum tax liability for taxable
years beginning prior to January 1, 2012.
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student as a dependent, any qualified tuition and related expenses paid by the student are treated
as paid by the parent (or other taxpayer) for purposes of determining the amount of qualified
tuition and related expenses paid by such parent (or other taxpayer) under the provision. In
addition, for each taxable year, a taxpayer may elect either the Hope credit, the Lifetime
Learning credit, or an above-the-line deduction for qualified tuition and related expenses with
respect to an eligible student.”

The Hope credit is available for “qualified tuition and related expenses,” which include
tuition and fees (excluding nonacademic fees) required to be paid to an eligible educational
institution as a condition of enrollment or attendance of an eligible student at the institution.
Charges and fees associated with meals, lodging, insurance, transportation, and similar personal,
living, or family expenses are not eligible for the credit. The expenses of education involving
sports, games, or hobbies are not qualified tuition and related expenses unless this education is
part of the student’s degree program.

Qualified tuition and related expenses generally include only out-of-pocket expenses.
Qualified tuition and related expenses do not include expenses covered by employer-provided
educational assistance and scholarships that are not required to be included in the gross income
of either the student or the taxpayer claiming the credit. Thus, total qualified tuition and related
expenses are reduced by any scholarship or fellowship grants excludable from gross income
under section 117 and any other tax-free educational benefits received by the student (or the
taxpayer claiming the credit) during the taxable year. The Hope credit is not allowed with
respect to any education expense for which a deduction is claimed under section 162 or any other
section of the Code.

An eligible student for purposes of the Hope credit is an individual who is enrolled in a
degree, certificate, or other program (including a program of study abroad approved for credit by
the institution at which such student is enrolled) leading to a recognized educational credential at
an eligible educational institution. The student must pursue a course of study on at least a half-
time basis. A student is considered to pursue a course of study on at least a half-time basis if the
student carries at least one half the normal full-time work load for the course of study the student
is pursuing for at least one academic period that begins during the taxable year. To be eligible
for the Hope credit, a student must not have been convicted of a Federal or State felony
consisting of the possession or distribution of a controlled substance.

Eligible educational institutions generally are accredited post-secondary educational
institutions offering credit toward a bachelor’s degree, an associate’s degree, or another
recognized post-secondary credential. Certain proprietary institutions and post-secondary
vocational institutions also are eligible educational institutions. To qualify as an eligible
educational institution, an institution must be eligible to participate in Department of Education
student aid programs.

% The above-the-line deduction for qualified tuition and related expenses is not available for taxable years
beginning after December 31, 2011. However, a separate proposal contained in the President’s fiscal year 2013
budget extends this deduction such that it is available for taxable years beginning before January 1, 2014.
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Effective for taxable years beginning after December 31, 2012, the changes to the Hope
credit made by Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA™), as
modified by the Tax Relief, Unemployment Insurance Reauthorization and Job Creation Act of
2010, no longer apply.”’ The principal EGTRRA change scheduled to expire is the change that
permits a taxpayer to claim a Hope credit in the same year that he or she claims an exclusion
from a Coverdell education savings account. Thus, after 2012, a taxpayer cannot claim a Hope
credit in the same year he or she claims an exclusion from a Coverdell education savings
account.

American Opportunity Tax Credit

The American Opportunity Tax Credit refers to modifications to the Hope credit that
apply for taxable years beginning in 2009, 2010, 2011 and 2012. The maximum allowable
modified credit is $2,500 per eligible student per year for qualified tuition and related expenses
paid for each of the first four years of the student’s post-secondary education in a degree or
certificate program. The modified credit rate is 100 percent on the first $2,000 of qualified
tuition and related expenses, and 25 percent on the next $2,000 of qualified tuition and related
expenses. For purposes of the modified credit, the definition of qualified tuition and related
expenses is expanded to include course materials.

Under the provision, the modified credit is available with respect to an individual student
for four years, provided that the student has not completed the first four years of post-secondary
education before the beginning of the fourth taxable year. Thus, the modified credit, in addition
to other modifications, extends the application of the Hope credit to two more years of post-
secondary education.

The modified credit that a taxpayer may otherwise claim is phased out ratably for
taxpayers with modified AGI between $80,000 and $90,000 ($160,000 and $180,000 for married
taxpayers filing a joint return). The modified credit may be claimed against a taxpayer’s AMT
liability.

Forty percent of a taxpayer’s otherwise allowable modified credit is refundable.
However, no portion of the modified credit is refundable if the taxpayer claiming the credit is a
child to whom section 1(g) applies for such taxable year (generally, any child who has at least
one living parent, does not file a joint return, and is either under age 18 or under age 24 and a
student providing less than one-half of his or her own support).

Description of Proposal

The proposal expands the present law Hope credit so as to make permanent the temporary
modifications to the Hope credit for taxable years beginning in 2009, 2010, 2011 and 2012 that
are known as the American Opportunity Tax Credit. In addition, the proposal renames the Hope
credit the American Opportunity Tax Credit.

! A separate proposal contained in the President’s fiscal year 2013 budget permanently extends the
changes to the Hope credit made by EGTRRA. See Part XVIII of this document for a description of that proposal.
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The dollar amounts to which the 100-percent and 25-percent credit rates are applied are
indexed for inflation, with the amounts rounded down to the next lowest multiple of $100. The
AGI phaseout ranges are also indexed for inflation, with the amounts rounded down to the next
lowest multiple of $1,000.

Effective date.—The proposal is effective for taxable years beginning after December 31,
2012.

Analysis

The present-law modifications to the Hope credit, referred to as the American
Opportunity Tax Credit, are intended to provide some financial relief to taxpayers faced with
increasing tuition costs. The proposal makes the American Opportunity Tax Credit
modifications permanent. By increasing the amount of the credit, the phaseout levels, and the
number of years of education with respect to which the credit may be claimed, the modifications
increase the number of taxpayers who may claim the credit and the amount of credit that those
taxpayers may claim. In addition, because the modifications make a portion of the credit
refundable, additional people (i.e., those with no Federal income tax liability) may benefit from
the credit.

Some people observe that the cost of post-secondary education has increased at a rate in
excess of the rate of inflation for nearly 30 years, with the result that it is becoming an ever
greater financial burden for individuals to pursue a college education. These people contend that
making the American Opportunity Tax Credit permanent will help to mitigate some of this
burden. Other people observe that the acquisition of a college degree provides enormous
benefits to an individual (e.g., greater lifetime earning potential and increased job opportunities)
that are sufficient to justify the cost of acquiring the degree, and that these benefits have
increased over time.”” If the cost of obtaining a college degree were to exceed the resulting
benefits, one would expect to see a decrease in the number of individuals pursuing a degree until
such time as the costs decrease and/or the benefits increase. As of yet, such a decline in college
attendance has not occurred.”

Other people argue that some individuals who desire to go to college are unable to do so
because they do not have the funds to pay for the education and are unable to borrow the
necessary amounts (because, for example, it is difficult to pledge increased future earning
potential as security for a loan). For these potential students, a generous government subsidy in
the form of the American Opportunity Tax Credit may make up for the deficiency in funding and
enable them to pursue the college degree that they desire. In response to this argument, some
people observe that there already exist a large variety of programs, available from both the public

2 See, €.g., Thomas Lemieux, “Postsecondary Education and Increasing Wage Inequality,” American
Economic Review, vol. 96, May 2006, pp.195-99.

% See Thomas D. Snyder, Sally A. Dillow, and Charlene M. Hoffman, National Center for Education

Statistics, U.S. Department of Education, Digest of Education Statistics 2008 (NCES 2009-020), March 2009, pp.
269, 296, available at http://nces.ed.gov/pubsearch/pubsinfo.asp?pubid=2009020.
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and private sectors, that are designed to help students to afford college, including various loan
programs, merit-based assistance programs, and need-based assistance programs (€.g., the Pell
Grant program).

Another aspect of the proposal that merits discussion is that it provides for permanent,
partial refundability of the credit. Some argue that credits for education expenses should be
refundable to subsidize education for low-income individuals who need the subsidy the most but
may have insufficient tax liability to realize the benefit of the Hope credit (without the temporary
modifications of the American Opportunity Tax Credit). Others argue that refundable tax credits
are administratively complex and that there are Federal spending programs, such as the Pell
Grant program, that provide direct grants for education to a demographic group of individuals
that is generally similar to the group that would be eligible for the permanent, refundable
credit.”® They also argue that the Pell Grant has the advantage of providing its subsidy at the
time the education expense is incurred, whereas a refundable credit, unless made advanced-
refundable, would provide the subsidy after the education expenses are incurred when the tax
return is filed and processed.”

Lastly, an issue that affects tax incentives, such as the American Opportunity Tax Credit,
as well as direct expenditures to subsidize education, concerns the ultimate economic incidence
of the subsidies as compared to the statutory beneficiary. For example, it has been observed that
the various individual tax benefits for education (such as the present-law Hope credit) provide
incentives for educational institutions to capture some of the benefit by raising their tuition and
fees. This observation is particularly true for community colleges that charge less than the
amount that is fully subsidized by the Hope credit (e.g., the first $1,200 of tuition in 2008 is
eligible for a 100-percent credit for Hope eligible students), because tuition can be raised to
$1,200 without the student paying more out of-pocket on an after-tax basis, provided the student
or parent has tax liability to offset.”® Additionally, State and local governments may choose to
appropriate fewer funds to the public educational institutions or to financial aid programs in
response to the increased support provided by the Federal government via individual tax
incentives.”” These responses by educational institutions and/or State and local governments

% In a separate, nontax proposal, the President’s budget proposes to maintain the current maximum Pell
Grant award of $5,635. Office of Management and Budget, Budget of the U.S. Government: Fiscal Year 2013, pp.
93-94.

% The ability to obtain a loan from the educational institution or another source with the expected credit as
security would mitigate this concern. However, some people have raised concerns about the high cost of some loans
that are made in anticipation of tax refunds.

% For students who do not have income tax liability to offset, the college may offer additional scholarship
amounts to offset the tuition increase so that these students pay the same out-of-pocket amount as they did before the
college attempted to capture the subsidy.

°7 For evidence on the response of educational institutions with respect to tuition policy and governments
with respect to appropriations for education, see Bridgett Terry Long, “The Impact of Federal Tax Credits for
Higher Education Expenses,” in Caroline M. Hoxby (ed.), College Choices: The Economics of Where to Go, When
to Go, and How to Pay for It, National Bureau of Economic Research, Inc., 2004, p. 101.
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have the potential to undermine the benefit provided at the Federal level. In particular, to the
extent that colleges raise tuition in response to a Federal nonrefundable (or only partially
refundable) credit, students or parents without Federal tax liability to offset are made worse off.

This last issue of who is the ultimate economic beneficiary of a particular tax benefit for
education may be an even greater concern under the American Opportunity Tax Credit and the
proposal to make it permanent because this credit provides an even larger subsidy than the
present-law Hope credit. In particular, the American Opportunity Tax Credit increases the
amount of tuition that is fully subsidized to $2,000 per year (from $1,200 in 2008). As a result of
this change, a college that wishes to capture as much of the subsidy as possible may now have an
incentive to raise tuition to at least $2,000. In addition, the American Opportunity Tax Credit
substantially raises the income phaseout amounts. Thus, a college that wishes to capture as
much of the subsidy as possible now may need to be less concerned that students will be
ineligible for the credit (due to their high income) and face increased out-of-pocket costs—the
vast majority of Americans have incomes below the new phaseout amounts. Finally, the
American Opportunity Tax Credit makes 40 percent of the credit refundable. This change means
that a college that wishes to capture as much of the subsidy as possible now may need to be less
concerned that students will not benefit from the credit because they have no tax liability. In
fact, a college that wishes to leave these students with no increased out-of-pocket costs (e.g., by
providing increased scholarship amounts to offset subsidy-capturing tuition increases), may
nevertheless be able to capture the refundable portion of the credit.

Prior Action

A similar proposal was included in the President’s fiscal year 2010, 2011 and 2012
budget proposals.
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B. Automatic Enrollment in Individual Retirement Arrangements
Present Law

Contribution limits

In general

There are two basic types of individual retirement arrangements (“IRAs”) under present
law: traditional IRAs,”® to which both deductible and nondeductible contributions may be
made,” and Roth IRAs, to which only nondeductible contributions may be made.'® The
principal difference between these two types of IRAs is the timing of income tax inclusion. For
a traditional IRA, an eligible contributor may deduct the contributions made for the year, but
distributions are includible in gross income to the extent attributable to earnings on the account
and the deductible contributions. For a Roth IRA, all contributions are after-tax (no deduction is
allowed) but, if certain requirements are satisfied, distributions are not includible in gross
income.

An annual limit applies to contributions to IRAs. The contribution limit is coordinated so
that the aggregate maximum amount that can be contributed to all of an individual’s IRAs (both
traditional and Roth IR As) for a taxable year is the lesser of a certain dollar amount ($5,000 for
2011)"" or the individual’s compensation. In the case of a married couple, contributions can be
made up to the dollar limit for each spouse if the combined compensation of the spouses is at
least equal to the contributed amount.

An individual who has attained age 50 before the end of the taxable year may also make
catch-up contributions to an IRA. For this purpose, the aggregate dollar limit is increased by
$1,000. Thus, for example, if an individual over age 50 contributes $6,000 to a Roth IRA for
2011 ($5,000 plus $1,000 catch-up), the individual will not be permitted to make any
contributions to a traditional IRA for the year. In addition, deductible contributions to traditional
IRAs and after-tax contributions to Roth IRAs generally are subject to adjusted gross income
(“AGI”) limits. IRA contributions generally must be made in cash.

Traditional IRAs

An individual may make deductible contributions to a traditional IRA up to the IRA
contribution limit if neither the individual nor the individual’s spouse is an active participant in
an employer-sponsored retirement plan. If an individual (or the individual’s spouse) is an active
participant in an employer-sponsored retirement plan, the deduction is phased out for taxpayers

% Sec. 408.
% Sec. 219.
100 Sec. 408A.

101 The dollar limit is indexed for inflation.
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with AGI for the taxable year over certain indexed levels. In the case of an individual who is an
active participant in an employer-sponsored plan, the AGI phase-out ranges for 2011 are: (1) for
single taxpayers, $56,000 to $66,000; (2) for married taxpayers filing joint returns, $90,000 to
$110,000; and (3) for married taxpayers filing separate returns, $0 to $10,000. If an individual is
not an active participant in an employer-sponsored retirement plan, but the individual’s spouse
is, the deduction is phased out for taxpayers with AGI for 2011 between $169,000 and $179,000.

To the extent an individual cannot or does not make deductible contributions to a
traditional IRA or contributions to a Roth IRA for the taxable year, the individual may make
nondeductible contributions to a traditional IRA, subject to the same limits as deductible
contributions, including catch-up contributions. An individual who has attained age 70 prior to
the close of a year is not permitted to make contributions to a traditional IRA.

Roth IRAs

Individuals with AGI below certain levels may make nondeductible contributions to a
Roth IRA. The maximum annual contribution that can be made to a Roth IRA is phased out for
taxpayers with AGI for the taxable year over certain indexed levels. The AGI phase-out ranges
for 2011 are: (1) for single taxpayers, $107,000 to $122,000; (2) for married taxpayers filing
joint returns, $169,000 to $179,000; and (3) for married taxpayers filing separate returns, $0 to
$10,000. Contributions to a Roth IRA may be made even after the account owner has attained
age 70%.

Separation of traditional and Roth IRA accounts

Contributions to traditional IRAs and to Roth IRAs must be segregated into separate
IRAs, meaning arrangements with separate trusts, accounts, or contracts, and separate IRA
documents. Except in the case of a conversion or recharacterization, amounts cannot be
transferred or rolled over between the two types of IRAs.

Taxpayers generally may convert a traditional IRA into a Roth IRA.'** The amount

converted is includible in the taxpayer’s income as if a withdrawal had been made,'® except that
the early distribution tax (discussed below) does not apply. However, the early distribution tax is
recouped if the taxpayer withdraws the amount within five years of the conversion.

If an individual makes a contribution to an IRA (traditional or Roth) for a taxable year,
the individual is permitted to recharacterize (in a trustee-to-trustee transfer) the amount of that
contribution as a contribution to the other type of IRA (traditional or Roth) before the due date

192 For taxable years beginning prior to January 1, 2010, taxpayers with modified AGI in excess of
$100,000 and married taxpayers filing separate returns were generally not permitted to convert a traditional IRA into
a Roth IRA. Under the Tax Increase Prevention and Reconciliation Act of 2005, Pub. L. No. 109-222, these limits
on conversion are repealed for taxable years beginning after December 31, 2009.

193 A special rule is provided in the case of a rollover in 2010. In such case, unless the taxpayer elects
otherwise, the amount includible in income as a result of the conversion is included in income ratably in 2011 and
2012.
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for the individual’s income tax return for that year.'® In the case of a recharacterization, the

contribution will be treated as having been made to the transferee plan (and not the transferor
plan). The amount transferred must be accompanied by any net income allocable to the
contribution and no deduction is allowed with respect to the contribution to the transferor plan.
Both regular contributions and conversion contributions to a Roth IRA can be recharacterized as
having been made to a traditional IRA. However, Treasury regulations limit the number of times
a contribution for a taxable year may be recharacterized.'”

Excise tax on excess contributions

To the extent that contributions to an IRA exceed the contribution limits, the individual is
subject to an excise tax equal to six percent of the excess amount.'” This excise tax generally
applies each year until the excess amount is distributed. Any amount contributed for a taxable
year that is distributed with allocable income by the due date for the taxpayer’s return for the
year will be treated as though not contributed for the year.'”” To receive this treatment, the
taxpayer must not have claimed a deduction for the amount of the distributed contribution.

Taxation of distributions from IRAs

Traditional IRAs

Amounts held in a traditional IRA are includible in income when withdrawn, except to
the extent that the withdrawal is a return of the individual’s basis in the contract in the form of
nondeductible contributions or rolled over, after-tax employee contributions. All traditional
IRAs of an individual are treated as a single contract for purposes of recovering basis in the
IRAs. The portion of the individual’s basis that is recovered with any distribution is the ratio of
the amount of the aggregate basis in all the individual’s traditional IRAs to the amount of the
aggregate account balances in all the individual’s traditional IRAs.

Roth IRAs

Amounts held in a Roth IRA that are withdrawn as a qualified distribution are not
includible in income. A qualified distribution is a distribution that (1) is made after the five-
taxable-year period beginning with the first taxable year for which the individual made a
contribution to a Roth IRA, and (2) is made after attainment of age 59-'%, on account of death or
disability, or is made for first-time homebuyer expenses of up to $10,000.

Distributions from a Roth IRA that are not qualified distributions are includible in
income to the extent attributable to earnings; amounts that are attributable to a return of

194 Sec. 408A(d)(6).
195 Treas. Reg. sec. 1.408A-6.
1% Sec. 4973(b) and ().

197 Sec. 408(d)(4).
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contributions to the Roth IRA are not includable in income. All Roth IRAs are treated as a single
contract for purposes of determining the amount that is a return of contributions. To determine
the amount includible in income, a distribution that is not a qualified distribution is treated as
made in the following order: (1) regular Roth IRA contributions (including contributions rolled
over from other Roth IRAs); (2) conversion contributions (on a first in, first out basis); and

(3) earnings. To the extent a distribution is treated as made from a conversion contribution, it is
treated as made first from the portion, if any, of the conversion contribution that was required to
be included in income as a result of the conversion. Thus, nonqualified distributions from all
Roth IRAs are excludable from gross income until all amounts attributable to contributions have
been distributed.

Early distribution tax

Early withdrawals from an IRA generally are subject to an additional tax.'®® This
additional tax applies to distributions from both traditional and Roth IRAs. The tax is calculated
by reference to the amount of the distribution that is includable in AGL'® Includible amounts
withdrawn prior to attainment of age 59 are subject to an additional 10-percent tax unless
another exception applies. Other exceptions include exceptions for withdrawals: due to death or
disability; made in the form of certain periodic payments; used to pay medical expenses in
excess of 7.5 percent of AGI; used to purchase health insurance for certain unemployed
individuals; used for higher education expenses; used for first-time homebuyer expenses of up to
$10,000; or made to a member of a reserve unit called to active duty for 180 days or longer.

Employer retirement plans using IRAs

SIMPLE IRA plan

Under present law, a small business that employs fewer than 100 employees who earned
$5,000 or more during the prior calendar year can establish a simplified tax-favored retirement
plan, which is called the savings incentive match plan for employees (“SIMPLE”) retirement
plan. A SIMPLE retirement plan is generally a plan under which contributions are made to an
individual retirement arrangement for each employee (a “SIMPLE IRA”)."'° A SIMPLE
retirement plan allows employees to make elective deferrals to a SIMPLE IRA, subject to a limit

1% Sec. 72(t).

19 Because distributions from Roth IRAs attributable to contributions (including conversion contributions)
are not includible in gross income and distributions from all Roth IRAs are treated as first attributable to
contributions, the early-distribution tax generally will only apply to a distribution from a Roth IRA when only
amounts attributable to earnings remain in all Roth IRAs. However, as noted earlier, a special rule applies for
withdrawals within five years of a conversion.

"% There is also an option to provide a SIMPLE plan as part of a section 401(k) plan (a “SIMPLE section
401(k)” plan). In the case of a SIMPLE section 401(k) plan, the group of employees eligible to participate must
satisfy the minimum coverage requirements generally applicable to qualified retirement plans under section 410(b).
A SIMPLE section 401(k) plan does not have to satisfy the ADP or ACP test and is not subject to the top-heavy
rules. The other qualified retirement plan rules generally apply.

43



of $11,500 (for 2011). An individual who has attained age 50 before the end of the taxable year
may also make catch-up contributions under a SIMPLE retirement plan up to a limit of $2,500
(for 2011).

In the case of a SIMPLE retirement plan, the group of eligible employees generally must
include any employee who has received at least $5,000 in compensation from the employer in
any two preceding years and is reasonably expected to receive $5,000 in the current year. A
SIMPLE retirement plan is not subject to the nondiscrimination rules generally applicable to
qualified retirement plans.

Employer contributions to a SIMPLE IRA must satisfy one of two contribution formulas.
Under the matching contribution formula, the employer generally is required to match employee
elective contributions on a dollar-for-dollar basis up to three percent of the employee’s
compensation. The employer can elect a lower percentage matching contribution for all
employees (but not less than one percent of each employee’s compensation); however, a lower
percentage cannot be elected for more than two years out of any five year period.'"
Alternatively, for any year, an employer is permitted to elect, in lieu of making matching
contributions, to make a nonelective contribution of two percent of compensation on behalf of
each eligible employee with at least $5,000 in compensation for such year, whether or not the
employee makes an elective contribution.

The employer must provide each employee eligible to make elective deferrals under a
SIMPLE retirement plan a 60-day election period before the beginning of the calendar year and a
notice at the beginning of the 60-day period explaining the employee’s choices under the plan.'"

No contributions other than employee elective contributions, required employer matching
contributions, or employer nonelective contributions can be made to a SIMPLE retirement plan,
and the employer may not maintain any other qualified retirement plan.

Simplified employee pensions

A simplified employee pension (“SEP”) is an IRA to which employers may make
contributions up to the limits applicable to qualified defined contribution plans ($49,000 for
2011). All contributions must be fully vested. Any employee must be eligible to participate in
the SEP if the employee has (1) attained age 21, (2) performed services for the employer during
at least three of the immediately preceding five years, and (3) received at least $550 (for 2011) in
compensation from the employer for the year. Contributions to a SEP generally must bear a
uniform relationship to compensation.

Effective for taxable years beginning before January 1, 1997, certain employers with no
more than 25 employees could maintain a salary reduction SEP (“SARSEP”’) under which
employees could make elective deferrals. The SARSEP rules were generally repealed with the

"' This option is not available for SIMPLE section 401(k) plans.

12 Notice 98-4, 1998-1 C.B. 269.
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adoption of SIMPLE retirement plans. However, contributions may continue to be made to
SARSEPs that were established before 1997. Salary reduction contributions to a SARSEP are
subject to the same limit that applies to elective deferrals under a section 401(k) plan ($16,500
for 2011). An individual who has attained age 50 before the end of the taxable year may also
make catch-up contributions to a SARSEP up to a limit of $5,500 (for 2011).

Deemed IRAS

Certain types of employer-sponsored retirement plans are permitted to provide IRAs to
employees as a part of the plan. This option is available to qualified retirement plans and
annuities (secs. 401(a) and 403(a)), tax-deferred annuities (“section 403(b)” plans, and
governmental eligible deferred compensation plans (“section 457(b)” plans). The Code permits
these plans to allow employees to elect to make contributions to a separate account or annuity
under the plan that are treated as contributions to a traditional IRA or a Roth IRA. To receive
this treatment, under the terms of the plan, the account or annuity must satisfy the requirements
of the Code for being a traditional or Roth IRA.""® Implementing the basic provision that the
account satisfy the requirements to be an IRA, Treasury regulations generally require that the
trustee with respect to the account be a bank or a nonbank trustee approved by the IRS.'"*

Pavroll deduction IRA

An employer is permitted to establish a program under which each employee can elect to
have the employer withhold an amount each pay period and contribute the amount to an IRA
established by the employee. In the Conference report to the Taxpayer Relief Act of 1997,
Congress indicated that “employers that chose not to sponsor a retirement plan should be
encouraged to set up a payroll deduction system to help employees save for retirement by
making payroll deduction contributions to their IRAs.”'"> Congress encouraged the Secretary of
the Treasury to “continue his efforts to publicize the availability of these payroll deduction
IRAs.”"'® In response to that directive, the IRS published Announcement 99-2,""” which reminds
employers of the availability of this option for their employees.

In 1975, the Department of Labor (“DOL”) issued a regulation describing circumstances
under which the use of an employer payroll deduction program for forwarding employee monies
to an IRA will not constitute an employee pension benefit plan subject to the Employee
Retirement Income Security Act (‘ERISA™)."'® Interpretive Bulletin 99-1'"’ restated and

3 Sec. 408(q).

4 Treas. Reg. sec. 1.408(q)-1.
'3 Pyb. L. No. 105-34.
¢ H. Rep. No. 102-220, p. 775 (1997).

'7:1999-1 C.B. 305. The IRS also includes information on its website concerning the rules for this option
and the pros and cons for an employer adopting a payroll deduction IRA program.

"% Labor Reg. sec. 2510.3-2(d).
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updated the DOL’s positions on these programs. Under the DOL guidance, the general rule is
that, in order for an IRA payroll program not to be a pension plan subject to ERISA, the
employer must not endorse the program. To avoid endorsing the program the employer must
maintain neutrality with respect to an IRA sponsor in its communication to its employees and
must otherwise make clear that its involvement in the program is limited to collecting the
deducted amounts and remitting them promptly to the IRA sponsor and that it does not provide
any additional benefit or promise any particular investment return on the employee’s savings.'*

Automatic enrollment

Under a retirement plan that includes a qualified cash or deferred arrangement (“section
401(k)” plan), employees may elect to receive cash or to have contributions made to the plan by
the employer on behalf of the employee in lieu of receiving cash. Contributions made to the plan
at the election of the employee are referred to as “elective deferrals™ or “elective contributions.”
A section 401(k) plan may be designed so that the employee will receive cash compensation
unless the employee affirmatively elects to make contributions to the section 401(k) plan.
Alternatively, a plan may provide that elective contributions are made at a specified rate (when
the employee becomes eligible to participate) unless the employee elects otherwise (i.e.,
affirmatively elects not to make contributions or to make contributions at a different rate).
Arrangements that operate in the second manner are sometimes referred to as “automatic
enrollment” plans.

In a section 401(k) plan, the employee must have an effective opportunity to elect to
receive cash in lieu of contributions. Treasury regulations provide that whether an employee has
an effective opportunity to receive cash is based on all the relevant facts and circumstances,
including the adequacy of notice of the availability of the election, the period of time during
which an election may be made, and any other conditions on elections.''

Pension Protection Act of 2006

The Pension Protection Act of 2006 (“PPA”)'** added a number of special rules to the
Code and ERISA with respect to automatic enrollment in section 401(k) plans as well as section
403(b) plans and governmental section 457(b) plans. Use of any of the special rules is
predicated on a default contribution that is a stated percentage of compensation which applies
uniformly to all participants. In addition, a notice must be provided to participants explaining
the choice between making or not making contributions and identifying the default contribution
rate and investment, and each participant must be given a reasonable period of time after receipt
of the notice to make an affirmative election with respect to contributions and investments.

964 F.R. 32999, June 18, 1999; Labor Reg. sec. 2509.99-1.
120 Labor Reg. sec. 2509.99-1.

12l Treas. Reg. sec. 1.401(k)-1(e)(2). Similar rules apply to elective deferrals under section 403(b) plans
and governmental section 457(b) plans.

122 pyb. L. No. 109-280.
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The PPA also made changes to ERISA to permit the DOL to provide a safe harbor default
investment option and to preempt State laws if certain requirements are satisfied.'> Specifically,
PPA amended ERISA to provide that a participant in an individual account plan with automatic
enrollment is treated as exercising control over the assets which in the absence of an investment
election are invested in accordance with regulations prescribed by the Secretary of Labor.

Under the DOL’s PPA regulations, the default investment option for those automatically
enrolled must be a qualified default investment alternative (“QDIA”).'** The choices for a
QDIA include: (1) a product with a mix of investments that takes into account the individual’s
age or retirement date (an example of such a product could be a life-cycle or targeted-retirement-
date fund); (2) an investment service that allocates contributions among existing plan options to
provide an asset mix that takes into account the individual’s age or retirement date (an example
of such a service could be a professionally managed account); (3) a product with a mix of
investments that takes into account the characteristics of the group of employees as a whole,
rather than each individual (an example of such a product could be a balanced fund); and (4) a
capital preservation product for only the first 120 days of participation (an option for plan
sponsors wishing to simplify administration if workers opt-out of participation before incurring
an additional tax). In addition, a QDIA must be managed by an investment manager, plan
trustee, plan sponsor, a committee comprised primarily of employees of the plan sponsor that is a
named fiduciary, or an investment company registered under the Investment Company Act of
1940. Further, a QDIA generally may not invest participant contributions in employer securities.

Tax credit for small employer pension plan start-up costs

Present law provides a nonrefundable income tax credit for qualified start-up costs of an
eligible small employer that adopts a new qualified retirement plan, SIMPLE IRA plan, or SEP,
provided that the plan covers at least one non-highly compensated employee.' Qualified start-
up costs are expenses connected with the establishment or administration of the plan or
retirement-related education for employees with respect to the plan. The credit is the lesser of
$500 per year or 50% of the qualified start-up costs. The credit applies for up to three years
beginning with the year the plan is first effective, or, at the election of the employer, the
preceding year.

An eligible employer is an employer that, for the preceding year, had no more than 100
employees with compensation of $5,000 or more. In addition, the employer must not have had a
plan covering substantially the same employees as the new plan during the three years preceding
the first year for which the credit would apply. Members of controlled groups and affiliated
service groups are treated as single employers for purposes of these requirements.

123 Sec. 514 of ERISA.

124 Labor Reg. sec. 2550.404c-5.

125 Qec. 45E.
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Saver’s Credit

Present law provides a nonrefundable tax credit for eligible taxpayers who make qualified
retirement savings contributions.'*® Subject to adjusted gross income (“AGI”) limits, the credit
is available to individuals who are 18 or older, other than individuals who are full-time students
or claimed as a dependent on another taxpayer’s return. The AGI limits for 2012 (as indexed for
inflation) are $57, 500 for married taxpayers filing joint returns, $43,125 for head of household
taxpayers, and $28,750 for single taxpayers and married taxpayers filing separate returns.

For purposes of the credit, qualified retirement savings contributions include (1) elective
deferrals to a section 401(k) plan, a section 403(b) plan, a governmental section 457 plan, a
SIMPLE IRA, or a SEP; (2) contributions to a traditional or Roth IRA; and (3) voluntary after-
tax employee contributions to a qualified retirement plan or annuity or a section 403(b) plan.
The maximum amount of qualified retirement savings contributions taken into account for
purposes of the credit is $2,000. The amount of any contribution eligible for the credit is
reduced by distributions received by the taxpayer (or by the taxpayer’s spouse if the taxpayer
files a joint return with the spouse) from any plan or IRA to which eligible contributions can be
made during the taxable year for which the credit is claimed, the two taxable years prior to the
year the credit is claimed, and during the period after the end of the taxable year for which the
credit is claimed and prior to the due date for filing the taxpayer’s return for the year.
Distributions that are rolled over to another retirement plan do not affect the credit.

The credit is a percentage of the taxpayer’s qualified retirement savings contributions up
to $2,000. The credit percentage depends on the AGI of the taxpayer, varying from 10 percent to
50 percent, as shown in the table below. The credit is in addition to any deduction or exclusion
that would otherwise apply with respect to the contribution. The credit offsets minimum tax
liability as well as regular tax liability.

Table 1.—Credit Rates for Saver’s Credit (for 2012)

Joint Filers Hljlelzslglfo(;(fis All Other Filers Credit Rate
$0 — $34,500 $0 — $25,875 $0-$17,250 50 percent
$34,501 — $37,500 $25,876 — $28,125 $17,251 - $18,750 20 percent
$37,501 — $57,500 $28,126 — $43,125 $18,751 — $28,750 10 percent

126 Qec. 25B.
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Description of Proposal

Automatic payroll deduction IRA program

Under the proposal, employers are required to offer an automatic enrollment payroll
deduction IRA program to their employees (“automatic payroll deduction IRA program”) if the
employer (1) has been in existence for at least two years, (2) has more than 10 employees, and
(3) does not sponsor a qualified retirement plan, SEP, or SIMPLE IRA plan for its employees. If
an employer sponsors such a retirement plan, but excludes from eligibility a portion of the
employers’ employees (other than excludable employees'?’) or a class of employees, such as all
employees of a subsidiary or division, the employer is required to offer to those non-excludable
employees the opportunity to participate in an automatic payroll deduction IRA program.

Employers offering an automatic payroll deduction IRA program must give employees a
standard notice and election form informing them of the automatic payroll deduction IRA option
and allowing them to elect to participate or to opt-out. For any employee who fails to make an
affirmative election in writing under the payroll deduction IRA program, the proposal includes a
default under which payroll deduction contributions for the employee automatically begin to be
made to an IRA established for the employee. Under the proposal, the automatic enrollment
contribution rate for employees who fail to make an affirmative election would be three percent
of compensation (but not more than the IRA dollar limit for the year). Employees could opt for a
lower or higher contribution rate up to the IRA dollar limit for the year. Employee contributions
to automatic IRAs would qualify for the saver’s credit (to the extent the employee and the
contributions otherwise qualify for the credit). Employers making automatic payroll deduction
IRAs available would not be responsible for opening IRAs for employees. Payroll deduction
contributions from participating employees may be transferred, at the employer’s option, to a
single private sector IRA trustee or custodian designated by the employer or, if permitted by the
employer, to the IRA provider designated by each participating employee. Alternatively, the
employer could designate that all contributions would be forwarded to a savings vehicle
specified by statute or regulation.

Employers would not be responsible for choosing or arranging default investments or
other investment options under the proposal. Instead, a low-cost, standard type of default
investment and a handful of standard, low-cost investment alternatives would be prescribed. The
proposal generally does not involve liability under ERISA and does not involve any employer
contributions, employer compliance with plan qualification requirements. A national website
would provide information and basic educational material regarding saving and investing for
retirement, including IRA eligibility, but, as under current law, individuals (not employers)
would bear ultimate responsibility for determining their IRA eligibility.

127 Under the proposal, excludable employees are employees who may be excluded from a qualified
retirement plan pursuant to section 410(b)(3) (allowing exclusion of nonresident aliens and certain employees
included in a unit of employees covered by a collective bargaining agreement) or to section 410(b)(4) (allowing
exclusion of employees under 21 or having less than one year of service).
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Under the proposal, the default under an automatic payroll deduction IRA program is a
Roth IRA, though employees may elect to direct their contributions to a traditional IRA. The
proposal also specifies a number of administrative requirements that must be satisfied, including
a required notice of the right to opt out or contribute a different amount, an election period, and
specific timing requirements for the employer to make contributions. However, administrative
rules would be designed to minimize administrative costs.

An excise tax, equal to $100 for each participant to whom the failure relates, applies to
the failure of any employer to satisfy the automatic IRA requirements for any year.

Tax credit for automatic payroll deduction IRA program start-up costs

The proposal provides a new tax credit for small employers (those that have no more than
100 employees) that offer an automatic IRA arrangement. These employers could claim up to
$500 for the first year and $250 for the second year. There would be an additional non-
refundable credit of $25 per applicable employee up to $250 for the year in each of six years.

The proposal also increases the present-law tax credit for small employer plan pension
start-up costs from the current maximum of $500 per year for three years to $1,000 per year for
three years. This credit is extended to four years for any employer that adopts a new plan during
the three years beginning when it first offers (or is first required to offer) an automatic IRA
arrangement. The increased credit does not apply to an automatic payroll deduction IRA
program or other payroll deduction IRAs.

Effective date.—The proposal is effective January 1, 2013.

Analysis

In general

Advocates of this proposal argue that the proposal will promote retirement savings by
employees who do not have access to an employer-sponsored retirement plan. Advocates point
out that the use of automatic enrollment increases employee participation in section 401(k) (and
similar) plans because providing contributions to the employee’s account under the section
401(k) plan as a default, rather than cash in the employee’s paycheck takes advantage of the
inertia of employees who fail to take action and simplifies the process for employees by
eliminating the need to make decisions as to the rate of contribution or the investment of the
contributions.'”® They argue that this same inertia will increase saving in IRAs if employers are
required to automatically enroll employees in payroll deduction IRAs. In addition, employees

12 James J. Choi, David Laibson, Brigitte C. Madrian and Andrew Metrick, “For Better or Worse: Default
Effects and 401(k) Savings Behavior,” NBER Working Paper No. W8651, December 2001. The authors studied
three firms that adopted automatic enrollment in their section 401(k) plan. They comment on the effect as follows
p. 5, “We find that automatic enrollment has a dramatic effect on participation rates. Under automatic enrollment,
401(k) participation rates exceed 85 percent in all three companies regardless of the tenure of the employee. Prior to
auto enrollment, 401(k) participation rate ranged from 26-43 percent after six months of tenure at these three firms
and from 57-69 percent after three years of tenure.”
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would not need to make a decision as to the financial institution at which to establish an IRA or
whether to contribute to a Roth or traditional IRA. Advocates for the proposal also argue that an
employer mandate for automatic IRAs will involve little cost to employers because the employer
is merely a conduit for the IRA contribution, similar to direct deposit of an employee’s paycheck
to the employee’s bank account.'*

Potential emplovee behavior

In addition to producing a general increase in participation comparable to that associated
with automatic enrollment in section 401(k) plans, advocates for the proposal believe that
mandatory automatic payroll deduction IRAs can be expected to increase contributions to IRAs
by low-income and middle-income employees in particular.*® They believe that these
employees are likely to continue to make contributions once they begin the habit of retirement
savings. The theory is that to the extent that these employees are not saving for retirement due to
inertia (simple failure to take initiative), that same failure to take initiative may prevent them
from electing out of the automatic contributions. Advocates argue that by requiring an
affirmative decision not to save in order to stop the contributions, the proposal, at a minimum,
would force employees to think about retirement savings. In the case of employees who can and
want to save for retirement, the proposal will simplify implementing this decision. Advocates
also point out that the use of payroll deduction means the individual is not required to come up
with a substantial amount of funds at a single time to meet minimum deposit requirements
imposed by many financial institutions offering IRAs. However, many financial institutions
require no more than $500 to open an IRA, which is not necessarily substantial. This requirement
could be satisfied if an individual saves $40 a month during the year and then opens the account
with this savings.

Others raise the concern that employees will leave deferrals at the three-percent default
contribution rate, which may not be high enough to provide adequate retirement savings. They
point to evidence that lower-income and middle-income employees participating in section
401(k) plans with automatic enrollment and who do not opt out of contributing are the most
likely to remain at the default contribution rate rather than electing a higher contribution rate."'
They also point out, however, that many who remain at the default rate might not have elected to
participate at all without the automatic feature.

Nevertheless, some argue that certain employees currently do not save for retirement
because they need all of their income to meet their basic needs, or retirement savings may be

129 7. Mark Iwry and David C. John, “Pursuing Universal Retirement Security Through Automatic IRAs,”
in Peter Orszag, J. Mark Iwry, and William G. Gale, eds., Aging Gracefully: Ideas to Improve Retirement Security in
America, The Century Foundation Press, 2006, p. 40.

1" Choi, Laibson, Madrian, and Metric, p. 22 found that “automatic enrollment [in section 401(k) plans]
does increase wealth accumulation in the lower tail of the wealth distribution by dramatically reducing the fraction
of employees that do not participate in the 401(k) plan.”

131" Choi, Laibson, Madrian, and Metric, p. 17 found that “relative to employees in the top third of the pay
distribution, employees in the bottom and middle of the pay distribution are much more likely to be at the default.”
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trumped by current savings, or repayment of loans, or for other purposes, such as the purchase of
a home or a durable good (e.g., an automobile). They also argue that other employees may
choose to spend their current income to finance a lifestyle that they wish to maintain. They point
out that an automatic IRA may not change this behavior, especially to the extent that it is easy
for an individual to opt out of participation.** Opting out may be particularly likely in the case
of individuals who are already in a negative savings position (i.e. spending an amount higher
than their income).

Proponents of the proposal could respond to such criticisms by arguing that automatic
enrollment in payroll deduction IRAs is not likely to raise the same employee liquidity concerns
that are associated with automatic enrollment in section 401(k) plans due to the distribution
restrictions under section 401 (k) plans,133 making it less likely that employees will elect out of
automatic enrollment under a payroll deduction IRA program. For example, contributions to an
IRA for a year are permitted to be withdrawn from an IRA (with allocable income) without tax
consequence until the individual’s due date for filing the income tax return for the year."** Even
after the deadline, amounts can be withdrawn, although the 10-percent early distribution tax may
apply for distributions before age 59%.'* In addition, unlike section 401(k) plan contributions, a
payroll deduction contribution to a traditional IRA is deductible without regard to the timing of
the election to make the contribution.

Some argue that the ultimate success of an automatic payroll deduction IRA program is
not only how much money employees contribute to IRAs through the program, but how much is
retained as savings for use in retirement. Others point out that there may be social benefits from
pure savings, regardless of whether they are used in retirement. National savings may increase
as a result; individuals can be better prepared for unanticipated expenses or changes in their
financial situation, such as a job loss. However, national saving does not necessarily increase
under the proposal to the extent that other planned saving is diverted into the automatic IRA.
Others point out that savings alone do not provide for a secure retirement if the savings are not
retained for consumption during retirement.

2 One empirical study, however, found the likelihood of opting out to be small. This opt out may not be
as likely as one might expect. In James J. Choi, David Laibson, Brigitte Madrian, and Andrew Metrick, “Saving for
Retirement on the Path of Least Resistance,” in Edward J. McCaffery and Joel Slemrod (eds.), Behavioral Public
Finance, Russell Sage Foundation, 2006, p. 304-351, the authors found that, before automatic enrollment 1.9 to 2.6
percent of employees who enrolled drop enrollment in a 12 month period, but the increased rate of dropping for a
plan with automatic enrollment was only 0.3 to 0.6 percentage points higher than that for a plan without automatic
enrollment.

13 Sec 401(k)(2) provides that distributions from a section 401(k) plan are generally only permitted after
the employee attains age 59%: (or after death, due to disability, or after severance from employment, if earlier).
However, elective contributions to a section 401(k) plan may be distributed on account of hardship.

13 This unwind of contributions is permitted under section 408(d)(4).

133 Even if an individual’s income is so low that the individual owes no regular income tax, the 10-percent
tax would still apply.
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Historically, there have been significant early withdrawals over time from IRAs, as
reflected in the distributions made that are subject to the early distribution tax.'*® These
withdrawals do not include distributions made pursuant to an exception to the tax. Opponents of
the proposal argue that those who save as a result of the inertia of automatic enrollment may be
more likely to take distributions even if they are required to pay the 10-percent early distribution
tax. In the case of a Roth IRA, to the extent that only the amount of contributions is withdrawn,
any tax-based deterrent to withdrawal is reduced because the distributed amounts are not
includable in gross income or subject to the 10-percent early distribution tax. Others respond that
a counter-balance against withdrawal from an IRA, in contrast to withdrawal from a section
401(k) account, is that there is no natural withdrawal event from an IRA, such as termination
from employment, which is likely to precipitate a withdrawal. Thus, inertia also may help keep
the funds in the IRA.

Potential emplover behavior

Some argue that the success of the program may depend, at least in part, on how it is
received by employers. The employers that would be required to establish an automatic IRA
program are generally employers that do not currently sponsor any retirement plan for their
employees.

Advocates for the proposal argue that, for some employers, the failure to offer a plan may
be the result of the same inertia that causes employees to fail to set up an IRA. They further
argue that other employers may desire to establish a plan, but do not because of administrative
cost or potential liability issues. For these employers, a required program may facilitate action
that they already wanted to take. Advocates are optimistic that such participation may introduce
these employers to retirement plan service providers who may in turn more easily induce them to
set u;l)ﬁn employer-sponsored retirement plan, such as a SIMPLE IRA plan or a section 401(k)
plan.

Not everyone agrees, however, with the argument that there will be little cost to
employers. Some view the cost as being potentially significant. The ultimate cost to employers
will likely depend on how the proposal is designed.*® While the cost may be less significant

1% Based on tabulations of tax return data, in 2005, there were about 2.2 million returns with primary and
secondary taxpayers age 59 and younger who had taxable IRA distributions. These taxpayers had taxable IRA and
pension distributions of about $30 billion. About 1.2 million of these returns were subject to the additional 10-
percent tax on over $13.2 billion of early distributions. Stated differently, about 56 percent of the number of taxable
IRA and pension distributions received by taxpayers 59 and younger with a taxable IRA distribution appear to have
taken a distribution despite not qualifying for an exception from the additional early withdrawal tax.

57 Twry and John, p. 71.

8 Mary M. Schmitt and Judy Xanthopoulos, “Automatic IRAs: Are They Administratively Feasible,
What are the Costs to Employers and the Federal Government, and Will They Increase Retirement Savings,”
Preliminary Report Prepared for AARP, Optimal Strategies, LLC, March 8, 2007, p. 13. The report indicates that,
in addition to cost to employers, costs associated with automatic IRAs to individual participants may erode the
accounts significantly. However, in Mary M. Schmitt and Judy Xanthopoulos, “Administering Automatic IRAs,”
Report Prepared for AARP, Optimal Benefit Strategies, LLC, October 17, 2007, the authors discuss how the costs
can be reduced depending on how the proposal is implemented. In Mary M. Schmitt and Judy Xanthopoulos, “Most
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than the cost associated with employer-sponsored retirement plans, administrative costs and
issues will be relevant in the establishment of an automatic IRA program. An employer will
need to take action to establish a program. The employer will need to have a procedure for
establishing default IRAs for employees and must institute notice procedures to inform
employees that automatic enrollment will occur absent their affirmative election. In addition, the
employer must have resources to address employee concerns and questions about the program.
In response to these arguments, the proposal is designed to minimize these administrative costs,
but will not eliminate them entirely. The proposal also provides small employers a tax credit
with a maximum of $250 for the first two years to reduce this cost. Some have noted, however,
that this tax credit, similar to most business tax credits (including the present law credit for small
employer plan start-up costs), will be of no benefit to small employers that are tax-exempt or
who do not have a Federal tax liability for a given year (except to the extent the employer can
use the permitted carry forward).

Advocates of the proposal recognize that the success of the program depends on
streamlining compliance requirements for employers so that the cost of compliance is relatively
low, and that success may depend on the implementation of the program by the Internal Revenue
Service or other responsible agency. Advocates argue that the proposal is designed to be as
administratively streamlined as possible, including a provision under which employers will not
be required to open IRAs on behalf of employees. They point out that the proposal indicates that
a low-cost standard default investment will be provided, which will help to lower employer cost
of administration because the employer will not need to select a default investment and will limit
the employer’s potential liability for a poor choice.

Opponents argue that some employers may have deliberately decided not to maintain an
employer-sponsored retirement plan for their employees. Under current law, other than
withholding and paying payroll taxes to fund social security benefits, sponsorship of a retirement
plan by an employer is voluntary. Opponents argue that the low level of voluntary establishment
of payroll deduction IRA programs by employers who do not sponsor qualified retirement plans
is not entirely due to inertia. An employer might have made a judgment that further payroll
deductions of any kind, let alone an automatic program, is not a program that their employees,
particularly minimum wage employees, would value. The employer might assume that these
employees will not be able to afford any further reduction in take-home pay.

Some argue that the mandatory element of the proposal might generate resentment by
certain employers and resistance to embracing the program as a benefit for their employees.
They argue that the level of compliance among these employers may depend on the level of
enforcement by the IRS. They further point out that an employer could present the option to
employees in a way that is more likely to generate an election not to contribute than an election
to make contributions.

Small Employers Face Low Costs to Implement Automatic IRAs,” Optimal Benefit Strategies, LLC, June 24, 2009,
the authors point out that automatic payroll systems would reduce cost of automatic IRAs and that most small
employers now use automated payroll systems.
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Advocates of the proposal acknowledge that the program must be carefully designed so
as not to result in the elimination or scaling back of existing employer-sponsored retirement
plans, such as a section 401(k) or SIMPLE IRA plans, or the failure to adopt such plans. Some
have argued that, because the proposal is designed to relieve employers of many of the burdens
associated with sponsoring a qualified plan, small businesses may decide to limit employees’
opportunity to save for retirement on a tax-favored basis to their ability to contribute to the
automatic IRA program. Because the limits on contributions to the program are lower than those
that apply to contributions to other qualified plans, this would have a negative impact on the
amount of retirement savings some individuals would otherwise accumulate under an employer-
sponsored plan.

Others have noted, however, that the desire of small business owners to take advantage of
the greater tax-deferred savings, including the option of making employer contributions, offered
under a qualified plan (allocations up to $49,000 for 2011 are permitted) will continue to provide
an incentive to sponsor such plans, regardless of any relative cost savings associated with
offering only the automatic IRA program (which would permit contributions only up to the IRA
limit, currently $5,000 (or $6,000 for those over age 50). The rules prohibiting discrimination in
favor of owners and other highly compensated employees prevent small-business owners from
taking advantage of this higher limit on contributions without providing benefits for rank and file
employees. Finally, the proposal increases the small employer start-up cost credit available to
$1,000 per year for three years and extends the credit to four years (instead of three years) for
any employer that adopts a new plan during the three years beginning when it first offers an
automatic IRA arrangement. Advocates believe that this expanded credit will encourage small
employers to adopt a new employer-sponsored retirement plan, rather than an automatic IRA
program.

Financial institutions

In the absence of a proposal that mandates a Federal or State program to accommodate
the new small IRAs that will be established, some argue that the financial community would
need to embrace the program to make it feasible. Many of the employees who elect, or default
into, participation will have no preexisting IRAs. Some will have no current relationship with
any financial service provider. For low-income and middle-income employees, the initial
contributions will be very small. For example, three percent of weekly pay of $500 is only $15.
Most financial institutions charge small annual fees for IRA maintenance and many require
minimum contributions to establish an IRA.'* These fees and minimums may be a significant
barrier to making default IRAs attractive to low-income or even middle-income taxpayers. Thus,
even advocates of the proposal recognize that providing low-cost options as suggested in the
proposal may be a critical element in a successful program.

19 1bid., p. 44. The report discusses the problem of small automatic IRA contributions including current
minimum monthly contributions and annual administrative fees. The report suggests pooling of automatic
contributions to reduce administrative fees with respect to automatic accounts.
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Paternalism

The proposal makes mandatory an option that is already available under present law.
Individuals are free to contribute to IRAs, subject to certain qualifications, and employers are
free to establish payroll deduction IRAs. Employers may even be able to enroll employees in
payroll deduction IRAs automatically under PPA changes to ERISA.'*" However, the proposal
simplifies some of these opportunities. Proponents have expressed the belief that targeted
individuals save insufficiently for retirement despite these opportunities. By mandating
automatic enrollment, proponents hope to increase the take up rate of IRAs among the targeted
employees in a way that they believe will improve their well being. Some make a case for
paternalistic intervention on the grounds that individuals do not act in their own best interest
because of limits on individual rationality, a lack of information, or inertia."*! Some argue that
setting the default rule to contribute to an IRA with the ability to opt out, as opposed to the
default rule being nonparticipation with the option of affirmative action to contribute, may be
viewed as an example of soft, or libertarian, paternalism.'** Advocates define paternalism as
choosing a policy with the goal of influencing the choices of affected parties in a way that will
make those parties better off, and such paternalism is libertarian if no coercion is involved.
Others would argue that only voluntarily entered rules are free from coercion.'” One might
view the desirability of a policy differently, or hold it to a higher standard to judge its
desirability, if coercion is involved. Some argue that “flaws in human cognition,” such as those
identified above, “should make us more, not less, wary about trusting government decision
making” and that while “soft paternalism is less damaging than hard paternalism...[s]oft
paternalism is neither innocuous nor obviously benign.”'**

Protection of emplovees against emplovyer retaining deducted contributions

The Department of Labor (“DOL”) has found numerous instances where employers have
deducted amounts from an employee’s pay for contribution to a section 401(k) plan but failed to
contribute the amount to the plan.'* In the case of a section 401(k) plan, such failure can result

10 Under present law, this level of employer involvement may constitute an endorsement of the default
IRA and cause the automatic payroll deduction IRA program to be a pension plan under ERISA.

1 H. Rep. No. 109-232 Part 1 that accompanied H.R. 2830 (September 22, 2005), p. 280.

142 See Richard H. Thaler and Cass R. Sunstein, “Libertarian Paternalism,” American Economic Review
Papers and Proceedings, vol. 93, May 2003, pp. 175-179.

143 See Daniel B. Klein, “Statist Quo Bias,” Econ Journal Watch, vol. 1, no. 2, August 2004, pp. 260-271;
Cass R. Sunstein “Response to Klein,” Econ Journal Watch, vol.1, no. 2, August 2004, pp. 272-273; and Daniel B.
Klein, “Reply to Sunstein,” Econ Journal Watch, vol. 1, no. 2, August 2004, pp. 274-276.

14 Edward L. Glaeser, “Paternalism and Psychology,” University of Chicago Law Review, vol. 73, 2006,
pp. 133-156.

'3 In 2010, the Department of Labor (“DOL”) initiated the Contributory Plans Criminal Project to combat
abuse of contributory benefit plans. The DOL reports the following enforcement initiative results as of September
30,2011: 406 investigations initiated; 258 investigations referred to prosecutors; 74 indictments with 29 guilty
pleas and convictions obtained; and assets of $2.1 million restored. Fact Sheet: Retirement Security Initiatives, U.S.
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in excise taxes, civil penalties, and even criminal prosecution.'*® The DOL has found that the
employee may not be aware that the contributions are not being made until the employee
receives his or her account statement.'*” As a result, some argue that it is important that any
proposal include comparable protection for employees to those provided to participants under a
section 401(k) plan against these potential abuses by employers. Advocates may respond that
there are State laws that prevent misuse of employer funds. One approach advocated by some is
to mandate that all default contributions be made to a government-sponsored IRA and that all
employees have a government sponsored IRA as an investment option. They argue that such a
requirement could make it easier to establish a mechanism for regularly monitoring whether
contributions were being made in a timely manner.

Traditional or Roth IRA as the default

Under the proposal, the default is a Roth IRA. The designation of Roth IRAs as a default
removes one potential complexity for employees and employers, but may also have immediate
and long-term tax consequences for employees. For example, as discussed above, the maximum
contribution that can be made to a Roth IRA is phased out for taxpayers with AGI over certain
levels (for 2011, for single taxpayers, $107,000 to $122,000, and for married taxpayers filing
jointly, $169,000 to $179,000). There is no income limit for nondeductible contributions to a
traditional IRA and no income limit for deductible contributions if the taxpayer (or, if married,
both taxpayer and spouse) does not participate in an employer-sponsored plan. Thus, many
argue that, to the extent no default is provided, an employer is likely to choose a traditional IRA
as a default so that higher income employees will not be subject to excise taxes for excess
contributions.

However, some argue that, for many taxpayers, a Roth IRA may be a better choice.
Lower income taxpayers may have a lower marginal rate currently than when they receive
distributions, making a deduction today for a traditional IRA less valuable and less of a
motivation for retirement savings than would be the alternative exclusion for income from a Roth
IRA in retirement. While it is generally the case that the lower one’s income, the lower one’s
marginal tax rate, some lower income taxpayers can have a quite high effective marginal tax rate

Department of Labor, Employee Benefits Security Administration,
http://www.dol.gov/ebsa/newsroom/factsheet/fscpcp.html.

146 Under Department of Labor Reg. sec. 2510.3-102, an amount withheld from an employee’s wages for
contribution to a section 401(k) plan becomes part of the assets of the pension plan for purposes of ERISA
protections as of the earliest date on which such contributions can reasonably be segregated from the employer’s
general assets. An employer holding these assets after that date commingled with its general assets is engaging in a
prohibited use of plan assets under section 406 of ERISA (and Code section 4975), which generally prohibits a plan
fiduciary from engaging in prohibited transactions. The DOL has a correction program that allows employers to
voluntarily correct violations under certain circumstances under its Voluntary Fiduciary Correction Program,
published in the Federal Register on March 28, 2002 (67 FR 15061).

7 For employees, the DOL includes on its website a list of 10 warning signs that 401(k) contributions are
being misused. Examples of the warnings signs listed include the employee’s account statement shows a
contribution from a paycheck was not made and that the employer has recently experienced severe financial distress
(http://www.dol.gov/ebsa/Publications/1 0warningsigns.html).
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as a result of the phaseout of the earned income tax credit. As of 2014, these same taxpayers
may face further increases in their effective marginal tax rates as a result of the phaseout of the
tax credit for individuals and families who purchase health insurance through a health insurance
exchange.'*® Hence, many low- and middle-income taxpayers might be better off if the default is
a traditional IRA rather than a Roth IRA, so that a deduction for the contribution reduces income
for purposes of these credits.

Additionally, lower income employees may prefer to contribute to a Roth IRA because
funds in a Roth IRA may be distributed prior to retirement age with fewer penalties than
distributions from traditional IRAs. Roth distributions are allocated first to basis and received
tax free (and thus also not subject to the 10-percent early distribution tax) until all contributions
are distributed. In contrast, any distribution attributable to deductible contributions is fully
includible in gross income and subject to the early distribution tax unless an exception applies.

Regardless of the defaults, the analysis of whether a traditional IRA or Roth IRA is more
advantageous is relevant because individuals have the ability to elect out of the default or to
recharacterize the contribution. This analysis can be fairly complex and may be challenging for
a low- or middle-income employee, even if the notice provided to the employee about the
automatic IRA contribution program explains the different treatment of traditional and Roth
IRA’s.

Finally, even for individuals who benefit from the ability to make deductible
contributions to a traditional IRA (i.e., higher income employees), a contribution to a Roth IRA
of the maximum amount (to the extent allowed by the income limits) will produce more income
at retirement because a dollar contributed to a Roth account represents greater after-tax savings
than a dollar contributed to a traditional deductible IRA, because the former is contributed on an
after-tax basis while the latter is contributed on a pre-tax basis. Still, higher-income employees
may be unable to make regular Roth contributions because of the income limits. In addition,
taxpayers making contributions to a Roth IRA are required to include the amount of the
contributions in AGI rather than being allowed to deduct it, further diminishing the individual’s
current after-tax disposal income, a potentially greater concern for lower income taxpayers.

Prior Action

A similar proposal was included in the President’s fiscal year 2010 and 2011 budget
proposals.

48 Sec. 36B.
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C. Increase in the Earned Income Tax Credit
Present Law
Overview

Low- and moderate-income workers may be eligible for the refundable earned income tax
credit (“EITC”).'* Eligibility for the EITC is based on earned income, adjusted gross income,
investment income, filing status, number of children, and immigration and work status in the
United States. The amount of the EITC is based on the presence and number of qualifying
children in the worker’s family, as well as on adjusted gross income and earned income.

The EITC generally equals a specified percentage of earned income'*” up to a maximum
dollar amount. The maximum amount applies over a certain income range and then diminishes
to zero over a specified phaseout range. For taxpayers with earned income (or adjusted gross
income (AGI), if greater) in excess of the beginning of the phaseout range, the maximum EITC
amount is reduced by the phaseout rate multiplied by the amount of earned income (or AGI, if
greater) in excess of the beginning of the phaseout range. For taxpayers with earned income (or
AGI, if greater) in excess of the end of the phaseout range, no credit is allowed.

An individual is not eligible for the EITC if the aggregate amount of disqualified income
of the taxpayer for the taxable year exceeds $3,200 (for 2012). This threshold is indexed for
inflation. Disqualified income is the sum of: (1) interest (both taxable and tax exempt); (2)
dividends; (3) net rent and royalty income (if greater than zero); (4) capital gains net income; and
(5) net passive income that is not self-employment income (if greater than zero).

The EITC is a refundable credit, meaning that if the amount of the credit exceeds the
taxpayer’s Federal income tax liability, the excess is payable to the taxpayer as a direct transfer
payment.

Filing status

An unmarried individual may claim the EITC if he or she files as a single filer or as a
head of household. Married individuals generally may not claim the EITC unless they file
jointly. An exception to the joint return filing requirement applies to certain spouses who are
separated. Under this exception, a married taxpayer who is separated from his or her spouse for
the last six months of the taxable year is not considered to be married (and, accordingly, may
file a return as head of household and claim the EITC), provided that the taxpayer maintains a
household that constitutes the principal place of abode for a dependent child (including a son,
stepson, daughter, stepdaughter, adopted child, or a foster child) for over half the taxable year,

149 Sec. 32.

1% For purposes of the EITC, earned income is defined as (1) wages, salaries, tips, and other employee
compensation, but only if such amounts are includible in gross income, plus (2) the amount of the individual’s net
self-employment earnings. At the taxpayer’s election, combat pay may be treated as earned income for these
purposes.
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and pays over half the cost of maintaining the household in which he or she resides with the child
during the year.

Presence of qualifying children and amount of the earned income credit

Four separate credit schedules apply: one schedule for taxpayers with no qualifying
children, one schedule for taxpayers with one qualifying child, one schedule for taxpayers with
two qualifying children, and one schedule for taxpayers with three or more qualifying
children."’

Taxpayers with no qualifying children may claim a credit if they are over age 24 and
below age 65. The credit is 7.65 percent of earnings up to $6,210, resulting in a maximum credit
of $475 for 2011. The maximum is available for those with incomes between $6,210 and $7,770
($12,980 if married filing jointly). The credit begins to phase out at a rate of 7.65 percent of
earnings above $7,770 ($12,980 if married filing jointly) resulting in a $0 credit at $13,980 of
earnings ($19,190 if married filing jointly).

Taxpayers with one qualifying child may claim a credit in 2012 of 34 percent of their
earnings up to $9,320, resulting in a maximum credit of $3,169. The maximum credit is
available for those with earnings between $9,320 and $17,090 ($22,300 if married filing jointly).
The credit begins to phase out at a rate of 15.98 percent of earnings above $17,090 ($22,300 if
married filing jointly). The credit is completely phased out at $36,920 of earnings ($42,130 if
married filing jointly).

Taxpayers with two qualifying children may claim a credit in 2012 of 40 percent of
earnings up to $13,090, resulting in a maximum credit of $5,236. The maximum credit is
available for those with earnings between $13,090 and $17,090 ($22,300 if married filing
jointly). The credit begins to phase out at a rate of 21.06 percent of earnings above $17,090
($22,300 if married filing jointly). The credit is completely phased out at $41,952 of earnings
($47,162 if married filing jointly).

A temporary provision enacted by the Tax Relief, Unemployment Insurance
Reauthorization and Job Creation Act of 2010'> allows taxpayers with three or more qualifying
children to claim a credit of 45 percent for 2011 and 2012. For example, in 2012 taxpayers with
three or more qualifying children may claim a credit of 45 percent of earnings up to $13,090,
resulting in a maximum credit of $5,891. The maximum credit is available for those with
earnings between $13,090 and $17,090 ($22,300 if married filing jointly). The credit begins to
phase out at a rate of 21.06 percent of earnings above $17,090 ($22,300 if married filing jointly).
The credit is completely phased out at $45,060 of earnings ($50,270 if married filing jointly).

131" All income thresholds are indexed for inflation annually.

152 pyb. L. No. 111-312.
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Under a provision of the Tax Relief, Unemployment Insurance Reauthorization, and Job
Creation Act of 2010'>, the phase-out thresholds for married couples were raised to an amount
$5,000 ( indexed for inflation from 2009) above that for other filers. The increase is $5,210 for
2012.

If more than one taxpayer lives with a qualifying child, only one of these taxpayers may
claim the child for purposes of the EITC. If multiple eligible taxpayers actually claim the same
qualifying child, then a tiebreaker rule determines which taxpayer is entitled to the EITC with
respect to the qualifying child. Any eligible taxpayer with at least one qualifying child who does
not claim the EITC with respect to qualifying children due to failure to meet certain
identification requirements with respect to such children (i.e., providing the name, age and
taxpayer identification number of each of such children) may not claim the EITC for taxpayers
without qualifying children.'**

Description of Proposal155

The proposal permanently extends the EITC at a rate of 45 percent for three or more
qualifying children.

Effective date.—The proposal applies to taxable years beginning after December 31, 2012.

Analysis

Proponents argue that the EITC is generally structured to provide greater tax benefits to
families with more children, and thus they believe it is appropriate to extend the additional
benefits that were recently made available on a temporary basis to larger families with three or
more children.

Some opponents may argue that the expansion of the earned income tax credit to
individuals who some may not consider low- or moderate-income taxpayers (since eligibility for
the credit can extend past $50,000'°° of income) is inappropriate.

Prior Action

A similar proposal was included in the President’s fiscal year 2010, 2011 and 2012
budget proposals.

'3 Pub. L. No. 111-312.

13 See Part XIV.A. for a proposal to simplify these rules.

'3 See also Part XVIII, Marriage Penalty Relief and Earned Income Tax Credit Simplification.

1% Median family income in the United States in 2010 was $60,395. See U.S. Census Bureau, Historical

Income Tables - Families, Table F-6, available at
http://www.census.gov/hhes/www/income/data/historical/families/.
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D. Expand the Child and Dependent Care Tax Credit
Present Law

A taxpayer who maintains a household that includes one or more qualifying individuals
may claim a nonrefundable credit against income tax liability for up to 35 percent of a limited
amount of employment-related dependent care expenses.”’ Eligible child and dependent care
expenses related to employment are limited to $3,000 if there is one qualifying individual or
$6,000 if there are two or more qualifying individuals. Thus, the maximum credit is $1,050 if
there is one qualifying individual and $2,100 if there are two or more qualifying individuals.
The applicable dollar limit is reduced by any amount excluded from income under an employer-
provided dependent care assistance plan. The 35-percent credit rate is reduced, but not below 20
percent, by one percentage point for each $2,000 (or fraction thereof) of adjusted gross income
above $15,000. Thus, for taxpayers with adjusted gross income above $43,000, the credit rate is
20 percent. The phase-out point and the amount of expenses eligible for the credit are not
indexed for inflation.

Generally, a qualifying individual is: (1) a qualifying child of the taxpayer under the age
of 13 for whom the taxpayer may claim a dependency exemption, or (2) a dependent or spouse of
the taxpayer if the dependent or spouse is physically or mentally incapacitated, and shares the
same principal place of abode with the taxpayer for over one half the year. Married taxpayers
must file a joint return in order to claim the credit.

After 2012, the maximum credit will fall, and other parameters of the child and
dependent care credit will change, as a result of the sunset provisions of EGTRRA.'®

Description of Proposal

Under the proposal, the AGI level at which the credit rate begins to phase down is
increased from $15,000 to $75,000. Thus, the credit rate is decreased by one percentage point
for every $2,000 (or part thereof) of AGI over $75,000 until the percentage reaches 20 percent
(at incomes above $103,000). As under current law, there are no further income limits and the
phase-out point and the amount of expenses eligible for the credit is not indexed for inflation.

Effective date.—The proposal is effective for taxable years beginning after December 31,
2012.

Analysis

By increasing the income levels at which the credit rate begins to phase down, the
proposal increases the effective credit rate for eligible child and dependent care expenses by up

157 Sec. 21.

138 A separate budget proposal, described in Part XVIII of this document, provides for the removal of the
EGTRRA sunset.
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to 15 percentage points (yielding a $900 maximum credit increase) for a substantial number of
taxpayers. As a result, the proposal reduces the tax burden for workers with employment-related
child care expenses. Additionally, by increasing the after-tax return to employment for non-
working individuals with child care responsibilities, the proposal could encourage these
individuals to seek work outside of the home.

All taxpayers with qualifying expenses and AGI between $15,000 and $103,000 would
experience an increase in their credit rate, but to varying degrees. Taxpayers with AGI between
$43,000 and $75,000 would experience a rise in their credit rate from 20 percent to 35 percent.
Taxpayers formerly in the phasedown range (those with AGI between $15,000 and $43,000),
who thus had credit rates between 20 percent and 35 percent, would have their credit rate
increased to 35 percent. Taxpayers in the new phasedown range (those with AGI between
$75,000 and $103,000) would have credit rates between 20 percent and 35 percent, up from 20
percent previously. Taxpayers experiencing the full increase in the credit rate would experience
an increase in their potential credit of $450 (from 20 percent of $3,000 to 35 percent of $3,000)
for one qualifying child or $900 for two or more qualifying children (from 20 percent of $6,000
to 35 percent of $6,000). Because the credit is not refundable, taxpayers who have already
reduced their regular tax liability to zero with the existing credit structure would not benefit from
the increased rate of the credit.

The proposal represents a substantial expansion of the child and dependent tax credit, and
if such significant changes to the credit are contemplated by Congress, consideration could be
given to other or additional alterations to the credit. For example, an increase in the cap on
qualifying expenses would assist those with greater child care expenses, such as those who work
full time and/or live in high cost areas. Raising the cap could occur in addition to the
contemplated changes to the credit rate or in lieu of them. For the same budgetary cost as the
proposal, the caps could be raised with some paring back of the proposed increases to the credit
rate. Consideration could also be given to making the credit refundable and to indexing the cap
on qualifying expenses and the AGI threshold for the phasedown of the credit rate. Lastly, as the
credit is designed to help offset certain costs of earning income, consideration could be given to
whether a deduction is the more appropriate tax treatment for an employment-related expense
when the tax rate structure is progressive.

Prior Action

A similar provision was included in the President’s fiscal year 2011 and 2012 budget
proposals.
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E. Extend Exclusion of Discharges of Acquisition Indebtedness
on Principal Residences From Gross Income

Present Law

In general

Gross income includes income that is realized by a debtor from the discharge of
indebtedness, subject to certain exceptions for debtors in Title 11 bankruptcy cases, insolvent
debtors, certain student loans, certain farm indebtedness, and certain real property business
indebtedness (secs. 61(a)(12) and 108). In cases involving discharges of indebtedness that are
excluded from gross income under the exceptions to the general rule, taxpayers generally reduce
certain tax attributes, including basis in property, by the amount of the discharge of indebtedness.

The amount of discharge of indebtedness excluded from income by an insolvent debtor
not in a Title 11 bankruptcy case cannot exceed the amount by which the debtor is insolvent. In
the case of a discharge in bankruptcy or where the debtor is insolvent, any reduction in basis may
not exceed the excess of the aggregate bases of properties held by the taxpayer immediately after
the discharge over the aggregate of the liabilities of the taxpayer immediately after the discharge
(sec. 1017).

For all taxpayers, the amount of discharge of indebtedness generally is equal to the
difference between the adjusted issue price of the debt being cancelled and the amount used to
satisfy the debt. These rules generally apply to the exchange of an old obligation for a new
obligation, including a modification of indebtedness that is treated as an exchange (a debt-for-
debt exchange).

Qualified principal residence indebtedness

An exclusion from gross income is provided for any discharge of indebtedness income by
reason of a discharge (in whole or in part) of qualified principal residence indebtedness.
Qualified principal residence indebtedness means acquisition indebtedness (within the meaning
of section 163(h)(3)(B), except that the dollar limitation is $2,000,000) with respect to the
taxpayer’s principal residence. Acquisition indebtedness with respect to a principal residence
generally means indebtedness which is incurred in the acquisition, construction, or substantial
improvement of the principal residence of the individual and is secured by the residence. It also
includes refinancing of such indebtedness to the extent the amount of the indebtedness resulting
from such refinancing does not exceed the amount of the refinanced indebtedness. For these
purposes, the term “principal residence” has the same meaning as under section 121.

If, immediately before the discharge, only a portion of a discharged indebtedness is
qualified principal residence indebtedness, the exclusion applies only to so much of the amount
discharged as exceeds the portion of the debt which is not qualified principal residence
indebtedness. Thus, assume that a principal residence is secured by an indebtedness of $1
million, of which $800,000 is qualified principal residence indebtedness. If the residence is sold
for $700,000 and $300,000 debt is discharged, then only $100,000 of the amount discharged may
be excluded from gross income under the qualified principal residence indebtedness exclusion.
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The basis of the individual’s principal residence is reduced by the amount excluded from
income under the provision.

The qualified principal residence indebtedness exclusion does not apply to a taxpayer in a
Title 11 case; instead the general exclusion rules apply. In the case of an insolvent taxpayer not
in a Title 11 case, the qualified principal residence indebtedness exclusion applies unless the
taxpayer elects to have the general exclusion rules apply instead.

The exclusion does not apply to the discharge of a loan if the discharge is on account of
services performed for the lender or any other factor not directly related to a decline in the value
of the residence or to the financial condition of the taxpayer.

The exclusion for qualified principal residence indebtedness is effective for discharges of
indebtedness before January 1, 2013.

Description of Proposal

The provision extends the exclusion from gross income for discharges of qualified
principal residence indebtedness for amounts discharged before January 1, 2015 and to amounts
discharged on or after January 1, 2015 if the discharge is pursuant to an agreement before
January 1, 2015.

Effective date.—The provision is effective for discharges of indebtedness after January 1,
2013.

Analysis

Taxation of income from the discharge of indebtedness may affect the incentives of
households to borrow. In principle, taxation of this income reduces the net benefit of filing for
bankruptcy and reduces incentives to borrow.

Researchers are divided on the main causes of bankruptcy filings. Some studies claim
that bankruptcy filings are primarily the result of adverse events (such as sickness, accidents,
unemployment, divorce). Others claim that consumption patterns play a larger role.'” If
consumption patterns play an important role in households’ decisions to file for bankruptcy,
these filings may be strategic. That is, households may weigh costs and benefits in their decision
to file. Furthermore, the availability of the option to file for bankruptcy can change households’
consumption patterns if households are more likely to consume knowing they bear less than the
full cost of consumption in the event of bankruptcy. Some research shows households do indeed
behave strategically, filing for bankruptcy when the benefits of filing (for example, discharge of
indebtedness) exceed the costs of filing (for example, forfeiture of assets).'® Taxation of

1% Ning Zhu, “Household Consumption and Personal Bankruptcy,” Journal of Legal Studies, vol. 40, no.1,
January 2011.

160 Scott F ay, Eric Hurst, and Michelle White, “The Household Bankruptcy Decision,” American
Economics Review, vol. 92, no. 3, June 2002.
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indebtedness income reduces incentives to borrow by reducing the net benefit of filing for
bankruptcy. If adverse events are primarily responsible for bankruptcy filings, these incentives
will have a smaller effect on actual borrowing. On the other hand, if consumption patterns are
primarily responsible for bankruptcy filings, these incentives will have a larger effect on actual
borrowing.

The exclusion of qualified principal residence indebtedness that is discharged before
January 1, 2013 from Federal income taxation reduces the cost of borrowing and therefore
increases the incentives to borrow to purchase a home. However, in the current economic
climate, following a collapse in housing prices, the impact of the proposal may be somewhat
different. If homeowners and potential homeowners view the provision as temporary, it may
have less of an impact on their incentive to borrow than a permanent exclusion of discharged
principal residence indebtedness. The effect of a temporary provision may more likely provide a
benefit to homeowners who are planning to sell their homes for less than the outstanding amount
of debt or at a loss compared to what they paid. This provision might allow them to avoid
having income tax liability, despite having suffered a loss, at a time when they lack cash to pay
the bill.

Extending this benefit for an additional two years extends the incentive for borrowers
who do not qualify for one of the other exclusions from Federal income (€.g., insolvency).
Additionally, it may reduce the incentive for borrowers who are considering selling their homes
for less than the amount of debt outstanding in an agreement with the bank for satisfaction of the
debt (and therefore having cancellation of indebtedness income) to do so before January 1, 2013.
Because the exclusion also applies to debt cancelled in connection with a foreclosure or
mortgage modification, a similar incentive exists with respect to the timing of actions for lenders.
If homeowners and lenders are sensitive to this deadline, then the proposal could have the effect
of slowing down the rate at which properties worth less than the outstanding debt are disposed or
undergo mortgage modifications. However, extension of the period of eligibility may allow
more homeowners to sell or restructure their loans without incurring the tax cost of discharged
indebtedness.

For 2009, 168,691 returns excluded an amount from gross income due to the discharge of
qualified principal residence indebtedness, of which 62,494 reduced the basis of their home
because they continued to own it.'"®" This is more than double the 82,075 returns that claimed
this benefit in 2008, of which 36,747 reduced the basis of their home.'®?

Prior Action

No prior action.

1! Department of the Treasury, Internal Revenue Service, 2009 Estimated Data Line Counts Individual
Income Tax Returns, Rev. 08-2011.

192 Department of the Treasury, Internal Revenue Service, 2008 Estimated Data Line Counts Individual
Income Tax Returns, Rev. 08-2010.
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F. Provide Exclusion from Income for Student Loan Forgiveness for Students
After 25 Years of Income-Based or Income-Contingent Repayment

Present Law

In general

Gross income generally includes the discharge of indebtedness of the taxpayer. Under an
exception to this general rule, gross income does not include any amount from the forgiveness
(in whole or in part) of certain student loans, provided that the forgiveness is contingent on the
student’s working for a certain period of time in certain professions for any of a broad class of
employers.'®

Student loans eligible for this special rule must be made to an individual to assist the
individual in attending an educational institution that normally maintains a regular faculty and
curriculum and normally has a regularly enrolled body of students in attendance at the place
where its education activities are regularly carried on. Loan proceeds may be used not only for
tuition and required fees, but also to cover room and board expenses. The loan must be made by
(1) the United States (or an instrumentality or agency thereof), (2) a State (or any political
subdivision thereof), (3) certain tax-exempt public benefit corporations that control a State,
county, or municipal hospital and whose employees have been deemed to be public employees
under State law, or (4) an educational organization that originally received the funds from which
the loan was made from the United States, a State, or a tax-exempt public benefit corporation.

In addition, an individual’s gross income does not include amounts from the forgiveness
of loans made by educational organizations (and certain tax-exempt organizations in the case of
refinancing loans) out of private, nongovernmental funds if the proceeds of such loans are used
to pay costs of attendance at an educational institution or to refinance any outstanding student
loans (not just loans made by educational organizations) and the student is not employed by the
lender organization. In the case of such loans made or refinanced by educational organizations
(or refinancing loans made by certain tax-exempt organizations), cancellation of the student loan
must be contingent upon the student working in an occupation or area with unmet needs and such
work must be performed for, or under the direction of, a tax-exempt charitable organization or a
governmental entity.

Finally, an individual’s gross income does not include any loan repayment amount
received under the National Health Service Corps loan repayment program or certain State loan
repayment programs.

Description of Proposal

Students with higher education expenses may be eligible to borrow money for their
education through the Federal Direct Loan Program. Prior to July 1, 2010, they may also have
been eligible to borrow money through the Federal Family Education Loan Program. Both

19 Sec. 108(f).
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programs are administered by the Department of Education. Each program provides borrowers
with an option for repaying the loan this is related to the borrower’s income level after college
(the income-contingent and the income-based repayment options). Under both of these options
borrowers complete their repayment obligation when they have repaid the loan in full, with
interest, or have made those payments that are required under the plan for 25 years. For those
who reach the 25-year point, any remaining loan balance is forgiven. Under current law, any
debt forgiven by these programs is considered gross income to the borrower and thus subject to
individual income tax.

The proposal would exclude from gross income amounts forgiven at the end of the
repayment period for Federal student loans using the income-contingent repayment option or the
income based repayment option.

Effective date.—The provision is effective for taxable years beginning after December 31,
2012.

Analysis

The tax code does not treat borrowed resources as income, as there is an obligation to
repay, and it does not treat the principal repayment of borrowed resources as a deductible
expense. When the obligation to repay a debt is cancelled, the taxpayer experiences a net
increase in resources, and the tax code generally treats this increase in resources as income. The
proposal thus contravenes general tax code principles that treat cancellation of indebtedness as
income, and would provide an additional federal subsidy to the borrower beyond that represented
by the debt cancellation itself.

Some argue that the purpose of the underlying program of debt cancellation is
contradicted by imposing a potential tax obligation when the debt is cancelled after 25 years of
repayment. They might further argue that the proposed income exclusion is warranted to provide
additional encouragement for the pursuit of careers that might provide important social benefits
but that are not very remunerative.'® Others might argue that the general tax code principles
should not be violated in pursuit of this goal, and that any desired additional subsidies for
education or borrowing be provided directly from the budget of the Department of Education.

It is argued that the potential tax consequences of debt forgiveness might prevent some
from accepting the forgiveness of the loan, thus undermining the intent of the debt cancellation
program. To the extent that that is a problem, a solution other than cancelling the income tax
obligation might be for the Department of Education to establish a modest short term loan
program to help the taxpayer finance the tax obligation.

1% However, it should be noted that certain student loans are forgiven after 120 monthly payments are
made, provided that the borrower works in a “public service job” during that time. 20 U.S.C. 1087¢ (m). The IRS
has taken the position, in unpublished guidance, that loans forgiven under this provision are not subject to tax due to
the application of section 108(f). See IRS Information Letter 2009-0126, June 26, 2009.
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Prior Action

A similar proposal was included in the President’s fiscal year 2012 budget proposals.
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G. Provide Exclusion from Income for Student Loan Forgiveness
for Certain Scholarship Amounts for Participants
in the Indian Health Service (“IHS”) Health Professions Program

Present Law

Taxation of student loan forgiveness

Gross income generally includes the discharge of indebtedness of the taxpayer. Under an
exception to this general rule, gross income does not include any amount from the forgiveness
(in whole or in part) of certain student loans, provided that the forgiveness is contingent on the
student’s working for a certain period of time in certain professions for any of a broad class of
employers.'®

Student loans eligible for this special rule must be made to an individual to assist the
individual in attending an educational institution that normally maintains a regular faculty and
curriculum and normally has a regularly enrolled body of students in attendance at the place
where its education activities are regularly carried on. Loan proceeds may be used not only for
tuition and required fees, but also to cover room and board expenses. The loan must be made by
(1) the United States (or an instrumentality or agency thereof), (2) a State (or any political
subdivision thereof), (3) certain tax-exempt public benefit corporations that control a State,
county, or municipal hospital and whose employees have been deemed to be public employees
under State law, or (4) an educational organization that originally received the funds from which
the loan was made from the United States, a State, or a tax-exempt public benefit corporation.

In addition, an individual’s gross income does not include amounts from the forgiveness
of loans made by educational organizations (and certain tax-exempt organizations in the case of
refinancing loans) out of private, nongovernmental funds if the proceeds of such loans are used
to pay costs of attendance at an educational institution or to refinance any outstanding student
loans (not just loans made by educational organizations) and the student is not employed by the
lender organization. In the case of such loans made or refinanced by educational organizations
(or refinancing loans made by certain tax-exempt organizations), cancellation of the student loan
must be contingent upon the student working in an occupation or area with unmet needs and such
work must be performed for, or under the direction of, a tax-exempt charitable organization or a
governmental entity.

Finally, an individual’s gross income does not include any loan repayment amount
received under the National Health Service Corps loan repayment program or certain State loan
repayment programs.

Qualified scholarships

Present law provides an exclusion from gross income and wages for amounts received as
a qualified scholarship by an individual who is a candidate for a degree at a qualifying

195 Sec. 108(f).
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educational organization.'® In general, a qualified scholarship is any amount received by such
an individual as a scholarship or fellowship grant if the amount is used for qualified tuition and
related expenses. Qualified tuition and related expenses include tuition and fees required for
enrollment or attendance, or for fees, books, supplies, and equipment required for courses of
instruction, at the qualifying educational organization. This definition does not include regular
living expenses, such as room and board. A qualifying educational organization is an
educational organization that normally maintains a regular faculty and curriculum and normally
has a regularly enrolled body of pupils or students in attendance at the place where its
educational activities are regularly carried on.

The exclusion for qualified scholarships does not apply to any amount received by a
student that represents payment for teaching, research, or other services by the student required
as a condition for receiving the scholarship or tuition reduction. An exception to this rule applies
in the case of the National Health Services Corps Scholarship Program (the “NHSC Scholarship
Program”) and the F. Edward Herbert Armed Forces Health Professions Scholarship and
Financial Assistance Program (the “Armed Forces Scholarship Program”).'®” Payments for such
services (other than excepted payments under the NHSC Scholarship Program and the Armed
Forces Scholarship Program) are includible in gross income and wages.

The NHSC Scholarship Program and the Armed Forces Scholarship Program provide
education awards to participants on the condition that the participants provide certain services.
In the case of the NHSC Scholarship Program, the recipient of the scholarship is obligated to
provide medical services in a geographic area (or to an underserved population group or
designated facility) identified by the Public Health Service as having a shortage of health care
professionals. In the case of the Armed Forces Scholarship Program, the recipient of the
scholarship is obligated to serve a certain number of years in the military at an armed forces
medical facility.

Description of Proposal

The IHS Health Professions Scholarship Program provides financial aid covering tuition,
required fees and other educational living expenses for qualified American Indian and Alaska
Native students (members of Federally recognized Tribes only) applying to, accepted by or
enrolled in a health profession program. Students incur a service obligation upon acceptance of
funding from this program. The IHS Loan Repayment Program offers loan repayment to health
care professionals who commit to working in Indian health programs for two years providing
health care to an underserved population. The Loan Repayment Program awards up to $20,000
per year to recipients who agree to serve for a minimum of two years at an Indian health program
site. After completing the initial two-year contract, recipients may apply for an extension and
continue to serve at the same site or another priority site with one-year payment for one
additional year of full-time service until qualifying loans are paid.

1% Secs. 117(a), 3121(a)(20).

17 Under EGTRRA’s sunset provision, this exception does not apply to taxable years beginning after
December 31, 2012.
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The proposal would exempt from income payments received pursuant to both the THS
Health Professions Scholarship Program (in which case the recipient receives the payment
directly), and the IHS Loan Repayment Program (in which under tax principles the recipient
would be the deemed recipient of the funds that are transferred to the lender for the purposes of
repaying the loan).

Effective date.—The provision is effective for taxable years beginning after December 31,
2012.

Analysis

The proposal is intended to provide certain taxpayers with some financial relief for
education expenses previously incurred and for current education expenses. The proposal may
have the effect of lessening the financial burden of obtaining an education for students and health
care professionals who qualify.

The service requirement associated with the Health Professions Scholarship Program is
similar to the service requirement required pursuant to the NHSC Scholarship Program.
Accordingly, exclusion of amounts received pursuant to the Health Professions Scholarship
Program would be consistent with principles of horizontal equity.

The IHS Loan Repayment Program is similar to the National Health Service Corps loan
repayment program, and excluding these payments from income would be consistent with
principles of horizontal equity. Furthermore, under present law participants in the IHS Loan
Repayment Program are also eligible to receive payments from the program to reimburse the
participant for any tax liability he or she may have incurred as a result of the loan repayment.
Thus, in the case of the loan repayment programs, under present law there does not appear to be
a significant difference between the treatment of participants in the IHS Loan Repayment
Program and participants in the National Health Service Corps.

168

Prior Action

No prior action.

168 25 U.S.C. sec. 1616a.
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PART III - INCENTIVES FOR EXPANDING MANUFACTURING
AND INSOURCING JOBS IN AMERICA

A. Provide Tax Incentives for Locating Jobs and Business Activity in the United States
and Remove Tax Deductions for Shipping Jobs Overseas

Present Law

In general

Under present law, there are no tax credits or disallowance of deductions specific to
locating jobs in the United States or transferring jobs overseas. However, Congress has provided
various credits to encourage certain activities or behavior and has disallowed deductions to
curtail behavior deemed inappropriate or to discourage certain economic choices.

Tax credits

A business may reduce its tax liability by the amount of applicable tax credits, such as the
general business credit. A credit that is a component of the general business credit typically is
determined based on a percentage of the costs associated with the underlying activity and
generally is subject to certain limitations. The general business credit may not reduce a
taxpayer’s net income tax below an amount equal to the taxpayer’s tentative minimum tax (or, if
greater, 25 percent of so much of the taxpayer’s regular tax liability as exceeds $25,000). For
purposes of applying this rule to certain credits (e.g., the alcohol fuels credit, the low-income
housing credit, the employer Social Security credit, the railroad track maintenance credit, the
rehabilitation credit, and the work opportunity tax credit), the tentative minimum tax is treated as
being zero.

General business credits determined in a taxable year that exceed the amount allowable in
that year generally may be carried back one year and forward up to 20 years.

Deductions

A deduction is allowed for all ordinary and necessary expenses paid or incurred by the
taxpayer during the taxable year in carrying on any trade or business.'® Such business expenses
generally are deductible from gross income in determining taxable income.'”’ Among the items
included as business expenses are salaries, wages, contributions to profit-sharing and pension
plans and other employee benefit programs, repairs, bad debts, taxes (other than Federal income
taxes), contributions to charitable organizations (subject to an income limitation), advertising,
interest expense, certain losses, selling expenses, and other expenses.

"% Sec. 162.
7% However, amounts paid or incurred in one taxable year may not be deductible until a subsequent year,

for example, if such amounts are required to be capitalized (e.g., sec. 263). Further, certain amounts are limited
(e.g., sec. 162(m)) while other amounts are denied completely (e.g., sec. 162(f)).
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Subpart F income

The United States has a worldwide tax system under which U.S. resident individuals and
domestic corporations generally are taxed on all income, whether derived in the United States or
abroad. A foreign tax credit is available to provide relief from double taxation of income earned
abroad. Income earned in the United States and foreign income earned directly or through a
pass-through entity such as a partnership is generally taxed as the income is earned. By contrast,
active foreign business earnings that a U.S. person derives indirectly through a foreign
corporation generally are not subject to U.S. Federal income tax until such earnings are
repatriated to the United States through a dividend distribution of those earnings to the U.S.
person.

Various tax regimes circumscribe the ability of U.S. persons to defer income by
restricting or eliminating tax deferral with respect to certain categories of passive or highly
mobile income. One of the main anti-deferral regimes is the controlled foreign corporation
(“CFC”) regime of sections 951 - 965 (referred to generally as “subpart F’). The subpart F
regime taxes, on a current basis, a 10-percent U.S. shareholder’s pro rata share of certain
earnings of a CFC that is owned more than 50 percent (by vote or value) by 10-percent U.S.
shareholders. The income to which the subpart F rules apply includes foreign personal holding
company income (among other items, certain dividends, interest, rents, and royalties) as well as
foreign base company sales and services income, which include sales and services income from
certain related party transactions. Subpart F also generally requires current taxation to the extent
that a CFC increases its investment of earnings in U.S. property.'”!

Description of Proposal

The proposal creates a new general business credit against income tax equal to 20 percent
of the eligible expenses paid or incurred in connection with insourcing a U.S. trade or business.
For this purpose, insourcing a U.S. trade or business means reducing or eliminating a trade or
business (or line of business) currently conducted outside the U.S. and starting up, expanding, or
otherwise moving the same trade or business within the United States, to the extent that this
action results in an increase in U.S. jobs. While the creditable costs may be incurred by the
foreign subsidiary of the U.S. based multinational company, the tax credit is claimed by the U.S.
parent company. A similar benefit is extended to non-mirror code possessions (Puerto Rico and
American Samoa) through compensating payments from the U.S. Treasury.

In addition to reducing tax benefits associated with U.S. companies’ moving jobs
offshore, the proposal disallows deductions for expenses paid or incurred in connection with
outsourcing a U.S. trade or business. For this purpose, outsourcing a U.S. trade or business
means reducing or eliminating a trade or business or line of business currently conducted inside
the United States and starting up, expanding, or otherwise moving the same trade or business
outside the United States, to the extent that this action results in a loss of U.S. jobs. In
determining the subpart F income of a CFC, no reduction is allowed for any expenses associated
with moving a U.S. trade or business outside the United States.

71 Sec. 956.
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For purposes of this proposal, expenses paid or incurred in connection with insourcing or
outsourcing of a U.S. trade or business are limited solely to expenses associated with the
relocation of the trade or business and do not include capital expenditures or costs for severance
pay and other assistance to displaced workers. The Secretary may prescribe rules to implement
the provision, including rules to determine covered expenses.

Effective date.—The proposal is effective for expenses paid or incurred after the date of
enactment.

Analysis

In general

The main goal of the proposal is to increase domestic employment by encouraging a shift
in the geographic composition of business investment away from investment abroad and toward
investment in the United States. The proposal aims to achieve its policy goals by changing the
tax treatment of expenses associated with relocating a U.S. taxpayer’s trade or business, thereby
affecting how taxpayers choose to allocate their investments.

As a general principle, greater economic efficiency is achieved when firms make
business decisions based on pre-tax, rather than after-tax, returns on investment.'”” This
proposal can lead to a misallocation of capital, and reduce economic efficiency, by increasing the
extent to which firms, choosing between multiple investment opportunities, make the investment
that yields the greatest after-tax return, even if there is a more attractive alternative under present
law that yields a greater pre-tax return. As a consequence, the proposal may reduce economic
efficiency insofar as it distorts the investment behavior of firms and reduces their incentive to
allocate capital in the most productive fashion.

Present law is neutral on the deductibility of expenses associated with relocating business
activity within the United States versus overseas. Thus, under present law, businesses make
decisions about where to relocate without regard to the tax treatment of relocation expenses.
However, by disallowing the deduction for expenses associated with outsourcing a trade or
business abroad, the proposal reduces the incentive (by increasing tax liabilities) for businesses
to outsource, even when such investments have greater returns on a pre-tax basis.

Likewise, by establishing a 20 percent credit for expenses associated with insourcing a
trade or business, the proposal creates incentives for businesses to relocate economic activity to
the United States, even if it is more profitable for businesses to maintain their business abroad
under present law. Distorting a business’s decision regarding where to invest reduces economic
efficiency and could have a negative long-run impact on U.S. output and employment.

1”2 More specifically, greater economic efficiency is generally achieved when firms make decisions based
on pre-tax social rates of return rather than after-tax social rates of return. Social rates of return coincide with the
private rates of return earned by firms, with some exceptions. If the actions of firms generate externalities, for
example, then private rates of return deviate from social rates of return, and corrective taxes may be necessary to
achieve greater economic efficiency.
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Proponents of the proposal may argue that insofar as the aim of the Federal government
is to maximize the welfare of society as a whole, the Administration’s proposal may help to
achieve that goal by encouraging businesses to invest in the United States, or maintain activity in
the United States, in a way that increases hiring and reduces layoffs. The loss of employment
that could accompany a business’s decision to outsource can have a variety of negative
consequences for the well-being of workers.'”” Some economists have found that job
displacement can have long-lasting, negative effects on the future wages of those laid off, so that
the earnings of workers several years after job loss can be substantially lower than that of
comparable workers who were not laid off.'”* Job loss can also lead to higher mortality rates and
result in lower academic achievement and earnings among the children of those laid off.'”
Under this view, the social productivity of an investment, and the impact of the proposal on
economic efficiency, should reflect the costs of job loss for individuals, so that whatever.

Disallowed deduction for outsourcing

Economic efficiency

Critics of the Administration’s outsourcing proposal may contend that there are
insufficient economic grounds for discouraging overseas investment (in the fashion that the
proposal does). Given improvements in information and communication technologies, as well
as reductions in transportation costs, critics may argue that the rise in U.S. investment overseas
represents an efficient reallocation of capital that contributes to the overall health of the U.S.
economy. These investments have affected the profitability of U.S. firms through a number of
channels.

For example, lower labor and capital costs in some countries have led to the geographic
dispersion of the production of goods and services. Parts of the production process of goods and
services that had normally occurred in the United States have been shifted to other countries.
This has changed the composition of imports over time, so that a large share of imports to the
United States consists of goods that enter the production process as intermediate inputs and are
not the finished products themselves. One study found that approximately 25 percent of the parts
in vehicles built in the United States are imported from other countries.'”® Another study
estimated that imported inputs account for as much as two-thirds of total merchandise imports

'3 An expanded discussion of the empirical results referenced in this section can be found in Steven J.
Davis and Till von Wachter, “Recessions and the Costs of Job Loss,” Brookings Papers on Economic Activity, Fall
2011, pp. 1-72.

7% 1bid., pp. 12-14.

'3 1bid., pp. 27-30.

176 Thomas H. Klier and James M. Rubinstein, “Whose Part Is It? Measuring Domestic Content of
Vehicles,” Chicago Fed Letter, no. 243, October 2007.
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for a large sample of Organisation for Economic Cooperation and Development (“OECD”)
member countries.'”’

U.S. foreign direct investment has also risen in response to overseas economic growth,
which has opened up new markets for U.S. businesses to sell goods and services. Taking
advantage of the opportunities arising from the emergence of new markets may require that U.S.
companies increase their overseas investments to be closer to the markets they serve. For
example, a U.S. company may establish a factory in a foreign country to reduce the costs of
transporting products, or relocate certain U.S. employees abroad to oversee its foreign
operations.

In addition, U.S. companies can earn positive returns through the acquisition of foreign
firms. In some cases, U.S. companies may be able to acquire foreign firms at a discount, to the
extent that U.S. companies may be able to manage foreign firms more effectively and earn
greater profits than the current owners of those firms. Some studies have found that the
acquisition of foreign firms by U.S. multinationals could increase the productivity of the
acquired firm. One paper found that the foreign subsidiaries of U.S. multinationals in Europe
achieved greater productivity from information technologies than non-U.S.-owned European
companies.'”® The authors concluded that U.S. management practices enabled these firms to
utilize information technology to a greater extent than non-U.S. owned firms. If this is the case,
some may argue that the Administration’s proposal may inappropriately discourage U.S.
businesses from fully exploiting their managerial expertise through overseas expansion.

Relationship between foreign and domestic employment

Increased overseas investment by U.S. companies has affected the labor market along
several dimensions, with some contending that it has contributed to wage inequality by
decreasing the demand for low-skilled workers and increasing the demand for high-skilled
workers.'” Proponents of the outsourcing proposal may argue that expansion of overseas
employment by U.S. companies has come at the expense of reduced domestic employment. In
other words, foreign employment is a substitute for domestic employment. In contrast, critics of
the proposal may argue that foreign employment may complement domestic employment. For
example, the successful expansion of a company’s overseas operations may provide the company
with funds to make more domestic investments and increase its domestic workforce.

It is difficult to evaluate the validity of either of these arguments, because the evidence on
whether foreign employment substitutes or complements has been inconclusive. One study
found that expansion of a company’s domestic economic activity is associated with expansion in

177 Robert C. Johnson and Guillermo Noguera, “Accounting for Intermediates: Production Sharing and
Trade in Value-Added,” Journal of International Economics, vol. 86, no. 2, March 2012, pp. 224-236.

178 Nicholas Bloom, Raffaella Sadun, and John Van Reenen, “Americans Do IT Better: U.S. Multinationals
and the Productivity Miracle,” American Economic Review, vol. 102, no. 1, February 2012, pp. 167-201.

17 For a review of the literature, see Ann Harrison, John McLaren, and Margaret McMillan, “Recent
Perspectives on Trade and Inequality,” Annual Review of Economics, vol. 3, 2011, pp. 261-289.
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the activity of its foreign affiliates.'™ However, this can occur if a company develops a new
product and expands its sales force both in the United States and overseas.'® In this case,
domestic employment growth coincides with, but is not caused by, foreign employment growth.
Another study found that, on average, increases in domestic employment by U.S. multinationals
are associated with increases in employment of their foreign affiliates.'™ However, this result
holds only for affiliates in high-income countries. For affiliates in low-income countries, where
labor costs may be lower than in the United States, the authors found that foreign employment
growth is associated with reductions in U.S. employment.

Effect on total employment

Some critics of the proposal may contend that it ignores the impact that one firm’s
decisions have on another firm’s economic outcomes. For example, even if, at the company
level, foreign employment and domestic employment are substitutes, that does not necessarily
imply that foreign employment growth reduces domestic employment growth in the economy as
a whole. This can occur because the investment decisions made by one firm can affect the
profitability of other firms. For example, assume that there are two U.S. companies, Company A
and Company B, with Company A serving as a supplier of parts to Company B. Assume that
Company A is contemplating the relocation of manufacturing activities abroad, which would
reduce domestic employment but also lower production costs. If Company A does make the
move, and the prices it charges Company B for its parts falls, then employment at Company B
could rise if lower expenses allow it to reduce prices, which can increase demand for its product
and the workforce required to meet that demand. In this case, foreign employment may displace
domestic employment at Company A, but the decision by Company A to move some operations
overseas can lead to an increase in domestic employment at Company B. Therefore, some may
argue that outsourcing by one company can have indirect, positive effects on employment in
other companies. However, advocates of the proposal may contend that even if these indirect
effects exist, they are outweighed by the costs of plant closings, and other possible outcomes
associated with relocation, on displaced workers and their local economies. Moreover, the time
it takes for a displaced worker to undergo job training or find a new job is time they do not spend
producing goods and services, cause the economy to produce a level of output below its
potential.

Income measurement

Although some proponents of the outsourcing provision of the Administration’s proposal
view the ability of businesses to deduct expenses paid or incurred in connection with outsourcing

'8 Mihir A. Desai, C. Fritz Foley, and James R. Hines Jr., “Domestic Effects of the Foreign Activities of
U.S. Multinationals,” American Economic Journal: Economic Policy, vol. 1, no. 1, February 2009, pp. 181-203.

'8 The authors of the study recognize this problem and attempt to correct for it in their analysis.

82" Ann E. Harrison, Margaret S. McMillan, and Clair Null, “U.S. Multinational Activity Abroad and U.S.
Jobs: Substitutes or Complements,” Industrial Relations, vol. 46, no. 2, April 2007, pp. 347-365.
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as a tax benefit,'®® some may argue that deduction allows for a more accurate measurement of
income. To arrive at what economists consider economic income, individuals and businesses
can generally deduct expenses associated with producing income. For example, under present
law, businesses can deduct certain wage costs and individuals can deduct certain work-related
travel expenses. By disallowing deductions paid or incurred in connection with outsourcing, it is
arguable that the outsourcing provision contributes to an inaccurate measurement of income that
should be subject to taxation.

Tax credit for insourcing

Economic analysis

The general economic issues surrounding the outsourcing provision also apply to the tax
credit for insourcing. The proposal may have a positive impact on employment if foreign and
domestic employment are substitutes, but may have a negative impact if foreign and domestic
employment are complements. While critics of the proposal may argue that it may have
unintended consequences on overall production costs by firms, proponents may contend that
companies that insource economic activity can promote regional economic growth and
employment.

One feature particular to the tax credit for insourcing is that it requires that the creation or
expansion of a U.S. trade or business be connected with the reduction or elimination of a trade or
business currently being conducted outside the United States. This may make the proposal more
effective at shifting the geographic composition of U.S. investment from overseas to the United
States, which is one of the policy goals of the proposal. However, once a company does decide
to establish or expand a trade or business in the United States, requiring it to reduce or eliminate
the same trade or business overseas is not necessary for U.S. employment to increase. Moreover,
such a requirement may put domestic companies at a disadvantage relative to multinationals.

For example, if two separate companies in one line of business, identical except for the fact that
one has a foreign subsidiary in the same line of business, decide to establish or expand
operations in the United States and incur the same expenses for doing so, the multinational
company may be able to claim a credit for those expenses by reducing or eliminating its overseas
operations. Because the domestic company does not have an overseas operation in the same line
of business, it cannot claim the credit. Therefore, the multinational company may have an
advantage over the domestic company, especially if it can reduce or eliminate its overseas
operations with relatively little cost.

Some critics may argue that the insourcing credit is insufficiently targeted and may
generate windfall benefits for a number of companies. They may point out that if the decision to
relocate economic activity is difficult to reverse, and is made with the expectation that the
investment will generate benefits for an extend number of years, then the value of the insourcing
credit may be small relative to the lifetime costs and benefits of the investment. Therefore, the
insourcing credit may be a deciding factor in the relocation decisions for a small number of

'8 See Department of the Treasury, General Explanations of the Administration’s Fiscal Year 2013
Revenue Proposals, February 2012, p. 27.
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firms, and the primary beneficiaries of the credit may be those companies who would have
insourced economic activity in the absence of the credit. As a result, the credit may have a
limited effect on business investment and employment levels in the United States. Advocates of
the proposal may argue that if a large number of firms with overseas operations would like to
move to the United States but lack the funds to do so, the insourcing credit may help them move
by freeing up resources and reducing the cost of doing business in the United States.

Technical considerations

Determining applicable costs

Under the proposal, expenses paid or incurred in connection with insourcing or
outsourcing of a U.S. trade or business are limited solely to expenses associated with the
relocation of the trade or business and do not include capital expenditures or costs for severance
pay and other assistance to displaced workers. While the proposal does not provide specifics, it
is assumed that the costs eligible for the tax credit for insourcing mirror the costs disallowed as
deductions under the outsourcing provision. Given that the scope of costs included in the
Administration’s proposal is limited to relocation expenses, companies may not have a
significant incentive to alter their decisions regarding insourcing or outsourcing their business
activities.

Certain details concerning applicable costs are necessary to determine the cost-
effectiveness of the proposal in increasing employment and investment. For example, it is
unclear if a company is eligible to claim a credit for amounts paid or incurred to operate and
maintain a new facility before it has produced a product, or if the company can claim a credit for
costs incurred after initial production but before its facility begins operating at full production
capacity. Moreover, the proposal does not indicate whether a company that has yet to decide on
moving operations outside the United States should be denied a deduction for scouting overseas
manufacturing locations.

Defining a trade or business

The costs that qualify for the tax credit, and the expenses disallowed as a deduction,
depend on the definitions of “trade or business” and “line of business.” For instance, if a product
line is considered a line of business, it is unclear if a company expanding an existing product line
to the United States is eligible for the tax credit. Further, it is unclear whether a company with a
product line that lost favor in the United States but gained popularity overseas will be penalized
(i.e., by a loss of deduction) by moving their production abroad, even though market trends have
altered where they can most profitably do business.

The proposal also fails to specify what qualifies as a reduction or elimination of a trade or
business. A firm might, for example, become eligible for a tax credit for insourcing by building
new factories and hiring new workers in the United States, and reducing administrative costs by
a nominal amount or laying off one worker at a similar overseas factory. If a company can claim
the credit, then to the extent that it is relatively costless for a company to reduce or eliminate an
overseas trade or business, the credit may benefit companies that, even in the absence of the
credit, had planned on expanding operations and employment in the United States.
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Assuming a trade or business can be appropriately defined, the time it takes for a
company to relocate a trade or business should be considered. For companies moving to the
United States, it is unclear whether the costs eligible for the credit must be incurred in a single
tax year or can be incurred in multiple tax years. Similarly, for companies moving to a foreign
country, the Administration’s proposal does not specify the timeframe in which costs will be
disallowed as a deduction (e.g., one year, five years, etc.).

The proposal is also unclear as to how a taxpayer can demonstrate its eligibility for the
credit once it moves its trade or business to the United States. For example, it does not mention
whether there needs to be a formal plan document in place to claim the credit. Assuming a
formal plan document would be required, anti-abuse provisions would be needed to prevent
companies from drafting an overreaching plan to include as many costs as possible in the credit
computation.

Measuring changes in workforce levels

The proposal aims to increase employment, and both the insourcing credit and
disallowance of deductions related to outsourcing a U.S. trade or business depend on whether
employment in the United States increases or decreases as a result of the company’s actions.
However, the proposal does not describe what qualifies as an increase or decrease in U.S.
employment, and these details are necessary to determine the incentive effects of the proposal.
In the context of the outsourcing provision, for example, it is unclear if deductions for
outsourcing expenses would be disallowed for companies that reassign existing U.S. employees
to operations overseas. For example, the provision could apply to a U.S. company that moves an
existing U.S. manager to another country to manage the expansion of its overseas business.
Denying a deduction in this case is inefficient to the extent that it penalizes (by increasing tax
liability) a company for reassigning a U.S. employee, even if that employee is most qualified for
the job.

In the case of determining when an increase or decrease in U.S. employment must take
place for either the insourcing or outsourcing provision to apply, it is unclear if the change needs
to occur in the same taxable year in which the credit is claimed (or when the deduction is
disallowed). For example, it is unclear if the outsourcing provision applies to a firm that expands
operations abroad—without reducing employment in the taxable year in which the deduction for
outsourcing expenses was claimed—is required to maintain existing U.S. employment levels in
subsequent taxable years. If this were not the case, a company could potentially postpone
reductions in U.S. employment to a subsequent taxable year in order to claim the deduction.
Similarly, it is unclear if a company can claim the deduction if it reduces U.S. employment, in a
previous taxable year, in anticipation of its overseas expansion. Permitting a company to claim a
deduction in either of these cases may limit the effectiveness of the outsourcing provision in
discouraging companies to move operations abroad.

Concerning the insourcing provision, if a company moves all of its overseas operations to
the United States, and incurs all of its insourcing expenses, in the same taxable year, it is unclear
if the company is eligible for the 20 percent tax credit if it does not increase employment until a
subsequent taxable year. In other words, the proposal does not indicate whether a company must
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incur its insourcing expenses, and raise employment, in the same taxable year to be eligible for
the credit.

Changes in employment related to an insourced or outsourced business activity may also
be difficult to measure because it is hard to determine whether a company is insourcing or
outsourcing. Taxpayers may engage in a variety of trades or businesses, or lines of business, and
overall changes in employment may not be directly related to the specific trade or business or
line of business that was relocated. For example, a U.S. parent company may have two
divisions, one which produces live entertainment and another which manufactures products tied
to that entertainment. If it expands its manufacturing operations overseas and reduces
employment at its entertainment division, it is unclear if it is outsourcing its business activity.
Similarly, if the same company expands its entertainment division in the United States and closes
down a manufacturing plant overseas, it is unclear if it is insourcing business activity.

Insourcing credit

General business credits are not refundable but may be carried back one year and forward
up to 20 years. Thus, a taxpayer that has already reduced its regular tax liability to zero with the
existing credit may not immediately benefit from a general business credit.

Foreign subsidiaries

The Administration’s proposal precludes deductions connected with outsourcing when
calculating subpart F income of CFCs. Under present law deductions generally are permitted in
calculating subpart F income only to the extent the deductions are properly allocable to the
income."™ A question is the extent to which outsourcing expenses would typically be properly
allocable to subpart F income and, therefore, allowed as a deduction in computing subpart F
income absent the proposal. The proposal’s subpart F rule instead could be interpreted as
precluding a deduction for outsourcing expenses in computing a CFC’s earnings and profits.
This rule would have an effect in any year in which a CFC’s subpart F income was otherwise
limited by its earnings and profits in that year.

Prior Action

No prior action.

18 See secs. 952(a) (flush language), 953(b)(4), 954(b)(5).
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B. Provide New Manufacturing Communities Tax Credit
Present Law

Currently, there is no tax credit or other benefit directly targeted to investments in
communities that do not necessarily qualify as low-income communities or empowerment zones,
but that have suffered or expect to suffer an economic disruption as a result of a military base
closing or manufacturing plant closing. There are, however, several benefits designed to
encourage investment and development in economically distressed areas. Two examples are the
new markets tax credit,'® and the recently expired tax benefits provided in areas designated as
empowerment zones. ™ In addition, a number of other tax incentives have been created on an ad
hoc basis to assist communities damaged by natural disasters.'®’

The new markets tax credit is an income tax credit in the aggregate amount of 39 percent
of qualified investments, allowed over seven years, five percent in each of the first three years
and six percent in each of the next four years. In general, the credit is allowed to a taxpayer who
makes a “qualified equity investment” in a “qualified community development entity” (“CDE”)
which further invests in a “qualified active low-income community business. The credit is
recaptured if the entity fails to continue to be a CDE or the interest is redeemed within seven
years.

The tax incentives under the empowerment zones program include a Federal income tax
credit for employers who hire qualifying employees, accelerated depreciation deductions on
qualifying equipment, tax-exempt bond financing, deferral of capital gains tax on sale of
qualified assets sold and replaced, and partial exclusion of capital gains tax on certain sales of
qualified small business stock.

In addition to these tax benefits, certain tax incentives have been created in the wake of
natural disasters. For example, as a result of Hurricanes Katrina, Hurricane Rita, and Wilma in
2005, the Code now authorizes the issuance of additional tax-exempt qualified private activity
bonds to finance the construction and rehabilitation of residential and nonresidential property
located in the affected areas referred to as the Gulf Opportunity Zone (“GO Zone”).'™ The law

'8 Sec. 45D. The new markets tax credit does not have an expiration date. However, there is cap on the
total amount of credits that may be allocated and that limit has been reached. The allocation limit is $3.5 billion in
each of 2010 and 2011. The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010,
Pub. L. No. 111-312.

186 Secs. 1391(d)(1), 1394, 1396, 1397B, 1397D, and 1397E. The designations and tax incentives for
empowerment zones generally expired after December 31, 2011.

187 Secs. 1400N(a)(tax-exempt financing for the Gulf Opportunity Zone), 1400N(c)(additional housing
credit dollar amount for low-income housing credit), 1400N(d)(6) (concerning the placed-in-service date for
additional depreciation for specified GO Zone property), 1400N(h)(increase in rehabilitation credit for structures
located in the GO Zone), 702 of Division C of Pub. L. No. 110-343)(tax-exempt bond financing rules and increase
in rehabilitation credit for areas damaged by 2008 Midwestern severe storms, tornados, and flooding), and 704 of
Division C of Pub. L. No. 110-343 (tax-exempt bond financing rules for areas damaged by Hurricane Ike in 2008.

188 Sec. 1400N(a).
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also increases the credit amount allowed for expenditures incurred in rehabilitation of certified
historic structures located in the GO Zone.'®

Description of Proposal

The proposal creates a new tax credit for investments made in communities that have
suffered a major job loss event. For this purpose, a major job loss event occurs when a military
base closes or a major employer closes or substantially reduces a facility or operating unit,
resulting in a long-term mass layoff. Applicants for the credit are required to consult with
relevant State or local Economic Development Agencies (or similar entities) in selecting those
investments that qualify for the credit.

Under the proposal, the amount of the credit is capped and will be allocated using a
mechanism similar to the new markets tax credit or the qualifying advanced energy project
credit.’”® The maximum amount of credit-eligible investment is capped at $6 billion allocated
over a three-year period. Additional specifications about the credit, including the credit rate and
what requirements a project must satisfy to receive a credit allocation have not been provided.

Effective date.—The credit is allowed for investments made after December 31, 2011, and
before December 31, 2015.

Analysis

It is likely that proponents of this new credit would make a similar argument as the one
made by proponents of extending the new markets tax credit, namely that the credit would be an
effective means of providing equity and other investments to benefit businesses in communities
that have suffered a major job loss event.'”! To bolster their argument, proponents would likely
point to a 2007 study of the program in which the Government Accountability Office (“GAQO”)
concludes that its survey results is consistent with the new markets tax credit program
“increasing investment in eligible low-income communities.”> In particular, the GAO inferred
that “the most likely effect of the credit is that corporate investors . . . are shifting investment
into low-income communities from higher income communities” and that individual investors as
a group “appear to be making at least some new investment.” The presence of such additional
investment for low-income communities is, according to the GAO, an indicator that the new
markets tax credit program is effective.

18 Sec. 1400N(h).
190 Secs. 45D, 48C.

I The New Markets Tax Credit Coalition, The New Markets Tax Credit: Progress Report 2009, June
2009, p. 33-34,

12 Government Accountability Office, New Markets Tax Credit Appears to Increase Investment by

Investors in Low-Income Communities, But Opportunities Exist to Better Monitor Compliance, GAO-07-296,
January 2007.
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Opponents of this new credit would likely make similar arguments as the ones made by
opponents of extending the new market tax credit. First, it is not clear whether the investment in
these communities that takes place after the credit is enacted would not have occurred in the
absence of the new credit.'” If there are profitable investment opportunities in qualifying
communities, those investments would likely be made in the absence of the credit. If those
investments would be made, then the new credit may provide windfall benefits to investments
that would have occurred anyway. In addition, opponents may argue that taxpayers that benefit
from this new credit may shift investment into these communities from other communities with
the result that there is no new net investment created by the existence of this credit.'”* While
some research finds significant positive effects on employment and poverty in targeted
communities from geographically-targeted tax and spending programs,'®> others have found little
or no effect on employment or poverty.'*

Some studies have found that local tax incentives are capitalized into local property
values.'”” If property values increase as a result of the tax incentives, new establishments may
find it more expensive to open in the targeted area than in the absence of the incentives.
Establishments that already own land in the targeted area or that have longer-term leases may be
insulated from these effects. One might expect that these existing firms may benefit
disproportionately from the targeted tax incentives. Some research suggests that new
establishments are nonetheless attracted to targeted areas, though it is not clear whether this
represents net job growth or merely the shifting of employment from existing establishments in
the targeted areas or from adjacent areas.'”®

19 Donald J. Marples, New Markets Tax Credit: An Introduction, CRS Report RL34402, March 16, 2010.

%% Government Accountability Office, New Markets Tax Credit Appears to Increase Investment by
Investors in Low-Income Communities, But Opportunities Exist to Better Monitor Compliance, GAO-07-296,
January 2007, p. 4. For a discussion of the economic effects of targeting economic activity to specific geographic
areas, see Leslie E. Papke, “What Do We Know About Enterprise Zones,” in James M. Poterba, ed., Tax Policy and
the Economy, vol. 7, 1993.

15 Matias Busso and Patrick Kline, “Do Local Economic Development Programs Work? Evidence from
the Federal Empowerment Zone Program,” Cowles Foundation Discussion Paper No. 1638, Yale Economics
Department Working Paper No. 36, February 1, 2008, available at
http://papers.ssrn.com/sol3/papers.cfm?abstract id=1090838.

1% Deidre Oakley and Hui-Shien Tsao, “A New Way of Revitalizing Distressed Urban Communities?
Assessing the Impact of the Federal Empowerment Zone Program,” Journal of Urban Affairs, vol. 28, November
2006, pp. 443-471; and Andrew Hanson, “Local Employment, Poverty, and Property Value Effects of
Geographically-Targeted Tax Incentives: An Instrumental Variables Approach,” Regional Science and Urban
Economics, vol. 39, November 2009, pp. 721-731.

17 Hanson 2009 and Douglas Krupka and Douglas Noonan, “Empowerment Zones, Neighborhood
Change, and Owner-Occupied Housing, Regional Science and Urban Economics,” vol. 39, July 2009, pp. 386-396.

1% Daniele Bondonio and Robert T. Greenbaum, “Do Local Tax Incentives Affect Economic Growth?
What Mean Impacts Miss in the Analysis of Enterprise Zone Policies,” Regional Science and Urban Economics,
vol. 37, January 2007, pp. 121-136; and Andrew Hanson and Shawn Rohlin, “Do Location-Based Tax Incentives
Attract New Establishments?” Journal of Regional Science, vol. 51, August 2011, pp. 427-449.
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One criticism of the proposal is that it may not target limited resources at communities
that are most in need. The proposed credit is designed to apply to communities suffering from a
major job loss event including a factory or military base closure. The proposal leaves the
specification of additional selection criteria to future work with Congress. While such an event
may be evidence of economic hardship, it may not measure the economic distress of a
community as well other indicators such as high unemployment or high poverty. For example,
in 2011 the Walter Reed Army Medical Center in Washington, DC, was closed and consolidated
with the National Naval Medical Center in Bethesda, MD. This event is described by the
Defense Base Closure and Realignment Commission as a “major realignment.”'” However, the
extent to which Washington, DC, will suffer significant economic hardship from this realignment
is far from clear considering that 67.5 acres of land in the heart of the city will be available for
redevelopment®” and the consolidated medical center will be just a few miles away.

Some research suggests that the process of designating areas as beneficiaries of location-
specific tax incentives may be subject to political favoritism.”®' If so, then one might be
concerned that the selection of investments that qualify for the credit may not be based on the
efficiency of the projects or the need of the community.

Finally, if the credit mechanism under the proposal is modeled after the new markets tax
credit, the Federal government risks overpaying to achieve its policy goals. When there is a
limited amount of credit to allocate, providing a fixed percentage credit for a particular activity
or project is not the most cost effective way for the Federal government to utilize the tax code to
stimulate investments. Ideally, to efficiently utilize a fixed amount of credit, the government
would operate some form of auction whereby applicants would bid on the credit rate they would
need to incentivize a particular investment, and the lowest bidders would obtain the credit until
the entire $6 billion had been allocated. This process is analogous to how the Treasury
Department auctions its securities—it sets a borrowing target and elicits bids in order to obtain the
lowest borrowing rate that the market will accept. The allocated credit approach is analogous to
a hypothetical, and inefficient, security auction in which the Treasury Department announces it
plans to borrow a fixed amount of money at a high interest rate, finds its offer oversubscribed,
and then chooses to borrow from the lucky few. This approach would be an expensive way for
the government to borrow.

19 Defense Base Closure and Realignment Commission, 2005 Defense Base Closure and Realignment
Commission Report, vol. 1, September 8, 2005, p. vii.

20 Walter Reed Army Medical Center Local Redevelopment Authority, Request for Ideas: Building 1
Reuse at the Former Walter Reed Army Medical Center, Washington, DC, September 16, 2011

1 Two studies find that a location represented by a member serving on the Ways and Means committee is
correlated with being designated an empowerment zone. Marc Wallace, “Congressional Considerations and Urban
Characteristics in the Selection of Empowerment Zones and Enterprise Communities,” Journal of Urban Affairs,
vol. 26, December 2004, pp. 593-609 and Andrew Hanson, “Local Employment, Poverty, and Property Value
Effects of Geographically-Targeted Tax Incentives: An Instrumental Variables Approach,” Regional Science and
Urban Economics, vol. 39, November 2009, pp. 721-731.
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Prior Action

No prior action.
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C. Target the Domestic Production Deduction to Domestic Manufacturing Activities
and Double the Deduction for Advanced Manufacturing Activities

Present Law

In general

Section 199 of the Code provides a deduction from taxable income (or, in the case of an
individual, adjusted gross income) that is equal to nine percent of the lesser of a taxpayer’s
taxable income or its qualified production activities income.”> With respect to a taxpayer that
has oil related qualified production activities income, the deduction is limited to six percent of
the least of its oil related production activities income, its qualified production activities income,
or its taxable income.”"?

However, a taxpayer’s deduction under section 199 for a taxable year may not exceed 50
percent of the wages properly allocable to domestic production gross receipts paid by the
taxpayer during the calendar year that ends in such taxable year.”*® In the case of corporate
taxpayers that are members of certain affiliated groups,”® the deduction is determined by treating
all members of such groups as a single taxpayer and the deduction is allocated among such
members in proportion to each member’s respective amount (if any) of qualified production
activities income.

Qualified production activities income

In general, qualified production activities income is equal to domestic production gross

receipts, reduced by the sum of: (1) the costs of goods sold that are allocable to such receipts;**°

292 In the case of an individual, the deduction is equal to a portion of the lesser of the taxpayer’s adjusted
gross income or its qualified production activities income. For this purpose, adjusted gross income is determined
after application of sections 86, 135, 137, 219, 221, 222, and 469, and without regard to the section 199 deduction.

23 Sec. 199(d)(9). “Oil related qualified production activities income” means the qualified production
activities income attributable to the production, refining, processing, transportation, or distribution of oil, gas or any
primary product thereof (as defined in section 927(a)(2)(C) prior to its repeal).

2% For purposes of the provision, wages include the sum of the amounts of wages as defined in section
3401(a) and elective deferrals that the taxpayer properly reports to the Social Security Administration with respect to
the employment of employees of the taxpayer during the calendar year ending during the taxpayer’s taxable year.
Elective deferrals include elective deferrals as defined in section 402(g)(3), amounts deferred under section 457,
and, for taxable years beginning after December 31, 2005, designated Roth contributions (as defined in section
4024).

25 Members of an expanded affiliated group for purposes of the provision generally include those
corporations which would be members of an affiliated group if such membership were determined based on an
ownership threshold of “more than 50 percent” rather than “at least 80 percent.”

2% For purposes of determining such costs, any item or service that is imported into the United States
without an arm’s length transfer price is treated as acquired by purchase, and its cost shall be treated as not less than
its value when it entered the United States. A similar rule applies in determining the adjusted basis of leased or
rented property where the lease or rental gives rise to domestic production gross receipts. With regard to property
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(2) other deductions, expenses, or losses that are directly allocable to such receipts; and (3) a
proper share of other deductions, expenses, and losses that are not directly allocable to such
receipts or another class of income.”"’

Domestic production gross receipts

Domestic production gross receipts generally are gross receipts of a taxpayer that are
derived from: (1) any sale, exchange, or other disposition, or any lease, rental, or license, of
qualifying production property that was manufactured, produced, grown, or extracted by the
taxpayer in whole or in significant part within the United States;”” (2) any sale, exchange or
other disposition, or any lease, rental, or license, of qualified film produced by the taxpayer; (3)
any sale, exchange, or other disposition of electricity, natural gas, or potable water produced by
the taxpayer in the United States; (4) in the case of a taxpayer engaged in the active conduct of a
construction trade or business, construction activities performed in the United States;** or (5) in
the case of a taxpayer engaged in the active conduct of an engineering or architectural services
trade or business, engineering or architectural services performed in the United States for
construction projects located in the United States.*"

previously exported by the taxpayer for further manufacture, the increase in cost or adjusted basis may not exceed
the difference between the value of the property when exported and the value of the property when re-imported into
the United States after further manufacture. Except as provided by the Secretary, the value of property for this
purpose is its customs value (as defined in section 1059A(b)(1)).

27 See Treas. Reg. sections 1.199-1 through 1.199-9 where the Secretary has prescribed rules for the
proper allocation of items of income, deduction, expense, and loss for purposes of determining qualified production
activities income. Where appropriate, such rules are similar to and consistent with relevant present-law rules (e.g.,
sec. 263A, in determining the cost of goods sold, and sec. 861, in determining the source of such items). Other
deductions, expenses or losses that are directly allocable to such receipts include, for example, selling and marketing
expenses. A proper share of other deductions, expenses, and losses that are not directly allocable to such receipts or
another class of income include, for example, general and administrative expenses allocable to selling and marketing
expenses. In computing qualified production activities income, the domestic production activities deduction itself is
not an allocable deduction.

% Domestic production gross receipts include gross receipts of a taxpayer derived from any sale,
exchange or other disposition of agricultural products with respect to which the taxpayer performs storage, handling
or other processing activities (other than transportation activities) within the United States, provided such products
are consumed in connection with, or incorporated into, the manufacturing, production, growth, or extraction of
qualifying production property (whether or not by the taxpayer).

299 For this purpose, construction activities include activities that are directly related to the erection or
substantial renovation of residential and commercial buildings and infrastructure. Substantial renovation would
include structural improvements, but not mere cosmetic changes, such as painting that is not performed in
connection with activities that otherwise constitute substantial renovation.

219 With regard to the definition of “domestic production gross receipts” as it relates to construction
performed in the United States and engineering or architectural services performed in the United States for
construction projects in the United States, the term refers only to gross receipts derived from the construction of real
property by a taxpayer engaged in the active conduct of a construction trade or business, or from engineering or
architectural services performed with respect to real property by a taxpayer engaged in the active conduct of an
engineering or architectural services trade or business.
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However, domestic production gross receipts do not include any gross receipts of the
taxpayer derived from property that is leased, licensed, or rented by the taxpayer for use by any
related person.”’’ Further, domestic production gross receipts do not include any gross receipts
of the taxpayer that are derived from the sale of food or beverages prepared by the taxpayer at a
retail establishment, that are derived from the transmission or distribution of electricity, gas, and
potable water, or that are derived from the lease, rental, license, sale, exchange, or other
disposition of land.*"

A special rule for government contracts provides that property that is manufactured or
produced by the taxpayer pursuant to a contract with the Federal Government is considered to be
domestic production gross receipts even if title or risk of loss is transferred to the Federal
Government before the manufacture or production of such property is complete to the extent
required by the Federal Acquisition Regulation.?"

Qualifving production property

Qualifying production property generally includes any tangible personal property,
computer software, or sound recordings. Qualified film includes any motion picture film or
videotape?' (including live or delayed television programming, but not including certain
sexually explicit productions) if 50 percent or more of the total compensation relating to the
production of such film (including compensation in the form of residuals and participations)
constitutes compensation for services performed in the United States by actors, production
personnel, directors, and producers.?'® A qualified film also includes any copyrights,
trademarks, or other intangibles with respect to such film. The wage limitation for qualified
films includes any compensation for services performed in the United States by actors,
production personnel, directors, and producers and is not restricted to W-2 wages.”'’

215

21 Sec. 199(c)(7). In general, principles similar to those under the present-law extraterritorial income
regime apply for this purpose. See Temp. Treas. Reg. sec. 1.927(a)-1T(f)(2)(i). For example, this exclusion
generally does not apply to property leased by the taxpayer to a related person if the property is held for sublease, or
is subleased, by the related person to an unrelated person for the ultimate use of such unrelated person. Similarly,
the license of computer software to a related person for reproduction and sale, exchange, lease, rental or sublicense
to an unrelated person for the ultimate use of such unrelated person is not treated as excluded property by reason of
the license to the related person.

212 Sec. 199(c)(4)(B).

213 Sec. 199(c)(4)(C).

214 See Treas. Reg. sec. 1.199-3(k).

215 To the extent that a taxpayer has included an estimate of participations and/or residuals in its income
forecast calculation under section 167(g), the taxpayer must use the same estimate of participations and/or residuals
for purposes of determining total compensation.

16 Treas. Reg. sec. 1.199-2.

217 Sec. 199(b)(2)(D). Effective for tax years beginning after December 31, 2007.
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Other rules

Partnerships and S corporations

With respect to the domestic production activities of a partnership or S corporation, the
deduction under section 199 is determined at the partner or sharecholder level.*'® In performing
the calculation, each partner or shareholder generally will take into account such person’s
allocable share of the components of the calculation (including domestic production gross
receipts; the cost of goods sold allocable to such receipts; and other expenses, losses, or
deductions allocable to such receipts) from the partnership or S corporation as well as any items
relating to the partner’s or shareholder’s own qualified production activities, if any.*'” Each
partner or shareholder is treated as having W-2 wages for the taxable year in an amount equal to
such person’s allocable share of the W-2 wages of the partnership or S corporation for the
taxable year.**’

Qualifying in-kind partnerships

In general, an owner of a passthrough entity is not treated as conducting the qualified
production activities of the passthrough entity, and vice versa. However, the Treasury
regulations provide a special rule for qualifying in-kind partnerships, which are defined as
partnerships engaged solely in the extraction, refining, or processing of oil, natural gas,
petrochemicals, or products derived from oil, natural gas, or petrochemicals in whole or in
significant part within the United States, or the production or generation of electricity in the
United States.”*' In the case of a qualifying in-kind partnership, each partner is treated as having
manufactured, produced, grown, or extracted property to the extent such property is distributed
by the partnership to that partner.”*> If a partner of a qualifying in-kind partnership derives gross
receipts from the lease, rental, license, sale, exchange, or other disposition of the property that
was manufactured, produced, grown, or extracted by the qualifying in-kind partnership, then,
provided such partner is a partner of the qualifying in-kind partnership at the time the partner
disposes of the property, the partner is treated as conducting the manufacture, production,
growth, or extraction activities previously conducted by the qualifying in-kind partnership with
respect to that property.**

2

¥ Sec. 199(d)(1)(A)().

2

? Sec. 199(d)(1)(A)(ii).
20 Sec. 199(d)(1)(A)(iii).
! Treas. Reg. sec. 1.199-9(i)(2).
2 Treas. Reg. sec. 1.199-9(i)(1).

2 Ihid.
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Trusts and estates

In the case of a trust or estate, the components of the calculation are apportioned between
(and among) the beneficiaries and the fiduciary under regulations prescribed by the Secretary.”**

Agricultural and horticultural cooperatives

With regard to member-owned agricultural and horticultural cooperatives formed under
Subchapter T of the Code, section 199 provides the same treatment of qualified production
activities income derived from agricultural or horticultural products that are manufactured,
produced, grown, or extracted by cooperatives,”* or that are marketed through cooperatives, as it
provides for qualified production activities income of other taxpayers, that is, the cooperative
may claim a deduction from qualified production activities income.

Alternatively, section 199 provides that the amount of any patronage dividends or per-
unit retain allocations paid to a member of an agricultural or horticultural cooperative (to which
Part I of Subchapter T applies) that is allocable to the portion of qualified production activities
income of the cooperative that is deductible under the provision is deductible from the gross
income of the member. To qualify, such amount must be designated by the organization as
allocable to the deductible portion of qualified production activities income in a written notice
mailed to its patrons not later than the payment period described in section 1382(d). The
cooperative cannot reduce its income under section 1382 (e.g., cannot claim a dividends-paid
deduction) for such amounts.

Alternative minimum tax

The deduction for domestic production activities is allowed for purposes of computing
alternative minimum taxable income (including adjusted current earnings). The deduction in
computing alternative minimum taxable income is determined by reference to the lesser of the
qualified production activities income (as determined for the regular tax) or the alternative
minimum taxable income (in the case of an individual, adjusted gross income as determined for
the regular tax) without regard to this deduction.

Description of Proposal

The proposal limits the extent to which the domestic production deduction is allowed
with respect to nonmanufacturing activities by excluding from the definition of domestic
production gross receipts any gross receipts derived from sources such as the production of oil
and gas, the production of coal and other hard mineral fossil fuels, and certain other
nonmanufacturing activities.

2% See Treas. Reg. secs. 1.199-5(d) and (e).
33 For this purpose, agricultural or horticultural products also include fertilizer, diesel fuel and other

supplies used in agricultural or horticultural production that are manufactured, produced, grown, or extracted by the
cooperative.
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Additional revenue obtained from this retargeting is used to increase the general
deduction percentage and to fund an increase of the deduction rate for activities involving the
manufacture of certain advanced technology property to approximately 18 percent.

Effective date.—The proposal would be effective for taxable years beginning after
December 31, 2012.

Analysis

Economic aspects of the proposal

The domestic production deduction is designed in such a way that it lowers the effective
tax rate for income arising from qualified production activities. In the case of a corporation that
pays the maximum corporate tax rate of 35 percent, a nine percent deduction for qualified
production activities income generally is equivalent to a 3.15 percent rate reduction on that
income resulting in an effective corporate income tax rate of 31.85 percent.”*® A lower effective
tax rate increases the after-tax rate of return on investments in sectors that earn qualified
production activities income, which may tilt investment toward those sectors and away from
other sectors. This reduces economic efficiency to the extent that it discourages businesses from
making potentially more productive investments (i.e., those investments with greater pre-tax
returns) in sectors of the economy that do not generate qualified production activities income.

Part of the rationale for establishing the domestic production deduction was to lower
effective corporate tax rates for domestic manufacturers to help attract and retain manufacturing
activities in the United States in light of reductions in statutory corporate tax rates and the
maintenance of subsidies for domestic manufacturers and exports in a number of OECD
countries.””’ Therefore, the domestic production deduction is designed partly to help U.S.
manufacturers compete with manufacturers in other countries.

One of the goals of the proposal is to shift the pattern of business investment in the
United States toward what the Administration labels as core manufacturing activities and the
manufacture of certain advanced technology property. Proponents of the proposal argue that it
makes the deduction more effective by limiting its application to certain nonmanufacturing
activities—some of which would occur regardless of the deduction—and using the increased
revenue to make the domestic production deduction more generous. By establishing an 18
percent deduction for the manufacture of certain advanced technology property, the proposal also
favors investment in more technologically sophisticated manufacturing activities relative to other
types of manufacturing activities in the United States. Advocates of this part of the proposal
may argue that it is an effective way of promoting investment in advanced manufacturing,
thereby increasing investment in innovative industries and enhancing the position of the United
States in the global economy. Moreover, one study has found that, for local labor markets, each

26 This example assumes the deduction does not exceed the wage limitation.

7 Conference Report to accompany H.R. 4520, Americans Jobs Creation Act of 2004, H.R. Rep. No. 108-
755, October 7, 2004, p. 262.
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additional increase in employment in the high technology sector—approximated by industries
producing machinery and computing equipment, electrical machinery, and professional
equipment—generates 4.9 jobs in the nontradable sector.”®

By reducing effective tax rates for income derived from core manufacturing activities and
the manufacture of advanced technology property, the proposal also will place the United States
in a more competitive position to attract and retain domestic investment in manufacturing,
according to advocates of the proposal. Some proponents believe a robust manufacturing sector
is particularly important for economic growth and the health of the labor market in the United
States, and encouraging investments in manufacturing by making the domestic production
deduction more generous is an integral part of domestic economic policy.

However, opponents of the proposal may contend that there is no convincing justification
for encouraging investment in manufacturing, or the manufacture of advanced technology
property, relative to other sectors of the economy. For example, opponents may argue that
employment in the service sector is as important to the health of the labor market as employment
in the manufacturing sector, and that the strength of the service sector may be as important for
U.S. economic growth as the strength of the manufacturing sector.

Tax policy can reduce economic efficiency and social welfare to the extent that it
encourages firms to allocate capital in less productive investments by making favorable changes
in the tax treatment of those investments. As a general matter, the proposal could potentially
distort the allocation of capital in a way that, in the long-run, reduces output and employment by
discouraging firms from making the most productive investments. Moreover, in the context of
the domestic production deduction, efficiency losses increase as the deduction increases, so the
18 percent deduction for manufacturing advanced technology property—which doubles the
deduction available under present law—may be particularly distortive. These efficiency losses are
mitigated to the extent that the effective marginal tax rates of investments in manufacturing and
the manufacturing of advanced technology property are higher than that of other investments.
However, this generally is not the case under present law.*?

Details in the proposal

The ultimate effect of the proposal on the pattern of business investment hinges on what
is classified as nonmanufacturing and what is classified as advanced technology property.

22 Enrico Moretti, “Local Multipliers,” American Economic Review: Papers and Proceedings, vol. 100,
no. 2, May 2010, pp. 373-377. The nontradable sector generally encompasses industries that produce goods and
services that are not traded. Such industries include restaurants, medical services, and real estate.

% For examples, see the calculations in Congressional Budget Office, Taxing Capital Income: Effective
Rates and Approaches to Reform, October 2005, pp. 10-11.
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Nonmanufacturing property

The proposal is specific about excluding from the definition of domestic production gross
receipts any gross receipts derived from the production of oil, gas, and hard mineral fossil fuels
(including coal), the impact of which is described below. However, the proposal does not
provide additional examples as to what is considered nonmanufacturing activities for which the
domestic production deduction is currently applicable. Specifying what constitutes a
nonmanufacturing activity is necessary to discern the overall economic impact of the proposal.

Advanced technology property

Although the proposal gives some examples of what is considered nonmanufacturing
(such as the production of fossil fuels), it does not provide any examples of advanced technology
property whose production can generate production gross receipts eligible for an 18 percent
deduction. For example, it is unclear if the proposal takes as guidance the way the
manufacturing sector is categorized under the North American Industry Classification System,
which is used to classify business activity by the Bureau of Labor Statistics and other Federal
agencies. However, some industrial classifications encompass both what some observers would
consider advanced technology manufacturing techniques and more traditional manufacturing
practices. As with nonmanufacturing activities, detailing what constitutes advanced technology
property is necessary to determine the overall economic impact of the proposal as well as the
complexity and administrative burden to the taxpayer and IRS.

Production of fossil fuels

Proponents of eliminating the domestic production deduction for income derived from
activities such as the production of oil, gas, and hard mineral fossil fuels (including coal) point
out that the current effective marginal tax rate on such income may be below the effective
marginal tax rate on income arising from other activities. In a 2005 report, the Congressional
Budget Office calculated that effective marginal tax rates on investments in mining structures,
and petroleum and natural gas structures, were 9.5 percent and 9.2 percent, respectively.”’ In
comparison, the overall effective marginal tax rate in the corporate sector on investments in all
assets was calculated to be 26.3 percent.””! Removing the production of oil, gas, and hard
mineral fossil fuels (including coal) from the class of activities that produce domestic production
gross receipts can be viewed as a way to bring the effective marginal tax rate on investments in
fossil fuel production more in line with investments in other types of corporate assets, thereby
increasing economic efficiency.

Opponents of this part of the proposal may disagree with the Administration’s view that
production of fossil fuels is not a manufacturing activity. They may also argue that domestic
production of fossil fuels promotes U.S. energy security and employment.

30 Congressional Budget Office, Taxing Capital Income: Effective Rates and Approaches to Reform,
October 2005, p. 11.

B bid., p. 7.
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Prior Action

A similar proposal repealing the domestic production deduction for income derived from
the domestic production of oil, gas, or primary products thereof was included in the President’s
fiscal year 2010, 2011, and 2012 budget proposals.

96



D. Enhance and Make the Research Credit Permanent
Present Law
General rule

For general research expenditures, a taxpayer may claim a research credit equal to 20
percent of the amount by which the taxpayer’s qualified research expenses for a taxable year
exceed its base amount for that year.”> Thus, the research credit is generally available with
respect to incremental increases in qualified research. An alternative simplified research credit
(with a 14 percent rate and a different base amount) may be claimed in lieu of this credit.

A 20-percent research tax credit is also available with respect to the excess of (1) 100
percent of corporate cash expenses (including grants or contributions) paid for basic research
conducted by universities (and certain nonprofit scientific research organizations) over (2) the
sum of (a) the greater of two minimum basic research floors plus (b) an amount reflecting any
decrease in nonresearch giving to universities by the corporation as compared to such giving
during a fixed-base period, as adjusted for inflation. This separate credit computation is
commonly referred to as the university basic research credit.”*’

Finally, a research credit is available for a taxpayer’s expenditures on research
undertaken by an energy research consortium. This separate credit computation is commonly
referred to as the energy research credit. Unlike the other research credits, the energy research
credit applies to all qualified expenditures, not just those in excess of a base amount.

The research credit, including the university basic research credit and the energy research
credit, expires for amounts paid or incurred after December 31, 2011 2

Computation of allowable credit

Except for energy research payments and certain university basic research payments
made by corporations, the research tax credit applies only to the extent that the taxpayer’s
qualified research expenses for the current taxable year exceed its base amount. The base
amount for the current year generally is computed by multiplying the taxpayer’s fixed-base
percentage by the average amount of the taxpayer’s gross receipts for the four preceding years.
If a taxpayer both incurred qualified research expenses and had gross receipts during each of at
least three years from 1984 through 1988, then its fixed-base percentage is the ratio that its total
qualified research expenses for the 1984-1988 period bears to its total gross receipts for that
period (subject to a maximum fixed-base percentage of 16 percent). Special rules apply to all

52 Sec. 41.
233 Sec. 41(e).

34 Sec. 41(h).
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other taxpayers (so called start-up firms).”** In computing the credit, a taxpayer’s base amount
pay p puting pay
cannot be less than 50 percent of its current-year qualified research expenses.

To prevent artificial increases in research expenditures by shifting expenditures among
commonly controlled or otherwise related entities, a special aggregation rule provides that all
members of the same controlled group of corporations are treated as a single taxpayer.”® Under
regulations prescribed by the Secretary, special rules apply for computing the credit when a
major portion of a trade or business (or unit thereof) changes hands. Under these rules, qualified
research expenses and gross receipts for periods prior to the change of ownership of a trade or
business are treated as transferred with the trade or business that gave rise to those expenses and
receipts for purposes of recomputing a taxpayer’s fixed-base percentage.”’

Alternative simplified credit

The alternative simplified research credit is equal to 14 percent of qualified research
expenses that exceed 50 percent of the average qualified research expenses for the three
preceding taxable years. The rate is reduced to six percent if a taxpayer has no qualified research
expenses in any one of the three preceding taxable years. An election to use the alternative
simplified credit applies to all succeeding taxable years unless revoked with the consent of the
Secretary.

Eligible expenses

Qualified research expenses eligible for the research tax credit consist of: (1) in-house
expenses of the taxpayer for wages and supplies attributable to qualified research; (2) certain
time-sharing costs for computer use in qualified research; and (3) 65 percent of amounts paid or
incurred by the taxpayer to certain other persons for qualified research conducted on the
taxpayer’s behalf (so-called contract research expenses).”*® Notwithstanding the limitation for

3% The Small Business Job Protection Act of 1996 expanded the definition of start-up firms under section
41(c)(3)(B)(i) to include any firm if the first taxable year in which such firm had both gross receipts and qualified
research expenses began after 1983. A special rule (enacted in 1993) is designed to gradually recompute a start-up
firm’s fixed-base percentage based on its actual research experience. Under this special rule, a start-up firm is
assigned a fixed-base percentage of three percent for each of its first five taxable years after 1993 in which it incurs
qualified research expenses. A start-up firm’s fixed-base percentage for its sixth through tenth taxable years after
1993 in which it incurs qualified research expenses is a phased-in ratio based on the firm’s actual research
experience. For all subsequent taxable years, the taxpayer’s fixed-base percentage is its actual ratio of qualified
research expenses to gross receipts for any five years selected by the taxpayer from its fifth through tenth taxable
years after 1993. Sec. 41(c)(3)(B).

36 Sec. 41(H)(1).
37 Sec. 41(H(3).

% Under a special rule, 75 percent of amounts paid to a research consortium for qualified research are
treated as qualified research expenses eligible for the research credit (rather than 65 percent under the general rule
under section 41(b)(3) governing contract research expenses) if (1) such research consortium is a tax-exempt
organization that is described in section 501(c)(3) (other than a private foundation) or section 501(c)(6) and is
organized and operated primarily to conduct scientific research, and (2) such qualified research is conducted by the
consortium on behalf of the taxpayer and one or more persons not related to the taxpayer. Sec. 41(b)(3)(C).
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contract research expenses, qualified research expenses include 100 percent of amounts paid or
incurred by the taxpayer to an eligible small business, university, or Federal laboratory for
qualified energy research.

To be eligible for the credit, the research not only has to satisfy the requirements of
present-law section 174 (described below) but also must be undertaken for the purpose of
discovering information that is technological in nature, the application of which is intended to be
useful in the development of a new or improved business component of the taxpayer, and
substantially all of the activities of which constitute elements of a process of experimentation for
functional aspects, performance, reliability, or quality of a business component. Research does
not qualify for the credit if substantially all of the activities relate to style, taste, cosmetic, or
seasonal design factors.”®” In addition, research does not qualify for the credit if: (1) conducted
after the beginning of commercial production of the business component; (2) related to the
adaptation of an existing business component to a particular customer’s requirements; (3) related
to the duplication of an existing business component from a physical examination of the
component itself or certain other information; or (4) related to certain efficiency surveys,
management function or technique, market research, market testing, or market development,
routine data collection or routine quality control.** Research does not qualify for the credit if it
is conducted outside the United States, Puerto Rico, or any U.S. possession.

Relation to deduction

Under section 174, taxpayers may elect to deduct currently the amount of certain research
or experimental expenditures paid or incurred in connection with a trade or business,
notwithstanding the general rule that business expenses to develop or create an asset that has a
useful life extending beyond the current year must be capitalized.**' However, deductions
allowed to a taxpayer under section 174 (or any other section) are reduced by an amount equal to
100 percent of the taxpayer’s research tax credit determined for the taxable year.**> Taxpayers
may alternatively elect to claim a reduced research tax credit amount under section 41 in lieu of
reducing deductions otherwise allowed.**

Description of Proposal

The proposal makes the research credit permanent and increases the rate of the alternative
simplified credit from 14 percent to 17 percent.

9 Sec. 41(d)(3).
20 Sec. 41(d)(4).

! Taxpayers may elect 10-year amortization of certain research expenditures allowable as a deduction
under section 174(a). Secs. 174(f)(2) and 59(e).

2 Sec. 280C(c).

3 Sec. 280C(c)(3).
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Effective date.—The proposal is effective for amounts paid or incurred after December 31,
2011.

Analysis

Overview

Technological development is an important component of economic growth. However,
although an individual business may find it profitable to undertake some research, it may not find
it profitable to invest in research as much as it otherwise might because it is difficult to capture
the full benefits from the research and prevent such benefits from being used by competitors. In
general, businesses acting in their own self-interest will not necessarily invest in research to the
extent that would be consistent with the best interests of the overall economy. This is because
costly scientific and technological advances made by one firm may be cheaply copied by its
competitors. Research is one of the areas where there is a consensus among economists that
government intervention in the marketplace may improve overall economic efficiency.”**
However, this does not mean that increased tax benefits or more government spending for
research always will improve economic efficiency. It is possible to decrease economic
efficiency by spending too much on research. However, there is evidence that the current level
of research undertaken in the United States, and worldwide, is too little to maximize society’s
well-being.* Nevertheless, even if there were agreement that additional subsidies for research
are warranted as a general matter, misallocation of research dollars across competing sectors of
the economy could diminish economic efficiency. It is difficult to determine whether, at the
present levels and allocation of government subsidies for research, further government spending
on research or additional tax benefits for research would increase or decrease overall economic
efficiency.

If it is believed that too little research is being undertaken, a tax subsidy is one method of
offsetting the private-market bias against research, so that research projects undertaken approach
the optimal level. Among the other policies employed by the Federal government to increase the
aggregate level of research activities are direct spending and grants, favorable anti-trust rules,
and patent protection. The effect of tax policy on research activity is largely uncertain because
there is relatively little consensus regarding the magnitude of the responsiveness of research to

% This conclusion does not depend upon whether the basic tax regime is an income tax or a consumption
tax.

5 See Zvi Griliches, “The Search for R&D Spillovers,” Scandinavian Journal of Economics, vol. XCIV,
1992; M. Ishaq Nadiri, “Innovations and Technological Spillovers,” National Bureau of Economic Research,
Working Paper No. 4423, 1993; and Bronwyn Hall, “The Private and Social Returns to Research and
Development,” in Bruce Smith and Claude Barfield (eds.), Technology, R&D and the Economy: Brookings
Institution Press 1996, pp. 1-14. These papers suggest that the rate of return to privately funded research
expenditures is high compared to that in physical capital and the social rate of return exceeds the private rate of
return. Griliches concludes, “in spite of [many] difficulties, there has been a significant number of reasonably well-
done studies all pointing in the same direction: R&D spillovers are present, their magnitude may be quite large, and
social rates of return remain significantly above private rates.” Griliches, p. S43. Charles I. Jones and John C.
Williams, “Measuring the Social Return to R&D,” Quarterly Journal of Economics, vol. 113, November 1998, also
conclude that “advanced economies like the United States substantially under invest in R&D” p. 1120.
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changes in taxes and other factors affecting its price. To the extent that research activities are
responsive to the price of research activities, the research and experimentation tax credit should
increase research activities beyond what they otherwise would be. However, the present law
research credit contains certain complexities and compliance costs.

Scope of research activities in the United States and abroad

In the United States, private for-profit enterprises and individuals, non-profit
organizations, and the public sector undertake research activities. Total expenditures on research
and development in the United States represent 2.8 percent of gross domestic product in 2009.%*
This rate of expenditure on research and development exceeds that of the European Union (1.9
percent) and the average of all countries that are members of the Organisation for Economic Co-
operation and Development (“OECD”) (2.3 percent), but is less than that of Japan (3.3 percent).
In 2009, expenditures on research and development in the United States represented 41.24
percent of all expenditures on research and development undertaken by OECD countries; they
were 35 percent greater than the total expenditures on research and development undertaken in
the European Union, and were approximately 2.7 times such expenditures in Japan.>*’

Gross domestic expenditures on research and development in the United States grew
from 2.7 percent of gross domestic product to 2.8 percent gross domestic product over the ten
year period 1999-2009. This rate of growth exceeds that of the United Kingdom (0.0 percentage
point increase), and Sweden (0.0 percentage point increase) over this same period, but is less
than that of Germany (0.4 percentage point increase), Japan (0.3 percentage point increase),
Israel (0.8 percentage point increase), and South Korea (1.19 percentage point increase).**®

Business domestic expenditures on research and development in the United States were
2.0 percent of gross domestic product in 2009. This exceeds that of the United Kingdom (1.1
percent), France (1.4 percent) and Germany (1.9 percent), but is less than that of Israel (3.4
percent), Japan (3.5 percent), and South Korea (3.5 percent).249

6 OECD, Science, Technology and Industry Scoreboard, 2011. This data represents outlays by private
persons and by governments.

7 OECD, Science, Technology and Industry Scoreboard, 2011. While the OECD attempts to present this
data on a standardized basis, the cross-country comparisons are not perfect. For example, the United States
reporting for research spending generally does not include capital expenditure outlays devoted to research, while the
reporting of some other countries does include capital expenditures.

¥ OECD, Science, Technology and Industry Scoreboard, 2011. The annual real rate of growth of gross
domestic expenditures on research and development as a percentage of gross domestic product for the period 1999-
2009 in the European Union and in all OECD countries was 0.18 percentage points and 0.17 percentage points,
respectively. All reported growth rates are calculated in terms of U.S. dollars equivalents converted at purchasing
power parity.

9 OECD, Science, Technology and Industry Scoreboard, 2011. The annual real rate of growth of
business expenditures on research and development as a percentage of gross domestic product for the period 1999-
2009 in the European Union and in all OECD countries was 0.06 percentage points and 0.13 percentage points,
respectively. All reported growth rates are calculated in terms of U.S. dollar equivalents converted at purchasing
power parity.
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A number of countries, including the United States, provide tax benefits to taxpayers who
undertake research activities. The United States provides two types of benefits: tax credits for
research activity and current expensing of research-related expenditures.”™® These two types of
benefits each carry different incentives with potentially different effects on research activity. For
example, incentive effects of incremental credits per dollar of revenue loss may be larger than
the incentive effects in expensing policies which are not incremental. However, expensing of
research costs may have lower administrative and compliance costs than incremental credits.

The OECD has attempted to quantify the relative value of such tax benefits in different
countries by creating an index that measures the total value of tax benefits accorded research
activities relative to a simple expensing of all qualifying research expenditures. Table 1, below,
reports the value of this index for selected countries. A value of zero results if the only tax
benefit a country offered to research activities was the expensing of all qualifying research
expenditures. Negative values reflect tax benefits less generous than expensing. Positive values
reflect tax benefits more generous than expensing. For example, in 2008, in the United States
qualifying taxpayers could expense research expenditures and, in certain circumstances, claim
the reszeszltrch and experimentation tax credit. The resulting index number for the United States is
0.066.

% In the case of expensing, amounts are expended to create an asset with a future benefit. In most other
instances this would result in the capitalization and recovery through amortization of such costs. The inherent issue
with expenses incurred in research and development is whether or not an asset of any value is being (or will be)
created. At the time the amounts are expended, such a determination is often impossible. Further, research and
development costs usually are incurred with the goal of creating a new or improved product, service, process or
technique, but more often than not, the efforts do not result in success. As such, U.S. GAAP does not require the
capitalization and amortization of R&D costs.

21 OECD, Science, Technology and Industry Scoreboard, 2009. The index is calculated as one minus the
so-called “B-index.” The B-index is equal to the after-tax cost of an expenditure of one dollar on qualifying
research, divided by one minus the taxpayer marginal tax rate. Alternatively, the B-index represents the present
value of pre-tax income that is necessary to earn to finance the research activity and earn a positive after-tax profit.
In practice, construction of the B-index and the index number reported in Table 1 requires a number of simplifying
assumptions. As a consequence, the relative position of the tax benefits of various countries reported in the table is
only suggestive.
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Table 1.-Index Number of Tax Benefits for Research Activities
in Selected Countries, 2008

Country Index Number'
Germany -0.020
United States 0.066
United Kingdom 0.105
Ireland 0.109
Japan 0.116
Italy 0.117
Canada 0.180
Spain 0.349
France 0.425

'Index number reported is only that for “large firms.” Some countries (notably Canada
and the United Kingdom) have additional tax benefits for research activities of “small”
firms.

Source: OECD, OECD Science, Technology and Industry Scoreboard, 2009.

Scope of tax expenditures on research activities

The tax expenditure related to the research and experimentation tax credit was estimated
to be $4.9 billion for fiscal year 2009. The related tax expenditure for expensing of research and
development expenditures was estimated to be $3.1 billion for 2009, growing to $6.5 billion for
2013.%% The expenditures for fiscal years 2010 to 2014 are $12.6 billion and $26.3 billion for
credits and expensing, respectively.”

As noted above, the Federal Government also directly subsidizes research activities.
Direct government outlays for research have substantially exceeded the annual estimated value
of the tax expenditure provided by either the research and experimentation tax credit or the
expensing of research and development expenditures. For example, in fiscal 2008, the National
Science Foundation gross outlays for research and related activities were $4.6 billion, the
Department of Defense’s budget for research, development, test and evaluation was $84.7
billion, the Department of Energy’s science gross outlays were $3.9 billion, and the Department

52 Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 2009-2013
(JCS-1-10), January 11, 2010, p. 29.

3 Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 2010-2014
(JCS-3-10), December 15, 2010, p.35.
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of Health and Human Services’ budget for the National Institutes of Health was $28.9 billion.>*
However, such direct government outlays are generally for directed research on projects selected
by the government. The research credit provides a subsidy to any qualified project of an eligible
taxpayer with no application to a grant-making agency required. Projects are chosen based on
the taxpayer’s assessment of future profit potential.

Tables 2 and 3 present data for 2008 on those corporations that claimed the research tax
credit by industry and asset size, respectively. Over 21,000 corporations (including both C
corporations and S corporations) claimed more than $8.7 billion of research tax credits in
2008.>>> Corporations whose primary activity is manufacturing account for somewhat less than
one-half of all corporations claiming a research tax credit. These manufacturers claimed nearly
70 percent of all credits. Firms with assets of $50 million or more account for 18 percent of all
corporations claiming a credit but represent more than 85 percent of the credits claimed.
Nevertheless, as Table 3 documents, a large number of small firms are engaged in research and
were able to claim the research tax credit. C corporations claimed $8.3 billion of these credits
and, furthermore, nearly all of this $8.3 billion was the result of the firm’s own research. Only
$168 million in research credits flowed through to C corporations from ownership interests in
partnerships and other pass-through entities.

By comparison, individuals claimed $463 million in research tax credits on their
individual income tax returns in 2008. This $463 million includes credits that flowed through to
individuals from pass-through entities such as partnerships and S corporations, as well those
credits generated by sole proprietorships.

2% Office of Management and Budget, Appendix, Budget of the United States Government, Fiscal Year
2010, pp. 1141, 293, 295, 297, 413, and 469.

> The $8.7 billion figure reported for 2008 is not directly comparable with the Joint Committee on
Taxation Staff’s $4.9 billion tax expenditure estimate for 2008 (Joint Committee on Taxation, Estimates of Federal
Tax Expenditures for Fiscal Years 2008-2012 (JCS-2-08), October 31, 2008, p. 60). The tax expenditure estimate
accounts for the present-law requirement that deductions for research expenditures be reduced by research credits
claimed. Also, the $8.7 billion figure does not reflect the actual tax reduction achieved by taxpayers claiming
research credits in 2008, as the actual tax reduction will depend upon whether the taxpayer had operating losses, was
subject to the alternative minimum tax, and other aspects specific to each taxpayer’s situation.
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Table 2.—Percentage Distribution of Corporations Claiming Research Tax Credit
and Percentage of Credit Claimed by Sector, 2008

Percent of Percent of
Corporations Total
Industry Claiming Credit R & E Credit

Manufacturing 45.2 68.8
Professional, Scientific, and Technical Services 26.1 9.9
Wholesale Trade 7.6 4.4
Information 6.0 11.1
Finance and Insurance 3.0 1.7
Holding Companies 2.8 0.8
Administrative and Support and Waste

Management and Remediation Services 1.5 0.3
Retail Trade 1.3 1.0
Health Care and Social Services 1.3 0.5
Mining 1.1 0.4
Agriculture, Forestry, Fishing, and Hunting 0.9 0.1
Construction 0.7 0.2
Utilities 0.6 0.6
Arts, Entertainment, and Recreation 0.6 )
Real Estate and Rental and Leasing 0.5 0.1
Transportation and Warehousing 0.3 0.1
Educational Services 0.3 (1)
Accommodation and Food Services 0.1 (1)
Other Services @) (D)
'Wholesale and Retail Trade not Allocable ) @)
Not Allocable ) 2

M
@

Less than 0.1 percent.
Data undisclosed to protect taxpayer confidentiality.
Source: Joint Committee on Taxation staff calculations from Internal Revenue Service, Statistics of Income data.
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Table 3.—Percentage Distribution of Corporations Claiming Research Tax Credit
and of Credit Claimed by Corporation Size, 2008

Percent of Firms Percent of
Asset Size () Claiming Credit Credit Claimed
0 1.6 1.1
1 t0 99,999 5.5 0.1
100,000 to 249,999 53 0.2
250,000 to 499,999 3.0 0.1
500,000 to 999,999 7.0 0.3
1,000,000 to 9,999,999 39.4 52
10,000,000 to 49,999,999 20.1 6.2
50,000,000 + 18.0 86.9

Totals may not add to 100 percent due to rounding.
Source: Joint Committee on Taxation staff calculations from Internal Revenue Service,
Statistics of Income data.

Flat versus incremental tax credits

For a tax credit to be effective in increasing a taxpayer’s research expenditures, it is not
necessary to provide that credit for all the taxpayer’s research expenditures (i.e., a flat credit).
By limiting the credit to expenditures above a base amount, incremental tax credits attempt to
target the tax incentives to have the largest effect on taxpayer behavior.

Suppose, for example, a taxpayer is considering two potential research projects: Project A
will generate cash flow with a present value of $105 and Project B will generate cash flow with a
present value of $95. Suppose that the research cost of investing in each of these projects is
$100. Without any tax incentives, the taxpayer will find it profitable to invest in Project A and
will not invest in Project B.

Alternatively, consider the situation where a 10-percent flat credit applies to all research
expenditures incurred. In the case of Project A, the credit effectively reduces the cost to $90.
This increases profitability, but does not change behavior with respect to that project, since it
would have been undertaken in any event. However, because the cost of Project B also is
reduced to $90, this previously neglected project (with a present value of $95) would now be
profitable. Thus, the tax credit would affect behavior only with respect to this marginal project.

Incremental credits do not attempt to reward projects that would have been undertaken in
any event, but rather to target incentives to marginal projects. To the extent this is possible,
incremental credits have the potential to be far more effective per dollar of revenue cost than flat
credits in inducing taxpayers to increase qualified expenditures. In the example above, if an
incremental credit were properly targeted, the government could spend the same $20 in credit
dollars and induce the taxpayer to undertake a marginal project so long as its expected cash flow
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exceeded $80. Unfortunately, it is nearly impossible as a practical matter to determine which
projects would be undertaken in the absence of a credit and to provide credits only to those
projects which would not have been undertaken. In practice, almost all incremental credit
proposals rely on some measure of the taxpayer’s previous experience as a proxy for a taxpayer’s
total qualified expenditures in the absence of a credit. This amount is referred to as the credit’s
base amount. Tax credits are provided only for amounts above this base amount.

Because a taxpayer’s calculated base amount is only an approximation of what would
have been spent in the absence of a credit, in practice, the credit may be less than optimally
effective per dollar of revenue cost. If the calculated base amount is too low, the credit is
awarded to projects that would have been undertaken even in the absence of a credit. If, on the
other hand, the calculated base amount is too high, then there is no incentive for projects that are
on the margin.

Nevertheless, the incentive effects of incremental credits per dollar of revenue loss can be
many times larger than those of a flat credit. However, a flat credit generally has lower
administrative and compliance costs than an incremental credit. Another important consideration
is the potentially less than optimal allocation of resources and unfair competition that could
result as firms with qualified expenditures determined to be above their base amount receive
credit dollars, while other firms with qualified expenditures determined to be below their base
amount receive no credit.

Fixed base versus moving base credit

Taxpayers effectively have the choice of two different research credit structures for
general research expenditures: the regular credit and the alternative simplified credit.”>® The
regular credit is a wholly “incremental” credit, while the alternative simplified credit has an
incremental feature. In addition, the base is determined differently in each case. The regular
credit is a “fixed base” credit. With a fixed base credit, the incremental amount of qualified
research expenditures is determined with reference to prior qualified research expenditures
incurred over a fixed period of time. The alternative simplified credit is a “moving base” credit.
With a moving base credit, the incremental amount of qualified research expenditures for a given
year is determined by reference to qualified research expenditures incurred on a rolling basis in
one or more prior years. The distinction can be important because, in general, an incremental tax
credit with a base amount equal to a moving average of previous years’ qualified expenditures is
considered to have an effective rate of credit substantially below its statutory rate. On the other
hand, an incremental tax credit with a base amount determined as a fixed base generally is
considered to have an effective rate of credit equal to its statutory rate.

To understand how a moving base creates a reduction in the effective rate of credit,
consider the structure of the alternative simplified credit. The base of the credit is equal to 50
percent of the previous three years’ average of qualified research expenditures. Assume a

236 A taxpayer election into one of these structures is permanent unless revoked by the Secretary.
However, historically, permission to revoke an election has routinely been granted by the Secretary, effectively
making the choice an annual election.
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taxpayer has been claiming the alternative simplified credit and is considering increasing his
qualified research expenditures this year. A $1 increase in qualified expenditures in the current
year will earn the taxpayer 14 cents in credit in the current year but it will also increase the
taxpayer’s base amount by 16.7 cents (50 percent of $1 divided by three) in each of the next
three years. If the taxpayer returns to his previous level of research funding over the subsequent
three years, the taxpayer will receive two and one-third cents less in credit than he otherwise
would have. Assuming a nominal discount rate of 10 percent, the present value of the one year
of credit increased by 14 cents followed by three years of credits reduced by two and one-third
cents is equal to 8.19 cents. That is, the effective credit rate on a $1 dollar increase in qualified
expenditures is 8.19 percent.

An additional feature of the moving average base calculation of the alternative simplified
credit is that it is not always an incremental credit. If the taxpayer never alters his research
expenditures, the alternative simplified credit is the equivalent of a flat rate credit with an
effective credit value equal to one half of the statutory credit rate. Assume a taxpayer spends
$100 per year annually on qualified research expenses. This taxpayer will have an annual base
amount of $50, with the result that the taxpayer will have $50 of credit eligible expenditures on
which the taxpayer may claim $7 of tax credit (14 percent of $50). For this taxpayer, the 14-
percent credit above the defined moving average base amount is equivalent to a seven-percent
credit on the taxpayer’s $100 of annual qualifying research expenditures.

The moving average base calculation of the alternative simplified credit also can permit
taxpayers to claim a research credit while they decrease their research expenditures. Assume as
before that the taxpayer has spent $100 annually on qualified research expenses, but decides to
reduce research expenses in the next year to $75 and in the subsequent year to $50, after which
the taxpayer plans to maintain research expenditures at $50 per year. In the year of the first
reduction, the taxpayer would have $25 of qualifying expenditures (the taxpayer’s prior three-
year average base is $100) and could claim a credit of $3.50 (14 percent of the $75 current year
expenditure less half of three year average base). In the subsequent four years, the taxpayer
could claim a credit of $0.58, $1.75, $2.92, and $3.50.%7 Of course, it is also the case that a
taxpayer may claim a research credit as he reduces research expenditures under a fixed base
credit as long as the taxpayer’s level of qualifying expenditures is greater than the fixed base.

Some have also observed that a moving base credit can create incentives for taxpayers to
“cycle” or bunch their qualified research expenditures. For example, assume a taxpayer who is
claiming the alternative simplified credit has had qualified research expenditures of $100 per
year for the past three years and is planning on maintaining qualified research expenditures at
$100 per year for the next three years. The taxpayer’s base would be $50 for each of the next
three years and the taxpayer could claim $7 of credit per year. If, however, the taxpayer could
bunch expenditures so that the taxpayer incurred only $50 of qualified research next year,
followed by $150 in the second year and $100 in the third, the taxpayer could claim no credit
next year but $15.17 in the second year and $7 dollars in the third. While the example

27 1n the subsequent four years, 50 percent of the prior three years’ expenditures equals $45.83, $37.50,
$29.17, and $25.00. In each year, the taxpayer’s expenditure of $50 exceeds 50 percent of the prior three years’
expenditures.
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demonstrates a benefit to cycling, as the majority of qualified research expenditures consist of
salaries to scientists, engineers, and other skilled labor, the potential for cycling would likely be
limited in practice.

The responsiveness of research expenditures to tax incentives

As with any other commodity, economists expect the amount of research expenditures a
firm incurs to respond positively to a reduction in the price paid by the firm. Economists often
refer to this responsiveness in terms of price elasticity, which is measured as the ratio of the
percentage change in quantity to a percentage change in price. For example, if demand for a
product increases by five percent as a result of a 10-percent decline in price paid by the
purchaser, that commodity is said to have a price elasticity of demand of 0.5.°® One way of
reducing the price paid by a buyer for a commodity is to grant a tax credit upon purchase. A tax
credit of 10 percent (if it is refundable or immediately usable by the taxpayer against current tax
liability) is equivalent to a 10-percent price reduction. If the commodity granted a 10-percent tax
credit has an elasticity of 0.5, the amount consumed will increase by five percent. Thus, if a flat
research tax credit were provided at a 10-percent rate, and research expenditures had a price
elasticity of 0.5, the credit would increase aggregate research spending by five percent.*”’

While most, if not all, published studies report that the research credit induces increases
in research spending, the elasticity of the evidence generally indicates that the price elasticity for
research is substantially less than one. For example, one survey of the literature reaches the
following conclusion:

“In summary, most of the models have estimated long-run price elasticities of demand for
research and development on the order of -0.2 and -0.5. However, all of the
measurements are prone to aggregation problems and measurement errors in explanatory
variables.”*%

28 For simplicity, this analysis assumes that the product in question can be supplied at the same cost
despite any increase in demand (i.e., the supply is perfectly elastic). This assumption may not be valid, particularly
over short periods of time, and particularly when the commodity—such as research scientists and engineers—is in
short supply.

% 1t is important to note that not all research expenditures need be subject to a price reduction to have this
effect. Only the expenditures that would not have been undertaken otherwise—so called marginal research
expenditures—need be subject to the credit to have a positive incentive effect.

60" Charles River Associates, “An Assessment of Options for Restructuring the R&D Tax Credit to Reduce
Dilution of its Marginal Incentive,” final report prepared for the National Science Foundation, February 1985, p. G-
14. The negative coefficient in the text reflects that a decrease in price results in an increase in research
expenditures. Often, such elasticities are reported without the negative coefficient, it being understood that there is
an inverse relationship between changes in the “price” of research and changes in research expenditures.

In a 1983 study, the Treasury Department used an elasticity of 0.92 as its upper range estimate of the price
elasticity of R&D, but noted that the author of the unpublished study from which this estimate was taken conceded
that the estimate might be biased upward. See Department of the Treasury, “The Impact of Section 861-8
Regulation on Research and Development,” p. 23. As stated in the text, although there is uncertainty, most analysts
believe the elasticity is considerably smaller. For example, the General Accounting Office (now called the
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If it took time for taxpayers to learn about the credit and what sort of expenditures
qualified, taxpayers may have only gradually adjusted their behavior. Such a learning curve
might explain a modest measured behavioral effect. A more recent survey of the literature on the
effect of the tax credit suggests a stronger behavioral response, although most analysts agree that
there is substantial uncertainty in these estimates.

“[W]ork using US firm-level data all reaches the same conclusion: the tax price elasticity
of total research and development spending during the 1980s is on the order of unity,
maybe higher. ... Thus there is little doubt about the story that the firm-level publicly
reported research and development data tell: the research tax credit produces roughly a
dollar-fog;?ollar increase in reported research and development spending on the

margin.”

However, this survey notes that most of this evidence is not drawn directly from tax data.
For example, effective marginal tax credit rates are inferred from publicly reported financial data

Government Accountability Office) summarizes: “These studies, the best available evidence, indicate that spending
on R&E is not very responsive to price reductions. Most of the elasticity estimates fall in the range of 0.2 and 0.5. . .
Since it is commonly recognized that all of the estimates are subject to error, we used a range of elasticity estimates
to compute a range of estimates of the credit’s impact.” See Government Accountability Office, The Research Tax
Credit Has Stimulated Some Additional Research Spending (GAO/GGD-89-114), September 1989, p. 23. Similarly,
Edwin Mansfield concludes: “While our knowledge of the price elasticity of demand for R&D is far from adequate,
the best available estimates suggest that it is rather low, perhaps about 0.3,” in Edwin Mansfield, “The R&D Tax
Credit and Other Technology Policy Issues,” American Economic Review, vol. 76, no. 2, May 1986, p. 191.

6! Bronwyn Hall and John Van Reenen, “How Effective Are Fiscal Incentives for R&D? A Review of the
Evidence,” Research Policy, vol. 29, 2000, p. 462. This survey reports that more recent empirical analyses have
estimated higher elasticity estimates. One recent empirical analysis of the research credit has estimated a short-run
price elasticity of 0.8 and a long-run price elasticity of 2.0. The author of this study notes that the long-run estimate
should be viewed with caution for several technical reasons. In addition, the data utilized for the study cover the
period 1980 through 1991, containing only two years under the revised credit structure. This makes it empirically
difficult to distinguish short-run and long-run effects, particularly as it may take firms some time to appreciate fully
the incentive structure of the revised credit. See Bronwyn H. Hall, “R&D Tax Policy During the 1980s: Success or
Failure?” in James M. Poterba (ed.), Tax Policy and the Economy, vol. 7, The MIT Press 1993, pp. 1-35. Another
recent study examined the post-1986 growth of research expenditures by 40 U.S.-based multinationals and found
price elasticities between 1.2 and 1.8. However, the estimated elasticities fell by half after including an additional
76 firms that had initially been excluded because they had been involved in merger activity. See James R. Hines,
Jr., “On the Sensitivity of R&D to Delicate Tax Changes: The Behavior of U.S. Multinationals in the 1980s” in
Alberto Giovannini, R. Glenn Hubbard, and Joel Slemrod (eds.), Studies in International Taxation, University of
Chicago Press 1993. Also see M. Ishaq Nadiri and Theofanis P. Mamuneas, “R&D Tax Incentives and
Manufacturing-Sector R&D Expenditures,” in James M. Poterba, (ed.), Borderline Case: International Tax Policy,
Corporate Research and Development, and Investment, National Academy Press, 1997. While their study
concludes that one dollar of research tax credit produces 95 cents of research, they note that time series empirical
work is clouded by poor measures of the price deflators used to convert nominal research expenditures to real
expenditures.

Other research suggests that many of the elasticity studies may overstate the efficiency of subsidies to
research. Most R&D spending is for wages and the supply of qualified scientists is small, particularly in the short
run. Subsidies may raise the wages of scientists, and hence research spending, without increasing actual research.
See Austan Goolsbee, “Does Government R&D Policy Mainly Benefit Scientists and Engineers?,” American
Economic Review, vol. 88, May 1998, pp. 298-302.
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and may not reflect limitations imposed by operating losses or the AMT. The study notes that
because most studies rely on “reported research expenditures,” a “relabeling problem” may exist
whereby preferential tax treatment for an activity gives firms an incentive to reclassify
expenditures as qualifying expenditures. If this occurs, reported expenditures increase in
response to the tax incentive by more than the underlying real economic activity. Thus, reported
estimates may overestimate the true response of research spending to the tax credit.”*®

A more recent analysis of changes to the research credit enacted in the Omnibus Budget
Reconciliation Act of 1989 (“OBRA89”)*® finds a larger elasticity for research expenditures.”®*
These changes redefined the base amount used to calculate qualified incremental research
expenditures that determine the amount of the credit. Fewer firms overall were eligible for the
credit as a result of these changes, but a greater percentage of eligible firms had sufficient
positive tax liability to utilize the credit. This study finds that the research credit “induced
approximately $2.08 of additional R&D spending per revenue dollar foregone by the U.S.
Treasury in the post-OBRAS9 period.”*®

Some have suggested that the variability in estimates of the price elasticity of research
highlights the dependence of the estimates on the choice of dataset and the precise estimating
methodology.*®®

To our knowledge, there have been no specific studies of the effectiveness of the
university basic research tax credit.

Other policy issues related to the research and experimentation credit

Design features

Perhaps the greatest criticism of the research and experimentation tax credit among
taxpayers regards its temporary nature. Research projects frequently span years. If a taxpayer
considers an incremental research project, the lack of certainty regarding the availability of
future credits increases the financial risk of the expenditure. A credit of longer duration may
more successfully induce additional research than would a temporary credit, even if the
temporary credit is periodically renewed.

2 Hall and Van Reenen, “How Effective Are Fiscal Incentives for R&D? A Review of the Evidence,”
p. 463.

263 pyb. L. No. 101-239.

% Sanjay Gupta, Yuhchang Hwang, and Andrew P. Schmidt, “Structural Changes in the Research and
Experimentation Credit: Success or Failure?,” National Tax Journal, vol. 64, June 2011, pp. 285-322.

265 1bid, p. 316.

266 Rao unpublished.
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An incremental credit does not provide an incentive for all firms undertaking qualified
research expenditures. Many firms have current-year qualified expenditures below the base
amount. These firms receive no tax credit and have an effective rate of credit of zero. Although
there is no revenue cost associated with firms with qualified expenditures below the base
amount, there may be a distortion in the allocation of resources as a result of these uneven
incentives.

If a firm has no current tax liability, or if the firm is subject to the AMT or the general
business credit limitation, the research credit must be carried forward for use against future-year
tax liabilities. The inability to use a tax credit immediately reduces its present value according to
the lengtzl}67of time between when it actually is earned and the time it actually is used to reduce tax
liability.

Effective rate of credit

Except for energy research, firms with research expenditures substantially in excess of
their base amount are subject to the 50-percent base amount limitation. In general, although
these firms received the largest amount of credit when measured as a percentage of their total
qualified research expenses, their marginal effective rate of credit was exactly one half of the
statutory credit rate of 20 percent (i.e., firms subject to the base limitation effectively are
governed by a 10-percent credit rate).

Although the statutory rate of the research credit is 20 percent, it is likely that the average
effective marginal rate may be substantially below 20 percent. Reasonable assumptions about
the frequency that firms are subject to various limitations discussed above yield estimates of an
average effective rate of credit between 25 and 40 percent below the statutory rate, i.e., between
12 and 15 percent.*®

Since sales growth over a long time frame will rarely track research growth, it can be
expected that over time each firm’s base will drift from the firm’s actual current qualified
research expenditures. Therefore, if the research credit were made permanent, increasingly over
time there would be a larger number of firms either substantially above or below their calculated
base. This could gradually create an undesirable situation where many firms would receive no
credit and have no reasonable prospect of ever receiving a credit, while other firms would
receive large credits (despite the 50-percent base amount limitation). Thus, over time, it can be
expected that, for those firms eligible for the credit, the average effective marginal rate of credit
would decline while the revenue cost to the Federal government increased.

267 As with any tax credit that is carried forward, its full incentive effect could be restored, absent other
limitations, by allowing the credit to accumulate interest that is paid by the Treasury to the taxpayer when the credit
ultimately is utilized.

68 For a more complete discussion of this point, see Joint Committee on Taxation, Description and
Analysis of Tax Provisions Expiring in 1992 (JCS-2-92), January 27, 1992, pp. 65-66.

112



Sector-specific subsidies

As explained above, because costly scientific and technological advances made by one
firm may often be cheaply copied by its competitors, research is one of the areas where there is a
consensus among economists that government intervention in the marketplace, such as the
subsidy of the research tax credit, can improve overall economic efficiency. This rationale
suggests that the problem of a socially inadequate amount of research is not more likely in some
industries than in other industries, but rather it is an economy-wide problem. The basic
economic rationale argues that a subsidy to reduce the cost of research should be equally applied
across all sectors. As described above, the Energy Policy Act of 2005 provided that energy-
related research receive a greater tax subsidy than other research. Some argue that it makes the
tax subsidy to research inefficient by biasing the choice of research projects. They argue that an
energy-related research project could be funded by the taxpayer in lieu of some other project that
would offer a higher rate of return absent the more favorable tax credit for the energy-related
project. Proponents of the differential treatment for energy-related research argue that broader
policy concerns such as promoting energy independence justify creating a bias in favor of energy
related research.

Definitional issues

A recent Government Accountability Office (“GAQO”) study highlighted several
definitional issues affecting the administrability of the research credit, including the definition of
credit-eligible supplies and internal use software.”® In 1986, Congress narrowed the definition
of qualified research for purposes of claiming the credit by, in part, generally excluding from
credit-eligible research expenditures for the development of computer software for the taxpayer’s
own internal use. Specifically, research with respect to computer software that is developed by
or for the benefit of the taxpayer primarily for the taxpayer’s own internal use is eligible for the
research credit only if the software is used in (1) qualified research (other than the development
of the internal-use software itself) undertaken by the taxpayer, or (2) a production process that
meets the requirements for the credit. Any other research activities with respect to internal-use
software are not eligible for the credit except to the extent provided in regulations. Congress
intended that regulations would make the costs of new or improved internal-use software credit
eligible only if, in addition to satisfying all other requirements for the credit, the taxpayer
establishes that (1) the software is innovative (e.g., the software results in a reduction in costs, or
improvement in speed, that is substantial and economically significant), (2) the software
development involves significant economic risk (€.g., the taxpayer commits substantial resources
to the development and there is substantial uncertainty because of technical risk that such
resources would be recovered with a reasonable period), and (3) the software is not
commercially available for use by the taxpayer (e.g., the software cannot be purchased, leased, or
licensed and used for the intended purpose).

% Government Accountability Office, The Research Tax Credit’s Design and Administration Can Be
Improved, November 2009, pp. 69-79. Other issues included the definition of commercial production and the
general qualification tests.
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In the Conference Report to the Tax Relief Extension Act of 1999, Congress noted “the
rapid pace of technological advance, especially in service-related industries,” and suggested that
software research that otherwise satisfies the requirements of section 41 that is undertaken to
support the provision of a service, should not be deemed “internal use” solely because the
business component involves the provision of a service.””"

Treasury’s most recent attempt at guidance with respect internal-use software was in a
2004 Advance Notice of Proposed Rulemaking in which Treasury noted that “the Treasury
Department and the IRS are concerned about the difficulty of effecting Congressional intent
behind the exclusion for internal-use software with respect to computer software being
developed today. Despite Congress’ broad grant of regulatory authority in section 41(d)(4)(E),
the Treasury Department and the IRS believe that this authority may not be broad enough to
resolve those difficulties.””"!

The uncertainty as to the availability of the research credit for the development of
internal-use software may shift investment away from such research to other research which it is
clear is eligible for the credit. Such a shift may not represent the efficient allocation of research
funding.

A second definitional issue relates to credit eligible supplies expenditures. A recent court
case concluded that supplies expenditures incurred with respect to property held for sale by the
taxpayer were credit eligible even though identical costs with respect to property used in the
taxpayer’s trade or business were ineligible.””> Present law generally treats as credit eligible
supplies expenditures tangible property other than land, improvements to land, or property of a
character subject to the allowance for depreciation. Taxpayers and the IRS disagree as to whether
the cost of supplies used in constructing tangible property such as molds and prototypes, where
such items are held for sale by the taxpayer, are eligible for the research credit.””

210 H.R. Conf. Rep. No. 106-478, p. 132 (1999).
71 69 Fed. Reg. 43.

72 7.G. Missouri Corp. v. Commissioner, 133 TC 278 (2009). This case involved a taxpayer who
developed and used production molds to manufacture auto parts. The taxpayer paid third-party toolmakers to build
the production molds and then incurred additional design and engineering costs to modify the molds so that they
could be used to produce the desired component parts. Some of the molds were then sold to the taxpayer’s
customers while others were not. In both cases, the taxpayer retained physical possession of the molds and used
them to produce the parts. The findings of the Tax Court were that the molds sold to the taxpayer’s customers were
not depreciable assets (as required by section 41(b)(2)(C)(ii)) because they were held for resale. Thus, the costs
associated with the molds were properly includable as supply costs for purposes of calculating the research credit
(whereas costs associated with the molds that were not sold received the opposite result). See also Trinity Industries
v. United States, 691 F. Supp. 2d 688 (DC TX 2010).

73 Under present law, taxpayers also may be able to claim the research credit for what might otherwise be
relatively routine supply costs. For example, consider a hypothetical cattle-raising firm trying to determine whether
a new genetically-modified feed improves the size and health of its cows. One straightforward way of testing the
new feed would be to give the new feed to a random sample of the firm’s existing cattle and compare the results
relative to the rest of the herd. In principle, such a firm might be able to claim a credit for all of the feed, including
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While allowing credits for a relatively expansive definition of research supplies might
increase total credits claimed substantially, this does not by itself make the credit more or less
efficient. What determines the efficiency of research subsidies is, as discussed above, the extent
to which such subsidies cause new research that generates benefits for other firms or individuals.
That is, for purposes of economic efficiency what matters is just how much any induced research
benefits others, not the ratio of such “external” benefits to the benefit to the firm: it is entirely
possible for research subsidies to improve economic efficiency even if the vast majority of the
benefit of the research flows to the researching firm itself.

Thus, if defining “supplies” more expansively causes additional research that other firms
may copy easily, then the resulting increase in tax expenditures may improve economic
efficiency if the benefit derived by other firms is sufficiently high. On the other hand, opponents
may believe that relative to other credit-eligible expenditures, supplies expenditures are either
less likely to benefit other firms, or that any such external benefits are particularly mild, or
perhaps less likely to induce more research. Alternately, they might argue that in principle
supplies expenditures improve efficiency, but that “supplies” is improperly defined so as to allow
the inclusion of too many tangible goods with benefits accruing solely to the researching firm. If
so, it might be argued, that modifying the credit to limit the definition of supplies (or possibly
disallowing the credit for supplies expenditures entirely) and focusing the credit on other forms
of research or other expenditures could improve economic efficiency and any social benefits of
research without requiring an increase in tax expenditures.

Administrative complexity

Administrative and compliance burdens result from the research tax credit. The GAO has
testified that the research tax credit is difficult for the IRS to administer.””* According to the
GAQO, the IRS reports that it is required to make difficult technical judgments in audits
concerning whether research is directed to produce truly innovative products or processes.
Although the IRS employs engineers in such audits, the companies engaged in the research
typically employ personnel with greater technical expertise and, as would be expected, personnel
with greater expertise regarding the intended application of the specific research conducted by
the company under audit. Such audits create a burden for both the IRS and taxpayers. The credit
generally requires taxpayers to maintain records more detailed than those necessary to support
the deduction of research expenses under section 174.°” An executive in a large technology

the regular feed given to the “control group” (i.e., all of the rest of the cows), even though the firm obviously would
have fed all of the animals whether conducting this experiment or not.

™ See also, Government Accountability Office, The Research Tax Credit’s Design and Administration
Can Be Improved, November 2009, pp. 87-98, noting that common controversy issues include the use of a cost
center versus project accounting approach to tracking research expenditures, sufficiency of base period
documentation, and sampling issues.

5 Natwar M. Gandhi, Associate Director Tax Policy and Administration Issues, General Government

Division, U.S. General Accounting Office, “Testimony before the Subcommittee on Taxation and Internal Revenue
Service Oversight,” Committee on Finance, United States Senate, April 3, 1995.
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company has identified the research credit as one of the most significant areas of complexity for
his firm. He summarizes the problem as follows.

Tax incentives such as the R&D tax credit ... typically pose compliance challenges,
because they incorporate tax-only concepts that may be only tenuously linked to
financial accounting principles or to the classifications used by the company’s
operational units. ... [I]s what the company calls “research and development” the
same as the “qualified research” eligible for the R&D tax credit under I.R.C. Section
41?7 The extent of any deviation in those terms is in large part the measure of the
compliance costs associated with the tax credit.*”®

In addition to compliance challenges, with the addition of the alternative simplified
credit, taxpayers now have multiple research credit structures to choose from, including the
energy research credit and the university basic research credit. The presence of multiple research
credit options creates increased complexity by requiring taxpayers to make multiple calculations
to determine which credit structure will result in the most favorable tax treatment.

Prior Action

The President’s budget proposals for fiscal years 2003 through 2006 contained proposals
to make the research credit permanent. The President’s budget proposals for fiscal year 2007
contained a similar proposal, but did not extend or make permanent the energy research credit.
The President’s budget proposals for fiscal years 2008 through 2011 contained proposals to
make the research credit permanent. The President’s budget proposals for fiscal year 2012
contained an identical proposal.

7 David R. Seltzer, “Federal Income Tax Compliance Costs: A Case Study of Hewlett-Packard
Company,” National Tax Journal, vol. 50, September 1997, pp. 487-493.
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E. Credits for Advanced Technology and Alternative Fuel Vehicles

Present Law

In general

Credits are available for each qualified plug-in electric-drive motor vehicle?”” and

qualified fuel cell vehicle’”® originally placed in service. In general, these credits are allowed to
the vehicle owner, including the lessor of a vehicle subject to a lease. If the qualified vehicle is
used by certain tax-exempt organizations, governments, or foreign persons and is not subject to a
lease, the seller of the vehicle may claim the credit so long as the seller clearly discloses to the
user in a document the amount that is allowable as a credit. A vehicle must be used
predominantly in the United States to qualify for the credit.

The basis of any qualified vehicle is reduced by the amount of the credit. The portion of
the credit attributable to vehicles of a character subject to an allowance for depreciation is treated
as part of the general business credit and may be carried back by businesses one year or forward
twenty years.

Plug-in electric drive motor vehicles

A qualified plug-in electric-drive motor vehicle is a motor vehicle that has at least four
wheels, is manufactured for use on public roads, is treated as a motor vehicle for purposes of title
IT of the Clean Air Act (that is, is not a low-speed vehicle), has a gross vehicle weight of less
than 14,000 pounds, meets certain emissions standards, draws propulsion using a traction battery
with at least four kilowatt-hours of capacity, and is capable of being recharged from an external
source of electricity. The base amount of the plug-in electric-drive motor vehicle credit is
$2,500, plus another $417 for each kilowatt-hour of battery capacity in excess of four kilowatt-
hours. The maximum credit is capped at $7,500.

Once a total of 200,000 credit-eligible vehicles have been sold by a manufacturer for use
in the United States, the credit phases out over four calendar quarters beginning in the second
calendar quarter following the quarter in which the manufacturer limit is reached. Taxpayers
may claim one-half of the otherwise allowable credit during the first two calendar quarters of the
phaseout period and twenty-five percent of the otherwise allowable credit during the next two
quarters. After this, no credit is available.

Fuel cell vehicles

A qualified fuel cell vehicle is a motor vehicle that is propelled by power derived from
one or more cells that convert chemical energy directly into electricity by combining oxygen

217 Sec. 30D.

28 Sec. 30B.
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with hydrogen fuel that is stored on board the vehicle and may or may not require reformation
prior to use. A qualified fuel cell vehicle must be purchased before January 1, 2015.

The base amount of credit for each fuel cell vehicle placed in service depends upon the
weight class of the vehicle. In addition, in the case of fuel cell powered passenger automobiles
and light trucks, an additional credit amount is available to the extent the rated fuel economy of
such vehicles exceeds a base fuel economy. The base fuel economy is the 2002 model year city
fuel economy by vehicle type and vehicle inertia weight class.?”

Table 1, below, shows the base credit amounts. Table 2 shows the additional credits for
passenger automobiles and light trucks, and Table 3 lists the 2002 model year city fuel economy.

Table 1.—Base Credit Amount for Fuel Cell Vehicles

Vehicle Gross Weight Rating (pounds) Credit Amount
Vehicle < 8,500 $4,000
8,500 < vehicle < 14,000 $10,000
14,000 < vehicle < 26,000 $20,000
26,000 < vehicle $40,000

Table 2.—Credit for Qualified Fuel Cell Vehicles

If Fuel Economy of the Fuel Cell Vehicle Is:

Credit at least but less than
$1,000 150% of base fuel economy | 175% of base fuel economy
$1,500 175% of base fuel economy | 200% of base fuel economy
$2,000 200% of base fuel economy | 225% of base fuel economy
$2,500 225% of base fuel economy | 250% of base fuel economy
$3,000 250% of base fuel economy | 275% of base fuel economy
$3,500 275% of base fuel economy | 300% of base fuel economy
$4,000 300% of base fuel economy

" For this purpose, “vehicle inertia weight class” has the same meaning as when defined in regulations
prescribed by the EPA for purposes of Title II of the Clean Air Act.
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Table 3.-2002 Model Year City Fuel Economy

Y:,};Cl;t Igle;lsa Passenger Automobile Light Truck
(p%un ds) (miles per gallon) (miles per gallon)
1,500 452 394
1,750 452 394
2,000 39.6 35.2
2,250 35.2 31.8
2,500 31.7 29.0
2,750 28.8 26.8
3,000 26.4 24.9
3,500 22.6 21.8
4,000 19.8 19.4
4,500 17.6 17.6
5,000 15.9 16.1
5,500 14.4 14.8
6,000 13.2 13.7
6,500 12.2 12.8
7,000 11.3 12.1
8,500 11.3 12.1
Description of Proposal
In general

The proposal creates a new credit for advanced technology motor vehicles weighing no
more than 14,000 pounds and a separate credit for alternative-fuel vehicles weighing more than
14,000 pounds.

Advanced technology vehicles no more than 14,000 pounds

Under the proposal, a credit of up to $10,000 ($7,500 for vehicles with a manufacturer’s
suggested retail price of over $45,000) is allowed for advanced technology vehicles weighing no
more than 14,000 pounds. The credit amount is calculated as the product of $5,000 and 100
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times the amount by which the vehicle’s target footprint*® gallons per mile*®' under Federal

rules governing corporate average fuel economy exceeds its actual gallons per mile. In the case
of plug-in electric drive motor vehicles, taxpayers are entitled to the greater of the proposed
credit or the present law credit for such vehicles.

Qualified vehicles must operate primarily on an alternative to petroleum. In addition, as
of January 1, 2012, there must be few vehicles in operation in the United States using the same
technology™ as the qualified vehicles. Finally, the technology used by the qualified vehicles
must exceed the footprint based target miles per gallon gasoline equivalent by at least 25 percent.

The credit is allowed to the person selling the qualified vehicle to be placed in service
(or, at the election of the seller, to the person financing the sale), but only if the amount of the
credit is disclosed to the purchaser.

The credit expires for vehicles placed in service after December 31, 2019. For vehicles
placed in service in each of calendar years 2017, 2018, and 2019, the credit amount is reduced to
75 percent, 50 percent, and 25 percent of the otherwise allowable amount, respectively.

Alternative-fuel vehicles weighing more than 14,000 pounds

The proposal establishes a credit equal to 50 percent of the incremental cost of dedicated
alternative-fuel”™ vehicles weighing more than 14,000 pounds. The incremental cost is
determined relative to the cost of comparable diesel or gasoline-powered vehicle. The credit
amount is limited to $25,000 for vehicles weighing up to 26,000 pounds and $40,000 for vehicles
weighing more than 26,000 pounds. In the case of fuel-cell vehicles, the credit is reduced by the
amount of the present-law credit for fuel cell vehicles.

The proposed credit is allowed to the person placing the vehicle in service or, in the case
of a vehicle placed in service by a tax-exempt or governmental entity, to the person that sold the
vehicle to such entity (or, at the election of the seller, to the person financing the sale), but only if
the amount of the credit is disclosed to the purchaser.

80 A vehicle’s footprint is defined as the wheelbase (the distance from the center of the front axle to the
center of the rear axle) times the average track width (the distance between the centerline of the tires) of the vehicle
(in square feet). Department of Transportation, National Highway Traffic Safety Administration, Corporate
Average Fuel Economy for MY 2012-MY 2016 Passenger Cars and Light Trucks, Final Regulatory Impact Analysis,
March 2010, p. 1.

21 Not miles per gallon.

282 Under the proposal, the Secretary of the Treasury in consultation with the Secretary of Energy is
responsible for determining what constitutes the same technology for purposes of this limitation.

% Based on discussions with Treasury personnel, alternative fuels under the proposal are intended to

include compressed natural gas, liquefied natural gas, liquefied petroleum gas, hydrogen, any liquid at least 85
percent of the volume of which consists of methanol, and electricity.
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The credit expires for vehicle placed in service after December 31, 2018. For vehicles
placed in service in calendar year 2018, the credit is limited to 50 percent of the otherwise
allowable amount.

Effective date

For vehicles weighing up to 14,000 pounds, the proposal is effective for vehicles placed
in service after the date of enactment. For vehicles weighing more than 14,000 pounds, the
credit is available for vehicles placed in service after December 31, 2012.

Analysis

In general

The proposal expands the credits available to motor vehicles that operate on alternative
fuels. Economists are generally skeptical of government interventions in markets that alter
prices from those that would otherwise prevail in a free market, but most would agree that a valid
economic rationale for government intervention in certain markets can exist when there are
negative externalities, such as pollution or dependence on foreign sources of 0il.”**

Economists generally agree that the most efficient means of addressing such negative
externalities would be to tax the offending activities, thereby increasing the price of such
activities and initiating a variety of potential behavioral responses to the new higher price. Such
an approach to address the negative externality does not favor any particular way to reduce the
negative externality (i.e., it is technology neutral). In the case of motor vehicles, a response to an
increase in gasoline taxes might be increased use of alternative fuel vehicles, but it might also be
a general reduction in driving (perhaps offset by a greater utilization of mass transport), the use
of a smaller vehicle, or the use of a more efficient vehicle that still runs on gasoline. It would be
difficult or impractical to design tax subsidies to directly incentivize all these behaviors, and
impossible to do so in a manner that would mimic the outcomes from a direct tax on the negative
externality.”*

The proposal, along with the present-law motor vehicle incentives, provides targeted tax
credits for expenditures on assets that reduce the consumption of conventional fuels and the
attendant negative externalities. The advanced technology vehicles credit seeks to be partially
technology neutral by basing the credit amount on the gallons per mile used by the vehicle,
factoring in a measure of the size of the vehicle known as its “footprint.” By using an incentive
that is not tied to a particular technology, the proposal is more neutral than the existing
incentives. However, the credit is only partially technology neutral because qualified vehicles

% For a fuller discussion of externalities see the analysis on page section of Part XI.A.

285 Testimony of Gilbert E. Metcalf, Professor of Economics, Tufts University, Senate Committee on
Finance Hearing on “Technology Neutrality in Energy Tax: Issues and Options,” April 23, 2009, available at
http://finance.senate.gov/imo/media/doc/042309gmtest.pdf.
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must operate primarily on an alternative to petroleum. Moreover, it is still less technology
neutral, and consequently less economically efficient, than a tax on pollution or on oil imports.

In contrast, the alternative fuel vehicle credit circumscribes the technologies eligible for
the credit by defining the qualified fuels that are eligible, thus providing no incentives for new
technologies or fuels that might be developed and that provide similar benefits. Additionally, if
the objective of the alternative fuel vehicle credit is to reduce use of fuels derived from crude oil,
the credit is likely not well structured to pay the same amount across alternative fuel vehicle
types per gallon of gasoline or diesel fuel displaced. The reasons for this include the fact that the
incremental costs upon which the credit is based are not necessarily proportional to the amount
of gasoline displaced.

Seller credit versus buver credit

The proposed advanced technology vehicles credit is structured as a seller credit. The
credit for alternative fuel commercial vehicles is structured as a buyer credit. By structuring the
proposed advanced technology vehicles credit as a seller credit, the full amount of the credit is
more likely to be available because of carrybacks and carryforwards available to businesses.

Under present law, a number of individual taxpayers lack sufficient tax liability to utilize
the full amount of the plug-in electric-drive motor vehicle credit. For 2012, only 22.3 percent of
all non-dependent individual taxpayers are expected to have a tax liability equal to or exceeding
$7,500 ($3,750 for married taxpayers filing separate returns), the maximum credit available for
plug-in vehicles. In addition, because unused credits allowable to individuals may not be carried
back or carried forward to offset tax liabilities in other years, such credits may be worth less to
individuals than to businesses. A seller credit may therefore result in greater credit utilization
compared with existing and recently expired vehicle credits, to the extent that taxpayers in the
business of selling vehicles are more likely to have sufficient tax liability to use the plug-in
vehicle credits than individual taxpayers. This would be the case if such sellers are generally
profitable and such profits result in tax liabilities that exceed the aggregate plug-in vehicle
credits. While this seems likely in the case of an auto dealership that sells a wide variety of plug-
in and traditional vehicles, it may be less likely where the dealership specializes in selling plug-
in electric-drive motor vehicles. In such case, the credits may routinely exceed the tax liability
of the seller. It is difficult to attain efficient credit utilization when one must rely on positive tax
liability to obtain the full value of the credit.

Individual taxpayers in many cases will not receive the value of the credit until after they
file their tax returns, though they could take measures to receive the benefit of the credit more
rapidly if they adjusted their wage withholding or estimated tax payments. By shifting the credit
to the sellers, the economic value of the credit to the seller could be reflected in a reduced
purchase price to the buyer. Thus, the buyer could receive the value of the credit at the time of
sale, potentially providing a greater purchase incentive for some taxpayers.

The proposed alternative-fuel motor vehicle credit is designed as a more traditional buyer
credit. This is presumably because most purchasers of vehicles weighing more than 14,000
pounds are businesses. However, many motor homes and buses weigh more than 14,000 pounds.
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To the extent individuals purchase qualified alternative fuel vehicles such as these, they would
not be able to benefit from a credit carryback or carryforward.

One complicating factor associated with structuring the advanced technology vehicles
credit as a seller credit is that it makes it more difficult to coordinate with existing buyer credits.
For example, the proposal requires taxpayers to claim the plug-in electric drive motor vehicle
credit if that computation results in a greater credit. Because that credit is a buyer credit the
buyer and the seller of a vehicle qualifying for both credits would presumably have to coordinate
to determine who is entitled to claim which credit. This also creates a potential tax compliance
issue, to the extent the seller and the buyer each claim they are entitled to a credit with respect to
the same motor vehicle.”

Prior Action

No prior action.

% This is presumably not an issue for fuel cell vehicles, since the proposal does not appear to deny
duplicate credits for the same fuel cell vehicle.
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F. Extend and Modify Certain Energy Incentives
Present Law

Renewable electricity production credit

In general

An income tax credit is allowed for the production of electricity from qualified energy
resources at qualified facilities (the “renewable electricity production credit”).”®” Qualified
energy resources comprise wind, closed-loop biomass, open-loop biomass, geothermal energy,
solar energy, small irrigation power, municipal solid waste, qualified hydropower production,
and marine and hydrokinetic renewable energy. Qualified facilities are, generally, facilities that
generate electricity using qualified energy resources. To be eligible for the credit, electricity
produced from qualified energy resources at qualified facilities must be sold by the taxpayer to
an unrelated person.

Credit amounts and credit period

In general

The base amount of the electricity production credit is 1.5 cents (indexed annually for
inflation) per kilowatt-hour of electricity produced. The amount of the credit was 2.2 cents per
kilowatt-hour for 2012. A taxpayer may generally claim a credit during the 10-year period
commencing with the date the qualified facility is placed in service. The credit is reduced for
grants, tax-exempt bonds, subsidized energy financing, and other credits.

Credit phaseout

The amount of credit a taxpayer may claim is phased out as the market price of electricity
exceeds certain threshold levels. The electricity production credit is reduced over a three-cent
phaseout range to the extent the annual average contract price per kilowatt-hour of electricity
sold in the prior year from the same qualified energy resource exceeds eight cents (adjusted for
inflation).

Reduced credit amount for certain facilities

In the case of open-loop biomass facilities (including agricultural livestock waste nutrient
facilities), small irrigation power facilities, landfill gas facilities, trash combustion facilities,
qualified hydropower facilities, and marine and hydrokinetic renewable energy facilities, the
otherwise allowable credit amount is 0.75 cent per kilowatt-hour, indexed for inflation measured
after 1992 (1.1 cent per kilowatt-hour for 2012).

27 Sec. 45. In addition to the renewable electricity production credit, section 45 provides income tax
credits for the production of Indian coal and refined coal at qualified facilities.
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Other limitations on credit claimants and credit amounts

In general, to claim the credit, a taxpayer must own the qualified facility and sell the
electricity produced by the facility to an unrelated party. Generally, the amount of credit a
taxpayer may claim is reduced by reason of grants, tax-exempt bonds, subsidized energy
financing, and other credits, but the reduction cannot exceed 50 percent of the otherwise
allowable credit.

The credit for electricity produced from renewable resources is a component of the
general business credit.”*® Generally, the general business credit for any taxable year may not
exceed the amount by which the taxpayer’s net income tax exceeds the greater of the tentative
minimum tax or 25 percent of so much of the net regular tax liability as exceeds $25,000.
However, this limitation does not apply to section 45 credits for electricity or refined coal
produced from a facility (placed in service after October 22, 2004) during the first four years of
production beginning on the date the facility is placed in service.”® Excess credits may be
carried back one year and forward up to 20 years.

Qualified facilities

Wind energy facility

A wind energy facility is a facility that uses wind to produce electricity. To be a qualified
facility, a wind energy facility must be placed in service after December 31, 1993, and before
January 1, 2013.

Closed-loop biomass facility

A closed-loop biomass facility is a facility that uses any organic material from a plant
that is planted exclusively for the purpose of being used at a qualifying facility to produce
electricity. To be a qualified facility, a closed-loop biomass facility must be placed in service
after December 31, 1992, and before January 1, 2014.

A qualified facility includes a new power generation unit placed in service after October
3, 2008, at an existing closed-loop biomass facility, but only to the extent of the increased
amount of electricity produced at the existing facility by reason of such new unit.

Open-loop biomass (including agricultural livestock waste nutrients) facility

An open-loop biomass facility is a facility that uses open-loop biomass to produce
electricity. For purposes of the credit, open-loop biomass is defined as (1) any agricultural
livestock waste nutrients or (2) any solid, nonhazardous, cellulosic waste material or any lignin
material that is segregated from other waste materials and which is derived from:

28 Sec. 38(b)(8).

29 Sec. 38(c)(4)(B)(ii).
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o forest-related resources, including mill and harvesting residues, precommercial
thinnings, slash, and brush;

¢ solid wood waste materials, including waste pallets, crates, dunnage, manufacturing
and construction wood wastes, and landscape or right-of-way tree trimmings; or

e agricultural sources, including orchard tree crops, vineyard, grain, legumes, sugar,
and other crop by-products or residues.

Agricultural livestock waste nutrients are defined as agricultural livestock manure and
litter, including bedding material for the disposition of manure. Wood waste materials do not
qualify as open-loop biomass to the extent they are pressure treated, chemically treated, or
painted. In addition, municipal solid waste, gas derived from the biodegradation of solid waste,
and paper that is commonly recycled do not qualify as open-loop biomass. Open-loop biomass
does not include closed-loop biomass or any biomass burned in conjunction with fossil fuel (co-
firing) beyond such fossil fuel required for start up and flame stabilization.

In the case of an open-loop biomass facility that uses agricultural livestock waste
nutrients, a qualified facility is one that was originally placed in service after October 22, 2004,
and before January 1, 2014, and has a nameplate capacity rating which is not less than 150
kilowatts. In the case of any other open-loop biomass facility, a qualified facility is one that was
originally placed in service before January 1, 2014. A qualified facility includes a new power
generation unit placed in service after October 3, 2008, at an existing open-loop biomass facility,
but only to the extent of the increased amount of electricity produced at the existing facility by
reason of such new unit.

Geothermal facility

A geothermal facility is a facility that uses geothermal energy to produce electricity.
Geothermal energy is energy derived from a geothermal deposit that is a geothermal reservoir
consisting of natural heat that is stored in rocks or in an aqueous liquid or vapor (whether or not
under pressure). To be a qualified facility, a geothermal facility must be placed in service after
October 22, 2004, and before January 1, 2014.

Solar facility

A solar facility is a facility that uses solar energy to produce electricity. To be a qualified
facility, a solar facility must be placed in service after October 22, 2004, and before January 1,
2006.

Small irrigation facility

A small irrigation power facility is a facility that generates electric power through an
irrigation system canal or ditch without any dam or impoundment of water. The installed
capacity of a qualified facility must be at least 150 kilowatts but less than five megawatts. To be
a qualified facility, a small irrigation facility must be originally placed in service after
October 22, 2004, and before October 3, 2008. Marine and hydrokinetic renewable energy
facilities, described below, subsume small irrigation power facilities after October 2, 2008.
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Landfill gas facility

A landfill gas facility is a facility that uses landfill gas to produce electricity. Landfill gas
is defined as methane gas derived from the biodegradation of municipal solid waste. To be a
qualified facility, a landfill gas facility must be placed in service after October 22, 2004, and
before January 1, 2014.

Trash combustion facility

Trash combustion facilities are facilities that use municipal solid waste (garbage) to
produce steam to drive a turbine for the production of electricity. To be a qualified facility, a
trash combustion facility must be placed in service after October 22, 2004, and before January 1,
2014. A qualified trash combustion facility includes a new unit that increases electricity
production capacity at an existing trash combustion facility. A new unit generally would include
a new burner/boiler and turbine. The new unit may share certain common equipment, such as
trash handling equipment, with other pre-existing units at the same facility. Electricity produced
at a new unit of an existing facility qualifies for the production credit only to the extent of the
increased amount of electricity produced at the entire facility.

Hydropower facility

A qualifying hydropower facility is (1) a facility that produced hydroelectric power (a
hydroelectric dam) prior to August 8, 2005, at which efficiency improvements or additions to
capacity have been made after such date and before January 1, 2014, that enable the taxpayer to
produce incremental hydropower or (2) a facility placed in service before August 8, 2005, that
did not produce hydroelectric power (a nonhydroelectric dam) on such date, and to which
turbines or other electricity generating equipment have been added after such date and before
January 1, 2014.

At an existing hydroelectric facility, the taxpayer may claim credit only for the
production of incremental hydroelectric power. Incremental hydroelectric power for any taxable
year is equal to the percentage of average annual hydroelectric power produced at the facility
attributable to the efficiency improvement or additions of capacity determined by using the same
water flow information used to determine an historic average annual hydroelectric power
production baseline for that facility. The Federal Energy Regulatory Commission will certify the
baseline power production of the facility and the percentage increase due to the efficiency and
capacity improvements.

Nonhydroelectric dams converted to produce electricity must be licensed by the Federal
Energy Regulatory Commission and meet all other applicable environmental, licensing, and
regulatory requirements.

For a nonhydroelectric dam converted to produce electric power before January 1, 2009,
there must not be any enlargement of the diversion structure, construction or enlargement of a
bypass channel, or the impoundment or any withholding of additional water from the natural
stream channel.
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For a nonhydroelectric dam converted to produce electric power after December 31,
2008, the nonhydroelectric dam must (1) have been placed in service before October 3, 2008, (2)
have been operated for flood control, navigation, or water supply purposes and (3) not have
produce hydroelectric power on October 3, 2008. In addition, the hydroelectric project must be
operated so that the water surface elevation at any given location and time that would have
occurred in the absence of the hydroelectric project is maintained, subject to any license
requirements imposed under applicable law that change the water surface elevation for the
purpose of improving environmental quality of the affected waterway. The Secretary, in
consultation with the Federal Energy Regulatory Commission, shall certify if a hydroelectric
project licensed at a nonhydroelectric dam meets this criteria.

Marine and hydrokinetic renewable energy facility

A qualified marine and hydrokinetic renewable energy facility is any facility that
produces electric power from marine and hydrokinetic renewable energy, has a nameplate
capacity rating of at least 150 kilowatts, and is placed in service after October 2, 2008, and
before January 1, 2014. Marine and hydrokinetic renewable energy is defined as energy derived
from (1) waves, tides, and currents in oceans, estuaries, and tidal areas; (2) free flowing water in
rivers, lakes, and streams; (3) free flowing water in an irrigation system, canal, or other man-
made channel, including projects that utilize nonmechanical structures to accelerate the flow of
water for electric power production purposes; or (4) differentials in ocean temperature (ocean
thermal energy conversion). The term does not include energy derived from any source that uses
a dam, diversionary structure (except for irrigation systems, canals, and other man-made
channels), or impoundment for electric power production.

Energy Investment Credit

In general

A nonrefundable, 10-percent business energy credit®”’ is allowed for the cost of new
property that is equipment that either (1) uses solar energy to generate electricity, to heat or cool
a structure, or to provide solar process heat or (2) is used to produce, distribute, or use energy
derived from a geothermal deposit, but only, in the case of electricity generated by geothermal
power, up to the electric transmission stage. Property used to generate energy for the purposes of
heating a swimming pool is not eligible solar energy property.

The energy credit is a component of the general business credit.”' An unused general
business credit generally may be carried back one year and carried forward 20 years.””*> The
taxpayer’s basis in the property is reduced by one-half of the amount of the credit claimed. For
projects whose construction time is expected to equal or exceed two years, the credit may be

%0 Sec. 48.
1 Sec. 38(b)(1).

2 Sec. 39.
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claimed as progress expenditures are made on the project, rather than during the year the
property is placed in service. The credit is allowed against the alternative minimum tax for
credits determined in taxable years beginning after October 3, 2008.

Special rules for solar energy property

The credit for solar energy property is increased to 30 percent in the case of periods prior
to January 1, 2017. Additionally, equipment that uses fiber-optic distributed sunlight to
illuminate the inside of a structure is solar energy property eligible for the 30-percent credit.

Fuel cells and microturbines

The energy credit applies to qualified fuel cell power plants, but only for periods prior to
January 1, 2017. The credit rate is 30 percent.

A qualified fuel cell power plant is an integrated system composed of a fuel cell stack
assembly and associated balance of plant components that (1) converts a fuel into electricity
using electrochemical means, and (2) has an electricity-only generation efficiency of greater than
30 percent and a capacity of at least one-half kilowatt. The credit may not exceed $1,500 for
each 0.5 kilowatt of capacity.

The energy credit applies to qualifying stationary microturbine power plants for periods
prior to January 1, 2017. The credit is limited to the lesser of 10 percent of the basis of the
property or $200 for each kilowatt of capacity.

A qualified stationary microturbine power plant is an integrated system comprised of a
gas turbine engine, a combustor, a recuperator or regenerator, a generator or alternator, and
associated balance of plant components that converts a fuel into electricity and thermal energy.
Such system also includes all secondary components located between the existing infrastructure
for fuel delivery and the existing infrastructure for power distribution, including equipment and
controls for meeting relevant power standards, such as voltage, frequency and power factors.
Such system must have an electricity-only generation efficiency of not less than 26 percent at
International Standard Organization conditions and a capacity of less than 2,000 kilowatts.

Geothermal heat pump property

The energy credit applies to qualified geothermal heat pump property placed in service
prior to January 1, 2017. The credit rate is 10 percent. Qualified geothermal heat pump property
is equipment that uses the ground or ground water as a thermal energy source to heat a structure
or as a thermal energy sink to cool a structure.

Small wind property

The energy credit applies to qualified small wind energy property placed in service prior
to January 1, 2017. The credit rate is 30 percent. Qualified small wind energy property is
property that uses a qualified wind turbine to generate electricity. A qualifying wind turbine
means a wind turbine of 100 kilowatts of rated capacity or less.
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Combined heat and power property

The energy credit applies to combined heat and power (“CHP”) property placed in
service prior to January 1, 2017. The credit rate is 10 percent.

CHP property is property: (1) that uses the same energy source for the simultaneous or
sequential generation of electrical power, mechanical shaft power, or both, in combination with
the generation of steam or other forms of useful thermal energy (including heating and cooling
applications); (2) that has an electrical capacity of not more than 50 megawatts or a mechanical
energy capacity of not more than 67,000 horsepower or an equivalent combination of electrical
and mechanical energy capacities; (3) that produces at least 20 percent of its total useful energy
in the form of thermal energy that is not used to produce electrical or mechanical power, and
produces at least 20 percent of its total useful energy in the form of electrical or mechanical
power (or a combination thereof); and (4) the energy efficiency percentage of which exceeds 60
percent. CHP property does not include property used to transport the energy source to the
generating facility or to distribute energy produced by the facility.

The otherwise allowable credit with respect to CHP property is reduced to the extent the
property has an electrical capacity or mechanical capacity in excess of any applicable limits.
Property in excess of the applicable limit (15 megawatts or a mechanical energy capacity of
more than 20,000 horsepower or an equivalent combination of electrical and mechanical energy
capacities) is permitted to claim a fraction of the otherwise allowable credit. The fraction is equal
to the applicable limit divided by the capacity of the property. For example, a 45 megawatt
property would be eligible to claim 15/45ths, or one third, of the otherwise allowable credit.
Again, no credit is allowed if the property exceeds the 50 megawatt or 67,000 horsepower
limitations described above.

Additionally, systems whose fuel source is at least 90 percent open-loop biomass and that
would qualify for the credit but for the failure to meet the efficiency standard are eligible for a
credit that is reduced in proportion to the degree to which the system fails to meet the efficiency
standard. For example, a system that would otherwise be required to meet the 60-percent
efficiency standard, but which only achieves 30-percent efficiency, would be permitted a credit
equal to one-half of the otherwise allowable credit (i.e., a 5-percent credit).

Election of energy credit in lieu of section 45 production tax credit

A taxpayer may make an irrevocable election to have certain qualified facilities placed in
service in 2009 through 2013 (2012 for wind facilities) be treated as energy property eligible for
a 30-percent investment credit under section 48. For this purpose, qualified facilities are
facilities otherwise eligible for the renewable electricity production tax credit with respect to
which no credit under section 45 has been allowed. A taxpayer electing to treat a facility as
energy property may not claim the production credit under section 45.

Grants in Lieu of Production or Investment Credits

The Secretary is authorized to provide a grant to each person who places in service
depreciable property that is either (1) part of a qualified renewable electricity production facility
or (2) qualifying property otherwise eligible for the energy credit. In general, the grant amount is
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30 percent of the basis of the qualified property. For qualified microturbine, combined heat and
power system, and geothermal heat pump property, the amount is 10 percent of the basis of the
property. Otherwise eligible property must be placed in service in calendar years 2009 through
2011, or its construction must begin during that period and must be completed prior to 2013 (in
the case of wind facility property), 2014 (in the case of other renewable power facility property
eligible for credit under section 45), or 2017 (in the case of any specified energy property
described in section 48).

The grant provision mimics the operation of the energy credit. For example, the amount
of the grant is not includable in gross income. However, the basis of the property is reduced by
50 percent of the amount of the grant. In addition, some or all of each grant is subject to
recapture if the grant-eligible property is disposed of by the grant recipient within five years of
being placed in service.

Under the provision, if a grant is paid, no renewable electricity production credit or
energy credit may be claimed with respect to the grant-eligible property. In general, tax-exempt
entities are not eligible to receive a grant. No grant may be made unless the application for the
grant has been received before October 1, 2012.

Description of Proposal

The proposal extends the renewable electricity production credit for wind facilities and
the energy credit for wind facility property to facilities and property placed in service in 2013.
The proposal also extends the Treasury grant in lieu of credit program to all otherwise qualifying
property placed in service in 2012 (including property on which construction begins in 2012).
For property that is placed in service after 2012, the proposal replaces the Treasury grant option
with a refundable tax credit administered by the IRS. The refundable tax credit is available
under the proposal for property on which construction begins in 2009 through 2013. The credit
is allowed with respect to property placed in service in 2013, in the case of property that is part
of a facility eligible for the section 45 renewable electricity production tax credit, and for
property placed in service in 2013 through 2016, in the case of section 48 energy property.
Qualification requirements for the refundable credit are the same (except for the effective date
requirements) as the qualification requirements currently applicable under the Treasury grants-
in-lieu-of-credits program.

Effective date.—The proposal is effective on the date of enactment.

Analysis

In recent years there has been increased interest in, and adoption of, tax subsidies for
conservation of energy and for development of renewable sources of energy. Arguments in
favor of such subsidies include pollution reduction and decreased reliance on foreign sources of
energy. In part as a result of these subsidies, renewable energy production has grown
significantly in recent years. For example, net power generation from wind energy has more

than quadrupled in the past five years, from 26.6 terawatts in 2006 to 119.7 terawatts in 2011.%"

293 Energy Information Administration, Electric Power Monthly, February 2012, p. 22, Table 1.1.A.
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However, as illustrated in Figure 4 below, the United States continues to rely primarily on fossil
fuel sources for energy. In 2010, 83.1 percent of U.S. energy consumption came from fossil
fuels, 8.6 percent from nuclear electric power, and 8.3 percent from renewable sources of energy
(including 2.6 percent from conventional hydroelectric power).

FIGURE 1.-ENERGY CONSUMPTION BY SOURCE FOR 2010
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Source: Energy Information Administration, Monthly Energy Review, February 2012,
p. 138, Figure 10.1.

The proposal generally extends current policy. The shift from a grants-in-lieu-of-credits
program to a refundable credit does not change the economic impact of the tax incentives. In
addition, since the grant program is currently administered by the Department of the Treasury
using tax principles, shifting to a refundable credit should not result in any significant
administrative or compliance changes compared with current policy.

Prior Action

No prior action.

%% A British thermal unit (“Btu”) is the amount of heat required to raise the temperature of one pound of
water one degree Fahrenheit.
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PART IV —- TAX RELIEF FOR SMALL BUSINESS
A. Eliminate Capital Gains Taxation on Investments in Small Business Stock

Present Law

In general

A taxpayer other than a corporation may exclude 50 percent (60 percent for certain
empowerment zone businesses) of the gain from the sale of certain small business stock acquired
at original issue and held for more than five years.””> The portion of the gain includible in
taxable income is taxed at a maximum rate of 28 percent under the regular tax.”® A percentage
of the excluded gain is an alternative minimum tax preference;*’’ the portion of the gain
includible in alternative minimum taxable income (“AMTI”) is taxed at a maximum rate of 28

percent under the alternative minimum tax (“AMT”).

The amount of gain eligible for the exclusion by an individual with respect to any
corporation for a taxable year is the greater of (1) ten times the taxpayer’s basis in the stock or
(2) $10 million (reduced by the amount of gain eligible for exclusion in prior years). To qualify
as a small business, when the stock is issued, the aggregate gross assets>® held by the
corporation may not exceed $50 million. The corporation also must meet certain active trade or
business requirements.

Special rules for certain stock issued in 2009, 2010, and 2011

For stock issued after February 17, 2009, and before September 28, 2010, the percentage
exclusion for qualified small business stock sold by an individual is increased to 75 percent.

As a result of the increased exclusion, gain from the sale of qualified small business stock
to which the provision applies is taxed at maximum effective rates of seven percent under the
regular tax™ and 12.88 percent under the AMT.*”

3 Sec. 1202.

2% Sec. 1(h).

7 Sec. 57(a)(7). In the case of qualified small business stock, the percentage of gain excluded from gross
income which is an alternative minimum tax preference is (i) seven percent in the case of stock disposed of in a
taxable year beginning before 2011; (ii) 42 percent in the case of stock acquired before January 1, 2001, and
disposed of in a taxable year beginning after 2010; and (iii) 28 percent in the case of stock acquired after December
31, 2000, and disposed of in a taxable year beginning after 2010.

2% Aggregate gross assets means the amount of cash and the aggregate adjusted bases of other property.

% The 25 percent of gain included in taxable income is taxed at a maximum rate of 28 percent.
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For stock issued after September 27, 2010, and before January 1, 2012, the percentage
exclusion for qualified small business stock sold by an individual is increased to 100 percent and
the minimum tax preference does not apply.

Rollover of gain

An individual may elect to rollover gain from the sale of qualified small business stock
held more than six months where other qualified small business stock is purchased during the 60
day period beginning on the date of sale.’"'

Description of Proposal

Under the proposal the 100-percent exclusion is made permanent. The AMT preference is
eliminated. Other current law limitations on exclusion and the requirement that the small
business stock be held for five years continue to apply. Additional documentation is required to
insure compliance with these limitations and taxpayers are required to report sales on their
income tax returns.

Under section 1045, the time for the reinvestment of proceeds from the sale of qualified
small business stock is increased to six months for qualified stock held more than three years.*"*

Effective date.—The proposal is effective for qualified small business stock acquired after
December 31, 2011.

Analysis

For analysis of this proposal, as well as capital gains in general, see Analysis under “Tax
Net Long-Term Capital Gains at a 20-Percent Rate for Upper-Income Taxpayers,” Part VII.

Prior Action

A similar proposal was included in the President’s fiscal year 2010, 2011, and 2012
budget proposals.

3% The 46 percent of gain included in AMTI is taxed at a maximum rate of 28 percent. Forty-six percent is
the sum of 25 percent (the percentage of total gain included in taxable income) plus 21 percent (the percentage of
total gain which is an alternative minimum tax preference).

31 Sec. 1045. Under present law, the percentage of gain excluded from gross income on the sale of the
replacement stock is unclear where the exclusion percentage applicable to the original stock is different than the

exclusion percentage that would ordinarily apply to stock acquired at the time the replacement stock was purchased.

392 If the proposal to provide a permanent 100-percent exclusion for qualified stock held more than five
years is enacted, the benefits of the rollover provision are reduced.
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B. Double the Amount of Expensed Start-Up Expenditures
Present Law

A taxpayer can elect to deduct up to $5,000 of start-up expenditures in the taxable year in
which the active trade or business begins.’”> However, the $5,000 amount is reduced (but not
below zero) by the amount by which the cumulative cost of start-up expenditures exceeds
$50,000.*** Start-up expenditures that are not deductible in the year in which the active trade or
business begins are, at the taxpayer’s election, amortized over a 180-month period beginning
with the month the active trade or business begins.’””> Start-up expenditures are amounts that
would have been deductible as trade or business expenses, had they not been paid or incurred
before business began, including amounts paid or incurred in connection with (1) investigating
the creation or acquisition of an active trade or business, (2) creating an active trade or business,
or (3) engaging in any activity for profit and for the production of income before the day on
which the active trade or business begins, in anticipation of such activity becoming an active
trade or business.’"

For expenditures paid or incurred after August 16, 2011, Treasury regulations®”’ provide
that a taxpayer is deemed to have made an election under section 195(b) to amortize its start-up
expenditures for the taxable year in which the active trade or business to which the expenditures
relate begins. A taxpayer that chooses to forgo the deemed election to amortize must make an
affirmative election to capitalize its start-up expenditures on its timely-filed Federal income tax
return for the taxable year the active trade or business commences. The election either to
amortize or capitalize start-up expenditures is irrevocable and applies to all start-up expenditures
related to the active trade or business.

Description of Proposal

The proposal doubles, from $5,000 to $10,000, the maximum amount of start-up
expenditures that a taxpayer may deduct (in addition to amortized amounts) in the taxable year in
which a trade or business begins. This maximum amount of expensed start-up expenditures
would be reduced (but not below zero) by the amount by which start-up expenditures with
respect to the active trade or business exceed $60,000.

Effective date.—The proposal is effective for taxable years ending on or after the date of
enactment.

3% Sec. 195(b)(1)(A).

3% Ibid. However, for taxable years beginning in 2010, the Small Business Jobs Act of 2010, Pub. L. No.

111-240, increased the amount of start-up expenditures a taxpayer could elect to deduction to $10,000, with a phase-
out threshold of $60,000.

% Sec. 195(b)(1)(B).

3% Sec. 195(c).

37 Treas. Reg. sec. 1.195-1(b).
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Analysis

Beginning in 2004, an election to deduct up to $5,000 ($10,000 for 2010)** of start-up
expenditures in the taxable year in which the active trade or business begins has been available to
taxpayers. Congress’s rationale for allowing a fixed amount of start-up costs to be deductible,
rather than requiring their amortization, was to help encourage the formation of new
businesses.’'’

The Administration’s proposal lowers the after-tax cost of creating a new business by
permitting the deduction of an amount up to $10,000 of start-up expenditures rather than
requiring those amounts to be capitalized and recovered either when the business is sold or
through amortization deductions over 180 months. To measure economic income accurately,
cost recovery allowances should coincide with the period over which a taxpayer recoups the cost
of its investment. Thus, accelerated cost recovery increases the economic return to initial
investments in new businesses.

By increasing the $5,000 deduction amount and the $50,000 phaseout threshold amount
to $10,000 and $60,000, respectively, the proposal has the effects of generally permitting a larger
deduction for businesses that qualify and permitting larger businesses to obtain the tax benefit of
the deduction. Some may argue that this result is inconsistent with the policy goal of limiting the
deduction to small businesses. On the other hand, it could be argued that there is no rationale for
limiting the deduction to businesses below a particular size or with capital expenditures below a
certain level if another goal of the proposal is to spur business creation more generally.

For small firms, immediate expensing results in simplification, as those businesses that
spend less than $10,000 are not required to capitalize and amortize such amounts. Advocates of
the provision may take the position that allowing a taxpayer to elect to deduct a fixed amount in
the year its active trade or business begins eliminates recordkeeping requirements with respect to
the start-up expenditures and, thus, is more consistent with simplification of the tax law and
administrative efficiency of the tax code. However, as long as some, but not all, of the
taxpayer’s start-up expenditures are expensed, the taxpayer must still keep records for the
remaining amount subject to amortization.

An alternative argument can be made that that the deduction and the phaseout amounts
provided for in 2004 should be adjusted for inflation and that the increased amounts, in part,
reflect the effect of inflation since 2004. If such amounts were adjusted for inflation, the amount
eligible and phaseout amount under section 195 would be increased to roughly $6,000 and
$60,000, respectively, for 2012.

3% See The American Jobs Creation Act of 2004, Pub. L. No. 108-357, sec. 902.
3% See The Creating Small Business Jobs Act of 2010, Pub. L. No. 111-240, sec. 2031.

310 See, e.g., Joint Committee on Taxation, General Explanation of Tax Legislation Enacted in the 108"
Congress (JCS-5-05), May 2005, p. 504.
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Prior Action

No prior action.
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C. Expand and Simplify the Tax Credit Provided to Qualified Small Employers
for Nonelective Contributions to Employee Health Insurance

Present Law

Credit for small emplovyer health insurance expenses

In general

Present law provides a tax credit for an eligible small employer for nonelective
contributions to purchase health insurance for its employees.’'' An eligible small employer for
this purpose generally is an employer with no more than 25 full-time equivalent employees
(“FTEs”) during the employer’s taxable year, whose average annual wages do not exceed
$50,000.*'* However, the full amount of the credit is available only to an employer with 10 or
fewer FTEs whose average annual wages do not exceed $25,000.

An employer’s FTEs are calculated by dividing the total hours worked by all employees
during the employer’s tax year (up to 2,080 for any employee) by 2,080 (and rounding down to
the nearest whole number of FTEs). Average annual wages are determined by dividing the total
wages paid by the employer by the number of FTEs (and rounding down to the nearest $1,000).

For purposes of the credit, the employer is determined by applying the aggregation rules
for controlled groups, groups under common control, and affiliated service groups.*"” In
addition, for purposes of the credit, the term “employee” includes a leased employee, i.e., an
individual who is not an employee of the employer, who provides services to the employer
pursuant to an agreement between the employer and another person (a “leasing organization”)
and under the primary direction or control of the employer, and who has performed such services
on a substantially full-time basis for at least one year.”'*

3! Sec. 45R, enacted as part of the Patient Protection and Affordable Care Act of 2010 (“PPACA”™), Pub.
L. No. 111-148, as modified by the Health Care and Education Reconciliation Act of 2010, Pub. L. No. 111-152.

312 Wages for this purpose is defined as under the Federal Insurance Contributions Act (“FICA”),
sections 3101-3128, without regard to the dollar limit on FICA wages under section 3121(a). The wage amounts
relevant for purposes of the credit are indexed to the Consumer Price Index for Urban Consumers (“CPI-U”) for
years beginning after 2013.

13 Section 414(b) provides that, for specified employee benefit purposes, employees of corporations that
are members of a controlled group of corporations are treated as employed by a single employer. Similarly,
employees of trades or businesses (whether or not incorporated) under common control as provided in regulations
under section 414(c), and employees of members of an affiliated service group as defined under section 414(m), are
treated as employed by a single employer for specified employee benefit purposes. Section 414(0) authorizes the
Secretary of the Treasury to issue regulations to prevent avoidance of the purposes specified in section 414(m).

1% Sec. 414(n)(2). Leased employees are taken into account in determining FTEs and average annual
wages; however, premiums for health insurance coverage paid by a leasing organization for a leased employee are
not taken into account in computing an eligible small employer's credit. See Part III.B of Notice 2010-82, 2010-51
L.R.B. 857.
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Self-employed individuals (including partners and sole proprietors),’"” two-percent
shareholders of an S corporation,’'® and five-percent owners of the employer’'” are not
employees for purposes of the credit with the result that they are disregarded in determining
number of FTEs, average annual wages, and nonelective contributions for employees’ health
insurance. Family members of these individuals and any member of the individual’s household
who is a dependent for tax purposes are also not employees for purposes of the credit.’'® In
addition, the hours of service worked by and wages paid to a seasonal worker of an employer are
not taken into account in determining number of FTEs and average annual wages unless the
worker works for the employer on more than 120 days during the taxable year.

The employer contributions must be provided under an arrangement that requires the
eligible small employer to make, on behalf of each employee who enrolls in qualifying health
insurance offered by the employer, a nonelective contribution®'’ equal to a uniform percentage
(not less than 50 percent) of the premium cost of the qualifying health insurance (described
below). IRS guidance provides a number of alternatives for determining whether contributions
meet the uniform percentage requirement.320 For example, an employer may pay the same
amount of premiums for employees enrolled in different levels of coverage (such as self-only
and family) or, if offering more than one plan, may designate a “reference” plan®*' (provided
certain conditions are met), the premiums for which can be used to measure the amount of
employer contributions needed to satisfy the uniform percentage requirement under all plans.

The credit is available only to offset actual tax liability and is claimed on the employer’s
tax return. The credit is not payable in advance to the taxpayer or refundable. Thus, the
employer must pay the employees’ premiums during the year and claim the credit at the end of

15 Sec. 401(c).
316 Sec. 1372(b).

17 Five-percent owner is defined as for purposes of the qualified retirement plan top-heavy rules under
section 416(1)(1)(B)(i).

3% See Part I1.B of Notice 2010-44, 2010-22 LR.B. 717. For this purpose, a family member includes a
child (or descendant of a child), a sibling or step-sibling, a parent (or ancestor of a parent), a step-parent, a niece or
nephew, an aunt or uncle, or a son-in-law, daughter-in-law, father-in-law, mother-in-law, brother-in-law or sister-in-
law. As a result of the ownership attribution rules in the Code, spouses of the business owners listed above
generally also are not employees for purposes of the credit. See Part III.A of Notice 2010-82.

319" A nonelective contribution is an employer contribution other than an employer contribution pursuant to
a salary reduction arrangement. Therefore, any amount contributed pursuant to a salary reduction arrangement
under a cafeteria plan within the meaning of section 125 is not a nonelective contribution for purposes of the credit.

320 Part I11.G of Notice 2010-82. These rules apply for purposes of the credit available for taxable years
beginning before 2014.

2! The concept of reference plan, that is, a plan offered by the employer, the premiums for which are used

to apply the uniform percentage requirement, differs from the concept of benchmark premium (discussed below)
used to determine an employer's credit amount.
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the year on its income tax return. The credit is a general business credit and generally can be
carried back for one year and carried forward for 20 years. The credit is available for tax
liability under the alternative minimum tax. The dollar amount of the credit reduces the amount
of employer contributions the employer may deduct as a business expense.

Years credit available and qualifying health insurance

An initial credit is available for any taxable year beginning in 2010, 2011, 2012, or 2013.
Qualifying health insurance for claiming the credit for this first phase of the credit is health
insurance coverage as defined for purposes of the group health plan requirements under the
Code, which is generally health insurance coverage offered by an insurance company licensed
under State law.**

For taxable years beginning after 2013, the credit is available only for nonelective
contributions for premiums for qualified health plans offered by the employer through an
American Health Benefit Exchange (“exchange”) and is available for a maximum credit period
of two consecutive taxable years beginning with the first taxable year in which the employer (or
any predecessor) offers one or more qualified health plans to its employees through an
exchange.”” The maximum two-year credit period does not take into account any taxable years
beginning before 2014.

Calculation of credit amount

Only nonelective contributions by the employer are taken into account in calculating the
credit. The credit is equal to the lesser of the following two amounts multiplied by an applicable
credit percentage: (1) the amount of contributions the employer made on behalf of the
employees during the taxable year for the qualifying health insurance and (2) the amount of
contributions the employer would have made during the taxable year if each employee with the
qualifying health insurance had enrolled in insurance with a benchmark premium (as described
below). As discussed above, the credit is available only if nonelective contributions are a
uniform percentage of at least 50 percent of the premium cost of the qualifying health insurance.

For the first phase of the credit (taxable years beginning in 2010, 2011, 2012, or 2013),
the applicable credit percentage is generally 35 percent, and the benchmark premium is the
average premium for the small group market (i.e., insurance coverage provided by small
employers) in the employer’s State, as determined by the Secretary of Health and Human
Services (“HHS”). For taxable years beginning after 2013, the applicable credit percentage is
generally 50 percent, and the benchmark premium is the average premium for the small group
market in the rating area in which the employee enrolls for coverage, as determined by the
Secretary of HHS.

22 Sec. 9832(b)(1).

333 Sections 1301-1321 of PPACA provide rules relating to qualified health plans and exchanges.
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The credit is reduced for an employer with between 10 and 25 FTEs (“FTE phase-out”).
The amount of this reduction is equal to the amount of the credit (determined before any
reduction) multiplied by a fraction, the numerator is the number of FTEs of the employer in
excess of 10 and the denominator of which is 15. The credit is also reduced for an employer for
whom the average annual wages per FTE is between $25,000 and $50,000 (“average annual
wages phase-out”). The amount of this reduction is equal to the amount of the credit (determined
before any reduction) multiplied by a fraction, the numerator of which is the average annual
wages of the employer in excess of $25,000 and the denominator is $25,000. For an employer
with both more than 10 FTEs and average annual wages in excess of $25,000, the reduction is
the sum of the amount of the two reductions.

Tax-exempt organizations

A tax-exempt organization’** that otherwise qualifies as an eligible small employer is

eligible to receive the credit. For tax-exempt organizations, the applicable credit percentage
during the first phase of the credit (taxable years beginning in 2010, 2011, 2012, or 2013) is
limited to 25 percent and the applicable credit percentage during the second phase (taxable years
beginning after 2013) is limited to 35 percent. In addition, for tax-exempt organizations, instead
of being a general business credit, the credit is a refundable credit limited to the amount of the
payroll taxes of the employer during the calendar year in which the taxable year begins. For this
purpose, “payroll taxes” means: (1) the amount of income tax required to be withheld from its
employees’ wages; (2) the amount of hospital insurance tax required to be withheld from its
employees’ wages; and (3) the amount of the hospital insurance tax imposed on the employer.**’

Other rules applicable to emplover-provided health coverage

Nondiscrimination rules for insured health plans

As a result of PPACA, nondiscrimination requirements apply to insured employer-
sponsored health plans.**® The nondiscrimination requirements for insured plans are based on
similar requirements under the Code that have applied to self-insured employer-sponsored health
plans since before PPACA.*’ These rules prohibit such a plan from discriminating (both as to
eligibility for coverage and as to benefits provided under the plan) in favor of highly

324 A tax-exempt organization is an organization described in section 501(c) that is exempt from tax under
section 501(a).

3 Secs. 3402, 3101(b) and 3102, 3111(b).

326 Sec. 2716 of the Public Health Service Act (‘PHSA™), as incorporated under Code section 9815 and
sec. 715 of the Employee Retirement Income Security Act of 1974 (“ERISA”).

27 Sec. 105(h). For this purpose, highly compensated individuals include the five highest paid officers, a
shareholder owning more than 10 percent in value of stock of the employer, and the highest paid 25 percent of
employees. The aggregation rules under section 414(b), (c) and (m) apply for purposes of these requirements.
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compensated individuals.**® Under Notice 2011-1, 2011-2 LR.B. 259, compliance with the
nondiscrimination requirements for insured plans is not required until regulations or other
guidance has been issued.

Employer responsibility requirement

Under PPACA, starting in 2014, an applicable large employer may be subject to an
assessable payment if it fails to offer its full-time employees (and their dependents) health
coverage that meets certain requirements.”” For this purpose, an applicable large employer is
generally an employer that employed an average of at least 50 full-time employees on business
days during the preceding year,”*" and a full-time employee is an employee who is employed on
average at least 30 hours of service a week, with an exception for seasonal workers, subject to a
120-day limit.

If an employer fails to offer its full-time employees the required health coverage,
depending on the circumstances, the employer may be subject to an assessable payment each
month of (1) 1/12 of $2,000 times the number of its full-time employees minus 30, or (2) 1/12 of
$3,000 times the number of its employees who qualify for a premium assistance tax credit, which
starting in 2014, provides certain individuals with a tax credit to help pay for health insurance
purchased through an exchange.'!

Description of Proposal

The proposal expands employer eligibility for the credit to include employers with up to
50 FTEs. The maximum credit is available to employers with no more than 20 FTEs, with
phase-out of the credit based on the number of FTEs over 20. The proposal also changes the
coordination of the FTE phase-out with the average annual wages phase-out to produce a more
gradual combined phase-out than under present law.*** As a result, an employer with fewer than
50 FTEs whose average annual wages are less than $50,000 may be eligible for some credit
amount.

2% In applying these nondiscrimination requirements, an employer is generally permitted to disregard
certain employees, including employees with less than three years of service, part-time or seasonal employees, and
employees under age 25.

329 Sec. 4980H. The coverage must be minimum essential coverage as defined in section 5000A(f)(1)(B)
and (f)(2) and generally must be affordable and provide minimum value as described in section 36B(c)(2)(C).

3% The aggregation rules under section 414(b), (c), (m) and (o) apply for this purpose.
31 Section 36B.

332 Under the proposal, the formula for the combined phase-out is multiplicative rather than additive.
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The proposal eliminates (1) the requirement that the nonelective contributions made on
behalf of employees be a uniform percentage of premium costs,*>> and (2) the benchmark
premium limit on premiums taken into account in calculating the credit.

Effective date.—The proposal is effective for taxable years beginning after December 31,
2011.

Analysis

The tax credit for small employers that provide health insurance to their employees is
intended to make health insurance more affordable and thus encourage employers that currently
provide coverage to continue to do so and encourage other employers to begin providing
coverage. However, preliminary data indicate use of the credit is lower than was expected,”*
which may be attributable to limits on the credit amount and complexity involved in calculating
the credit. For example, the credit phase-out operates to eliminate the credit for some employers
with fewer than 25 FTEs and less than $25,000 of average annual wages, even though an
employer with 25 FTEs and $25,000 of average annual wages meets the definition of eligible
small employer. Moreover, limiting the amount of premiums taken into account in calculating
the credit by reference to the average premiums in the State, rather than the premiums paid by
the employer, reduces the value of the credit. Finally, the requirement that nonelective
contributions be a uniform percentage for all employees may undercut the credit’s purpose of
encouraging employers to provide health insurance.

The proposal addresses these concerns and also expands availability of the credit to
employers with up to 50 FTEs. These changes are intended to increase the utility of the credit,
thus providing a greater incentive for small employers to provide health insurance to their
employees.

Under present law, separate phase-out calculations, each of which takes the full credit
amount into account, apply with respect to FTEs over 10 and average annual wages (“AAW”)
over $25,000, and the resulting reductions are both subtracted from the credit. In some cases,
this has the effect of eliminating the credit for employers well below 25 FTEs and $50,000 of
average annual wages. For example, if a taxable employer has 16 FTEs with average annual
wages of $40,000 and pays premiums of $50,000, the combined phase-outs eliminate the credit
as shown in the following calculation:

1. Gross credit =.35 x premiums = .35 x $50,000 = $17,500

333 The proposal does not change the requirement that the employer make a nonelective contribution of at
least 50 percent of the premium cost for each enrolled employee or the application of the nondiscrimination
requirements for insured group health plans under the PHSA, the Code and ERISA.

334 Testimony of the Honorable J. Russell George, Treasury Inspector General for Tax Administration,

before the Subcommittee on Oversight of the House Committee on Ways and Means, United States House of
Representatives, November 15, 2011, pp. 6-7.
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2. FTE phase-out reduction = [gross credit x (number of FTEs - 10)/15] =[$17,500 x
(16-10)/15] = $7,000

3. AAW phase-out reduction = [gross credit x (AAW - $25,000)/$25,000] = [$17,500 x
(340,000 - $25,000)/$25,000] = $10,500

4. Net credit = [gross credit - FTE phase-out reduction - AAW phase-out reduction] =
[$17,500 - $7,000 - $10,500] = $0

Under the proposal, the phase-outs are coordinated so that the credit is eliminated only if
the number of FTEs is 50 or more (reflecting the increase in the FTE limit under the proposal)
and average annual wages are $50,000 or higher. The proposal thus better coordinates the
phase-outs with the definition of eligible small employer.

The proposal eliminates the benchmark premium limit (i.e., the average premium for the
small group market) on premiums taken into account for purposes of the credit. The benchmark
premium takes into account regional differences in premium costs, and, when used as a limit in
the credit calculation, it prevents an employer from obtaining a higher credit by purchasing more
generous than average coverage for its employees. Moreover, because health coverage is not
included in wages or in the calculation of average annual wages, some may view it as
inconsistent with the annual average wages limit to provide the credit with respect to the
incremental cost of more generous than average health coverage.

Others may view the benchmark premium limit as appropriate only if the insurance
market is community rated, that is, premiums are set in a manner that spreads risk evenly across
the entire community without regard to health status, age or claims history. However, currently
and until 2014,>* in many cases, a particular employer may be purchasing insurance in a market
with no or limited community rating, and its premiums may be higher than average, not because
the coverage it offers is more generous, but because of an unexpectedly high incidence of serious
medical conditions among its employees and their family members. Even with community
rating, an employer’s premiums could be higher than average if it has an older than average
employee population. Thus, the benchmark premium limit may have the effect of penalizing an
employer for higher than average premiums based on the health or demographics of its
workforce rather than the generosity of the coverage. In addition, opponents of the benchmark
premium limit may argue that an employer that pays wages low enough to qualify for the credit
is unlikely to provide more generous than average health insurance coverage (or use more
generous than average coverage as a means of staying under the average annual wages limit)
and, thus, the benchmark adds an unnecessary complication.

The proposal also eliminates the requirement that the employer’s nonelective
contributions be a uniform percentage of premium costs for all enrolled employees. Under
Treasury guidance, employers have a number of options for meeting the uniform percentage

335 As 0f 2014, when only premiums for health insurance purchased on an exchange will qualify for the
credit, community rating will apply in a manner that allows premiums to vary (within limits) for age and tobacco
use.

144



requirement, which reflects the various ways the health insurance offered by a small employer
may be structured. This makes it easier for employers to satisfy the uniform percentage
requirement, but also adds complexity to application of the credit by small employers and to
administration of the credit by the IRS. Eliminating the uniform percentage requirement
eliminates this complexity. However, the uniform percentage requirement can be viewed as a
form of nondiscrimination requirement that prevents the employer from contributing more
towards health insurance costs for favored employees than for others. In that case, though, it
may be considered unnecessary in light of the extension of the nondiscrimination requirements to
insured plans under PPACA.

The proposal revises the definition of eligible small employer to cover employers with up
to 50 FTEs. These employers can thus be eligible for the credit (subject to the phase-outs) if the
requirements for the credit are otherwise met. However, under the proposal, the credit is reduced
for employers with more than 20 FTEs, and the average annual wage limit continues to be
$50,000, with a reduced credit if average annual wages exceed $25,000. These aspects of the
proposal may limit the extent to which the expanded definition of small employer results in
expanded use of the credit.

Revising the definition of eligible small employer may be viewed as resulting in better
coordination between the credit, which provides an incentive for smaller employers to offer
health coverage to their employees, and the employer responsibility requirement, which requires
larger employers to offer health coverage to their employees, with the combination of the two
furthering the purpose of expanding coverage for individuals generally. However, the proposal
does not result in complete coordination because of definitional differences between the credit
and the employer responsibility requirement. For example, the credit uses the concept of FTE,
measured as 2,080 hours of service in the year, whereas the employer responsibility requirement
uses the concept of full-time employee, measured as an average of 30 hours per week.

Prior Action

No prior action.
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PART V - INCENTIVES TO PROMOTE REGIONAL GROWTH
A. Extend and Modify the New Markets Tax Credit

Present Law

In general

Section 45D provides a new markets tax credit for qualified equity investments made to
acquire stock in a corporation, or a capital interest in a partnership, that is a qualified community
development entity (“CDE”).**® The applicable credit percentage is (1) five percent for the year
in which the equity interest is purchased from the CDE and for each of the following two years,
and (2) six percent for each of the following four years.®” The credit is determined by applying
the applicable percentage (five or six percent) to the amount paid to the CDE for the investment
at its original issue, and is available to the taxpayer (either the original purchaser or a subsequent
holder) who holds the qualified equity investment on the date of the initial investment or on the
respective anniversary date that occurs during the taxable year.”>® The credit is recaptured if at
any time during the seven-year period that begins on the date of the original issue of the
investment (1) the entity ceases to be a qualified CDE, (2) the proceeds of the investment cease
to be used as required, or (3) the equity investment is redeemed.””

A qualified CDE is any domestic corporation or partnership: (1) the primary mission of
which is serving or providing investment capital for low-income communities or low-income
persons; (2) that maintains accountability to residents of low-income communities through their
representation on any governing board of or any advisory board to the CDE; and (3) that is
certified by the Secretary as being a qualified CDE.>* A qualified equity investment means
stock (other than nonqualified preferred stock) in a corporation or a capital interest in a
partnership that is acquired directly from a CDE for cash, and includes an investment of a
subsequent purchaser if such investment was a qualified equity investment in the hands of the
prior holder.**! Substantially all of the investment proceeds must be used by the CDE to make
qualified low-income community investments. For this purpose, qualified low-income
community investments include: (1) capital or equity investments in, or loans to, qualified active
low-income community businesses; (2) certain financial counseling and other services to
businesses and residents in low-income communities; (3) the purchase from another CDE of any

36 Section 45D was added by section 121(a) of the Community Renewal Tax Relief Act of 2000, Pub. L.
No. 106-554 (December 21, 2000).

37 Sec. 45D(a)(2).
38 Sec. 45D(a)(3).
39 Sec. 45D(g).
30 Sec. 45D(c).

1 Sec. 45D(b).
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loan made by such entity that is a qualified low-income community investment; and (4) an equity
investment in, or loan to, another CDE.**

A “low-income community” is a population census tract with either (1) a poverty rate of
at least 20 percent or (2) median family income which does not exceed 80 percent of the greater
of metropolitan area median family income or statewide median family income (for a non-
metropolitan census tract, does not exceed 80 percent of statewide median family income). In
the case of a population census tract located within a high migration rural county, low-income is
defined by reference to 85 percent (as opposed to 80 percent) of statewide median family
income.*” For this purpose, a high migration rural county is any county that, during the 20-year
period ending with the year in which the most recent census was conducted, has a net out-
migration of inhabitants from the county of at least 10 percent of the population of the county at
the beginning of such period.

The Secretary is authorized to designate “targeted populations” as low-income
communities for purposes of the new markets tax credit.*** For this purpose, a “targeted
population” is defined by reference to section 103(20) of the Riegle Community Development
and Regulatory Improvement Act of 1994°* (the “Act”) to mean individuals, or an identifiable
group of individuals, including an Indian tribe, who are low-income persons or otherwise lack
adequate access to loans or equity investments. Section 103(17) of the Act provides that “low-
income” means (1) for a targeted population within a metropolitan area, less than 80 percent of
the area median family income; and (2) for a targeted population within a non-metropolitan area,
less than the greater of 80 percent of the area median family income, or 80 percent of the
statewide non-metropolitan area median family income.**® A targeted population is not required
to be within any census tract. In addition, a population census tract with a population of less than
2,000 is treated as a low-income community for purposes of the credit if such tract is within an
empowerment zone, the designation of which is in effect under section 1391 of the Code, and is
contiguous to one or more low-income communities.

A qualified active low-income community business is defined as a business that satisfies,
with respect to a taxable year, the following requirements: (1) at least 50 percent of the total
gross income of the business is derived from the active conduct of trade or business activities in
any low-income community; (2) a substantial portion of the tangible property of the business is
used in a low-income community; (3) a substantial portion of the services performed for the
business by its employees is performed in a low-income community; and (4) less than five

2 Sec. 45D(d).

3 Sec. 45D(e).

* Sec. 45D(e)(2).

%5 Pub. L. No. 103-325.

346 pub. L. No. 103-325.
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percent of the average of the aggregate unadjusted bases of the property of the business is
attributable to certain financial property or to certain collectibles.’*’

The maximum annual amount of qualified equity investments is $3.5 billion for each of
the 2010 and 2011 calendar years.***

Alternative minimum tax

Present law imposes an alternative minimum tax (“AMT”) on individuals and
corporations. The AMT is the amount by which the tentative minimum tax exceeds the regular
income tax.’* A taxpayer’s tentative minimum tax is an amount equal to specified rates of tax
imposed on the excess of the alternative minimum taxable income over an exemption amount.
To the extent the tentative minimum tax exceeds the regular tax, a taxpayer is subject to the
alternative minimum tax.

The new markets tax credit cannot be used to offset AMT liability because business tax
credits generally may not exceed the excess of the taxpayer’s income tax liability over the
tentative minimum tax (or, if greater, 25 percent of the regular tax liability in excess of $25,000).
Credits not allowed may be carried back one year and carried forward for up to 20 years.

Description of Proposal

The proposal extends the new markets tax credit for two years, for 2012 and 2013, with
an allocation amount of $5 billion for each round, and would allow the new markets tax credit to
be used to offset AMT liability.

Effective date.—The proposal is effective on the date of enactment.

Analysis

Extending the new markets tax credit

As of January 2010, the Treasury Department had awarded all available (at the time) new
markets tax credits.>>® From the first round of new markets tax credit allocations in 2003

M7 Sec. 45D(d)(2).

¥ Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010, Pub. L. No. 111-
312, sec. 733 (December 17, 2010). This law also extends for two years, through 2016, the carryover period for
unused new markets tax credits.

9 Sec. 55(a).

350 A total of $26 billion of credits had been allocated as of December 31, 2009. This amount does not
include the $3.5 billion of credits allocated for each of years 2010 and 2011. Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010, Pub. L. No. 111-312, sec. 733 (December 17, 2010).

As originally enacted in 2000, $15 billion was allocated for the new markets tax credit program through

2007. Pub. L. No. 106-554. In 2005, an additional $1 billion of credits was allocated for qualified areas affected by
Hurricane Katrina over a period of three years. Gulf Opportunity Zone Act of 2005, Pub. L. No. 109-135
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through 2009, demand for the credit has exceeded available allocation authority by at least 4.5
times in each allocation round.”' The fact that the program was oversubscribed when credits per
investment totaled 39 percent suggests that the credit may have been more generous than would
be required to encourage new investment, and the credit rate could have been lowered while
funding more projects at the same cost to the Federal government.

Proponents of extending the new markets tax credit point to the demand for the credit and
argue that the credit has proved to be an effective means of providing equity and other
investments to benefit businesses in low income communities. Moreover, they argue that
investor interest in new markets tax credits has remained high despite the turmoil in the
economy. Thus, they argue, the credit should be extended for at least one additional year.***

Others claim that a comprehensive review of the new markets tax credit program has not
yet been performed so its effectiveness is unclear.>® Similarly, it is not clear whether the
investment in low income communities represents new investment that would not have occurred
in the absence of the program.>>* To the extent the new markets tax credit is applied to
investments that would have otherwise occurred, the impact of the credit is diminished. Those
against extending the credit may note that corporate investors, which make the majority of
investments in CDE:s, are shifting investment into low-income communities from higher income
communities while individual investors as a group appear to be making at least some new
investments to participate in the new markets tax credit program.*

(December 21, 2005). In 2006 and again in 2008, another $3.5 billion was allocated. Tax Relief and Health Care
Act of 2006, Pub. L. No. 109-432 (December 20, 2006), and the Tax Extenders and Alternative Minimum Tax Act
0f 2008, Pub. L. No. 110-343 (October 3, 2008). In 2009, an additional $3 billion of credits was allocated to be split
equally between the 2008 (retroactively) and 2009 allocations. American Recovery and Reinvestment Act of 2009,
Pub. L. No. 111-5 (February 17, 2009).

! Government Accountability Office, New Markets Tax Credit: The Credit Helps Fund a Variety of
Projects in Low-Income Communities, but Could Be Simplified, GAO-10-334, January 2010, p. 4.

332 The New Markets Tax Credit Coalition, The New Markets Tax Credit: Progress Report 2009, June
2009, p. 33-34 (“At a minimum, Congress should enact legislation...that not only extends the Credit for 5 years at
$5 billion per year in Credit authority, but also provides [new markets tax credit] investors with AMT relief.”).

33 A complete accounting of the new markets tax credit benefits has not yet been performed. In the
meantime, the Government Accountability Office (“GAQO”) has provided new markets tax credit reports to Congress
in 2004, 2007, and 2010. The 2007 and 2010 reports are discussed above. In 2004, the GAO determined that
progress was being made in implementing the new markets tax credit program and recommended that the IRS and
the Treasury Department work together to monitor compliance. Government Accountability Office, New Markets
Tax Credit Program: Progress Made in Implementation, but Further Actions Needed to Monitor Compliance,
GAO-04-326, January 2004.

3% Donald J. Marples, Congressional Research Service, New Markets Tax Credit: An Introduction (Report
RL34402), March 7, 2012, p. 6, available at http://www.crs.gov/Products/RL/PDF/RI.34402.pdf.

3% Government Accountability Office, New Markets Tax Credit Appears to Increase Investment by
Investors in Low-Income Communities, But Opportunities Exist to Better Monitor Compliance, GAO-07-296,
January 2007, p. 4.
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Opponents of the proposal might argue that the proposal extends tax benefits not only to
communities that suffer from low levels of manufacutring and retail establishments but also to
neighboring, prospering communities.”>® The proposal thus might raise efficiency concerns.

Opponents of the proposal may also argue that the new markets tax credit is too complex.
As aresult, CDEs are less likely to execute smaller transactions with the result that less equity
may end up in low-income community businesses.”>’ In addition, current economic conditions
may have contributed to lower returns than investors are willing to accept to purchase the right to
claim the new markets tax credit (and enjoy a similar return on investment as in previous years),
which also decreases the amount of equity available for low-income community businesses.

Allowing the new markets tax credit to offset AMT liability

Proponents of allowing new markets tax credit investments to offset AMT liability argue
that this will broaden the pool of potential investors and put the new markets tax credit on par
with other tax credits that can offset AMT liability, such as the low-income housing tax credit
and the historic rehabilitation tax credit.**® Additionally, an AMT liability offset may increase
the amount that investors are willing to pay for the new markets tax credit. These two benefits —
an increase in the pool of investors and an increase in the price investors are willing to pay for
the credit may have the beneficial effect of ensuring that a larger portion of the subsidy ends up
in the qualified active low-income community businesses.

Others note that future new markets tax credit allocations may be reduced as Federal
revenue losses increase because investors subject to the AMT who are not currently investing in
new market tax credits may become new market tax credit investors and claim credits that would
otherwise go unclaimed. Opponents also may argue that to the extent there is already a sufficient
pool of new markets tax credit investors, providing AMT relief may not provide any additional
benefit to low income communities.

Prior Action

A proposal to extend the new markets tax credit for one year, with an allocation amount
of $5 billion, and to allow the credit to be used to offset AMT liability, was included in the
President’s fiscal year 2012 budget proposals. A proposal to extend the new markets tax credit

3% See, e.g., Sharyl Attkisson, “Fancy Hotel Renovated with Your Tax Dollars,” CBS News, Feb. 8, 2011,
available at http://www.cbsnews.com/stories/2011/02/08/eveningnews/main7330767.shtml. Certain buildings in
neighborhoods with relatively low poverty rates, including luxury hotels and museums, have been redeveloped
through the new markets program because the program focuses on the poverty rate among individuals in a
community. Having individuals (as opposed to families) satisfy the poverty rate criteria means that neighborhoods
with a large number of students as is the case in downtown Chicago would be eligible for new markets tax credit
projects even if though the poverty rate among families is very low.

»7 Government Accountability Office, New Markets Tax Credit: The Credit Helps Fund a Variety of
Projects in Low-Income Communities, But Could Be Simplified (GAO-10-334), January 2010, p. 41.

3% The New Markets Tax Credit Coalition, The New Markets Tax Credit: Progress Report 2009, June
2009, p. 33-34.
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for two years, with an allocation amount of $5 billion each year, and to allow the credit to be
used to offset AMT liability, was included in the President’s fiscal year 2011 budget proposals.
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B. Designate Growth Zones
Present Law

The Code provides several incentives aimed at encouraging economic growth and
investment in distressed communities by providing Federal tax benefits to businesses located
within designated boundaries. Such designated areas were most recently referred to as
empowerment zones, the District of Columbia Enterprise (“DC”) Zone, and the Gulf Opportunity
(“GO”) Zone. However, the designations and tax incentives for empowerment zones, the DC
Zone, and the GO Zone generally expired after December 31, 2011.%

In the case of empowerment zones, the targeted areas are those that have pervasive
poverty, high unemployment, and general economic distress, and that satisfy certain eligibility
criteria, including specified poverty rates and population and geographic size limitations. The
DC Zone refers to certain economically depressed census tracts within the District of Columbia.
The GO Zone refers to the portion of the Hurricanes Katrina, Rita, and Wilma disaster areas
determined by the President to warrant assistance from the Federal Government.

The tax incentives under the empowerment zones program include a Federal income tax
credit for employers who hire qualifying employees (the “wage credit”), accelerated depreciation
deductions on qualified equipment, tax-exempt bond financing, deferral of capital gains tax on
sale of qualified assets sold and replaced, and partial exclusion of capital gains tax on certain
sales of qualified small business stock. The wage credit, accelerated depreciation deductions on
qualified equipment, and tax-exempt bond financing also are available for businesses in the DC
Zone. In addition, a zero-percent capital gains rate applies to capital gains from the sale of
certain qualified DC Zone assets held for more than five years. The tax benefits for areas within
the GO Zone include an increase in available tax-exempt bond financing, an increase in the
allocation of the low-income housing tax credit, an increase in the rehabilitation credit rate for
structures located in the GO Zone, and an additional first-year depreciation deduction for
qualified property.

The Code also provides for accelerated depreciation, referred to as bonus depreciation,
for qualified property placed in service in 2012 (2013 for certain longer-lived and transportation
360
property).

39 Secs. 1391(d)(1), 1400(f), 1400N(h), 1400N(c)(5), 1400N(a)(2)(D), 1400N(a)(7)(C), 1400N(d). There
are also areas that were designated as renewal communities under section 1400E which received tax benefits that all
expired as of December 31, 2009, except that a zero-percent capital gains rate applies with respect to gain from the
sale through December 31, 2014 of a qualified community asset acquired after December 31, 2001, and before
January 1, 2010 and held for more than five years.

3% While the designations were in effect, bonus depreciation was also available for property placed in
service within empowerment zones, the DC Zone, or the GO Zone.
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Empowerment Zones

The Omnibus Budget Reconciliation Act of 1993 (“OBRA 93”)*°! authorized the
designation of nine empowerment zones (“Round I empowerment zones”) to provide tax
incentives for businesses to locate within certain targeted areas®®* designated by the Secretaries
of the Department of Housing and Urban Development (“HUD”) and the U.S Department of
Agriculture (“USDA”). The Taxpayer Relief Act of 1997°% authorized the designation of two
additional Round I empowerment zones, and 20 additional empowerment zones (‘“Round II
empowerment zones”). The Community Renewal Tax Relief Act of 2000 (“2000 Community
Renewal Act”)*® authorized a total of ten new empowerment zones (“Round III empowerment
zones”), bringing the total number of authorized empowerment zones to 40.>*> In addition, the
2000 Community Renewal Act conformed the tax incentives that are available to businesses in
the Round I, Round II, and Round III empowerment zones, and extended the empowerment zone
incentives through December 31, 2009.>°

The Tax Relief, Unemployment Insurance Reauthorization and Job Creation Act of 2010
(the “Tax Act”) extended for two years, through December 31, 2011, the period for which the
designation of an empowerment zone was in effect, thus extending for two years the
empowerment zone tax incentives, including the wage credit, accelerated depreciation
deductions on qualifying equipment, tax-exempt bond financing, and deferral of capital gains tax
on sale of qualified assets sold and replaced.”®” The Tax Act also extended for two years,

361 pub. L. No. 103-66.

362 The targeted areas are those that have pervasive poverty, high unemployment, and general economic
distress, and that satisfy certain eligibility criteria, including specified poverty rates and population and geographic
size limitations.

363 pyb. L. No. 105-34.
34 pub. L. No. 106-554.

365 The urban part of the program is administered by the HUD and the rural part of the program is
administered by the USDA. The eight Round I urban empowerment zones are Atlanta, GA; Baltimore, MD,
Chicago, IL; Cleveland, OH; Detroit, MI; Los Angeles, CA; New York, NY; and Philadelphia, PA/Camden, NJ.
Atlanta relinquished its empowerment zone designation in Round III. The three Round I rural empowerment zones
are Kentucky Highlands, KY; Mid-Delta, MI; and Rio Grande Valley, TX. The 15 Round II urban empowerment
zones are Boston, MA; Cincinnati, OH; Columbia, SC; Columbus, OH; Cumberland County, NJ; El Paso, TX;
Gary/Hammond/East Chicago, IN; Ironton, OH/Huntington, WV; Knoxville, TN; Miami/Dade County, FL;
Minneapolis, MN; New Haven, CT; Norfolk/Portsmouth, VA; Santa Ana, CA; and St. Louis, Missouri/East St.
Louis, IL. The five Round II rural empowerment zones are Desert Communities, CA; Griggs-Steele, ND; Oglala
Sioux Tribe, SD; Southernmost Illinois Delta, IL; and Southwest Georgia United, GA. The eight Round III urban
empowerment zones are Fresno, CA; Jacksonville, FL; Oklahoma City, OK; Pulaski County, AR; San Antonio, TX;
Syracuse, NY; Tucson, AZ; and Yonkers, NY. The two Round III rural empowerment zones are Aroostook County,
ME; and Futuro, TX.

366 1f an empowerment zone designation were terminated prior to December 31, 2009, the tax incentives
would cease to be available as of the termination date.

37 Pub. L. No. 111-312. In the case of a designation of an empowerment zone the nomination for which
included a termination date which is December 31, 2009, termination shall not apply with respect to such

153



through December 31, 2016, the exclusion of 60 percent of gain for qualified small business
stock (of a corporation which is a qualified business entity) acquired on or before February 17,
2009. Gain attributable to periods after December 31, 2016 for qualified small business stock
acquired on or before February 17, 2009 or after December 31, 2011 is subject to the general rule
which provides for a percentage exclusion of 50 percent.

The following is a description of the tax incentives available under the empowerment
zones program.

Employment credit

A 20-percent wage credit is available to employers for the first $15,000 of qualified
wages paid to each employee (i.e., a maximum credit of $3,000 with respect to each qualified
employee) who (1) is a resident of the empowerment zone, and (2) performs substantially all
employment services within the empowerment zone in a trade or business of the employer.*®®

The wage credit rate applies to qualifying wages paid before January 1, 2012. Wages
paid to a qualified employee who earns more than $15,000 are eligible for the wage credit
(although only the first $15,000 of wages is eligible for the credit). The wage credit is available
with respect to a qualified full-time or part-time employee (employed for at least 90 days),
regardless of the number of other employees who work for the employer. In general, any taxable
business carrying out activities in the empowerment zone may claim the wage credit, regardless
of whether the employer meets the definition of an “enterprise zone business.”**’

An employer’s deduction otherwise allowed for wages paid is reduced by the amount of
wage credit claimed for that taxable year.””® Wages are not to be taken into account for purposes
of the wage credit if taken into account in determining the employer’s work opportunity tax
credit under section 51 or the welfare-to-work credit under section 51A.%"" In addition, the
$15,000 cap is reduced by any wages taken into account in computing the work opportunity tax

designation if the entity which made such nomination amends the nomination to provide for a new termination date
in such manner as the Secretary may provide.

%8 Sec. 1396. The $15,000 limit is annual, not cumulative such that the limit is the first $15,000 of wages
paid in a calendar year which ends with or within the taxable year.

369 Secs. 1397C(b) and 1397C(c). However, the wage credit is not available for wages paid in connection
with certain business activities described in section 144(c)(6)(B), including a golf course, country club, massage
parlor, hot tub facility, suntan facility, racetrack, or liquor store, or certain farming activities. In addition, wages are
not eligible for the wage credit if paid to: (1) a person who owns more than five percent of the stock (or capital or
profits interests) of the employer, (2) certain relatives of the employer, or (3) if the employer is a corporation or
partnership, certain relatives of a person who owns more than 50 percent of the business.

370 Sec. 280C(a).

3 Secs. 1396(c)(3)(A) and 51A(d)(2).
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credit or the welfare-to-work credit.””> The wage credit may be used to offset up to 25 percent of
alternative minimum tax liability.*”

Increased section 179 expensing limitation

An enterprise zone business is allowed an additional $35,000 of section 179 expensing
(for a total of up to $535,000 in 2010 and 2011)*"* for qualified zone property placed in service
before January 1, 2012.>”> The section 179 expensing allowed to a taxpayer is phased out by the
amount by which 50 percent of the cost of qualified zone property placed in service during the
year by the taxpayer exceeds $2,000,000.°® The term “qualified zone property” is defined as
depreciable tangible property (including buildings) provided that (i) the property is acquired by
the taxpayer (from an unrelated party) after the designation of the empowerment zone took
effect, (i1) the original use of the property in an empowerment zone commences with the
taxpayer, and (ii1) substantially all of the use of the property is in an empowerment zone in the
active conduct of a trade or business by the taxpayer.””’ Special rules are provided in the case of
property that is substantially renovated by the taxpayer.’”®

An enterprise zone business means any qualified business entity and any qualified
proprietorship.””” A qualified business entity means, any corporation or partnership if for such
year: (1) every trade or business of such entity is the active conduct of a qualified business
within an empowerment zone; (2) at least 50 percent of the total gross income of such entity is
derived from the active conduct of such business; (3) a substantial portion of the use of the
tangible property of such entity (whether owned or leased) is within an empowerment zone; (4) a
substantial portion of the intangible property of such entity is used in the active conduct of any
such business; (5) a substantial portion of the services performed for such entity by its employees
are performed in an empowerment zone; (6) at least 35 percent of its employees are residents of
an empowerment zone; (7) less than five percent of the average of the aggregate unadjusted
bases of the property of such entity is attributable to collectibles other than collectibles that are
held primarily for sale to customers in the ordinary course of such business; and (8) less than 5

372 Secs. 1396(c)(3)(B) and 51A(d)(2).
1 Sec. 38(c)(2).

% The Small Business Jobs Act of 2010, Pub. L. No. 111-240.

375 Secs. 1397A, 1397D. The dollar limitation was changed in Pub. L. No. 111-240.
76 Sec. 1397A(a)(2), 179(b)(2), (7).

77 Sec. 1397D(a)(1).

7 Sec. 1397D(a)(2).

37 Sec. 1397C(a).
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percent of the average of the aggregate unadjusted bases of the property of such entity is
attributable to nonqualified financial property.**

A qualified proprietorship is any qualified business carried on by an individual as a
proprietorship if for such year: (1) at least 50 percent of the total gross income of such
individual from such business is derived from the active conduct of such business in an
empowerment zone; (2) a substantial portion of the use of the tangible property of such
individual in such business (whether owned or leased) is within an empowerment zone; (3) a
substantial portion of the intangible property of such business is used in the active conduct of
such business; (4) a substantial portion of the services performed for such individual in such
business by employees of such business are performed in an empowerment zone; (5) at least 35
percent of such employees are residents of an empowerment zone; (6) less than 5 percent of the
average of the aggregate unadjusted bases of the property of such individual which is used in
such business is attributable to collectibles other than collectibles that are held primarily for sale
to customers in the ordinary course of such business; and (7) less than 5 percent of the average of
the aggregate unadjusted bases of the property of such individual which is used in such business
is attributable to nonqualified financial property.*®!

A qualified business is defined as any trade or business other than a trade or business that
consists predominantly of the development or holding of intangibles for sale or license or any
business prohibited in connection with the employment credit.** In addition, the leasing of real
property that is located within the empowerment zone is treated as a qualified business only if (1)
the leased property is not residential property, and (2) at least 50 percent of the gross rental
income from the real property is from enterprise zone businesses.”® The rental of tangible
personal property is not a qualified business unless at least 50 percent of the rental of such
property is by enterprise zone businesses or by residents of an empowerment zone.***

Expanded tax-exempt financing for certain zone facilities

States or local governments can issue enterprise zone facility bonds to raise funds to
provide an enterprise zone business with qualified zone property.®® These bonds can be used in
areas designated enterprise communities as well as areas designated empowerment zones. To
qualify, 95 percent (or more) of the net proceeds from the bond issue must be used to finance:

30 Sec. 1397C(b).

3B Sec. 1397C(c).

32 Sec. 1397C(d). Excluded businesses include any private or commercial golf course, country club,
massage parlor, hot tub facility, sun tan facility, racetrack, or other facility used for gambling or any store the
principal business of which is the sale of alcoholic beverages for off-premises consumption. Sec. 144(c)(6).

3 Sec. 1397(d)(2).

¥ Sec. 1397(d)(3).

385 Sec. 1394.
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(1) qualified zone property whose principal user is an enterprise zone business, and (2) certain
land functionally related and subordinate to such property.

The term enterprise zone business is the same as that used for purposes of the increased
section 179 deduction limitation (discussed above) with certain modifications for start-up
businesses. First, a business will be treated as an enterprise zone business during a start-up
period if (1) at the beginning of the period, it is reasonable to expect the business to be an
enterprise zone business by the end of the start-up period, and (2) the business makes bona fide
efforts to be an enterprise zone business. The start-up period is the period that ends with the start
of the first tax year beginning more than two years after the later of (1) the issue date of the bond
issue financing the qualified zone property, and (2) the date this property is first placed in service
(or, if earlier, the date that is three years after the issue date).386

Second, a business that qualifies as an enterprise zone business at the end of the start-up
period must continue to qualify during a testing period that ends three tax years after the start-up
period ends. After the three-year testing period, a business will continue to be treated as an
enterprise zone business as long as 35 percent of its employees are residents of an empowerment
zone or enterprise community.

The face amount of the bonds may not exceed $60 million for an empowerment zone in a
rural area, $130 million for an empowerment zone in an urban area with empowerment zone
population of less than 100,000, and $230 million for an empowerment zone in an urban area
with empowerment zone population of at least 100,000.

Elective rollover of capital gain from the sale or exchange of any qualified
empowerment zone asset purchased after December 21. 2000

Taxpayers can elect to defer recognition of gain on the sale of a qualified empowerment
zone asset”™ held for more than one year and replaced within 60 days by another qualified
empowerment zone asset in the same empowerment zone.**® The deferral is accomplished by

36 Sec. 1394(b)(3).

*¥7 The term “qualified empowerment zone asset” means any property which would be a qualified
community asset (as defined in section 1400F, relating to certain tax benefits for renewal communities) if in section
1400F: (i) references to empowerment zones were substituted for references to renewal communities, (ii) references
to enterprise zone businesses (as defined in section 1397C) were substituted for references to renewal community
businesses, and (iii) the date of the enactment of this paragraph were substituted for “December 31, 2001 each
place it appears. Sec. 1397B(b)(1)(A).

A “qualified community asset” includes: (1) qualified community stock (meaning original-issue stock
purchased for cash in an enterprise zone business), (2) a qualified community partnership interest (meaning a
partnership interest acquired for cash in an enterprise zone business), and (3) qualified community business property
(meaning tangible property originally used in a enterprise zone business by the taxpayer) that is purchased or
substantially improved after the date of the enactment of this paragraph.

For the definition of “enterprise zone business,” see text accompanying supra note 380. For the definition
of “qualified business,” see text accompanying supra note 380.

38 Sec. 1397B.
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reducing the basis of the replacement asset by the amount of the gain that would have been
recognized on the sale of the asset.

Partial exclusion of capital gains on certain small business stock

Individuals generally may exclude 50 percent (60 percent for certain empowerment zone
businesses) of the gain from the sale of certain small business stock acquired at original issue and
held for at least five years.”® The amount of gain eligible for the exclusion by an individual with
respect to any corporation is the greater of (1) ten times the taxpayer’s basis in the stock or (2)
$10 million. To qualify as a small business, when the stock is issued, the gross assets of the
corporation may not exceed $50 million. The corporation also must meet certain active trade or
business requirements.

The portion of the gain includible in taxable income is taxed at a maximum rate of 28
percent under the regular tax.>”® A percentage of the excluded gain is an alternative minimum
tax preference;’”' the portion of the gain includible in alternative minimum taxable income is
taxed at a maximum rate of 28 percent under the alternative minimum tax.

Gain from the sale of qualified small business stock generally is taxed at effective rates of
14 percent under the regular tax™” and (i) 14.98 percent under the alternative minimum tax for
dispositions before January 1, 2011; (ii) 19.88 percent under the alternative minimum tax for
dispositions after December 31, 2010, in the case of stock acquired before January 1, 2001; and
(ii1) 17.92 percent under the alternative minimum tax for dispositions after December 31, 2010,
in the case of stock acquired after December 31, 2000.%”

Temporary increases in exclusion.—The percentage exclusion for qualified small business
stock acquired after February 17, 2009, and on or before September 27, 2010, is increased to 75
percent.

The percentage exclusion for qualified small business stock acquired after September 27,
2010, and before January 1, 2012, is increased to 100 percent.

3% Sec. 1202.
3% Sec. 1(h).

39! Sec. 57(a)(7). In the case of qualified small business stock, the percentage of gain excluded from gross
income which is an alternative minimum tax preference is (i) seven percent in the case of stock disposed of in a
taxable year beginning before 2011; (ii) 42 percent in the case of stock acquired before January 1, 2001, and
disposed of in a taxable year beginning after 2010; and (iii) 28 percent in the case of stock acquired after December
31, 2000, and disposed of in a taxable year beginning after 2010.

%2 The 50 percent of gain included in taxable income is taxed at a maximum rate of 28 percent.
3% The amount of gain included in alternative minimum tax is taxed at a maximum rate of 28 percent. The

amount so included is the sum of (i) 50 percent (the percentage included in taxable income) of the total gain and (ii)
the applicable preference percentage of the one-half gain that is excluded from taxable income.
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The temporary increases in the exclusion percentage apply for all qualified small business
stock, including stock of empowerment zone businesses.

Other tax incentives

Other incentives not specific to empowerment zones but beneficial to these areas include
the work opportunity tax credit for employers based on the first year of employment of certain
targeted groups, including empowerment zone residents (up to $2,400 per employee), and
qualified zone academy bonds for certain public schools located in an empowerment zone, or
expected (as of the date of bond issuance) to have at least 35 percent of its students receiving free
or reduced lunches.

DC Zones

The Taxpayer Relief Act of 1997°*° designated certain economically depressed census
tracts within the District of Columbia as the “District of Columbia Enterprise Zone,” or “DC
Zone,” within which businesses and individual residents are eligible for special tax incentives.
The census tracts that comprise the District of Columbia Enterprise Zone are (1) all census tracts
that presently are part of the D.C. enterprise community designated under section 1391 (i.e.,
portions of Anacostia, Mt. Pleasant, Chinatown, and the easternmost part of the District of
Columbia), and (2) all additional census tracts within the District of Columbia where the poverty
rate is not less than 20 percent. The District of Columbia Enterprise Zone designation remains in
effect for the period from January 1, 1998, through December 31, 2011.

As previously described, the following tax incentives are available for businesses located
in an empowerment zone: (1) 20-percent wage credit,”*® (2) an additional $35,000 of section 179
expensing for qualified zone property,”®’ and (3) expanded tax-exempt financing for certain zone
facilities.””® For purposes of these three provisions, the DC Zone is treated as an empowerment

ZOIle.399

The Code also provides for a zero-percent capital gains rate applies to capital gains from
the sale of certain qualified DC Zone assets held for more than five years. In addition, the Code

3

o

4 Secs. 1202(a)(3)(B) and 1202(a)(4)(B).

395 Pub. L. No. 105-34.

3

O

% Sec. 1400(d).

3

o

7 Secs. 1400(a), 1397A.
3% Secs. 1400(a), 1394. The aggregate face amount of all outstanding qualified enterprise zone facility
bonds per enterprise zone business may not exceed $15 million and may be issued only while the DC Zone

designation is in effect, from January 1, 1998 through December 31, 2011.

3% Sec. 1400(a)(2).
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provides for a nonrefundable tax credit for first-time homebuyers of a principal residence in the
District of Columbia.*”

Zero-percent capital gains

A zero-percent capital gains rate applies to capital gains from the sale of certain qualified
DC Zone assets held for more than five years.*' In general, a “qualified DC Zone asset” means
stock or partnership interests held in, or tangible property held by, a DC Zone business. For
purposes of the zero-percent capital gains rate, the DC Zone is defined to include all census
tracts within the District of Columbia where the poverty rate is not less than ten percent.

In general, gain eligible for the zero-percent tax rate is that from the sale or exchange of a
qualified DC Zone asset that is (1) a capital asset or (2) property used in a trade or business, as
defined in section 1231(b). Gain that is attributable to real property, or to intangible assets,
qualifies for the zero-percent rate, provided that such real property or intangible asset is an
integral part of a qualified DC Zone business. However, no gain attributable to periods before
January 1, 1998, and after December 31, 2016, is qualified capital gain.

District of Columbia homebuyer tax credit

First-time homebuyers of a principal residence in the District of Columbia qualify for a
tax credit of up to $5,000.* The $5,000 maximum credit amount applies both to individuals
and married couples. The credit phases out for individual taxpayers with adjusted gross income
between $70,000 and $90,000 ($110,000 and $130,000 for joint filers). The credit is available
with respect to purchases of existing property as well as new construction.

A “first-time homebuyer” means any individual if such individual (and, if married, such
individual’s spouse) did not have a present ownership interest in a principal residence in the
District of Columbia during the one-year period ending on the date of the purchase of the
principal residence to which the credit applies. A taxpayer will be treated as a first-time
homebuyer with respect to only one residence—i.e., a taxpayer may claim the credit only once. A
taxpayer’s basis in a property is reduced by the amount of any homebuyer tax credit claimed
with respect to such property.

The first-time homebuyer credit is a nonrefundable personal credit and may offset the
regular tax and the alternative minimum tax. Any credit in excess of tax liability may be carried
forward indefinitely. The homebuyer credit is generally available for property purchased after
August 4, 1997, and before January 1, 2012. However, the credit does not apply to the purchase
of a residence after December 31, 2008 to which the national first-time homebuyer credit under

40 Sec. 1400C (for property purchased before January 1, 2012).
“' Sec. 1400B.

402 Qec. 1400C.
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Section 36 of the Code applies. Thus, if a taxpayer is eligible to take the credit under section 36
(even if he or she does not), the taxpayer cannot take the District of Columbia credit.

GO Zone

Increase in rehabilitation credit

Present law provides a two-tier tax credit for rehabilitation expenditures.

A 20-percent credit is provided for qualified rehabilitation expenditures with respect to a
certified historic structure.*”® For this purpose, a certified historic structure means any building
that is listed in the National Register, or that is located in a registered historic district and is
certified by the Secretary of the Interior to the Secretary of the Treasury as being of historic
significance to the district.***

A 10-percent credit is provided for qualified rehabilitation expenditures with respect to a
qualified rehabilitated building, which generally means a building that was first placed in service
before 1936.*”” The pre-1936 building must meet requirements with respect to retention of
existing external walls and internal structural framework of the building in order for expenditures
with respect to it to qualify for the 10-percent credit. A building is treated as having met the
substantial rehabilitation requirement under the 10-percent credit only if the rehabilitation
expenditures during the 24-month period selected by the taxpayer and ending within the taxable
year exceed the greater of (1) the adjusted basis of the building (and its structural components),
or (2) $5,000.*°

The provision requires the use of straight-line depreciation or the alternative depreciation
system in order for rehabilitation expenditures to be treated as qualified under the provision.*"’

Present law increases from 20 to 26 percent, and from 10 to 13 percent, respectively, the
credit under section 47 with respect to any certified historic structure or qualified rehabilitated
building located in the Gulf Opportunity Zone, provided the qualified rehabilitation expenditures
with respect to such buildings or structures are incurred on or after August 28, 2005, and before
January 1, 2012.%%

403 Sec. 47(a)(2).

4% Sec. 47(c)(3).
43 Sec. 47(a)(1).
406

Sec. 47(c)(1).

407 Se

o

-47(0)2)B)().

408 Sec. 1400N(h).
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Low-income housing credit rules

In general.—The low-income housing credit may be claimed over a 10-year period for the
cost of rental housing occupied by tenants having incomes below specified levels.*”” The
amount of the credit for any taxable year in the credit period is the applicable percentage of the
qualified basis of each qualified low-income building. The qualified basis of any qualified low-
income building for any taxable year equals the applicable fraction of the eligible basis of the
building.

The credit percentage for newly constructed or substantially rehabilitated housing that is
not Federally subsidized is adjusted monthly by the Internal Revenue Service so that the 10
annual installments have a present value of 70 percent of the total qualified basis. The credit
percentage for newly constructed or substantially rehabilitated housing that is Federally
subsidized and for existing housing that is substantially rehabilitated is calculated to have a
present value of 30 percent of qualified basis. These are referred to as the 70-percent credit and
30-percent credit, respectively.

Volume limit.—Generally, a low-income housing credit is allowable only if the owner of a
qualified building receives a housing credit allocation from the State or local housing credit
agency. Each State has a limited amount of low-income housing credit available to allocate.
This amount is called the aggregate housing credit dollar amount (or the “State housing credit
ceiling”). For each State, the State housing credit ceiling is the sum of four components: (1) the
unused housing credit ceiling, if any, of such State from the prior calendar year; (2) the credit
ceiling for the year (either a per capital amount or the small State minimum annual cap); (3) any
returns of credit ceiling to the State during the calendar year from previous allocations; and (4)
the State’s share, if any, of the national pool of unused credits from other States that failed to use
them (only States which allocated their entire credit ceiling for the preceding calendar year are
eligible for a share of the national pool. For calendar year 2012, each State’s credit ceiling is
$2.20 per resident, with a minimum annual cap of $2,525,000 for certain small population
States.”'” These amounts are indexed for inflation. These limits do not apply in the case of
projects that also receive financing with proceeds of tax-exempt bonds issued subject to the
private activity bond volume limit.

Under section 1400N(c) of the Code, the otherwise applicable State housing credit ceiling
is increased for each of the States within the GO Zone. This increase applies to calendar years
2006, 2007, and 2008. The additional volume for each of the affected States equals $18.00 times
the number of such State’s residents within the GO Zone. This amount is not adjusted for
inflation. This additional volume limit expires unless the applicable low-income buildings are
placed in service before December 31, 2011.

409 Sec. 42.

410 Rev. Proc. 2011-52, 2011-45 I.R.B. 701, December 27, 2011.
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Tax-exempt bond financing

In general.—Under present law, gross income does not include interest on State or local
bonds.”'" State and local bonds are classified generally as either governmental bonds or private
activity bonds. Governmental bonds are bonds which are primarily used to finance
governmental functions or which are repaid with governmental funds. Private activity bonds are
bonds with respect to which the State or local government serves as a conduit providing
financing to nongovernmental persons (€.g., private businesses or individuals). The exclusion
from income for State and local bonds does not apply to private activity bonds, unless the bonds
are issued for certain permitted purposes (“qualified private activity bonds™). The definition of a
qualified private activity bond includes an exempt facility bond and a qualified mortgage bond.

Exempt facility bonds.—The definition of exempt facility bond includes bonds issued to
finance certain transportation facilities (airports, ports, mass commuting, and high-speed
intercity rail facilities); qualified residential rental projects; privately owned and/or operated
utility facilities (sewage, water, solid waste disposal, and local district heating and cooling
facilities, certain private electric and gas facilities, and hydroelectric dam enhancements);
public/private educational facilities; qualified green building and sustainable design projects; and
qualified highway or surface freight transfer facilities.*"?

Residential rental property may be financed with exempt facility bonds if the financed
project is a “qualified residential rental project.”*"? A project is a qualified residential rental
project if 20 percent or more of the residential units in such project are occupied by individuals
whose income is 50 percent or less of area median gross income (the “20-50 test”).
Alternatively, a project is a qualified residential rental project if 40 percent or more of the
residential units in such project are occupied by individuals whose income is 60 percent or less
of area median gross income (the “40-60 test”).

Qualified mortgage bonds.—Qualified mortgage bonds are tax-exempt bonds issued to
make mortgage loans to eligible mortgagors for the purchase, improvement, or rehabilitation of
owner-occupied residences.’'* The Code imposes several limitations on qualified mortgage
bonds, including income limitations for eligible mortgagors, purchase price limitations on the
home financed with bond proceeds, and a “first-time homebuyer” requirement. In addition, bond
proceeds generally only can be used for new mortgages (i.e., proceeds cannot be used to acquire
or replace existing mortgages).

Exceptions to the new mortgage requirement are provided for the replacement of
construction period loans, bridge loans, and other similar temporary initial financing. In

1 Sec. 103.
412 Sec. 142(a).
13 Sec. 142(d).

44 Qec. 143.
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addition, qualified rehabilitation loans may be used, in part, to replace existing mortgages. A
qualified rehabilitation loan means certain loans for the rehabilitation of a building if there is a
period of at least 20 years between the date on which the building was first used (the “20 year
rule”) and the date on which the physical work on such rehabilitation begins and the existing
walls and basis requirements are met. The existing walls requirement for a rehabilitated building
is met if 50 percent or more of the existing external walls are retained in place as external walls,
75 percent or more of the existing external walls are retained in place as internal or external
walls, and 75 percent or more of the existing internal structural framework is retained in place.
The basis requirement is met if expenditures for rehabilitation are 25 percent or more of the
mortgagor’s adjusted basis in the residence, determined as of the later of the completion of the
rehabilitation or the date on which the mortgagor acquires the residence.

Qualified mortgage bonds also may be used to finance qualified home-improvement
loans. Qualified home-improvement loans are defined as loans to finance alterations, repairs,
and improvements on an existing residence, but only if such alterations, repairs, and
improvements substantially protect or improve the basic livability or energy efficiency of the
property. Qualified home-improvement loans may not exceed $15,000, and may not be used to
refinance existing mortgages.

As with most qualified private activity bonds, issuance of qualified mortgage bonds is
subject to annual State volume limitations (the “State volume cap”).

Gulf Opportunity Zone Bonds.—~The Gulf Opportunity Zone Act of 2005*" authorizes
Alabama, Louisiana, and Mississippi (or any political subdivision of those States) to issue
qualified private activity bonds to finance the construction and rehabilitation of residential and
nonresidential property located in the GO Zone (“GO Zone Bonds™).*'® GO Zone Bonds are not
subject to the State volume cap. Rather, the maximum aggregate amount of GO Zone Bonds that
may be issued in any eligible State is limited to $2,500 multiplied by the population of the
respective State within the GO Zone.

Depending on the purpose for which such bonds are issued, GO Zone Bonds are treated
as either exempt facility bonds or qualified mortgage bonds. GO Zone Bonds are treated as
exempt facility bonds if 95 percent or more of the net proceeds of such bonds are to be used for
qualified project costs located in the GO Zone. Qualified project costs include the cost of
acquisition, construction, reconstruction, and renovation of nonresidential real property
(including buildings and their structural components and fixed improvements associated with
such property), qualified residential rental projects (as defined in section 142(d) with certain
modifications), and public utility property. Bond proceeds may not be used to finance movable
fixtures and equipment.

Rather than applying the 20-50 and 40-60 tests from section 142, a project is a qualified
residential rental project under the provision if 20 percent or more of the residential units in such

415 Pub. L. No. 109-35.

41 Sec. 1400N(a). The provision was covers bonds issued through December 31, 2011.
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project are occupied by individuals whose income is 60 percent or less of area median gross
income or if 40 percent or more of the residential units in such project are occupied by
individuals whose income is 70 percent or less of area median gross income.

GO Zone Bonds issued to finance residences located in the GO Zone are treated as
qualified mortgage bonds if the general requirements for qualified mortgage bonds are met. The
Code also provides special rules for GO Zone Bonds issued to finance residences located in the
GO Zone. For example, the first-time homebuyer rule is waived and the income and purchase
price rules are relaxed for residences financed in the GO Zone. In addition, the Code increases
from $15,000 to $150,000 the amount of a qualified home-improvement loan with respect to
residences located in the specified disaster areas.

Also, a qualified GO Zone repair or reconstruction loan is treated as a qualified
rehabilitation loan for purposes of the qualified mortgage bond rules. Thus, such loans financed
with the proceeds of qualified mortgage bonds and GO Zone Bonds may be used to acquire or
replace existing mortgages, without regard to the existing walls or 20 year rule under present
law. A qualified GO Zone repair or reconstruction loan is any loan used to repair damage caused
by Hurricane Katrina, Hurricane Rita, or Hurricane Wilma to a building located in the GO Zones
(or reconstruction of such building in the case of damage constituting destruction) if the
expenditures for such repair or reconstruction are 25 percent or more of the mortgagor’s adjusted
basis in the residence. For these purposes, the mortgagor’s adjusted basis is determined as of the
later of (1) the completion of the repair or reconstruction or (2) the date on which the mortgagor
acquires the residence.

GO Zone Bonds must be issued before December 31, 2011.

Gulf Opportunity Zone Additional Depreciation

The Gulf Opportunity Zone Act of 2005*'” provided an additional first-year depreciation
deduction equal to 50 percent of the adjusted basis of qualified property.*"® Qualified GO Zone
property is property placed in service after August 28, 2005 (the date Hurricane Katrina hit New
Orleans, Louisiana) and before January 1, 2008 in the GO Zone area that was not otherwise
eligible for the general bonus depreciation provisions of section 168(k). The placed-in-service
deadline was extended for specified “GO Zone extension property” which is real property
located in a county or parish within the GO Zone where more than 60-percent of the housing
units were destroyed by hurricanes in 2005.*'* Specified Gulf Opportunity Zone extension
property is defined as property substantially all the use of which is in one or more specified
portions of the GO Zone and which is either: (1) nonresidential real property or residential rental

17 Pub. L. No. 109-135, sec. 101 (2005).

18 See section 1400N(d). A taxpayer was permitted to elect out of the 50-percent additional first-year
depreciation deduction for any class of property for any taxable year.

19 Sec. 1400N(d)(6). Pub. L. No. 109-432, sec. 120(a) (2006).
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property which is placed in service by the taxpayer on or before December 31, 2011,*° or (2) in
the case of a taxpayer who places in service a building described in (1), property described in
section 168(1()(2)(A)(i),421 if substantially all the use of such property is in such building and
such property is placed in service within 90 days of the date the building is placed in service.
However, in the case of nonresidential real property or residential rental property, only the
adjusted basis of such property attributable to manufacture, construction, or production before
January 1, 2012 is eligible for the additional first-year depreciation.

Bonus Depreciation

In general

An additional first-year depreciation deduction is allowed equal to 50 percent of the
adjusted basis of qualified property placed in service between January 1, 2008 and September 8,
2010 or between January 1, 2012 and January 1, 2013 (January 1, 2014 for certain longer-lived
and transportation property).**> An additional first-year depreciation deduction is allowed equal
to 100 percent of the adjusted basis of qualified property placed in service after September §,
2010 and before January 1, 2012 (before January 1, 2013, in the case of certain longer lived and
transportation property).

Property qualifying for the additional first-year depreciation deduction must meet all of
the following requirements. First, the property must be (1) property to which MACRS applies
with an applicable recovery period of 20 years or less; (2) water utility property (as defined in
section 168(e)(5)); (3) computer software other than computer software covered by section 197;
or (4) qualified leasehold improvement property (as defined in section 168(k)(3)).** Second, the
original use*** of the property must commence with the taxpayer after December 31, 2007.%%

420 The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010, Pub. L. No.
111-312, sec. 765(a)(1)-(2) (2010).

21 Generally, property described in section 168(k)(2)(A)(i) is (1) property to which the general rules of the
Modified Accelerated Cost Recovery System (“MACRS”) apply with an applicable recovery period of 20 years or
less, (2) computer software other than computer software covered by section 197, (3) water utility property (as
defined in section 168(e)(5)), or (4) certain leasechold improvement property.

22 Sec. 168(k). The additional first-year depreciation deduction is subject to the general rules regarding
whether an item must be capitalized under section 263 or section 263A.

2 The additional first-year depreciation deduction is not available for any property that is required to be
depreciated under the alternative depreciation system of MACRS. The additional first-year depreciation deduction
is also not available for qualified New York Liberty Zone leasehold improvement property as defined in section
1400L(c)(2).

% The term “original use” means the first use to which the property is put, whether or not such use
corresponds to the use of such property by the taxpayer. If in the normal course of its business a taxpayer sells
fractional interests in property to unrelated third parties, then the original use of such property begins with the first
user of each fractional interest (i.e., each fractional owner is considered the original user of its proportionate share of
the property).
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Third, the taxpayer must acquire the property within the applicable time period (as described
below). Finally, the property must be placed in service before January 1, 2013. An extension of
the placed-in-service date of one year (i.e., January 1, 2014) is provided for certain property with
a recovery period of 10 years or longer and certain transportation property.**® Transportation
property generally is defined as tangible personal property used in the trade or business of
transporting persons or property.**’

To qualify for the additional first-year depreciation deduction, property generally must be
acquired (1) after December 31, 2007, and before January 1, 2013 (before January 1, 2014 in the
case of certain longer-lived and transportation property), but only if no binding written contract
for the acquisition is in effect before January 1, 2008, or (2) pursuant to a binding written
contract which was entered into after December 31, 2007, and before January 1, 2013.*® With
respect to property that is manufactured, constructed, or produced by the taxpayer for use by the
taxpayer, the taxpayer must begin the manufacture, construction, or production of the property
after December 31, 2007, and before January 1, 2013. Property that is manufactured,
constructed, or produced for the taxpayer by another person under a contract that is entered into
prior to the manufacture, construction, or production of the property is considered to be
manufactured, constructed, or produced by the taxpayer. For property eligible for the extended
placed-in-service date, a special rule limits the amount of costs eligible for the additional first-
year depreciation. With respect to such property, only the portion of the basis that is properly
attributable to the costs incurred before January 1, 2013 (“progress expenditures”) is eligible for
the additional first-year depreciation deduction.**’

Property does not qualify for the additional first-year depreciation deduction when the
user of such property (or a related party) would not have been eligible for the additional first-
year depreciation deduction if the user (or a related party) were treated as the owner. For
example, if a taxpayer sells to a related party property that was under construction prior to

423 A special rule applies in the case of certain leased property. In the case of any property that is
originally placed in service by a person and that is sold to the taxpayer and leased back to such person by the
taxpayer within three months after the date that the property was placed in service, the property would be treated as
originally placed in service by the taxpayer not earlier than the date that the property is used under the leaseback. If
property is originally placed in service by a lessor, such property is sold within three months after the date that the
property was placed in service, and the user of such property does not change, then the property is treated as
originally placed in service by the taxpayer not earlier than the date of such sale.

26 Property qualifying for the extended placed-in-service date must have an estimated production period
exceeding one year and a cost exceeding $1 million.

#7 Certain aircraft which is not transportation property, other than for agricultural or firefighting uses, also
qualifies for the extended placed in service date, if at the time of the contract for purchase, the purchaser made a
nonrefundable deposit of the lesser of 10 percent of the cost or $100,000, and which has an estimated production
period exceeding four months and a cost exceeding $200,000.

28 Property does not fail to qualify for the additional first-year depreciation merely because a binding
written contract to acquire a component of the property is in effect prior to January 1, 2008.

2 For purposes of determining the amount of eligible progress expenditures, it is intended that rules
similar to section 46(d)(3) as in effect prior to the Tax Reform Act of 1986 apply.
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January 1, 2008, the property does not qualify for the additional first-year depreciation
deduction. Similarly, if a taxpayer sells to a related party property that was subject to a binding
written contract prior to January 1, 2008, the property does not qualify for the additional first-
year depreciation deduction. As a further example, if a taxpayer (the lessee) sells property in a
sale-leaseback arrangement, and the property otherwise would not have qualified for the
additional first-year depreciation deduction if it were owned by the taxpayer-lessee, then the
lessor is not entitled to the additional first-year depreciation deduction.

In the case of the additional first-year depreciation deduction, the basis of the property is
appropriately adjusted to reflect the additional first-year depreciation deduction. Nevertheless,
there are no adjustments to the allowable amount of depreciation for purposes of computing a
taxpayer’s alternative minimum taxable income with respect to property to which the provision
applies. The amount of the additional first-year depreciation deduction is not affected by a short
taxable year. The taxpayer may elect out of additional first-year depreciation for any class of
property for any taxable year.

The limitation under section 280F on the amount of depreciation deductions allowed with
respect to certain passenger automobiles is increased in the first year by $8,000 for automobiles
that qualify (and for which the taxpayer does not elect out of the additional first-year deduction).
The $8,000 increase is not indexed for inflation.

Election to accelerate certain credits in lieu of claiming bonus depreciation

The bonus depreciation provisions available in 2008 did not always provide the intended
benefit to companies in net operating loss positions.430 Under the Housing and Economic
Recovery Act of 2008,*' Congress allowed corporations to claim additional research and
minimum tax credits in lieu of claiming bonus depreciation for “eligible qualified property”
placed in service after March 31, 2008."% A corporation making the election would increase the
limitation under section 38(c) on the use of research credits or section 53(c) on the use of
minimum tax credits in lieu of taking bonus depreciation deductions. The increases in the
allowable credits under this provision are treated as refundable. The depreciation for eligible
qualified property was calculated for both regular tax and alternative minimum tax purposes
using the straight-line method.

40 For example, companies in significant net operating loss (“NOL”) positions did not receive any current
cash tax savings under the provision if they did not have a tax liability in the current year or an ability to carryback
the additional loss generated through bonus depreciation. These companies often chose to forego bonus
depreciation to avoid increasing NOL carryforwards. NOLs are only allowed to be carried forward 20 years, so by
deferring the depreciation deductions otherwise eligible under the bonus regime, taxpayers effectively extended the
20 year window.

1 Pyb. L. No. 110-289, sec. 3081 (2008).

2 The date restriction included in the definition of eligible qualified property was extended as part of the
American Recovery and Reinvestment Act of 2009. Pub. L. No. 111-5, sec. 1201 (2009).
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The research or minimum tax credit limitation was increased by the bonus depreciation
amount, which was equal to 20 percent of bonus depreciation®? for certain eligible qualified
property that could be claimed as a deduction absent an election under this provision. Generally,
eligible qualified property included in the calculation was bonus depreciation property that met
the following requirements: (1) the original use of the property must commence with the
taxpayer after March 31, 2008; (2) the taxpayer must acquire the property either (a) after March
31, 2008, and before January 1, 2010, but only if no binding written contract for the acquisition
was in effect before April 1, 2008, or (b) pursuant to a binding written contract that was
entered into after March 31, 2008, and before January 1, 2010;*> and (3) the property must be
placed in service after March 31, 2008, and before January 1, 2010 (January 1, 2011, for certain
longer-lived and transportation property).

The bonus depreciation amount was limited to the lesser of (1) $30 million or (2) six-
percent of the research credit allocable to business credit carryovers from, and minimum tax
credits allocable to the adjusted minimum tax imposed for, taxable years beginning before
January 1, 2006. All corporations treated as a single employer under section 52(a) are treated as
one taxpayer for purposes of the limitation, as well as for electing the application of this
provision.

The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of
2010*° extended and expanded the definition of eligible qualified property and generally
permitted a corporation to increase the minimum tax credit limitation by the bonus depreciation
amount with respect to eligible property placed in service after December 31, 2010 (December
31, 2011, in the case of certain longer-lived and transportation property), and before January 1,
2013 (January 1, 2014, in the case of certain longer-lived and transportation property). The
provision applies with respect to “round 2 extension property,” which is defined as property that
is eligible qualified property solely because it meets the requirements under the extension of the
additional first-year depreciation deduction for certain property placed in service after December
31,2010.%7 Generally, round 2 extension property included in the calculation is bonus
depreciation property that met the following requirements: (1) the original use of the property

3 For this purpose, bonus depreciation is the difference between (i) the aggregate amount of depreciation
for all eligible qualified property determined if section 168(k)(1) applied using the most accelerated depreciation
method (determined without regard to this provision), and the shortest life allowable for each property, and (ii) the
amount of depreciation that would be determined if section 168(k)(1) did not apply using the same method and life
for each property.

% In the case of passenger aircraft, the written binding contract limitation does not apply.

3 Special rules apply to property manufactured, constructed, or produced by the taxpayer for use by the
taxpayer.

46 pyb. L. No. 111-312, sec. 401 (2010).

7 An election under new section 168(k)(4)(I) with respect to round 2 extension property is binding for
any property that is eligible qualified property solely by reason of the amendments made by section 401(a) of the
Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010, even if such property is placed
in service in 2012.

169



must commence with the taxpayer after December 31, 2010; (2) the taxpayer must purchase the
property either (a) after December 31, 2010, and before January 1, 2013, but only if no binding
written contract for the acquisition was in effect before January 1, 2011, or (b) pursuant to a
binding written contract that was entered into after December 31, 2010 (December 31, 2011, in
the case of certain longer-lived and transportation property), and before January 1, 2013; and (3)
the property must be placed in service after December 31, 2010, and before January 1, 2013
(January 1, 2014, for certain longer-lived and transportation property). A corporation making the
election forgoes the depreciation deductions allowable under section 168(k) and instead
increases the limitation under section 53(c) on the use of minimum tax credits.***

Description of Proposal

The proposal designates 20 growth zones (14 in urban areas and six in rural areas). The
zone designation and corresponding tax incentives would be in effect from January 1, 2014
through December 31, 2018. The Secretary of Commerce would select the zones in consultation
with the Secretary of Housing and Urban Development and the Secretary of Agriculture.

The zones would be chosen through a competitive application process. A State, county,
city, or other general purpose political subdivision of a State or possession (a “local
government”), or an Indian tribal government would be eligible to nominate an area for growth
zone status. Areas could be nominated by more than one local government or State. In addition,
local governments within a region could join together to jointly nominate multiple areas for
growth zone status, so long as each designated zone independently satisfies the eligibility
criteria. To be eligible to be nominated, an area must satisfy the following criteria:

1. A nominated area would have to have a continuous boundary (that is, an area must
be a single area; it cannot be compromised of two or more separate areas) and could
not exceed 20 square miles if an urban area or 1,000 square miles if a rural area.

2. A nominated urban area would have to include a portion of at least one local
government jurisdiction with a population of at least 50,000. The population of a
nominated urban area could not exceed the lesser of: (1) 200,000; or (2) the greater
of 50,000 or ten percent of the population of the most populous city in the nominated
area. A nominated rural area could not have a population that exceeded 30,000.

8 A taxpayer that made an election to increase the research credit or minimum tax credit limitation for
eligible qualified property for its first taxable years ending after March 31, 2008, or for extension property, may
choose not to make the election to increase the minimum tax credit for round 2 extension property. Further, the
provision allows a taxpayer that did not made an election for eligible qualified property for its first taxable year
ending after March 31, 2008, or for extension property, to make the election for round 2 extension property for its
first table year ending after December 31, 2010, and for each subsequent year. In the case of a taxpayer electing to
increase the research or minimum tax credit for eligible qualified property and/or extension property and the
minimum tax credit for round 2 extension property, a separate bonus depreciation amount, maximum amount, and
maximum increase amount is computed and applied to each group. In computing the maximum amount, the
maximum increase amount for extension property or for round 2 extension property is reduced by bonus
depreciation amounts for preceding taxable years only with respect to extension property or round 2 extension
property, respectively.
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Nominated areas would be designated as growth zones based on the strength of the
applicant’s “competitiveness plan” and its needs to attract investment and jobs. Communities
would be encouraged to develop a strategic plan to build on their economic strengths and outline
targeted investments to develop their competitive advantages. Collaboration across a wide range
of stakeholders would be useful in developing a coherent and comprehensive strategic plan. A
successful plan would clearly outline how the economic strategy would connect the zone to
drivers of regional economic growth.

In evaluating applications, the Secretary of Commerce could consider other factors,
including: unemployment rates, poverty rates, household income, homeownership, labor force
participation and educational attainment. In addition, the Secretary may set minimal standards
for the levels of unemployment and poverty that must be satisfied by the nominated area.

“Rural area” would be defined as any area that is (1) outside of a metropolitan statistical
area (within the meaning of section 143(k)(2)(B)) or (2) determined by the Secretary of
Commerce, after consultation with the Secretary of Agriculture, to be a rural area. “Urban area”
would be defined as any area that is not a rural area.

Two tax incentives would be applicable to growth zones. First, an employment credit
would be provided to businesses that employ zone residents. The credit would apply to the first
$15,000 of qualifying zone employee wages. The credit rate would be 20 percent for zone
residents who are employed within the zone and 10 percent for zone residents employed outside
of the zone. The definition of a qualified zone employee would follow rules found in section
1396(d). For the purposes of the 10 percent credit, the requirement that substantially all of the
services performed by the employee for the employer are within the zone would not apply. The
definition of qualified zone wages would follow the definitions provided in section 1396(c) and
1397(a).

Second, qualified property placed in service within the zone would be eligible for
additional first-year depreciation or 100 percent of the adjusted basis of the property. Qualified
property for this purpose includes tangible property with a recovery period of 20 years or less,
water utility property, certain computer software, and qualified leasehold improvement property.
Qualified property must be new property. Qualified property excludes property that is required
to be depreciated under the ADS. The taxpayer must purchase (or begin the manufacture or
construction of) the property after the date of zone designation and before January 1, 2019 (but
only if no written binding contract for the acquisition was in effect before zone designation).
The property must be placed in service within the zone before January 1, 2019.

The Secretary of the Treasury would be given authority to collect data from taxpayers on
the use of such tax incentives by zone. The Secretary of Commerce may require the nominating
local government to provide other data on the economic conditions in the zones both before and
after designation. These data would be used to evaluate the effectiveness of the growth zones
program.

Effective date.—The proposal is effective on the date of enactment.
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Analysis

In general

The proposal is designed to promote job creation and investment in economically
distressed areas that have demonstrated potential for future growth and diversification into new
industries. The growth zones would replace the empowerment zone, DC Zone, and GO Zone tax
incentives which generally expired at the end of 2011.

Opponents of the proposal might argue that the tax benefits may do little to encourage
new development. Hence, such incentives may primarily benefit existing businesses while
producing little new growth. Indeed, the establishment of local tax incentives may have the
effect of distorting the location of new investment, rather than increasing investment overall.*’
If the new investments are offset by less investment in neighboring, but not qualifying areas, the
neighboring communities could suffer. On the other hand, the increased investment in the
qualifying areas could have spillover effects that are beneficial to the neighboring communities.

Opponents also may argue that there may be negative behavioral effects resulting from
the announcement of the program and its temporary nature. Companies may delay certain
investments in areas during the application process to avoid hiring or placing property in service
before the growth zone tax benefits are available. This behavior could have the effect of
suppressing economic activity in advance of the designation of a growth zone. Proponents may
argue that this behavior would be offset because at the end of the period there is an incentive to
accelerate hiring and investments such that wages are paid and property is placed in service
before the expiration of the growth zone tax benefits.

Effectiveness of existing incentives

The Department of Housing and Urban Development, the Government Accountability
Office, and various scholars have analyzed the effectiveness of present law empowerment zones
and related tax incentives as discussed below.

Department of Housing and Urban Development Analysis

HUD has not published any comprehensive study of the empowerment zones and renewal
communities programs. However, in 2001, it published an interim assessment based on the
initial years of the program.**® The report was titled an “interim” assessment because it studied

9 For a discussion of the economic effects of targeting economic activity to specific geographic areas, see
Leslie E. Papke, “What Do We Know About Enterprise Zones,” in James M. Poterba (ed.), Tax Policy and the
Economy, vol. 7, The MIT Press, 1993.

40 U.S. Department of Housing and Urban Development, Interim Assessment of the Empowerment Zones
and Enterprise Communities (EZ/EC) Program: A Progress Report, November 2001.
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only the first five years of the ten-year program. No subsequent “final” assessment has yet been
issued by HUD.*"!

HUD’s interim assessment studied the performance of six urban Round I empowerment
zones and 12 urban enterprise communities over the first five years of the empowerment
zone/enterprise community program. The report analyzed performance based on four metrics:
economic opportunity, community-based partnerships, sustainable community development, and
strategic vision for change. Applicants for empowerment zone designation were required to
incorporate these four principles into the strategic plans submitted with their applications.

HUD made several findings consistent with a positive impact by the empowerment
zone/enterprise community program: in aggregate, job growth accelerated in the six
empowerment zones; job growth in four of the six empowerment zones outpaced job growth in
comparison areas; the number of both empowerment zone resident-owned and minority-owned
businesses increased substantially across all six empowerment zones; and workforce
development activities created as many as 16,000 jobs for empowerment zone/enterprise
community residents.

On the other hand, other findings were consistent with little or no positive impact.
During the period studied, there was a general economic upturn, making it difficult to attribute
employment growth to the empowerment zone/enterprise community program. In some
empowerment zones, employment increases may have been attributable to nonempowerment
zone activities. Of the businesses in the six empowerment zones, only 11 percent reported using
empowerment zone employment credits, four percent reported using section 179 expensing, and
three percent reported using work opportunity tax credits, while 65 percent of all empowerment
zone businesses reported no benefits from being located in the empowerment zone.

Ultimately, the HUD study’s mixed results were inconclusive and did not show that the
empowerment zone/enterprise community program causes community improvement.

Government Accountability Office Analysis

In accordance with the Community Renewal Tax Relief Act of 2000,*** which mandated
that GAO issue reports of the empowerment zone/enterprise community program and the
renewal community program in 2004, 2007, and 2010, GAO has published periodic audits
focusing on the programs’ effects on poverty, unemployment, and economic growth.**

“! Tn 2006, HUD published Spotlight on Results, an anecdotal report of the empowerment zone/enterprise
community/renewal community programs' success. U.S. Department of Housing and Urban Development, Spotlight
on Results: Capturing Successes in Renewal Communities and Empowerment Zones, May 2006. Through numerous
stories and photos of individual community initiatives and projects, the report “highlights the successes of the tax
incentives and celebrates successful programs and projects taking place in RCs and EZs.” Ibid., p. iii.

442 Pub. L. No. 106-554.

3 Prior to the creation in 2000 of renewal communities, GAO issued reports about the use of tax
incentives by empowerment zones and enterprise communities. See General Accounting Office, Community
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In its 2004 report, GAO found that the IRS did not collect sufficient data on the use of
many of the empowerment zone/enterprise community and renewal community tax benefits.***
It consequently found it impossible to study the overall impact of the empowerment
zone/enterprise community program and renewal community program, and it recommended
better data collection.**®

GAQO’s second report concluded that the effects of Round I empowerment zone/enterprise
community designation on community improvement were unclear.**® GAO noted that the
Department of Health and Human Services (“HHS”’), HUD, and the USDA—the three agencies
that oversee the spending of grant funds under the empowerment zone/enterprise community
program—had failed to collect data on how the grant funds were used.*’ Similarly, GAO found
only limited data on the use of tax benefits, noting that HUD, USDA, and IRS had failed to reach
agreement on a cost-effective approach to collect data and to identify standards for evaluating the
effectiveness of those tax benefits.***

Using available data on the eight Round I empowerment zones, GAO conducted a
statistical study of economic data to measure the economic impact of empowerment
zone/enterprise community designation. It found that “although improvements in poverty,
unemployment, and economic growth had occurred,” the analysis “could not tie these changes
definitively to the empowerment zone designation.”** The lack of data, combined with the
difficulty of determining which changes would have occurred in each area absent the

Development: Information on the Use of Empowerment Zone and Enterprise Community Tax Incentives (GAO-98-
203), June 1998; General Accounting Office, Community Development: Businesses’ Use of Empowerment Zone Tax
Incentives (GAO-99-253), September 1999.

% The report describes renewal communities but does not analyze their effectiveness. General
Accounting Office, Community Development: Federal Revitalization Programs Are Being Implemented, but Data
on the Use of Tax Benefits Are Limited (GAO-04-306), March 2004, p. 45.

5 1bid., p. 45-46.

#6 Government Accountability Office, Empowerment Zone and Enterprise Community Program:
Improvements Occurred in Communities, but the Effect of the Program is Unclear (GAO-06-727), September 2006,
p. 4. While the report briefly mentioned renewal communities, it focused its analysis on the empowerment zone and
enterprise community programs, since more data (dating back to 1994) existed for those programs.

7 «“HHS did not provide the states, EZs, and ECs with clear guidance on how to monitor the program
grant funds, so the types and extent of monitoring performed by state and local participants varied. To some extent,
the lack of reporting requirements may be an outcome of the program's design, which was intended to give
communities flexibility in using program funds and relied on multiple agencies for oversight. But the result has
been that little information is available on the amount of funds spent on specific activities, hindering the agencies'
efforts to oversee the program.” Ibid., p. 4.

¥ Ibid.

*9 1bid., p. 5. The report observes that nonempowerment zone areas used for comparison often had similar
decreases in poverty and unemployment and increases in economic growth. In addition, the decrease in poverty
within some empowerment zones was likely attributable to low-income residents moving out of the empowerment
zone and being replaced by higher-income individuals.
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empowerment zone/enterprise community designation, made measurement of program impact
particularly difficult.

Among its concluding observations, the GAO recommended that if Congress authorizes
similar programs in the future, it should address limitations in agency oversight and coordination
and the limited ability to evaluate program effectiveness due to insufficient data.**

Its most recent report™ ' provides an overview of the various revitalization programs with

an emphasis on Round III empowerment zones and renewal communities that primarily received
tax benefits. The results of this analysis may be the most informative for the Administration
proposed growth zones, which exclusively provide two tax incentives. GAO noted that while
some information on the use of tax benefits is available, data on the use of revitalization program
tax benefits at the zone or community level and their impacts are limited.

Administrators for urban empowerment zones reported $643 million in facility bonds
were used to finance 40 projects over 16 years; however, fewer than half of the zones reported
using facility bonds at all.*** Local renewal community administrators reported allocating $1.7
billion in commercial revitalization deductions from 2002 through 2008, representing just over
50 percent of possible total allocations.* They suggested that allowing pooling of unused
allocations would permit usage in areas of greater demand.

GAO noted that challenges exist in assessing the effectiveness of tax benefits because
most IRS forms incorporating zone “tax benefits are not specific to revitalization program
activities, with the exception of IRS Form 8844 related to employment credits.*>> IRS reported
aggregate data from Form 1040 (individual) and Form 1120 (corporation) returns indicating
$675 million and $2.6 billion, respectively, in employment credits for processing years 1997
through 2008. While these employment credits are specific to revitalization programs, the
credits cannot be tied to any one zone or community.

GAO concluded that while “in many cases economic conditions improved in
communities...it has been difficult to isolate the impacts of these programs on conditions in
distressed communities without the ability to attribute the tax benefits to [specific] areas.”*®

0 1bid., pp. 5-6, 48-49.

1 Government Accountability Office, Revitalization Programs: Empowerment Zones, Enterprise
Communities and Renewal Communities (GAO-10-464R), March 2010.

2 hid., p. 24.

3 1hid., p. 24.

4

[y

* 1bid., p. 36.

4

[y

> 1bid., p. 26.

¢ Thid., p. 44.
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Economic literature analysis

The economic literature assessing the impact of Federal empowerment zones is
limited.*” In general, these studies have found modest effects overall with relatively high costs.
Another issue is the difficulty of identifying which aspects of zone designation, grants or tax
incentives, may be responsible for any observed increases in economic activity.

One study examined the Federal empowerment zones in Baltimore, Chicago, Detroit, and
New York and found that, while poverty and unemployment decreased in some zone areas,
similar changes occurred in comparison areas that did not receive the empowerment zone
designation, suggesting that changes within zones are consistent with citywide economic trends.
Overall 515186 authors found no statistically significant change in income, unemployment, or
poverty.

Another study suggests that these overall modest or insignificant effects may mask
countervailing effects on different subsets of firms.*’ Increases in employment, sales, and
capital expenditures in new and existing establishments may be mostly offset by losses in
employment, sales, and capital expenditures among firms that close or leave the zone. The
authors note that if this churning of employment improves the desirability of living or locating a
business in an empowerment zone, this benefit may be capitalized into local property values and
zone effectiveness may be evaluated by estimating increases in property values.*®

Other researchers have found significant increases in property values within zones. One
study found median home value appreciation in Round I empowerment zones was 25 percent
faster than it would have been without the program.*®! The authors suggest that this effect may
be a result of improved amenities (such as better services, lower crime, better infrastructure, or
better access to employment), a reduction in the supply of low-quality housing, and/or an

7 A number of studies have examined the effects of similar State programs, most of which preceded the
Federal initiatives. See, e.g., Leslie E. Papke, “Tax Policy and Urban Development: Evidence from the Indiana
Enterprise Zone Program,” Journal of Public Economics, vol. 54, May 1994, pp. 37-49. For a review of the early
literature, see Alan. H. Peters and Peter S. Fisher, “State Enterprise Zone Programs: Have They Worked?”” W.E.
Upjohn Institute for Employment Research, 2002. For a more recent review, see Joel A. Elvery, “The Impact of
Enterprise Zones on Resident Employment,” Economic Development Quarterly, vol. 23, February 2009, pp. 44-59.
We are unaware of economic literature assessing the impact of the tax benefits under the renewal community
program.

¥ Dierdre Oakley and Hui-shien Tsao, “A New Way of Revitalizing Distressed Urban Communities?
Assessing the Impact of the Federal Empowerment Zone Program,” Journal of Urban Affairs, vol. 28, November
2006, pp. 443-471.

4 Danielle Bondonio and Robert T. Greenbaum, “Do Local Tax Incentives Affect Economic Growth?
What Mean Impacts Miss in the Analysis of Enterprise Zone Policies,” Regional Science and Urban Economics,
vol. 37, 2007, pp. 121-136.

40 hid., p. 133.

! Douglas J. Krupka and Douglas S. Noonan, “Empowerment Zones, Neighborhood Change and Owner-
Occupied Housing,” Regional Science and Urban Economics, vol. 39, 2009, pp. 386-396.
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increase in the demand for commercial real estate to access program benefits, which could drive
up the price of residential property.

Another study found that housing values increased by approximately 22 percent while
rents increased by approximately seven percent, suggesting an overall increase in housing wealth
within the Round I urban zones of approximately $1.2 billion.*** The authors also found that
employment increased four percentage points while unemployment and poverty decreased by
similar amounts. This translates into an increase in empowerment zone employment of
approximately 30,000, a decrease in unemployment of approximately 13,000 individuals, and a
decrease in the poverty headcount of around 50,000 individuals.

One critique noted that previously employed renters within an empowerment zone may
be financially worse off as rents rise while earnings do not.**®> The authors also pointed out that
the cost of empowerment zone incentives per year per job created is likely relatively high. They
suggest that place-based initiatives can be justified only if the targeted areas exhibit stronger
economies of scale in production and consumption than other areas, the evidence of which is
absent, and that a more effective approach is to reconsider policies that require local businesses
and workers to pay for local redistribution and to limit land use restrictions in high-income, high-
productivity areas.

Prior Action

A substantially similar proposal was included in the President’s fiscal year 2012 budget
proposals.

2 Matias Busso and Patrick Kline, “Do Local Economic Development Programs Work? Evidence from
the Federal Empowerment Zone Program,” Cowles Foundation Discussion Paper No. 1638; Yale Economics
Department Working Paper No. 36, February 2008.

3 Edward L. Glaeser and Joshua D. Gottlieb, “The Economics of Place-Making Policies,” Brookings
Papers on Economic Activity, 2008, No. 1, pp. 155-239.
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C. Restructure Transportation Infrastructure Assistance to New York City

Present Law

In general

Present law includes a number of incentives to invest in property located in the New
York Liberty Zone (“NYLZ”), which is the area located on or south of Canal Street, East
Broadway (east of its intersection with Canal Street), or Grand Street (east of its intersection with
East Broadway) in the Borough of Manhattan in the City of New York, New York. These
incentives were enacted following the terrorist attack in New York City on September 11,
2001.** All of the incentives for the New York Liberty Zone property are now expired. The
longest-lived incentive, a special depreciation allowance for qualified NYLZ property, is not
available for property placed in service after December 31, 2009.

Description of Proposal

The proposal provides Federal tax credits to New York State and New York City for
expenditures relating to construction or improvement of transportation infrastructure in or
connecting to the NYLZ. The tax credits are allowed in each year from 2013 through 2022,
inclusive, and are subject to an annual limit of $200 million, for a total of $2 billion in tax
credits. They are divided evenly between New York State and New York City. Any amount of
unused credit below the $200 million annual limit is carried forward to the following year,
including years after 2022, and expenditures that exceed the $200 million annual limit are carried
forward and subtracted from the $200 million annual limit in the following year.

The credits are allowable against any payment by the State or City to the Federal
government required under a provision of the Internal Revenue Code other than the provisions
relating to payments of excise taxes, FICA, SECA, or OASDI amounts. For example, the credits
are allowable against payments of Federal income tax withheld with respect to State or City
employees.

Treasury is authorized to prescribe guidance to ensure that the expenditures satisfy the
intended purposes. The amount of the credit will be treated as State and local funds for purposes
of any Federal program.

Effective date.—The proposal is effective on January 1, 2013.

Analysis

The proposal is based on the premise that some of the tax benefits provided by the NYLZ
incentive provisions were not usable in the form in which they were originally provided, and that
they should be succeeded by other benefits that would have a greater impact on the recovery and

4% n addition to the NYLZ provisions described above, the following NYLZ provisions expired in 2006:
five-year recovery period for depreciation of certain leasehold improvements, increase in expensing under section
179, and extended replacement period for nonrecognition of gain under section 1033.
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continued development in the NYLZ. The proposal reflects a preference for subsidizing
transportation infrastructure as opposed to buildings and other private property.

The proposal could be criticized as disguising a Federal transportation infrastructure
subsidy to New York State and New York City in the form of a tax credit. Providing a
transportation infrastructure subsidy as a direct grant outside of the tax law would be more
consistent with simplification of the tax law and administrative efficiency.

Prior Action

A similar proposal was included in the President’s fiscal year 2006, 2007, 2008, 2009,
2010, 2011 and 2012 budget proposals. These prior proposals included the repeal of certain
other NYLZ incentives not previously expired.
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D. Modify Tax-Exempt Bonds for Indian Tribal Governments

Present Law

In general

Under present law, gross income does not include interest on State or local bonds. State
and local bonds are classified generally as either governmental bonds or private activity bonds.
Governmental bonds are bonds the proceeds of which are primarily used to finance
governmental facilities or the debt is repaid with governmental funds. Private activity bonds are
bonds in which the State or local government serves as a conduit providing financing to
nongovernmental persons. For these purposes, the term “nongovernmental person” includes the
Federal government and all other individuals and entities other than States or local governments.
Interest on private activity bonds is taxable, unless the bonds are issued for certain purposes
permitted by the Code and other requirements are met.

States may issue tax-exempt private activity bonds subject to a per-State volume cap. For
calendar year 2012, a State’s volume cap is the greater of $95 multiplied by the State population,
or $284,560,000 (the “small population State minimum”).*®

Although not States or subdivisions of States, Indian tribal governments are provided
with a tax status similar to State and local governments for specified purposes under the Code.
Among the purposes for which a tribal government is treated as a State is the issuance of tax-
exempt bonds. Under section 7871(c), tribal governments are authorized to issue tax-exempt
bonds only if substantially all of the proceeds are used for essential governmental functions.**®
The term essential governmental function does not include any function that is not customarily
performed by State and local governments with general taxing powers.*®” Section 7871(c)
further prohibits Indian tribal governments from issuing tax-exempt private activity bonds (as
defined in section 141(a) of the Code) with the exception of certain bonds for manufacturing
facilities.

495 Notice 2012-22, 20012-13 LR.B 576 (2012).

% In 2006, the Department of the Treasury published an Advance Notice of Proposed Rulemaking
regarding the essential government function standard. This advance notice indicated that the Treasury Department
and the IRS anticipated issuing proposed regulations that would treat an activity as an essential governmental
function that is customarily performed by State and local governments if (1) there are numerous State and local
governments with general taxing powers that have been conducting the activity and financing it with tax-exempt
governmental bonds, (2) State and local governments with general taxing powers have been conducting the activity
and financing it with tax-exempt governmental bonds for many years, and (3) the activity is not a commercial or
industrial activity. Examples of eligible customary State and local governmental activities include public works
projects, such as roads, schools and government buildings. 71 Fed. Reg. 45474 (August 9, 2006).

47 Sec. 7871(e).
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Tribal Economic Development Bonds

The American Recovery and Reinvestment Act of 2009 (“ARRA”) added a special
provision, which permitted Indian tribal governments to issue “tribal economic development
bonds.”**® There is a national bond limitation of $2 billion, allocated as the Secretary determines
appropriate, in consultation with the Secretary of the Interior. Tribal economic development
bonds issued by an Indian tribal government are treated as if such bond were issued by a State
except that section 146 (relating to State volume limitations) does not apply.

A tribal economic development bond is any bond issued by an Indian tribal government
(1) the interest on which would be tax-exempt if issued by a State or local government, and (2)
that is designated by the Indian tribal government as a tribal economic development bond. The
aggregate face amount of bonds that may be designated by any Indian tribal government cannot
exceed the amount of national tribal economic development bond limitation allocated to such
government.

Tribal economic development bonds cannot be used to finance any portion of a building
in which class II or class III gaming (as defined in section 4 of the Indian Gaming Regulatory
Act) is conducted, or housed, or any other property used in the conduct of such gaming. Nor can
tribal economic development bonds be used to finance any facility located outside of the Indian
reservation.

For purposes of section 141 (regarding the definition of a private activity bond), use of
tribal economic development bond proceeds by an Indian tribe, or instrumentality thereof, is
treated as use by a State.

ARRA also directed the Treasury Department to study the tribal economic development
bond provision and to report to Congress regarding the results and recommendations for this
provision.

Description of Proposal

The Treasury Department recently submitted its report to Congress regarding
recommendations on the tribal economic development bond provision.**The proposal repeals
the essential governmental function standard for tax-exempt governmental bonds issued by
Indian tribal governments. Generally, the proposal allows Indian tribal governments to issue
governmental bonds and private activity bonds on a basis similar to State and local governments,
but with certain location and gambling facility restrictions.

48 Sec. 7871(f).

9 See Treasury Department, Report and Recommendations to Congress regarding Tribal Economic
Development Bond Provision under section 7871 of the Internal Revenue Code (December 2011), which is available
at http://www.treasury.gov/resource-center/tax-policy/documents/tribal-economic-development-bond-provision-
under-section-7871-of-IRC-12-19-11.pdf.
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For private activity bonds, the proposal establishes a national Tribal private activity bond
volume cap for all Indian tribes based on the greater of (1) a total national Indian tribal
population-based measure or (2) the minimum small population State measure. The Treasury
Department is delegated the responsibility to allocate the national bond volume cap among
Indian tribal governments. There is no volume cap for governmental bonds issued by an Indian
tribal government.

The proposal requires that projects financed with tax-exempt bonds issued or used by
Indian tribal governments be either: (1) located on Indian reservations; or (2) (a) located
contiguous to, within reasonable proximity of, or have a substantial connection to an Indian
reservation, and (b) provide goods or services to resident populations on Indian reservations.
The proposal also prohibits the use of bond proceeds to finance certain gaming projects using the
same restriction as applied to tribal economic development bonds.

Effective date.—The proposal is effective on the date of enactment.

Analysis

The “essential governmental function” standard arose from a concern that Indian tribal
governments were using tax-exempt bonds to finance commercial and industrial enterprises. In a
1987 House report, the House Ways and Means Committee stated:

The bill clarifies that, with respect to bonds issued by Indian tribal governments. The
term ‘essential government function’ does not include any governmental function that is
not customarily performed (and financed with governmental tax-exempt bonds) by State
and local governments with general taxing powers. For example, issuance of bonds to
finance commercial or industrial facilities (e.g., private rental housing, cement factories
or mirror factories) which bonds technically may not be private activity bonds is not
included within the scope of the essential governmental function exception.

Additionally, the committee wishes to stress that only those activities that are
customarily financed with governmental bonds (e.g., schools, roads, governmental
buildings, etc.) are intended to be within the scope of the exception, notwithstanding that
isolated instances of a State or local government issuing bonds for another activity may

OCCLII'.470

Whether an activity is customarily performed by a State or local government can involve
subjective determinations as to when an activity becomes “customarily performed.” In
particular, the proposed development of golf courses and hotels have tested the concepts of what
is an essential governmental function as opposed to a solely commercial or industrial
enterprise.*’"

470 H.R. Rep. No. 100-391 at 1139 (1987).

1 See, e.9., Internal Revenue Service, FSA 200247012, 2002 WL 31632948 (August 12, 2002)
concluding that although it is likely that construction and operation of golf courses are customary governmental
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By eliminating the essential governmental function standard and replacing it with a
private activity bond test, Indian tribal governments themselves may use tax-exempt financing
for commercial enterprises that the tribal government operates. Some may argue that the use of
tax-exempt financing provides an advantage to Indian tribal governments when competing with
the private sector, which must use taxable debt, to provide a commercial good or service. On the
other hand, Indian tribal governments have been historically disadvantaged and Indian
reservations have experienced significant poverty and lack of resources that some may consider
distinct from that experienced by other State and local governments. Thus, the use of tax-exempt
financing could assist in alleviating these hardships by bringing employment and revenue to the
reservation.

While removing the ambiguity of what is an essential governmental function, it could be
argued that the proposal potentially introduces new administrative difficulties. The proposal
allows the financing of projects “contiguous to, within a reasonable proximity of, or have a
substantial connection to an Indian reservation.” These terms are undefined and could lead to
disputes as to what is substantial or within reasonable proximity as these require subjective
judgment. Further it is not clear whether the project must provide goods and services solely,
primarily, or only incidentally to the residents of the Indian reservations. This could lead to
disputes about what is the necessary quantity of goods or amount of service required to satisfy
the requirement. Depending how the standard is applied, some activities that could meet the
essential governmental function test under present law could fail to satisfy the goods and services
requirement of the proposal.

Prior Action

No prior action.

functions, there is an argument that the commercial nature of the golf course causes it to be other than an essential
governmental function.
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E. Allow Current Refunding of State and Local Governmental Bonds
Present Law
Introduction

The Code provides Federal tax subsidies for lower borrowing costs on debt obligations
issued by State and local governments and political subdivision thereof (“State or local bonds™)
in different programs, including traditional tax-exempt bonds under section 103 and other more
recent programs involving tax credit bonds and direct-payment bonds. Some State and local
bond programs have provided temporary or targeted relief under bond volume caps, time
deadlines for bond issuance, or both. Certain bond programs do not address expressly the
treatment of bonds used for refinancing or “refunding” purposes.

Section 103 bonds

Section 103 generally provides that gross income does not include interest received on
State or local bonds. State and local bonds are classified generally as either governmental bonds
or private activity bonds. Governmental bonds are bonds the proceeds of which are primarily
used to finance governmental facilities or which are repaid with governmental funds. Private
activity bonds are bonds in which the State or local government serves as a conduit providing
financing to nongovernmental persons (€.g., private businesses or individuals). Bonds issued to
finance the activities of charitable organizations described in section 501(c)(3) (“qualified
501(c)(3) bonds”) are one type of private activity bond. The exclusion from income for interest
on State and local bonds only applies if certain Code requirements are met.

A refunding bond is defined as any bond used to pay principal, interest, or redemption
price on a prior bond issue (the refunded bond). The Code contains different rules for “current”
refunding bonds as opposed to “advance” refunding bonds. A current refunding occurs when the
refunded bond is redeemed within 90 days of issuance of the refunding bonds. Conversely, a
bond is classified as an advance refunding bond if it is issued more than 90 days before the
redemption of the refunded bond. Advance refunding bonds involve duplicative Federal subsidy
costs for the same financed project or purpose. Proceeds of advance refunding bonds are
generally invested in an escrow account and held until a future date when the refunded bond may
be redeemed.

There is no statutory limitation on the number of times that tax-exempt bonds may be
currently refunded. The Code limits advance refundings.

State and local bond programs

In addition to traditional tax-exempt bonds under section 103, Congress has authorized
other more temporary or targeted State and local bond programs under the Code in recent years.
These bond programs include Build American Bonds, Qualified Tax Credit Bonds and Recovery
Zone bonds. In general these temporary State and local bond programs have not provided for
refunding bonds (either current refunding or advance refunding).

184



Description of Proposal

The proposal provides a general authorization for certain current refundings of State and
local bonds) under State or local bond programs or provisions unless: (1) such bonds are
covered by rules which allow current refundings; or (2) the bond program expressly address’s the
treatment of current refundings. Therefore the proposal applies to State and local tax credit bond
programs or provisions (whether preexisting or enacted in the future) unless: (1) such bonds are
covered by rules which allow current refundings; or (2) the bond program expressly address’s the
treatment of current refundings. Since present-law governmental bonds and qualified private
activity bonds under section 103 have existing refunding rules they are not affected by the
proposal.

Specifically a current refunding would be allowed if: (1) the issue price of the current
refunding bonds does not exceed the outstanding stated principal amount of the refunded bonds;
and (2) the weighted average maturity of the refunding bonds does not exceed the weighted
average maturity of the refunded bonds. If the refunded bonds were issued with more than a de
minimis amount of original issue discount or premium, then the adjusted issue price or accreted
present value of the refunded bonds would replace the outstanding stated principal amount of the
refunded bonds for purposes of the size limit in (1), above. Weighted average maturity under the
proposal would be determined in a manner similar to the determination under section 147(d) for
section 103 bonds.

Effective date.—The proposal is effective for bonds issued after the date of enactment.

Analysis

Proponents argue that allowing current refunding of these additional bonds within the
proposed size and bond maturity limits generally will lower both: (1) interest costs to the State
and local borrower; and (2) the costs of the Federal subsidy on State and local bonds. Since the
proposal does not permit extension of the average maturity of the refunding bonds in comparison
to that of the refunded bonds, the overriding reason for an issuer to do a current refunding will be
to realize interest cost savings

Opponents of the proposal may respond that Congress has enacted some bond programs
without allowing for refunding with the intention to limit refundings. One interpretation of this
is that the Congress intended that an additional allocation of volume cap would be necessary for
refundings. This could limit the amount of bond authority available for original new money
bonds for construction projects. When the Code is silent on this issue, it is unclear whether the
additional allocation is needed, or whether the current refunding should be treated as stepping
into the shoes of the refunded bond and therefore not increasing the volume of bonds outstanding
(except temporarily for 90 days) so no additional cap is necessary. The ambiguity is increased
because some capped provisions specifically address current refunding and others do not.

Prior Action

No prior action.
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F. Reform and Expand the Low-Income Housing Tax Credit (“LIHC”)

1. Allow low-income housing tax credit properties to elect to use average tenant incomes
for purposes of applicable income tests

Present Law

Low-income housing credit

The low-income housing credit may be claimed over a 10-year period for the cost of
building rental housing occupied by tenants having incomes below specified levels.*’? The
amount of the credit for any taxable year in the credit period is the applicable percentage of the
qualified basis of each qualified low-income building. The qualified basis of any qualified low-
income building for any taxable year equals the applicable fraction of the eligible basis of the
building.

The credit percentage for newly constructed or substantially rehabilitated housing that is
not Federally subsidized is adjusted monthly by the Internal Revenue Service so that the 10
annual installments of the credit have a present value of 70 percent of the total qualified basis.
The credit percentage for newly constructed or substantially rehabilitated housing that is
Federally subsidized and for existing housing that is substantially rehabilitated is calculated to
have a present value of 30 percent of qualified basis. These are referred to as the 70-percent
credit and 30-percent credit, respectively.

Tax-exempt bonds for housing

Private activity bonds are bonds that nominally are issued by State or local governments,
but the proceeds of which are used (directly or indirectly) by a private person and payment of
which is derived from funds of such private person. The exclusion from income for interest paid
on State and local bonds does not apply to private activity bonds, unless the bonds are issued for
certain permitted purposes (“qualified private activity bonds™). The definition of a qualified
private activity bond includes, but is not limited to, qualified mortgage bonds, qualified veterans’
mortgage bonds, and bonds for qualified residential rental projects.

Residential rental property may be financed with qualified private activity bonds if the
financed project is a “qualified residential rental project.” A project is a qualified residential
rental project if 20 percent or more of the residential units in such project are occupied by
individuals whose income is 50 percent or less of area median gross income (the “20-50 test”).
Alternatively, a project is a qualified residential rental project if 40 percent or more of the
residential units in such project are occupied by individuals whose income is 60 percent or less
of area median gross income (the “40-60 test”). The issuer must elect to apply either the 20-50
test or the 40-60 test. Operators of qualified residential rental projects must annually certify that
such project meets the requirements for qualification, including meeting the 20-50 test or the 40-
60 test.

472 Qec. 42.
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Description of Proposal

Using average income

The proposal adds a third criterion to the two described above. When a taxpayer elects
this criterion, at least 40 percent of the units have to be occupied by tenants with incomes that
average no more than 60 percent of AMI. No rent-restricted unit, however, can be occupied by a
tenant with income over 80 percent of AMI; and, for purposes of computing the average, any
unit with an income limit that is less than 20 percent of AMI is treated as having a 20-percent
limit.

For example, suppose that a building had 10 rent-restricted units with income limits of 20
percent of AMI, 10 with limits of 40 percent of AMI, 20 with limits of 60 percent of AMI, and
30 with limits of 80 percent of AMI. This would satisfy the new criterion because none of the
limits exceeds 80 percent of AMI and the average does not exceed 60 percent of AMI (10x20 +
10x40 +20x60 + 30x80 = 4200, and 4200/70 = 60).

Special rule for certain projects

A special rule applies to rehabilitation of buildings that contain units that receive certain
subsidies administered by the United States Department of Housing and Urban Development or
the United States Department of Agriculture. The proposal does not specify the programs
covered by this special rule. This special rule operates separately and in addition to the average
income rule described above. The owner of the building can elect this rule if there are units
occupied by tenants who when admitted to the property had income not in excess of 60 percent
of area median income (“AMI”) and whose income, when measured for purposes of LIHC
qualification, exceeds 60 percent of AMI and does not exceed 80 percent of AMI. If the owner
makes the election (1) the average-income criterion is applied without taking that tenant’s unit
into account; (2) the requirement in the next available unit rule, (see section 42(g)(2)(D)(i1))
applies; and (3) the unit is treated as rent restricted if the gross rent collected from the unit in the
first LIHC year does not exceed 30 percent of the tenant’s income when measured for purposes
of LIHC qualification and in later years does not exceed a percentage limit that moves up (or
down) in proportion to changes in AMI. When such tenant moves out of the unit, any
replacement tenant must satisfy the otherwise applicable income criterion if that unit is to qualify
as a rent-restricted unit for purposes of the low-income housing credit.

Effective date.—The proposals are effective for elections made after the date of
enactment.

Analysis

Proponents may argue that the present-law rules only serve a “very narrow income band”
and that this proposal will alleviate this condition. Opponents may respond that these proposals
necessarily mean that individuals in the “very narrow income band” will have less available
housing because potential tenants both above and below such band may be substituted for units
in the income band. That is, opponents may argue that these proposals may actually cost some
presently eligible low-income tenants the opportunity to enjoy subsidized housing under this
program. Opponents question whether other economic factors will operate to negate the
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perceived tax subsidy extended under the program. For example, the landlords of such low-

income housing may look to the level of rent payments and the difficulty of rent collection of
significantly lower-income tenants as offsetting the tax benefit. Proponents may respond that
historic participation levels in the low-income housing tax credit do not support this concern.

This proposal does not address the question whether the present-law income targeted
rules that have been in place for decades and that are used to provide both tax and nontax
subsidies need to be more generally reevaluated rather than on a piecemeal basis as in the instant
case.

Proponents also argue that present-law does not result in adequate mixed-income
housing. Opponents may respond that the level of mixed-income housing may be attributable to
many factors other than the structure of the low-income housing tax credit.

Prior Action
A similar proposal was included in the President’s fiscal year 2012 budget proposals.

2. Make the low income housing credit (“LIHC”) beneficial to real estate investment trusts
(“REITS”)

Present Law

In general

A real estate investment trust (“REIT”) is an entity that otherwise would be taxed as a

U.S. corporation but elects to be taxed under a special REIT tax regime. In order to qualify as a
REIT, an entity must meet a number of requirements. At least 90 percent of REIT income (other
than net capital gain) must be distributed annually as a dividend;*”” the REIT must derive most of
its income from passive, generally real estate related investments; and REIT assets must be
primarily real estate related. In addition, a REIT must have transferable interests and at least 100
shareholders, and no more than 50 percent of the REIT interests may be owned by five or fewer
individual shareholders (as determined using specified attribution rules). Other requirements also

apply.474

If an electing entity meets the requirements for REIT status, the portion of its income that
is distributed to its shareholders each year as a dividend is deductible by the REIT (unlike the
case of a regular subchapter C corporation, which cannot deduct dividends). As a result, the

3 Even if a REIT meets the 90-percent income distribution requirement for REIT qualification, additional
distribution requirements must be met in order to avoid an excise tax under section 4981.

474 Qecs. 856 and 857.
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distributed income of the REIT is not taxed at the entity level; instead, it is taxed only at the
investor level.*

Character of certain dividends of RICs and REITSs

A dividend of a REIT or RIC is ordinary income to the recipient shareholder but is not a
qualified dividend for purposes of the special 15-percent maximum individual dividend rate,*’®
except to the extent the dividend is identified as qualified and is attributable to income that was
taxed to the REIT or RIC at regular corporate rates because not previously distributed, or is
attributable to qualified dividends received by the REIT or RIC from other corporations and
identified as such by the REIT or RIC to its shareholders.*”’

In addition to the ability of a REIT or RIC to identify certain dividends or portions
thereof as dividends that are qualified dividends for individuals, a REIT or RIC may also identify
a dividend or a portion thereof as a capital gain dividend to the extent of the entity’s net capital
gain.*’® Under temporary provisions that have currently expired for taxable years beginning after
December 31, 2011, a RIC (but not a REIT) may also identify certain dividends as short-term
capital gain dividends or interest-related dividends. The special identified character of these
dividends does not affect domestic shareholders or certain foreign shareholders that are
otherwise subject to U.S. tax.*”

RICs and REITs may have more than one class of stock and the classes of stock may
carry different rights and preferences. However, in 1989 the IRS ruled that if a RIC has two or
more classes of stock and designates the dividends it pays on one class as consisting of more
than that class’ proportionate share of a particular type of income, the designations are not
effective for Federal income tax purposes.”™ A 1997 IRS Notice that deals with RIC and REIT
capital gains designations describes temporary regulations intended to be issued under section

75 A REIT that has net capital gain can either distribute that gain as a “capital gain” dividend or retain that
gain without distributing it but cause the shareholders to be treated as if they had received and reinvested a capital
gain dividend. In either case, the gain in effect is taxed only as net capital gain of the shareholders. Sec. 857(b)(3).

47 Sec. 1(h)(11). This preferential rate is scheduled to expire for taxable years after 2012.

7 Sec. 1(h)(11)(D)(iii) and sec. 857(c). In the case of a RIC (but not a REIT) certain dividends may
similarly be designated as eligible for the corporate dividends received deduction under section 243. Sec. 854.

478 Sec. 852(b)(3) and sec. 857(b)(3).

479 Secs. 871(k) and 881(e). The provisions do not apply to dividends with respect to taxable years of a
RIC beginning after December 31, 2011. Secs. 871(k)(1)(C)(v) and 871(k)(2)(C)(v).

40 Rev. Rul. 89-81, 1989-1 C.B. 226. In the case of a RIC that has different classes of income that may be
designated as such to shareholders, the IRS has ruled that the RIC may designate the maximum amount permitted
under each of the provisions allowing designation as a particular type of income, even if the aggregate amount so
designated exceeds the total amount of dividend distributions, and that shareholders preferring different designations
may select the maximum amount permitted under the designation of that type. Rev. Rul. 2005-31, 2005-1 C.B.
1084.
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1(h) to provide guidance regarding the application of varying capital gains rates on different
types of capital gain to capital gains dividends of RICs and REITs.**' The Notice reiterates that
the principles of the 1989 ruling regarding proportionate dividends apply to both REITs and
RICs.

Earnings and profits and treatment of REIT and REIT shareholders

REIT shareholders who receive distributions from the REIT are treated as receiving a
REIT dividend*® to the extent the REIT has either current or accumulated earnings and
profits.*®® Distributions with respect to REIT stock that are in excess of such earnings and
profits of the REIT are treated as a return of shareholders’ capital (reducing the shareholders’
bases in their REIT stock) and as capital gain of the shareholders with respect to the REIT stock,
to the extent they exceed a shareholder’s stock basis in the REIT.**

A REIT may deduct a distribution to shareholders from its taxable income, and can meet
the REIT qualification requirement that it distribute as dividends at least 90 percent of its taxable
income (other than net capital gain), only to the extent of distributions that are made out of the
earnings and profits of the REIT.**> Earnings and profits (deemed to be a measure of the
economic income of a corporation that can support a taxable dividend to shareholders) are
generally computed for corporations (including REITs) under the rules of section 312 and can
differ from taxable income. For example, under section 312(k), certain accelerated depreciation
deductions (including section 179D deductions) are allowed to be taken in earlier years for
purposes of computing a corporation’s taxable income than for purposes of computing corporate
earnings and profits, with the result that current earnings and profits are greater than taxable
income in the earlier years, but are less than taxable income in later years. A special rule for
REITs in section 857(d) provides that current REIT earnings and profits will not be reduced by
any amount that does not reduce REIT taxable income for the current year.**®

Investment Tax Credits and REITSs

The rule for computing the amount of any REIT investment tax credit (including any
energy credit) reduces the allowable credit to be proportionate to REIT taxable income, after

1 Notice 97-64, 1997-2 C.B. 323. No temporary regulations have been issued.

82 REIT dividends are not qualified dividends eligible for the special dividend rate under section 1(h)(11)
except to the extent they are from income subject to tax at the REIT level, or are attributable to qualified dividend
income received by the REIT, and are so designated by the REIT as qualified dividends. Sec. 857(c). Other REIT
dividends are treated as ordinary taxable income to the shareholder, except to the extent they are designated as
“capital gain” dividends from net capital gain of the REIT.

3 Sec. 301.

#* Sec. 301.

5 Secs. 857(a)(1), 857(b) and 561.

486 Sec. 857(d).

190



taking into account the REIT’s deduction for dividends paid. This rule limits the benefit of the
credit to the proportion that the investing REIT itself uses to reduce its own retained taxable
income. The rule operates by reducing the REIT’s “qualified investment” to an amount equal to
the total investment, multiplied by the ratio of the REIT’s actual taxable income (after its
deduction for dividends paid) to its taxable income (before its deduction for dividends paid).
Because REITs are generally required to distribute 90 percent of taxable income (other than net
capital gains), this required reduction of the maximum credit computation generally reduces the
credit*™ amount to no more than 10 percent™™ of the amount otherwise allowed to any taxable
entity that is not required or permitted to distribute to shareholders, and thus deduct, its taxable
income. Tax credits reduce tax liability but do not otherwise increase the earnings and profits of
a REIT.

487

Description of Proposal

The proposal permits a REIT that receives LIHCs to designate a portion of the dividends
it distributes as tax-exempt, that is, excluded from the gross income of the shareholder recipient.
Under the proposal, a REIT may designate as tax-exempt an amount of its distributed dividends
for the taxable year up to the quotient of the REIT’s LIHCs for the year divided by the highest
corporate tax rate in section 11(b) of the Code. If the REIT’s earnings and profits are insufficient
to support a dividend equal to the full amount of the maximum designation, the unused
designation amount can be carried forward by the REIT indefinitely.

The proposal allows a REIT or a RIC receiving a dividend designated as tax-exempt
under the proposal to designate as exempt a corresponding amount of the dividends that it
distributes.

In the event of a compliance failure that results in a recapture of LIHCs, the REIT
receiving the LIHC is responsible for recapture under section 42(j) as if had used the credit to
reduce its own tax liability. The passive-loss and at-risk rules do not apply to the receipt of
dividends designated as tax-exempt under the proposal.

Effective date.—The proposal is effective for taxable years of a REIT that end after the
date of enactment.

7 Sec. 50(d)(1), incorporating sec. 46(e)(1)(B) as in effect on the day before the Revenue Reconciliation
Act of 1990. The same rule also applies to regulated investment companies (RICs) with respect to any investment
tax credit that might apply with respect to their investments. A different rule, also cutting back on the benefit of the
credit, applies in the case of certain banks and other institutions eligible for the reserve method of deducting bad
debts under section 593.

8 Moreover, even this reduced tax credit would have been obtained only by subjecting a portion of the
REIT’s income (to the extent not offset by the credit) to a corporate level of tax as well as any shareholder level tax.

8 If the REIT distributed a greater amount of its income, whether to avoid the imposition of the 4-percent

section 4981 tax or simply to satisfy shareholder desire for greater distributions, the benefit of the credit would be
further reduced.
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Analysis

The proposal is intended to increase the amount of LIHC units built under the existing
program by increasing investor demand for the credits by expanding the pool of potential LIHC
investors. Under present law, although REITs are significant investors in real estate, they are not
significant investors in LIHC projects because tax credit investments are generally not attractive
investments for REITs. This is because a REIT is taxable as a corporation with a deduction for
dividends paid. Accordingly, a REIT generally cannot pass items of income, gain, deduction, or
loss through to shareholders. And, as described above, present law limits the benefit of the
LIHC to the proportion that the investing REIT uses to reduce its own retained taxable income.
Because REITs are generally required to distribute 90 percent of taxable income (other than net
capital gains), this required reduction of the maximum credit computation generally reduces the
credit*”” amount to no more than 10 percent”' of the amount otherwise allowed to any taxable
entity that is not required or permitted to distribute to shareholders, and thus deduct, its taxable
income. This treatment differs from the treatment of the credit in an investment made through a
partnership. A partnership is not a separate taxable entity, and partners in a partnership that
receives a LIHC may (subject to certain limitations) be allocated a share of the credit to offset
their own income tax liability.

Proponents of the proposal might argue that if REIT investment in LIHC projects
increased, then, all things remaining equal, the incremental increase in demand for credits could
increase the price tax credit investors are willing to pay in exchange for those credits, which
could reduce the credit allocation required to a given low-income housing project. If States were
to make lower credit allocations to projects than they otherwise would, then those States would
have additional LIHCs to allocate to additional projects, thus increasing the effectiveness of the
LIHC in increasing the construction and preservation of affordable housing.

Critics might argue that the proposal’s potential incentive effect is attenuated. The
incentive argument assumes, for instance, that (1) the LIHC will be an attractive investment to
REITs, (2) REIT demand will necessarily increase the price of credits, and (3) States will, in fact,
lower allocations to projects in response to increased credit demand. However, these
assumptions may not be valid.

In many cases, REITs are an investment vehicle for a mix of investors, including tax-
exempt entities, non-U.S. persons, and taxable U.S. persons. It is not clear what benefits a tax-
exempt or foreign shareholder would receive from a tax-exempt dividend paid by a REIT with
respect to a LIHC investment. Accordingly, for REITs to become a significant investor in these
credits it might be necessary for specialized REITs, owned by tax sensitive U.S. investors, to
develop for the purpose of making such investments. If existing REITs did not respond to the

% Moreover, even this reduced tax credit would have been obtained only by subjecting a portion of the
REIT’s income (to the extent not offset by the credit) to a corporate level of tax as well as any shareholder level tax.

1 If the REIT distributed a greater amount of its income, whether to avoid the imposition of the 4-percent

section 4981 tax or simply to satisfy shareholder desire for greater distributions, the benefit of the credit would be
further reduced.
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proposal, or if newly formed REITs were slow to form or attract capital, it is possible the
proposal would have little effect on LIHC demand in the short-run.

In the long-run, even if REITs were interested in the LIHC, critics might argue that they
would have little or no impact on the cost of credits in certain markets. A significant feature of
the LIHC is that it serves multiple purposes for certain investors. For certain financial
institutions, for example, the credit is both an investment and a way to satisfy requirements
imposed by the Community Reinvestment Act (the “CRA”). Thus, in a competitive LIHC
market where financial institutions are investing in projects to satisfy CRA requirements, critics
might argue it is unlikely that REITs would be bidding against the financial institutions,
particularly in cases where the credit investors are willing to invest close to, or even more than, a
dollar for a dollar of tax credits. In cases where the market equilibrium price exceeds what any
REIT would be willing to pay, increased REIT interest would have little or no impact on the cost
of credits.

Critics might also argue that it is not certain that an increase in the price of credits to
investors will result in reduced credit allocations to projects. One response to an increase in the
cost of LIHCs to investors would be for developers to lower their credit allocation requests when
bidding for credits, and for States to respond by regularly awarding credit allocations to such
projects. However, the amount of money LIHC investors are willing to invest for a given
amount of credits is just one component of the project developers’ overall financing mix.
Depending upon the availability and cost of other capital, a developer may nonetheless seek an
allocation of credits based on the full amount of eligible project basis. In addition, a developer
might not know with certainty, in advance, the amount tax credit investors will actually offer for
credits. For the State awarding credits, although it may be true that one factor in awarding
credits may be the size of the credit request relative to the total eligible basis, this is not the only
factor States consider in making credit allocation decisions.

One might argue that the incentive effect may be further dampened by the fact that
LIHCs can be obtained from projects developed and operated by qualified nonprofit
organizations that receive a set-aside of a State’s allocation authority™* or through projects
financed with tax-exempt bonds without needing a specific allocation of LIHCs.*”® In addition,
the proposal is effective for REIT taxable years ending after the date of enactment and is not
limited to new LIHC projects. Thus, the proposal would allow REITs to purchase interests in
credit projects with no effect on the likelihood or number of new projects.

Passive-loss and at-risk rules

Under the proposal, the passive-loss and at-risk rules do not apply to the receipt of
dividends designated as exempt. On the one hand, this exemption may seem sensible because a
REIT can only designate a tax-exempt dividend to the extent it has earnings and profits, and
REITs are subject to a variety of rules limiting the source of their income and composition of

2 See sec. 42(h)(5).

493 See sec. 42(h)(4).
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their assets. On the other hand, to the extent income earned by a REIT is qualifying income for a
REIT under the income tests and is nonpassive income or portfolio income under the passive loss
rules, for instance, a REIT could be used to shelter such income.

Calculation of the designation amount

Under the proposal, a REIT may designate as tax-exempt an amount of its dividends for
the year up to the quotient of the REIT’s LIHCs for the year, divided by the highest corporate tax
rate in section 11(b) of the Code. This formula can have the effect of reducing or increasing the
benefit of a LIHC received through a REIT depending upon the tax rate of the recipient
individual. For example, the value of a $100 LIHC to an individual with sufficient positive tax
liability in the 15 percent tax bracket is $100. If the same $100 credit were received through a
REIT, the value of the credit to a 15 percent bracket individual is just $42.86.%* Conversely, if
(as under the Administration’s budget proposal) the highest individual marginal tax rate is 39.6
percent and the highest corporate marginal tax rate is 35 percent, the benefit of a $100 LIHC is
increased to $113.14 for an individual in the 39.6 percent individual income tax bracket
receiving the credit through a REIT.*® Magnification or reduction of the LIHC benefit through
mere choice of investment structure could distort taxpayer behavior and produce unintended
consequences.

Other issues

The proposal raises a number of technical issues related to treatment of the credit for
REIT paying the dividend and for taxpayers receiving a related tax-exempt dividend. The LIHC
is a general business credit and, as such, an unused portion of the credit may generally be carried
back one year and forward 20 years.*”® In contrast, the proposal contemplates the indefinite
carry forward of unused authority to designate®”’ tax-exempt dividends. One might question
whether a credit’s effective carryover should be different in different structures. Although the
proposal describes the designated tax-exempt dividends as excluded from the gross income of
the recipient, the proposal is silent on the treatment of such dividends to tax-exempt taxpayers
(e.g., as UBTI) or to non-U.S. persons (€.9., as subject to withholding tax). For RICs receiving
designated tax-exempt dividends from a REIT, the proposal does not specify whether such
amounts are tax-exempt to the RIC regardless of whether the amount is distributed to
shareholders, and whether a RIC might decide to pass the dividend through to its shareholders as

% With respect to a $100 LIHC the REIT could designate as tax-exempt dividends up to $285.71
($100/0.35). The “value” of exempting a $285.71 dividend from tax to a 15 percent bracket taxpayer is $42.86
($285.71 * 0.15).

45 $113.14 = (($100/0.35) * 0.396).

¥ Sec. 39(a)(1).

7 The proposal refers to the ability of a REIT or RIC to “designate” as tax-exempt some of its distributed
dividends. The Regulated Investment Company Modernization Act of 2010 (Pub. L. No. 111-325) replaced the

requirements for a RIC to “designate” dividends as capital gain dividends, exempt-interest dividends, and certain
other amounts with a requirement that the RIC report such amounts to taxpayers in a written statement.
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a taxable dividend. The proposal also does not specify whether the amounts eligible for
designation as tax-exempt dividend by the RIC must be reduced by any amount (e.g., for
expenses allocable to such to such dividends).

Prior Action
No prior action.

3. Provide an alternative way to qualify for the 30-percent credit and expand the low-
income housing additional basis rule to certain properties

Present Law

Low-income housing credit

In general

The low-income housing credit may be claimed over a 10-year period for the cost of
building rental housing occupied by tenants having incomes below specified levels. The amount
of the credit for any taxable year in the credit period is the applicable percentage of the qualified
basis of each qualified low-income building. The qualified basis of any qualified low-income
building for any taxable year equals the applicable fraction of the eligible basis of the building.

The credit percentage for newly constructed or substantially rehabilitated housing that is
not Federally subsidized is adjusted monthly by the Internal Revenue Service so that the 10
annual installments of the credit have a present value of 70 percent of the total qualified basis.
The credit percentage for newly constructed or substantially rehabilitated housing that is
Federally subsidized and for existing housing that is substantially rehabilitated is calculated to
have a present value of 30 percent of qualified basis. These are referred to as the 70-percent
credit and 30-percent credit, respectively.

High-cost areas

Three categories of buildings may be eligible for additional basis in calculating the low-
income housing tax credit.

Generally, in the first two categories, buildings located in specified geographic areas (i.e.,
qualified census tracts and difficult development areas) are eligible for an enhanced credit.
Under the enhanced credit, the 70-percent and 30-percent credits are increased to a 91-percent
and 39-percent credit, respectively. The mechanism for this increase is through an increase from
100 to 130 percent of the otherwise applicable eligible basis of a new building or the
rehabilitation expenditures of an existing building. A further requirement for the enhanced credit
is that the portions of each metropolitan statistical area or nonmetropolitan statistical area
designated as difficult to develop areas cannot exceed an aggregate area having 20 percent of the
population of such statistical area.

The third category of buildings eligible for additional basis in calculating the low-income
housing tax credit is composed of buildings designated by the State housing credit agency as
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requiring the enhanced credit in order for such building to be financially feasible. This category
is not subject to the geographic limitation relating to the percentage of the population of each
metropolitan statistical area or nonmetropolitan statistical area which may be designated for
additional basis.

In all events the additional basis rule does not apply to any building if any portion of the
building is financed with tax-exempt bonds subject to the private activity bond volume cap.

Description of Proposal

In general

The proposal provides two additional tax incentives for certain low-income housing.
First, it provides a new way to qualify for the 30-percent low-income housing credit. Second, it
expands the low-income housing credit additional basis rule to certain properties.

Under each of the proposals, eligible buildings must satisty the following requirements:
(1) the project of which the building is a part involves preservation, recapitalization, and
rehabilitation of existing housing; (2) the building suffers from a serious backlog of capital
improvements or deferred maintenance; (3) the project of which the building is a part was
previously financed with Federal funds (including the low-income housing tax credit); and (4) as
a result of such financing with Federal funds (including the low-income housing tax credit), the
building is subject to a long-term use agreement limiting occupancy to low-income households.

Alternative qualification for the 30-percent credit

Present law provides that if at least fifty percent of the aggregate basis of the building and
the land on which the building is located is financed with tax-exempt bonds subject to the private
activity bond volume cap, then the entire building qualifies for the 30-percent credit without
receiving an allocation of credits from the State. The proposal extends the 30-percent credit to
an otherwise eligible building even if such tax-exempt bonds were not actually issued. The
entire building would still require an allocation of tax-exempt volume cap in an amount at least
sufficient to qualify the building for the 30-percent credit under present law and that allocation of
tax-exempt volume cap would still reduce the State’s remaining private activity bond volume
cap.

Additional basis rule for certain properties

The proposal expands the additional basis rule to a fourth category of buildings to be
designated by the State housing credit agency for the jurisdiction in which the building is
located. The mechanism for this increase is similar to the mechanism as for the other three types
of buildings. It involves an increase from 100 to 130 percent of the otherwise applicable
qualified basis. The new mechanism differs from the current mechanism, however, in applying,
when applicable “on top of” one of the other increases. Thus, if a project enjoys both the new
increase and one of the old ones, it would be possible for the qualified basis for to be 169 percent
of what it otherwise would be (130% x 130% = 169%).
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Unlike present law, the additional basis rule (the “Federal Investment Protection Basis
Boost”) under the proposal is available only to an otherwise eligible building: (1) that satisfies
the alternative qualification for the 30-percent credit; or (2) if such building receives a requisite
amount of financing with tax-exempt bonds subject to the private activity volume cap (described
above).

Like the third present-law category, the proposed category is not subject to any
geographic limitation capping the percentage of population of each metropolitan statistical area
or nonmetropolitan statistical area which could be so designated.

The new category would be subject to a separate volume limitation. Specifically, the
aggregate qualified basis that might be increased each calendar year may not exceed 0.8 percent
of the State’s private activity bond volume cap for the year (notwithstanding whether the volume
cap allocated was a carry-forward from a prior calendar year). No carry-forwards are allowed
from calendar years before the calendar year in which the proposal is enacted.

Effective date.—The proposal is effective for projects that are allocated volume cap after
the date of enactment.

Analysis

Proponents may argue that the stock of existing affordable housing in the United States is
shrinking and that the proposal will subsidize preservation of this housing. Proponents cite
oversubscription of the 70-percent credit as an argument for increasing the level of subsidy for
the 30-percent credit. Opponents might respond that the 30-percent credit in conjunction with
tax-exempt bond financing was designed to roughly equate to the 70-percent credit. Further,
high demand for the 70-percent credit does not inform either way whether the proposed increase
in the 30-percent credit is appropriate.

Opponents may also debate whether using the low-income housing tax credit to preserve
the existing and aging low-income housing stock is the best housing policy. It can be argued that
some of the existing housing should be replaced not refurbished. Proponents may respond that
the per-unit cost of restoration and preservation may be lower than the per-unit cost of new
construction. For that reason, they argue, preservation is a more efficient use of scarce Federal
resources.

Prior Action

A similar proposal was included in the President’s fiscal year 2012 budget proposals.
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4. Require LIHC-supported housing to provide appropriate protections to victims of
domestic violence

Present Law

Low-income housing credit

In general

The low-income housing credit may be claimed over a 10-year period for the cost of
building rental housing occupied by tenants having incomes below specified levels. The amount
of the credit for any taxable year in the credit period is the applicable percentage of the qualified
basis of each qualified low-income building. The qualified basis of any qualified low-income
building for any taxable year equals the applicable fraction of the eligible basis of the building.

The credit percentage for newly constructed or substantially rehabilitated housing that is
not Federally subsidized is adjusted monthly by the Internal Revenue Service so that the 10
annual installments of the credit have a present value of 70 percent of the total qualified basis.
The credit percentage for newly constructed or substantially rehabilitated housing that is
Federally subsidized and for existing housing that is substantially rehabilitated is calculated to
have a present value of 30 percent of qualified basis. These are referred to as the 70-percent
credit and 30-percent credit, respectively.

Long-term commitment to low-income housing

No credit is allowed with respect to any building for the taxable year unless an extended
low-income housing commitment is in effect as of the end of such taxable year.*”® An extended
low-income housing commitment is any agreement between the taxpayer and the housing credit
agency that meets certain requirements. The commitment must require that the portion of the
building occupied by low-income tenants (the applicable fraction) for each taxable year in the
extended use period is not less than the amount specified in the commitment. It must prohibit the
eviction or termination of tenancy (other than for good cause) of an existing tenant of a low-
income unit or any increase in the gross rent inconsistent with the rent restrictions on the unit
throughout the entire extended use period plus three years. The commitment must permit
eligible low-income individuals the right to enforce the commitment in the courts of the State in
which the property is located. The commitment must prohibit the disposition of any portion of
the building unless all of the building to which such agreement applies is sold. The commitment
must prohibit the refusal to lease to a holder of a voucher or certificate of eligibility under
section 8 of the United States Housing Act of 1937 because of the status of a prospective tenant
as such a holder. The commitment must be binding on the taxpayer and all successors of the
taxpayer with respect to the property for which the credit is claimed. Finally, the commitment
must be recorded under State law as a restrictive covenant.

4% Sec. 42(h)(6). This requirement was added to the Code by the Omnibus Budget Reconciliation Act of
1989, Pub. L. No. 101-239, sec. 7801(c).
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The commitment must provide for an extended period of low-income use. The extended
use period must extend at least 15 years beyond the close the initial 15-year compliance period
(for a total of 30 years). The housing credit agency may specify a longer extended use period.

Violence Against Women Act

The Violence Against Women Act*” provides legal protections for victims of domestic
violence, dating violence, sexual assault, and stalking (““domestic abuse”). Amendments enacted
in 2006,””extended protections to tenants in Federal public housing and section 8 voucher and
project-based programs. An individual’s status as a victim of domestic abuse is not an
appropriate basis for denial of admission or denial of housing assistance if the applicant
otherwise qualifies. An incident of domestic abuse does not qualify as a serious or repeated
violation of the lease by the victim or good cause for terminating the assistance, tenancy, or
occupancy rights of the victim. Criminal activity that is engaged in by a member of the
household or a guest of a tenant and that directly relates to domestic abuse against the tenant
does not constitute grounds for eviction. A landlord may evict a tenant for criminal activity
unrelated to domestic abuse. A landlord may bifurcate a lease to evict, remove, or terminate the
assistance of an offender while allowing the victim to remain.

Description of Proposal

An extended low-income housing commitment is required to include protections similar
to those afforded victims of domestic abuse by the Violence Against Women Act. These include
the prohibition on the refusal to lease to a victim of domestic abuse and various eviction
protections. In the case of a bifurcated lease, the proposal provides that the continuing occupant
could become a tenant without being tested for income status as if the continuing occupant were
a new tenant.

As part of the extended low-income housing commitment, the provisions are enforceable
in the courts of the State in which the property is located and apply to the taxpayer and all
successors of the taxpayer for which the credit is claimed. Any prospective, present, or former
occupant of the building could enforce the anti-domestic abuse provisions of the commitment
regardless whether that occupant meets the income limitations applicable to the building.

The proposal clarifies that occupancy restrictions or preferences that favor persons who
have experienced domestic abuse would qualify for the “special needs” exception to the general
public use requirement.

Effective date.—The proposal is effective for extended low-income housing commitments
first executed, or subsequently modified, on or after the date that is 30 days after enactment. The
proposed clarification of the general public use requirement would be effective for taxable years
ending after the date of enactment.

499 42 USC Chapter 136, Subchapter III.

5% pyb. L. No. 109-162.
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Analysis

Proponents argue that the protections afforded tenants in Federal public housing and
section 8 voucher and project-based programs should be extended to tenants in qualified low-
income housing projects eligible for the low-income housing tax credit. Whether the proposal
increases housing provision to victims of domestic abuse depends on the extent to which victims
are denied or evicted from low-income housing tax credit projects in the absence of explicit legal
protections and the sensitivity of the supply of housing projects to increased requirements in
extended low-income housing commitments. The staff is unaware of any evidence on either of
these issues.

Prior Action

No prior action.
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PART VII - UPPER INCOME TAX PROVISIONS

A. Sunset the Bush Tax Cuts for Those With Income in Excess
of $250,000 ($200,000 if Single)

1. Reinstate the overall limitation on itemized deductions and the personal exemption
phase-out

Present Law

Overall limitation on itemized deductions (“Pease” limitation)

Unless an individual elects to claim the standard deduction for a taxable year, the
taxpayer is allowed to deduct his or her itemized deductions. Itemized deductions generally are
those deductions which are not allowed in computing adjusted gross income (“AGI”). Itemized
deductions include unreimbursed medical expenses, investment interest, casualty and theft
losses, wagering losses, charitable contributions, qualified residence interest, State and local
income, (or in lieu of income, sales) and property taxes, unreimbursed employee business
expenses, and certain other miscellaneous expenses.

Prior to the Economic Growth and Tax Relief Reconciliation Act of 2001 (“EGTRRA”),
the total amount of otherwise allowable itemized deductions (other than medical expenses,
investment interest, and casualty, theft, or wagering losses) was limited for upper-income
taxpayers (“Pease” limitation). In computing this reduction of total itemized deductions, all
limitations applicable to such deductions (such as the separate floors) were first applied and,
then, the otherwise allowable total amount of itemized deductions was reduced by three percent
of the amount by which the taxpayer’s AGI exceeded a threshold amount which was indexed
annually for inflation. The otherwise allowable itemized deductions could not be reduced by
more than 80 percent.

Pursuant to the general EGTRRA sunset as amended by the Tax Relief, Unemployment
Insurance Reauthorization, and Job Creation Act of 2010,”" the Pease limitation becomes fully
effective again in 2013. Adjusting for inflation, the Joint Committee staff estimates the AGI
threshold would be $177,550 for 2013.

Personal exemption phase-out for certain taxpavers (“PEP”’)

Personal exemptions generally are allowed for the taxpayer, his or her spouse, and any
dependents. For 2012, the amount deductible for each personal exemption is $3,800. This
amount is indexed annually for inflation.

Prior to EGTRRA, the deduction for personal exemptions was reduced or eliminated for
taxpayers with incomes over certain thresholds, which were indexed annually for inflation.
Specifically, the total amount of exemptions that a taxpayer could claim was reduced by two

SO pyb L. No. 111-312.
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percent for each $2,500 (or portion thereof) by which the taxpayer’s AGI exceeded the
applicable threshold. The phase-out rate was two percent for each $1,250 for married taxpayers
filing separate returns. Thus, a taxpayer’s available personal exemptions were phased-out over a
$122,500 range (which was not indexed for inflation), beginning at the applicable threshold.

Pursuant to the general EGTRRA sunset as amended by the Tax Relief, Unemployment
Insurance Reauthorization, and Job Creation Act of 2010, the personal exemption phase-out
(“PEP”) becomes fully effective again in 2013. According to Joint Committee Staff estimates
the PEP thresholds for 2013 would be: (1) $177,550 for single individuals; (2) $266,300 for
married couples filing joint returns; and (3) $221,950 for heads of households.

Description of Proposal

Overall limitation on itemized deductions (“Pease” limitation)

The proposal would modify the overall limitation on itemized deductions (other than
medical expenses, investment interest, and casualty, theft, or wagering losses). Specifically, the
overall limitation on itemized deductions would apply with a new AGI threshold beginning in
2013. For 2013, the AGI threshold would be determined by taking a 2009 dollar amount and
adjusting for subsequent inflation. This 2009 dollar amount is $200,000 ($250,000 for joint
returns). Future years would be adjusted for inflation. Adjusting for inflation, the Joint
Committee Staff estimates the dollar amounts of the AGI threshold for 2013 would be $212,850
($266,100 for married couples filing joint returns).

Personal exemption phase-out for certain taxpavers (“PEP”)

The proposal would modify the personal exemption phase-out. Specifically, the personal
exemption phase-out would apply with a new AGI threshold beginning in 2013. For 2013 the
AGI threshold would be determined by taking a 2009 dollar amount and adjusting for subsequent
inflation. This dollar amount is: (1) $200,000 for unmarried individuals; (2) $250,000 for
married couples filing joint returns; (3) $225,000 for heads-of-household; and (4) $125,000 for
married couples filing separately. Future years would be adjusted for inflation. Adjusting for
inflation, the Joint Committee Staff estimates the AGI thresholds for 2013 would be (1)
$212,850 for single individuals; (2) $266,100 for joint returns; (3) $239,500 for heads-of-
household and (4) $133,050 for married couples filing separately.

Effective date.—The proposal applies to taxable years beginning after December 31, 2012.

Analysis

Overall limitation on itemized deductions (“Pease’ limitation)

The general limitation on itemized deductions increases the effective marginal tax rate for
affected taxpayers. This limitation reduces (subject to the 80 percent limitation) the amount of
certain itemized deductions that may be claimed by an amount equal to 3 percent of each dollar
of income in excess of the threshold. Thus, if a taxpayer who is above the threshold earns an
additional $1.00 of income, the taxpayer’s taxable income increases by $1.03 because the
taxpayer’s income goes up by $1.00 and the itemized deductions are reduced by 3 cents. For a
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taxpayer in the 36 percent tax bracket, the increase in tax liability resulting from the $1.00
increase in income will be $0.37 (the $1.03 in additional taxable income multiplied by 36
percent). Generally, the effective marginal tax rate for taxpayers subject to the limitation on
itemized deductions is 3 percent higher than the statutory tax rate. That is, the taxpayer’s
effective marginal tax rate equals 103 percent of the statutory marginal tax rate. However, once
the taxpayer’s itemized deductions are reduced by 80 percent, the taxpayer’s effective marginal
tax rate again equals his or her statutory marginal tax rate.

Some argue that the limitation on itemized deductions diminishes behavioral incentives
those deductions are meant to provide. For instance, some argue that the limitation reduces a
taxpayer’s incentive to make charitable contributions. While there may be a psychological
effect, generally there is little or no difference in the tax motivated economic incentive to give to
charity for a taxpayer subject to the limitation compared to a taxpayer not subject to the
limitation. This is because while the limitation operates effectively to increase the marginal tax
rate on the income of affected taxpayers, the value of the tax benefit of deductibility of the
charitable deduction is determined by the statutory tax rate. For taxpayers beyond the threshold,
a specified dollar amount of itemized deductions are denied. The specified dollar amount is
determined by the taxpayer’s income, not by the amount of itemized deductions the taxpayer
claims. Hence, the value of an additional dollar contributed to charity increases by exactly one
dollar times the total amount of itemized deductions that the taxpayer may claim. Because the
statutory rates apply to taxable income (income after claiming permitted itemized deductions),
the value of the additional contribution to charity is determined by the statutory tax rate.
Economists would say that the “tax price” of giving is not altered by the limitation.”*

Proponents of the reinstatement of the Pease limitation (as provided by the sunset
provisions of EGTRRA) argue that those who are relatively high income should be restricted in
their ability to benefit from itemized deductions, and that raising more revenue from the
relatively well-off is appropriate given the magnitude and growing size of the Federal deficit.

Opponents of the reinstatement of the Pease limitation argue that the overall limitation on
itemized deductions is an unnecessarily complex mechanism for imposing taxes and that the
“hidden” way in which the limitation raises marginal tax rates undermines respect for the tax
laws. The overall limitation on itemized deductions is reflected in a 12-line worksheet.

%92 This can be seen mathematically as follows. Let Y be the taxpayer’s income and X be the threshold
above which the limitation on itemized deductions applies. Let D be itemized deductions and t the taxpayer’s
marginal tax rate. Then the taxpayer’s total tax liability, T, is:

T=[Y-{D-(03)(Y - X)}1t

or

T=Y[l +(.03)]t - Dt -(.03)tX.

What this implies is that as the taxpayer’s income, Y, increases by $1.00, his or her tax liability increases by
(1.03)t, as noted in the text. However, if the taxpayer increases his or her itemized deductions, D, by $1.00, his or

her reduction in tax liability is t dollars. In other words, the statutory tax rate determines the value of the deduction.
This algebra assumes the taxpayer is not subject to the 80-percent limitation.
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Moreover, the first line of that worksheet requires the adding up of seven line items from
Schedule A of the Form 1040, and the second line requires the adding up of five line items of
Schedule A of the Form 1040. The legislative history for EGTRRA states that reducing the
application of the overall limitation on itemized deductions would significantly reduce
complexity for affected taxpayers.

Personal exemption phase-out for certain taxpavers (“PEP”)

The personal exemption phase-out would increase effective marginal tax rates for
affected taxpayers. The personal exemption phase-out would operate by reducing the amount of
each personal exemption that the taxpayer could claim by two percent for each $2,500 (or
portion thereof) by which the taxpayer’s income exceeded the designated threshold for his or her
filing status. Thus, for a taxpayer who was subject to the personal exemption phase-out, earning
an additional $2,500 would reduce the amount of each personal exemption he or she could claim
by two percent, or by $77 in 2013 (0.02 times the $3,850 that the staff of the Joint Committee on
Taxation estimates as the value of the personal exemption in 2013). The taxpayer’s additional
taxable income would be equal to the $2,500 plus the $77 in denied exemption for each personal
exemption. For a taxpayer in the 36 percent statutory marginal tax rate bracket, the effective
marginal tax rate on the additional $2,500 of income equals the statutory 36 percent plus an
additional 1.11 percent ($77 times the statutory rate of 0.36, divided by the $2,500 in incremental
income) for each personal exemption. Thus, if this taxpayer claims four personal exemptions, his
or her effective marginal tax rate is 40.44 percent (the statutory 36 percent rate plus four times
1.11 percent). More generally, for 2013 a taxpayer’s effective marginal tax rate equals the
taxpayer’s statutory marginal rate multiplied by one plus the product of 3.08 percentage points
(the $77 in denied personal exemption divided by the incremental $2,500 in income) multiplied
by the number of personal exemptions claimed. Thus, a taxpayer in the 36-percent rate bracket
claiming four personal exemptions would have an effective marginal tax rate approximately
112.32 percent of the statutory marginal tax rate (or 40.44 percent).

Proponents of the reinstatement of the phase-out of the personal exemption (as provided
by the sunset provisions of EGTRRA) argue that those who are relatively high income should be
restricted in their ability to benefit from personal exemptions, and that raising more revenue from
these taxpayers is appropriate given the magnitude and growth of the Federal deficit.

Opponents of the reinstatement argue that the high cost of raising children should
properly be reflected at all levels of the income distribution, on the grounds that those who are
relatively well-off but have no children should face a higher tax burden than those who are
relatively well-off but with children, in the same manner that a couple earning $50,000 without
children is required to pay more tax than a couple earning $50,000 with children. Opponents
further argue that the personal exemption phase-out imposes excessively high effective marginal
tax rates on families with children, is an unnecessarily complex mechanism for imposing income
taxes, and “hides” the way in which the phase-out raises taxes undermines respect for tax laws.

Prior Action

Proposals to permanently sunset both PEP and the overall limitation on itemized
deductions were included in the President’s fiscal year 2003, 2004, 2005, 2006, 2007, 2008 and
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2009 budget proposals. Proposals to eliminate the personal exemption phase-out and the
limitation on itemized deductions for taxpayers with AGI below the thresholds contained in this
proposal were included in the President’s fiscal year 2010, 2011 and 2012 budget proposals.

2. Reinstate the 36-percent and 39.6-percent tax rates for upper-income taxpayers
Present Law

In general

For a description of the tax rate schedules that are to go into effect under 2013 (which
includes the 36-percent and 39.6-percent tax rates), see Part XVIIL.A.

Prior Action

Proposals to repeal EGTRRA’s sunset provision were included in the President’s fiscal
year 2003, 2004, 2005, 2006, 2007, 2008 and 2009 budget proposals. Similar proposals to repeal
EGTRRA'’s sunset provision with respect to all but the 36-percent and 39.6-percent rates were
included in the President’s fiscal year 2010, 2011 and 2012 budget proposals.

3. Tax qualified dividends as ordinary income for upper-income taxpayers
Present Law

In general

A dividend is the distribution of property made by a corporation to its shareholders out of
its after-tax earnings and profits.

Tax rates before 2013

An individual’s qualified dividend income is taxed at the same rates that apply to net
capital gain. This treatment applies for purposes of both the regular tax and the alternative
minimum tax. Thus, for taxable years beginning before 2013, an individual’s qualified dividend
income is taxed at rates of zero and 15 percent. The zero-percent rate applies to qualified
dividend income which otherwise would be taxed at a 10- or 15-percent rate if the special rates
did not apply.

Qualified dividend income generally includes dividends received from domestic
corporations and qualified foreign corporations. The term “qualified foreign corporation”
includes a foreign corporation that is eligible for the benefits of a comprehensive income tax
treaty with the United States which the Treasury Department determines to be satisfactory and
which includes an exchange of information program. In addition, a foreign corporation is treated
as a qualified foreign corporation for any dividend paid by the corporation with respect to stock
that is readily tradable on an established securities market in the United States.

If a shareholder does not hold a share of stock for more than 60 days during the 121-day
period beginning 60 days before the ex-dividend date (as measured under section 246(c)),
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dividends received on the stock are not eligible for the reduced rates. Also, the reduced rates are
not available for dividends to the extent that the taxpayer is obligated to make related payments
with respect to positions in substantially similar or related property.

Dividends received from a corporation that is a passive foreign investment company (as
defined in section 1297) in either the taxable year of the distribution, or the preceding taxable
year, are not qualified dividends.

Special rules apply in determining a taxpayer’s foreign tax credit limitation under section
904 in the case of qualified dividend income. For these purposes, rules similar to the rules of
section 904(b)(2)(B) concerning adjustments to the foreign tax credit limitation to reflect any
capital gain rate differential will apply to any qualified dividend income.

If a taxpayer receives an extraordinary dividend (within the meaning of section 1059(c))
eligible for the reduced rates with respect to any share of stock, any loss on the sale of the stock
is treated as a long-term capital loss to the extent of the dividend.

A dividend is treated as investment income for purposes of determining the amount of
deductible investment interest only if the taxpayer elects to treat the dividend as not eligible for
the reduced rates.

The amount of dividends qualifying for reduced rates that may be paid by a regulated
investment company (“RIC”) for any taxable year in which the qualified dividend income
received by the RIC is less than 95 percent of its gross income (as specially computed) may not
exceed the sum of (1) the qualified dividend income of the RIC for the taxable year and (2) the
amount of earnings and profits accumulated in a non-RIC taxable year that were distributed by
the RIC during the taxable year.

The amount of dividends qualifying for reduced rates that may be paid by a real estate
investment trust (“REIT”) for any taxable year may not exceed the sum of (1) the qualified
dividend income of the REIT for the taxable year, (2) an amount equal to the excess of the
income subject to the taxes imposed by section 857(b)(1) and the regulations prescribed under
section 337(d) for the preceding taxable year over the amount of these taxes for the preceding
taxable year, and (3) the amount of earnings and profits accumulated in a non-REIT taxable year
that were distributed by the REIT during the taxable year.

The reduced rates do not apply to dividends received from an organization that was
exempt from tax under section 501 or was a tax-exempt farmers’ cooperative in either the
taxable year of the distribution or the preceding taxable year; dividends received from a mutual
savings bank that received a deduction under section 591; or deductible dividends paid on
employer securities.””

3% In addition, for taxable years beginning before 2013, amounts treated as ordinary income on the
disposition of certain preferred stock (sec. 306) are treated as dividends for purposes of applying the reduced rates;
the tax rate for the accumulated earnings tax (sec. 531) and the personal holding company tax (sec. 541) is reduced
to 15 percent; and the collapsible corporation rules (sec. 341) are repealed.
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Tax rates after 2012

For taxable years beginning after 2012, dividends received by an individual are taxed at
ordinary income tax rates.

Description of Proposal

Under the proposal, the tax rates in effect before 2013 are made permanent for qualified
dividend income otherwise taxed at rates below 36 percent. The current reduced tax rates for
qualified dividends would be restored to the 36 or 39.6 percent ordinary income tax rate.

Effective date.—The proposal applies to taxable years beginning after December 31, 2012.

Analysis

Under present law, the United States has a “classical” system of taxing corporate income.
Under this system, corporations and their shareholders are treated as separate persons. A tax is
imposed on the corporation on its taxable income, and after-tax earnings distributed to individual
shareholders as dividends are included in the individual’s income and taxed at the individual’s
tax rate. This system creates the so-called “double taxation of dividends.” Prior to 2003,
corporate dividends received by an individual taxpayer were taxed at the same rate as ordinary
income. By reducing the tax rate applicable to dividends in 2003, Congress hoped to mitigate
the double taxation of dividends and the implicit bias in favor of returns received from
ownership of corporate equity in the form of capital gains. This was intended to reduce
economic distortions.

The classical system, it is argued, results in economic distortions. Economically, the
issue is not that dividends are taxed twice, but rather the total tax burden on income from
different investments. Business investments in entities not subject to corporate tax, such as
partnerships, limited liability companies, and S corporations, generally are taxed more favorably.
An investment in a C corporation that returned $100 would be subject to a $35 corporate income
tax and then, if the remaining $65 were paid out as a dividend to a shareholder in the highest
individual income tax bracket (presently 35 percent), the shareholder would net $42.25. Had the
investment been made through a partnership, the taxpayer would have received $65 ($100 -
($100 multiplied by 35 percent)) after tax. Thus, analysts observe that, because a classical
system creates different after-tax returns to investments undertaken in different legal forms, the
choice of legal entity is distorted and economic efficiency is reduced.

Critics of a classical system argue that a classical system distorts corporate financial
decisions. They argue that because interest payments on the debt are deductible, while dividends
are taxable, a classical system encourages corporations to finance using debt rather than equity.
They observe that the increase in corporate leverage, while beneficial to each corporation, may
place the economy at risk to more bankruptcies during an economic downturn.

Similarly, a classical system encourages corporations to retain earnings rather than to
distribute them as taxable dividends. Drawing on the example above, if the corporation had
retained the $65 of income net of the corporate income tax, the value of the corporation should
increase by $65. If shareholders sold their shares, under present law they would recognize the

207



$65 as a capital gain and generally incur a $9.75 income tax liability. Thus, a retention policy
could result in net income to the shareholder of $55.25 as opposed to $42.25 if income were paid
out as a dividend.”® This difference in effective tax burden may mean that shareholders prefer
that corporate management retain and reinvest earnings rather than pay out dividends, even if the
shareholder might have an alternative use for the funds that could offer a higher rate of return
than that earned on the retained earnings. This is another source of inefficiency as the
opportunity to earn higher pre-tax returns is passed up in favor of lower pre-tax returns. The
present-law reduced rate of tax on qualified corporate dividends narrows the difference in
effective tax burden between a policy of dividends and a policy of retaining earnings.

Proponents of the reduced rates of tax on dividend income under present law observe that
by reducing the aggregate tax burden on investments made by corporations, the proposal would
lower the cost of capital needed to finance new investments and may increase investment in the
aggregate as well as investment by C corporations. Increased investment ultimately should lead
to increased labor productivity, higher real wages, and increased long-term economic growth.
However, there is no consensus about the magnitude of the long-run responsiveness of
investment to changes in the cost of capital.

The simple examples used above to illustrate potential sources of economic inefficiency
in a classical system may overstate the aggregate tax burden on investments made by C
corporations. Critics of present law have questioned whether there is a substantial effect on
corporate investment because persons not subject to the individual income tax (e.g., foreign
persons and tax-exempt institutions such as pension funds) hold substantial amounts of corporate
equity. Ifthese shareholders are the providers of incremental investment funds, present law
generally does not change the aggregate tax burden on an investment made by a C corporation.
Critics of present law also observe that, in the early years, much of the tax reduction from
reduced taxes on dividend income accrues to returns to investments made by C corporations in
the past and not new investment. Moreover, critics observe that, as corporate stock when held by
individuals outside of tax-favored retirement accounts is generally held more extensively by
taxpayers above the median income, the present-law reduced rates of tax most directly benefit
higher-income taxpayers.

Prior Action

The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010
extended the current rates on qualified dividend income for two years through 2012. The
President’s fiscal year budget proposals for 2010, 2011 and 2012 contained proposals to increase
the maximum rate on qualified dividend income for upper-income taxpayers to 20 percent.

% In practice the effective tax rate difference between the dividend policy and retention policy would be
greater. This simple example assumes the capital gain is recognized immediately. Taxpayers can choose to defer
recognition of gain. By deferring gain, the taxpayer reduces the effective tax burden on the gain.
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4. Tax net long-term capital gains at a 20-percent rate for upper-income taxpayers

Present Law

In general

In general, gain or loss reflected in the value of an asset is not recognized for income tax
purposes until a taxpayer disposes of the asset. On the sale or exchange of a capital asset, any
gain generally is included in income. Any net capital gain of an individual generally is taxed at
rates lower than rates applicable to ordinary income. Net capital gain is the excess of the net
long-term capital gain for the taxable year over the net short-term capital loss for the year. Gain
or loss is treated as long-term if the asset is held for more than one year.

Capital losses generally are deductible in full against capital gains. In addition,
individual taxpayers may deduct capital losses against up to $3,000 of ordinary income in each
year. Any remaining unused capital losses may be carried forward indefinitely to another
taxable year.

A capital asset generally means any property except (1) inventory, stock in trade, or
property held primarily for sale to customers in the ordinary course of the taxpayer’s trade or
business, (2) depreciable or real property used in the taxpayer’s trade or business, (3) specified
literary or artistic property, (4) business accounts or notes receivable, (5) certain U.S.
publications, (6) certain commodity derivative financial instruments, (7) hedging transactions,
and (8) business supplies. In addition, the net gain from the disposition of certain property used
in the taxpayer’s trade or business is treated as long-term capital gain. Gain from the disposition
of depreciable personal property is not treated as capital gain to the extent of all previous
depreciation allowances. Gain from the disposition of depreciable real property is generally not
treated as capital gain to the extent of the depreciation allowances in excess of the allowances
available under the straight-line method of depreciation.

Tax rates before 2013

Under present law, for taxable years beginning before January 1, 2013, the maximum rate
of tax on the adjusted net capital gain of an individual is 15 percent. Any adjusted net capital
gain which otherwise would be taxed at a 10- or 15-percent rate is taxed at a zero rate. These
rates apply for purposes of both the regular tax and the AMT.

Under present law, the “adjusted net capital gain” of an individual is the net capital gain
reduced (but not below zero) by the sum of the 28-percent rate gain and the unrecaptured section
1250 gain. The net capital gain is reduced by the amount of gain that the individual treats as
investment income for purposes of determining the investment interest limitation under section

163(d).

The term “28-percent rate gain” means the excess of the sum of the amount of net gain
attributable to long-term capital gains and losses from the sale or exchange of collectibles (as
defined in section 408(m) without regard to paragraph (3) thereof) and the amount of gain equal
to the additional amount of gain that would be excluded from gross income under section 1202
(relating to certain small business stock) if the percentage limitations of section 1202(a) did not

209



apply, over the sum of the net short-term capital loss for the taxable year and any long-term
capital loss carryover to the taxable year.

“Unrecaptured section 1250 gain” means any long-term capital gain from the sale or
exchange of section 1250 property (i.e., depreciable real estate) held more than one year to the
extent of the gain that would have been treated as ordinary income if section 1250 applied to all
depreciation, reduced by the net loss (if any) attributable to the items taken into account in
computing 28-percent rate gain. The amount of unrecaptured section 1250 gain (before the
reduction for the net loss) attributable to the disposition of property to which section 1231
(relating to certain property used in a trade or business) applies may not exceed the net section
1231 gain for the year.

An individual’s unrecaptured section 1250 gain is taxed at a maximum rate of 25 percent,
and the 28-percent rate gain is taxed at a maximum rate of 28 percent. Any amount of
unrecaptured section 1250 gain or 28-percent rate gain otherwise taxed at a 10- or 15-percent
rate is taxed at the otherwise applicable rate.

Tax rates after 2012

For taxable years beginning after December 31, 2012, the maximum rate of tax on the
adjusted net capital gain of an individual is 20 percent. Any adjusted net capital gain that
otherwise would be taxed at the 15-percent rate is taxed at a 10-percent rate.

In addition, any gain from the sale or exchange of property held more than five years that
would otherwise have been taxed at the 10-percent capital gain rate is taxed at an 8-percent rate.
Any gain from the sale or exchange of property held more than five years and the holding period
for which began after December 31, 2000, that would otherwise have been taxed at a 20-percent
rate is taxed at an 18-percent rate.

The tax rates on 28-percent gain and unrecaptured section 1250 gain are the same as for
taxable years beginning before 2013.

Description of Proposal

Under the proposal, the tax rates in effect before 2013 are made permanent for adjusted
net capital gain otherwise taxed at rates below 36 percent. In addition, a 20-percent tax rate will
apply to adjusted net capital gain which would otherwise be taxed at the 36 or 39.6 percent
ordinary income tax rate. The special rates applicable to assets held more than five years are
repealed. The rates on 28-percent gain and unrecaptured section 1250 property are retained.

Effective date.—The proposal applies to taxable years beginning after December 31, 2012.

Analysis

Both present law and the Administration’s proposal would provide for a maximum tax
rate on income from realized capital gains that is less than the tax rate applicable to a taxpayer’s
income from labor income (wages and salary) and from other types of capital income (for
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example, interest, dividends, and rental income). The differential in tax rates between income
from realized capital gains and other sources of income raises several policy issues.

Does a differential rate promote improved efficiency of the capital markets?
Does a differential rate promote the socially optimal level of risk taking?
Does a differential rate promote long-run economic growth?

Is income from capital gains properly measured?

Is a differential in rates consistent with policy maker’s equity goals?

Does a differential rate promote improved efficiency of the capital markets?

Many argue that higher tax rates discourage sales of assets. For individual taxpayers, this
“lock-in effect” is exacerbated by the rules that allow a step-up in basis at death and defer or
exempt certain gains on sales of homes. As an example of what is meant by the lock-in effect,
suppose a taxpayer paid $500 for a stock that now is worth $1,000, and that the stock’s value will
grow by an additional 10 percent over the next year with no prospect of further gain thereafter.
Assuming a 20-percent tax rate, if the taxpayer sells the stock one year or more from now (when
it is worth $1,100), he or she will net $980 after payment of $120 tax on the gain of $600. With
a tax rate on gain of 20 percent, if the taxpayer sold this stock today, he or she would have, after
tax of $100 on the gain of $500, $900 available to reinvest. The taxpayer would not find it
profitable to switch to an alternative investment unless that alternative investment would earn a
total pre-tax return in excess of 11.1 percent. With a tax rate on gain of 28 percent, the
alternative investment would need to earn a total pre-tax return in excess of 11.6 percent to
justify a switch, while the required rate of return with a 15-percent tax rate is only 10.8 percent.
Preferential tax rates on capital gains impose a smaller tax on redirecting monies from older
investments to projects with better prospects, in that way contributing to a more efficient
allocation of capital.

A preferential tax rate on capital gains would both lower the tax imposed when removing
monies from old investments and increase the after-tax return to redirecting those monies to new
investments. When the tax imposed on removing monies from old investments is reduced,
taxpayers would not necessarily redirect their funds to new investments when their monies in
older investments are unlocked. Taxpayers might instead choose to consume the proceeds.
Some have suggested that the lock-in effect could be reduced without lowering taxes on old
investments. For example, eliminating the step-up in basis upon death would reduce lock-in.

To the extent that preferential rates may encourage investments in stock, and more
specifically stock that offers its return in the form of capital gain rather than dividends,
opponents have argued that the preference tilts investment decisions toward assets that offer a
return in the form of asset appreciation rather than current income such as dividends or interest.
Non-neutral treatment generally is not consistent with capital market efficiency. On the other
hand, it is argued that asset neutrality is not an appropriate goal because risky investments that
produce a high proportion of their income in the form of capital gains may provide a social
benefit not adequately recognized by investors in the marketplace.
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Does a differential rate promote the socially optimal level of risk taking?

Some maintain that a preferential capital gains tax rate encourages investors to buy
corporate stock, and especially to provide venture capital for new companies, stimulating
investment in productive business activities. In theory, when a tax system accords full offset for
capital losses, a reduction in tax rates applicable to capital gains would reduce risk taking. This
is because with full loss offset the government acts like a partner in the investment, bearing an
equal share of the risk, both good and bad. The reduction in tax rates reduces the government’s
share in gains and losses such that less risk is necessary to generate the same amount of after-tax
income and the investor bears more of any loss.””> However, the present-law limitation on
taxpayers’ ability to offset capital losses against other income creates a bias against risk taking
by implicitly reducing the value of any loss by deferring its inclusion in income. A reduction in
the tax rate on realized gain, proponents argue, therefore should increase risk taking. Proponents
argue that the preference provides an incentive for investment and capital formation, with
particular importance for venture capital and high technology projects.

Others argue that the capital gains preference may be an inefficient mechanism to
promote the desired capital formation. They argue that a preferential capital gains tax rate,
broadly applied, is not targeted toward any particular type of equity investment. They note that a
broad capital gains preference affords capital gains treatment to non-equity investments such as
gains on municipal bonds and certain other financial instruments. They observe that present-law
section 1202 (that provides individual holders of certain small businesses with a reduced tax on
realized capital gains) and present-law section 1244 (that provides expanded loss offset for
investments in certain small business stock) more specifically target risk-taking activities.

The President’s budget proposal also would expand the tax benefit under section 1202 by
creating a tax rate of zero for qualified investments. Proponents aver that it is important to
provide a preference to equity investments in small businesses as they create the industries of the
future. Opponents of such a capital gains preference point out that a tax preference could have
only a small incentive effect on investment because a large source of venture capital and other
equity investment is tax-exempt or partially tax-exempt entities (for example, pension funds and
certain insurance companies and foreign investors). For example, in 2008, tax-exempt entities
(including public pension funds, endowments, foundations, sovereign wealth funds, and union
pension funds) contributed nearly 44 percent of new venture capital funds.’®® On the other hand,
proponents argue that preferential capital gains treatment for venture capitalists who are taxable
is important. They argue that this is particularly acute for the entrepreneur who often contributes
more in time and effort than in capital. They further observe that initial investors in new
ventures are frequently friends and family of the entrepreneur, all of whom are taxable. The
organized venture capitalists are more prevalent at later stages of financing. They observe that
small businesses face a higher cost of capital than do larger, established businesses. However, a

%% Eysey D. Domar and Richard A. Musgrave, “Proportional Income Taxation and Risk Taking,”
Quarterly Journal of Economics, vol. 58, May 1944.

3% Dow Jones Private Equity Analyst, Sources of Capital, 2009, p. 4, available at
http://www.fis.dowjones.com/products/privateequityanalyst.html.
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higher cost of capital does not necessarily indicate a market failure for which a tax subsidy might
be justified. Small businesses are inherently risky. The majority of small businesses do not
survive their first year. A higher cost of capital may only reflect market realities in assuming
risk by investors and not a flaw in the capital markets. Others note that the Federal government
has developed loan programs administered through the Small Business Administration to address
the higher cost of capital faced by many small businesses. Proponents of a reduced capital gains
tax rate on equity investments in small businesses argue that unlike the programs of the Small
Business Administration, the proposed tax benefit is not limited by the appropriations process
and is open to all businesses that meet the qualifying standards. They note that the market would
still remain the judge of where to allocate investments among qualifying small businesses.

Opponents of a capital gains preference argue that creating a preference for capital gains
could encourage the growth of debt and the reduction of equity throughout the economy. When
debt is used in a share repurchase program or leveraged buyout transaction the taxpayers who
hold the original equity securities must realize any gain that they might have. A lower tax rate
on gains could make holders of equity more likely to tender their shares in a leveraged buyout
transaction or share repurchase program. On the other hand, the capital gains preference may
make equity more attractive than debt, the returns on which are taxed at ordinary income tax
rates.

Does a differential rate promote long-run economic growth?

The United States has a low rate of household saving, averaging less than four percent of
disposable income for more than the past decade.”®’ This rate is low both in comparison to other
industrialized countries and in comparison to prior United States experience. At the aggregate
level, a low saving rate is a concern because saving provides the wherewithal for investment in
productivity-enhancing equipment and technology. At the household level, a low saving rate
may imply households are accumulating insufficient assets for retirement, emergencies, or other
uses. By reducing the tax on realized capital gains, the after-tax return to household saving is
increased.

Theoretically, the effect on saving of a reduction of taxes on capital income is
ambiguous. There are two effects. First, the increased return to saving should encourage people
to save more. Second, the increased return people receive on assets they have already
accumulated and on saving they had already planned increases their income. This increased
income may encourage them to increase their consumption and may reduce their saving.
Empirical economic evidence also is ambiguous on whether, or if at all, household saving
responds to changes in the after-tax rate of return.

In addition, reduction in only the tax applicable to capital gains may prove to be an
inefficient saving incentive. Favoring certain types of assets (those that generate returns in the
form of accrued gains) over other types of assets (those that generate returns in the form of
interest, dividends, or royalties), may cause taxpayers to reallocate their holdings of assets to

97 Council of Economic Advisers, Economic Report of the President, U.S. Government Printing Office,
February 2012, p. 354.
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obtain higher after-tax returns without saving new funds. Such portfolio reallocations also
represent reduced efficiency of capital markets as choices have been distorted. As noted above,
the application of a reduced tax on capital gains to those who currently hold assets with accrued
gains could lead to reduced saving as households sell those assets and increase consumption
from the proceeds.

Is income from capital gains properly measured?

Some proponents of lower tax rates on income from capital gain observe that the
preference may provide taxpayers some rough compensation for inflation. Part of the gain
represents the effects of inflation and does not constitute real income.

Others note that a preferential tax rate is a very crude adjustment for inflation. In
addition, as income taxed upon realization, generally at the taxpayer’s discretion, a taxpayer
realizing income from a capital gain enjoys a tax benefit from the deferral of tax on accrued
appreciation until the asset is sold. The following example illustrates the benefit of deferral.
Assume a taxpayer in the 15-percent tax bracket has $1,000 to invest and may choose between
two investment alternatives, each of which generates a return of 10 percent annually. Assume
the one investment is a certificate of deposit that pays the 10-percent return out annually as
interest on which the taxpayer must pay tax. After paying tax, the taxpayer reinvests the
principal and net proceeds in a new certificate of deposit. The other investment, stock in a
company that pays no dividends, accrues the 10-percent return untaxed until a capital gain is
realized. After eight years the after-tax value of the taxpayer’s certificate of deposit would be
$1,920.°% After selling the stock and paying tax on the realized gain, the taxpayer would have
$1,972.>" Another way to characterize the benefit of deferral is that the effective rate of taxation
on realized capital gains is less than the rate of taxation applicable to assets that pay current
income. In this particular example, the effective rate of taxation on the realized capital gain is
11.4 percent, rather than the statutory tax rate of 15 percent.”’® On the other hand, proponents of
a preference for capital gains contend that the benefit of deferral is insufficient to make up for
more than very modest inflation.

Is a differential in rates consistent with policy maker’s equity goals?

A lower rate of tax for income from capital gains compared to the tax rate applicable to
other income will benefit directly those taxpayers who hold assets with accrued capital gains.
Information is somewhat scant regarding the distribution of assets with accrued capital gains

5% This is calculated as 1,000(1 + r(1 - t))", where r is the interest rate (10 percent in this example), t is the
marginal tax rate (15 percent in this example), and n is the number of years the asset is held (eight in this example).

%% This is calculated as the $1,000 principal plus the net, after-tax gain of (1,000(1 +r) " - 1,000)(1 - t),
where r is the interest rate (10 percent), t is the marginal tax rate (15 percent), and n is the number of years the asset
is held (eight).

319 The effective rate of taxation on a realized gain is calculated by asking what rate of tax on an asset that

paid current income would yield an equivalent amount of net proceeds to the taxpayer if that asset were held until
the taxpayer realized the capital gain.
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among different taxpayers. Tax return data contain information on which taxpayers have
realized capital gains in the past. These data reveal that many taxpayers realize a capital gain
from time to time, but the majority of the dollar value of gains realized is by taxpayers who
frequently realize capital gains. Thus, while many taxpayers may benefit from an exclusion or
indexing for capital gains, the bulk of the dollar value of any tax reduction will go to those
taxpayers who realize the bulk of the dollar value of gains.

The data also suggest that taxpayers who infrequently realized capital gains generally
have lower incomes than those taxpayers who frequently realized capital gains. These findings
have been criticized because income is sometimes measured including the realized gain.
However, attempts to account for this problem by measuring income less realized gains or by
using a measure of income averaged over a period of years generally reveal that a large portion
of the dollar value of gains are realized by higher-income taxpayers while a large portion of the
transactions in which gains are realized are undertaken by the remaining taxpayers. Such
findings are consistent with information on the ownership of assets in the United States.
Higher-income taxpayers generally hold a larger proportion of corporate stock and other capital
assets than do other taxpayers. Thus, while many taxpayers may benefit from a lower rate of tax
on income from capital gains, a larger proportion of the dollar value of a lower tax rate on capital
gain income will go to those higher-income taxpayers who realize the bulk of the dollar value of
gains.

Complexity and tax rate differentials for income from dividends and capital gains

The combination of present law and the proposed changes of the President’s Fiscal Year
2012 budget proposal creates a complex structure of tax rates for different types of investments.

Tables 1 through 3, below, detail the tax rates applicable to income from different
investments yielding income from dividends and capital gains.
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Table 1.-Tax Rates Applicable Under Present Law
to Certain Categories of Income, 2012

Minimum Tax

Regular Tax Rate Bracket Rate Bracket
Category of income 10% 15% 25% 28% 33% 35% 26% 28%
Qualified dividend income 0 0 15 15 15 15 same as regular tax
Nonqualified dividend
income and short-term
capital gain' 10 15 25 28 33 35 26 28
Long-term capital gain® 0 0 15 15 15 15 same as regular tax
Section 1250 gain’ 10 15 25 25 25 25 25 25
Collectible gain 10 15 25 28 28 28 26 28
Small business stock® 0 0 12.5 14 14 14 13.91 14.98
Empowerment zone small
business stock’ 0 0 10 11.2 11.2 11.2 11.592 | 12.376
D.C. Enterprise Zone
stock/Renewal
Community stock® 0 0 0 0 0 0 0 0
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Table 2.—Tax Rates Applicable Under Present Law to

Certain Categories of Income, 2013 and Thereafter

Minimum Tax
Regular Tax Rate Bracket Rate Bracket

Category of income 15% 28% 31% 36% 39.6% 26% 28%
All dividend income 15 28 31 36 39.6 26 28
Short-term capital gain' 15 25 31 36 39.6 26 28
Long-term capital gain 10 20 20 20 20 same as regular tax
Section 1250 gain’ 15 25 25 25 25 25 25
Collectible gain 15 28 28 28 28 26 28
Small business stock
issued before February 18,
2009 or after December
31,2011." 7.5 14 14 14 14 18.46 19.88’
Empowerment zone small
business stock issued
before February 18, 2009,
or after December 31,
2011 6 11.2 11.2 11.2 11.2 14.768 15.904
Small business stock
issued after February 17,
2009, and before
September 28, 2010. 3.75 7 7 7 7 11.76 12.88
Five-year gain acquired
before 2001 8 20 20 20 20 same as regular tax
Five-year gain acquired
after 2000 8 18 18 18 18 same as regular tax
Small business stock
issued after September 27,
2010, and before January
1,2012; D.C. Enterprise
Zone stock/Renewal
Community stock® 0 0 0 0 0 0 0
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Table 3.—Tax Rates Applicable Under Administration Proposal
to Certain Categories of Income, 2013 and Thereafter

Minimum Tax

Regular Tax Rate Bracket Rate Bracket
Category of income 10% | 15% | 25% | 28% | 33% 36% 39.6% | 26% 28%
Qualified dividend
income 0 0 15 15 15 36 39.6 i
Nonqualified dividend
income and short-term
capital gain' 10 15 25 28 33 36 39.6 26 28

same as regular

Long-term capital gain 0 0 15 15 15 20 20 tax
Section 1250 gain’ 10 15 25 25 25 25 25 25 25
Collectible gain 10 15 25 28 28 28 28 26 28

Small business stock
issued before February 18,
2009* 0 0 12.5 14 14 14 14 13.91 14.98

Empowerment zone small
business stock issued
before February 18, 2009 0 0 10 11.2 11.2 11.2 11.2 | 11.592 | 12.376

Small business stock
issued after February 17,

2009 0 0 0 0 0 0 0 0 0

D.C. Enterprise Zone

stock/Renewal

Community stock® 0 0 0 0 0 0 0 0 0
Notes:

' Gain from assets held not more than one year.

% Gain from assets held more than one year not included in another category.

Capital gain attributable to depreciation on section 1250 property (i.e., depreciable real estate).

Effective rates after application of 50-percent exclusion for small business stock held more than five years.

Effective rates after application of 60-percent exclusion for small business empowerment zone stock held more than
five years.

D.C. Enterprise Zone stock issued after December 31, 1997, and before January 1, 2012, and Renewal Community
stock issued after December 31, 2001, and before January 1, 2010. The stock must be held for more than five years.

If the holding period for the stock begins after 2000, the rates are 16.64% and 17.92%, respectively.
Qualified dividend income taxed at the zero and 15 percent rates under the regular tax are taxed at those rates under

the minimum tax; the remaining qualified dividend income is taxed at the minimum tax rate applicable to the
income.
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Beyond any difficulties the various rates may create for a taxpayer’s calculation of his or
her tax liability, opponents of a preferential capital gains rate point out that the application of
different tax rates to different sources of income inevitably creates disputes over which assets are
entitled to the preferential rate and encourages taxpayers to mischaracterize their income as
derived from the preferred source. Litigation involving holding period, sale or exchange
treatment, asset allocation, and many other issues has been extensive in the past. A significant
body of law, based both in the tax code and in judicial rules, has developed in response to
conflicting taxpayer and IRS positions in particular cases. Its principles are complicated in
concept and application, typically requiring careful scrutiny of the facts in each case and leaving
opportunities for taxpayers to take aggressive tax return positions. It has been argued that the
results derived in particular cases lack even rough consistency, notwithstanding the substantial
resources consumed in this process by taxpayers and the Internal Revenue Service.

Furthermore, it is argued that so long as a limitation on deductions of capital loss is
retained, some areas of uncertainty and dispute will continue to exist (for example, whether
property was held primarily for sale to customers in the ordinary course of business). Because
limitations on the deductibility of capital or investment losses may be desirable to limit the
selective realization of losses without realization of gains, the potential for simplification and
consistency may be limited.

Prior Action

The American Recovery and Reinvestment Act of 2009 changed the applicable tax rates
for qualified small business stock issued after February 17, 2009, and before January 1, 2011.
The Creating Small Business Jobs Act of 2010 provided a 100-percent exclusion for qualified
small business stock issued after September 27, 2010, and before January 1, 2011. The Tax
Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010 extended
the100-percent exclusion to qualified small business stock issued during 2011.

The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010
extended the current rates on adjusted net capital gain for two years through 2012.

5. Reduce the value of certain tax expenditures
Present Law

General structure of the individual income tax

Under the Code, gross income means “income from whatever source derived” except for
certain items specifically exempt or excluded by statute. An individual’s adjusted gross income
(“AGI”) is determined by subtracting certain “above-the-line” deductions from gross income.
These deductions include, among other things, trade or business expenses, contributions to
pensions and other retirement plans, certain moving expenses, and alimony payments.

To determine taxable income, an individual reduces AGI by any personal exemption
deductions and either the applicable standard deduction or itemized deductions. Personal
exemptions generally are allowed for the taxpayer, his or her spouse, and any dependents. For
2012, the amount deductible for each personal exemption is $3,800. This amount is indexed
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annually for inflation. For 2012, the deduction for personal exemptions is not reduced based on
income. Prior to 2010, deductions for personal exemptions were reduced when income exceeded
certain thresholds, which were adjusted annually for inflation. Specifically, the total amount of
exemptions that could be claimed by a taxpayer was reduced by two percent for each $2,500 (or
portion thereof) by which the taxpayer’s AGI exceeded the applicable threshold. (The phase-out
rate was two percent for each $1,250 for married taxpayers filing separate returns.) Thus, the
personal exemptions claimed was phased-out over a $122,500 range (which was not indexed for
inflation), beginning at the applicable threshold. In 2009, those thresholds were $166,800 for
single individuals, $250,200 for married individuals filing a joint return and surviving spouses,
$208,500 for heads of households, and $125,100 for married individuals filing separate returns.
The limitation on personal exemptions is fully effective again in 2013 and thereafter as a result
of the Economic Growth and Tax Relief Reconciliation Act (“EGTRRA”) sunset provision. In
2013, the thresholds are estimated to be $177,550 for single individuals, $266,300 for married
individuals filing a joint return and surviving spouses, $221,950 for heads of households, and
$133,150 for married individuals filing separate returns

Standard and itemized deductions

A taxpayer also may reduce AGI by the amount of the applicable standard deduction.
The basic standard deduction varies depending upon a taxpayer’s filing status. For 2012, the
amount of the standard deduction is $5,950 for single individuals and married individuals filing
separate returns, $8,500 for heads of households, and $11,900 for married individuals filing a
joint return and surviving spouses. An additional standard deduction is allowed with respect to
any individual who is elderly or blind.”!' The amounts of the basic standard deduction and the
additional standard deductions are indexed annually for inflation.

In lieu of taking the applicable standard deduction, an individual may elect to itemize
deductions. The deductions that may be itemized include State and local income taxes (or, in
lieu of income, sales taxes), real property and certain personal property taxes, home mortgage
interest, charitable contributions, certain investment interest, medical expenses (in excess of 7.5
percent of AGI), casualty and theft losses (in excess of $100 per loss and in excess of 10 percent
of AGI), and certain miscellaneous expenses (in excess of two percent of AGI).

Prior to 2010, in general, the total amount of otherwise allowable itemized deductions
(other than medical expenses, investment interest, and casualty, theft, or wagering losses) was
reduced by the lesser of three percent of the amount of the taxpayer’s AGI in excess of a dollar
threshold ($166,800 for 2009 ($83,400 for married couples filing separate returns)) or 80 percent
of such deductions.”'> These amounts are adjusted annually for inflation. In 2011 and 2012, the

> For 2012, the additional amount is $1,150 for married taxpayers (for each spouse meeting the
applicable criterion) and surviving spouses. The additional amount for single individuals and heads of households is
$1,450. An individual who qualifies as both blind and elderly is entitled to two additional standard deductions, for a
total additional amount (for 2012) of $2,300 or $2,900, as applicable.

*12 In computing this reduction of total itemized deductions, all present law limitations applicable to such

deductions (such as the separate floors) are applied first, then, the otherwise allowable total amount of itemized
deductions is reduced in accordance with this provision. For taxable years beginning after 2005 and before 2010,
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phase-out of itemized deductions does not apply. The limitation on itemized deductions is fully
effective again in 2013 and thereafter as a result of the Economic Growth and Tax Relief
Reconciliation Act (“EGTRRA”) sunset provision. For 2013, the income threshold at which the
limitation applies is estimated to be $177,550 ($88,775 for married couples filing separate
returns.

Exclusions from income

In addition to the allowable deductions to AGI described above, certain items of income
are specifically excluded from AGI, and are thus never subject to income taxation. Among the
more significant exclusions are: interest on State and local bonds, certain employee fringe
benefits, the value of employer-sponsored health care, and gain from the sale of a principal
residence.

Individual income tax rates

A taxpayer’s net income tax liability is the greater of (1) regular individual income tax
liability reduced by credits allowed against the regular tax, or (2) tentative minimum tax reduced
by credits allowed against the minimum tax. The amount of income subject to tax is determined
differently under the regular tax and the alternative minimum tax, and separate rate schedules
apply. Lower rates apply for long-term capital gains and qualified dividends, and those rates
apply for both the regular tax and the alternative minimum tax.

To determine regular tax liability, a taxpayer generally must apply the tax rate schedules
(or the tax tables) to his or her regular taxable income. The rate schedules are broken into
several ranges of income, known as income brackets, and the marginal tax rate increases as a
taxpayer’s income increases. Separate rate schedules apply based on an individual’s filing
status. For 2012 the regular individual income tax rate schedules are listed earlier in Part XVIII
of this document.

Alternative minimum tax liability

An alternative minimum tax (“AMT”) is imposed on an individual, estate, or trust in an
amount by which the tentative minimum tax exceeds the regular income tax for the taxable year.
The tentative minimum tax is the sum of (1) 26 percent of so much of the taxable excess as does
not exceed $175,000 ($87,500 in the case of a married individual filing a separate return) and (2)
28 percent of the remaining taxable excess. The taxable excess is so much of the alternative
minimum taxable income (“AMTI”) as exceeds the exemption amount. The maximum tax rates
on net capital gain and qualified dividends used in computing the regular tax are also used in
computing the tentative minimum tax. AMTI is the taxpayer’s taxable income increased by the
taxpayer’s “tax preference items” and adjusted by redetermining the tax treatment of certain
items in a manner that negates the deferral of income resulting from the regular tax treatment of
those items.

the overall reduction in itemized deductions was phased down to 2/3 of the full reduction amount in 2006 and 2007,
and 1/3 of the full reduction amount in 2008 and 2009.
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The exemption amounts for 2012 are: (1) $45,000 in the case of married individuals
filing a joint return and surviving spouses; (2) $33,750 in the case of other unmarried
individuals; (3) $22,500 in the case of married individuals filing separate returns; and
(4) $22,500 in the case of an estate or trust. The exemption amounts are phased out by an
amount equal to 25 percent of the amount by which the individual’s AMTI exceeds (1) $150,000
in the case of married individuals filing a joint return and surviving spouses, (2) $112,500 in the
case of other unmarried individuals, and (3) $75,000 in the case of married individuals filing
separate returns or an estate or a trust. These amounts are not indexed for inflation.

Among the preferences and adjustments applicable to the individual alternative minimum
tax are accelerated depreciation on certain property used in a trade or business, circulation
expenditures, research and experimental expenditures, certain expenses and allowances related to
oil and gas and mining exploration and development, certain tax-exempt interest income, and a
portion of the amount of gain excluded with respect to the sale or disposition of certain small
business stock. In addition, personal exemptions, the standard deduction, and certain itemized
deductions, such as State and local taxes and miscellaneous deductions items, are not allowed to
reduce AMTIL.

Description of Proposal

The proposal would limit the rate at which taxpayers with taxable income in excess of a
threshold amount benefit from all itemized deductions, certain exclusions from AGI, as well as
certain above-the-line deductions. In general, the proposal limits the benefit of the specified
provisions for individuals to 28 percent of the amount of the deduction or the exclusion. The
proposal would apply to itemized deductions after they have been reduced under a separate fiscal
year 2013 budget proposal that would reinstate the pre-EGTRRA limitation on certain itemized
deductions, but with adjusted AGI thresholds in 2013 of $212,850 ($266,100 for joint returns).
After 2013, these thresholds would be indexed for inflation.

In addition to the itemized deductions, the proposal would limit the following deductions
and exclusions to 28 percent of their value: interest on State and local bonds, employer-
sponsored health insurance paid for by employers or with pre-tax employee dollars, health
insurance costs of self-employed individuals, employee contributions to defined contribution
retirement plans and individual retirement arrangements, the deduction for income attributable to
domestic production activities, certain trade and business deductions of employees, moving
expenses, contributions to health savings accounts and Archer MSAs, interest on education
loans, and certain higher education expenses.

Example 1: Taxpayer subject to regular income tax

Assume that a taxpayer in the 36-percent income tax bracket for 2013 makes a $10,000
charitable contribution. Under present law, the $10,000 contribution will result in a $3,600 tax
savings, or 36 percent of $10,000 (disregarding any other limitations that may apply to reduce
the taxpayer’s itemized deductions). Under the proposal, the same $10,000 contribution by the
same 36-percent bracket taxpayer would result in a tax savings of only $2,800 (28 percent of
$10,000), thus raising his tax liability by $800 (or eight percent (36 percent minus 28 percent) of
his $10,000 contribution).
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Example 2: Taxpayer subject to alternative minimum tax

The proposal would have two effects on taxpayers subject to the AMT. However, these
effects apply only if the taxpayer is first subject to any reduction in his regular tax liability—that
is, if his marginal statutory regular tax rate is in excess of 28 percent.

Under the first effect, the proposal increases the taxpayer’s tentative minimum tax
liability by a fraction of the increase in regular tax liability caused by the limitation. The fraction
is equal to the proportion of non-preference item itemized deductions to total itemized
deductions. Thus, in the example above, assume the taxpayer had $20,000 in State and local
taxes, an itemized deduction that is a preference item for purposes of the AMT and $10,000 in
health insurance exclusions (a non-preference item). Together with his $10,000 charitable
deduction (a non-preference item), the taxpayer has a total of $40,000 of deductions and
exclusions. Under the regular tax, the taxpayer will have his tax liability increased by eight
percent (36 percent minus 28 percent) of $40,000, or $3,200. The taxpayer’s tentative minimum
tax liability is increased by $3,200 times the fraction of non-preference to total deductions and
exclusions ($20,000/$40,000, or 1/2), or $1,600.

The second effect is triggered if the taxpayer’s AMTI is in the range that makes him
subject to the phase-out of the AMT exemption amount. In this situation, the taxpayer is subject
to an additional increase in his tentative minimum tax liability. The additional increase is equal
to the amount by which the value of the non-preference deductions and exclusions exceeds 28
percent of the deduction. For example, if the taxpayer is in the 28 percent marginal rate bracket
of the AMT, but is also subject to the phase-out of the AMT exemption amount, a non-
preference deduction reduces his AMT liability in two ways under present law. First, the direct
effect is that the deduction lowers AMTI by the amount of the deduction, reducing the tax
liability by 28 percent of the deduction amount. Second, in reducing AMTI directly, the
deduction reduces the phase-out of the AMT exemption amount by 25 percent of the deduction
amount. Thus, the combined effect of the deduction under present law is to reduce AMTI by 125
percent of the deduction, which, for the 28 percent ratepayer, reduces AMT liability by 125
percent of 28 percent, or 35 percent of the deduction amount. Under the proposal, the value of
the deduction would be limited to 28 percent of the deduction amount, thus a taxpayer subject to
the AMT exemption amount phase-out will face a further increase in his AMT liability, in this
case equaling seven percent of the deduction amount.”” For the taxpayer described above with
$20,000 of non-preference deductions, the taxpayer’s tentative minimum tax liability would be
increased a further $1,400 (seven percent of $20,000).

Effective date.—The proposal is effective for tax years beginning after December 31,
2012.

13 In the case of a taxpayer subject to the AMT exemption phaseout but in the statutory 26 percent AMT
rate bracket, the value of a non-preference item is 125 percent of 26 percent, or 32.5 percent. Such taxpayer will
face an increase in their AMT liability of 4.5 percent (32.5-28) of the amount of the deduction by this second effect
of the proposal.
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Analysis

In general

This proposal has been the subject of considerable debate. Although the proposal applies
broadly to all itemized deductions as well as certain exclusions and above the line deductions,
much of the debate centers on the likely effect of the proposal on charitable giving and housing
(discussed below). Some proponents have argued that limiting the benefit of itemized
deductions in this manner will reduce the incentive to undertake certain activities. To the extent
that certain deductions, such as those for medical expenses, casualty or theft losses, or local
taxes, are designed to more accurately reflect a taxpayer’s ability to pay, opponents argue that no
adjustment should be made to the deductions, and any concern about fairness or progressivity
should be addressed through the marginal tax rate structure.

Alternative minimum tax

The proposal impacts taxpayers subject to the AMT more substantially than taxpayers not
subject to the AMT. Specifically, the proposal reduces the value of the taxpayer’s itemized
deductions to an amount less than 28 percent, as a result of the two effects described in example
two above Under the proposal, notwithstanding that the taxpayer is subject to the AMT, an
additional increase in AMT liability is imposed based on the regular tax computation even
though that computation ordinarily would have no bearing on AMT liability.”'* In the example,
under present law, the taxpayer will receive a $7,000 tax benefit from his $20,000 charitable
contribution and health insurance exclusion, composed of the deduction against the 28 percent
marginal AMT rate (yielding $5,600) and the reduction in the amount of the phaseout of the
exemption amount (25 percent of 20,000 times 28 percent = $1,400). Under the proposal, the
taxpayer loses this $1,400 benefit related to the phaseout of the exemption amount, and is also
subject to the $1,600 increase in tax based on the first of the AMT effects described above in
example two (related to the reduction in the value of the itemized deductions as calculated for the
regular tax). On net, the taxpayer receives only a $4,000 ($5,600 - $1,600) benefit for the
$20,000 in charitable deductions and health exclusions. Thus, the value of his charitable
deductions and health exclusions is held to 20 percent, not 28 percent.”"”

It is not clear on what policy grounds the proposal imposes the first of these effects on
AMT taxpayers, as the second effect is sufficient to limit the value of the deductions to 28
percent of the deduction. By imposing an additional tax liability on AMT taxpayers based on an

3% While technically a taxpayer’s AMT liability is tax imposed in addition to regular tax liability, the term
“AMT liability” is used in this discussion, for ease of exposition, to refer to the aggregate tax liability of a taxpayer
affected by the AMT.

315 1n the event that the taxpayer were in the 39.6 percent regular tax bracket but subject to the AMT as
well as the phaseout of the AMT exemption amount, the $20,000 of charitable deductions and health insurance
exclusions will trigger an increase in the AMT of $1,400 by the first effect (35 percent - 28 percent multiplied by
$20,000), and a further $2,320 by the second effect (.396 - .28 x $20,000), yielding a value of only $3,280 ($7,000 -
$1,400 -$2,320). Such taxpayer’s charitable contribution deductions are thus limited to 16.4 percent of the
deduction and exclusion amount, rather than the proposal’s asserted 28 percent.
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increase in their regular tax that still leaves their regular tax liability below their AMT liability is
a departure from the normal relationship between the regular tax and the AMT. Under the
normal relationship between the AMT and the regular tax, any increase in one’s regular tax
liability that occurs as result of any provision of the Code will increase one’s overall tax liability
only if regular tax liability exceeds AMT liability.

Charitable deduction

Some argue that the proposed limitation on itemized deductions diminishes a taxpayer’s
incentive to make charitable contributions by increasing the after-tax cost of charitable giving.’'®
Additionally, the reduction in after-tax income resulting from the proposal will mean that
taxpayers have less disposable income to spend on all goods, including charity. These
commentators argue that the proposal will result in a decrease in charitable giving as a result of
both the increased after-tax cost of charitable giving and the reduction in after-tax income.”"”
With respect to the altered after-tax cost of giving, for example, under present law a 36-percent
bracket taxpayer who makes a $1,000 charitable contribution (disregarding any other limitations
that may apply to limit itemized deductions) will save $360 in Federal income tax (36 percent of
$1,000). In other words, the after-tax cost to the taxpayer is only $640 to give $1,000 to charity
($1,000 - $360 savings). Under the proposal, that $1,000 charitable contribution will cost the
same taxpayer $720 ($1,000 - (28 percent of $1,000)). This represents a cost increase of 12.5
percent.

Others, however, argue that the proposed limit will result in little if any reduction in
overall charitable giving.”'® Some argue, for example, that charitable giving is motivated in
significant part by factors other than tax rules, such as altruism and the overall state of the

>1% For a recent literature review of the responsiveness of charitable giving to its price, see John Peloza and
Piers Steele, “The Price Elasticities of Charitable Contributions: A Meta Analysis,” Journal of Public Policy &
Marketing, vol. 24, 2006, pp. 260-272, 2005. See also Charles T. Clotfelter, Federal Tax Policy and Charitable
Giving, University of Chicago Press, 1985; and Jon Bakija and Bradley Heim “How Does Charitable Giving
Respond To Incentives And Income? Dynamic Panel Estimates Accounting For Predictable Changes In Taxation,”
National Bureau of Economic Research Working Paper 14237, August 2008.

317 See Independent Sector, Statement on Changes to Tax Incentives for Charitable Giving and Health Care
Reform, available at http://www.independentsector.org/media/20090326_giving_healthcare_statement.html
(arguing that changes in tax benefits affect charitable giving levels and that the President’s budget proposal will
result in a decrease in charitable giving).

% For example, the Center on Philanthropy at Indiana University performed a study to determine how the
President’s proposal would affect charitable giving. See The Center on Philanthropy at Indiana University, White
Paper, “How Changes in Tax Rates Might Affect Itemized Charitable Deductions,” available at
http://www.philanthropy.iupui.edu/docs/2009/2009 TaxChangeProposal_WhitePaper.pdf (hereafter “Indiana
University White Paper”). Using a simplified model and 2006 itemized deduction data, the Center estimated that, if
the budget proposal had been in effect in 2006, “the impact on itemized giving would have been a relatively small
reduction when measured as a percentage of total itemized charitable giving by individuals (a decrease of 2.1
percent).” Looking only at the highest income households, the Center estimated a slightly larger drop
(approximately 4.8 percent). The Center concluded that “[t]he larger economy plays a more important role in
changes in giving than do tax rate changes.”
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economy;’'” most taxpayers, therefore will not eliminate or significantly reduce charitable giving
under the proposal. Indeed, under the proposal, each additional dollar given to charity by a
taxpayer subject to the proposal will continue to result in a tax savings, although at a rate of 28
percent rather than the higher 33, 36, or 39.6-percent rates.

Furthermore, some argue that the proposal improves fairness and equity to the tax
treatment of itemized deductions by partially leveling the tax benefit to higher- and lower-
income taxpayers resulting from identical gifts. For example, assume that a taxpayer in the 36-
percent bracket and a taxpayer in the 28-percent bracket each make identical $1,000
contributions to charity. As a result of the $1,000 contribution, the higher-income taxpayer will
have a tax savings of $360 (36 percent of $1,000), such that his cost of making the $1,000
contribution is $640 ($1,000 - $360). The taxpayer in the 28-percent bracket, however, will
achieve a tax savings of only $280 (28 percent of $1,000), such that his cost of making the
$1,000 contribution is $720 ($1,000 - $280). In other words, under present law, an identical
charitable contribution results in a greater tax benefit (in this example, $80) to the higher-bracket
taxpayer, even though the lower-bracket taxpayer arguably has been more generous by
contributing a higher percentage of his taxable income to charity. The proposal limits (but does
not eliminate) this disparate treatment by limiting the rate at which the higher-bracket taxpayer
may benefit from itemized deductions to 28 percent.’”’

On the other hand, such a fairness argument rests on an implicit assumption that, when a
taxpayer makes a charitable contribution, he or she is buying something that yields personal gain.
If, however, one’s initial view is that a gift to charity reduces a taxpayer’s resources available for
private consumption, then the proposed modification to the marginal rates at which taxpayers
may benefit from deductions should not be undertaken. Under this view, a taxpayer with a
$110,000 in income who gives $10,000 to charity is in the same economic position as someone
who earns $100,000 and donates nothing to charity, and thus the full deduction should be
allowed at the taxpayer’s statutory marginal tax rate. Otherwise, taxpayers similarly situated
with respect to resources available for private consumption would face differential tax burdens.

Mortgage interest and property tax deductions

The deductions for home mortgage interest and property taxes reduce the after-tax cost of
financing and maintaining a home. The benefit for any given dollar amount of deduction rises as
the marginal tax rate of the taxpayer rises. However, research suggests that the aggregate
benefits of the home mortgage interest deduction, and thus the costs of any limitation, are
distributed heterogeneously among taxpayers, even among those with more than $250,000 in
income.”*' Within this group, as within any group, the largest benefits accrue to younger

319 See, e.g., Indiana University White Paper, supra.

320 Note that this disparate treatment would not exist if all taxpayers faced the same marginal tax rate. In
other words, the disparate treatment is the combined effect of the deduction and a progressive rate (or any non single
rate) structure.

321 James Poterba and Todd Sinai, “Tax Expenditures for Owner-Occupied Housing: Deductions for

Property Taxes and Mortgage Interest and the Exclusion of Imputed Rental Income,” American Economic Review
Papers and Proceedings, vol. 96, May 2008.
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homeowners, who tend to have higher loan-to-value ratios, and to those taxpayers purchasing
more expensive homes.

Limiting itemized deductions will increase the after-tax cost of financing and maintaining
a home for affected taxpayers. One study estimates that completely repealing the mortgage
interest deduction will increase the cost of capital for owner-occupied housing by seven
percent.’*> Smaller cost increases are associated with limiting the deduction. However, if in
response to limiting the mortgage interest deduction, taxpayers adjusted their portfolios by
liquidating non-housing assets to reduce their mortgage debt, changing the tax treatment of
mortgage interest might have little impact on the cost of capital for owner-occupied housing.””
As with the benefits of the deduction, the largest increases in the cost of housing will occur for
younger, high-income homeowners with relatively higher loan-to-value ratios and relatively
fewer non-housing assets with which to reduce those ratios. Under general economic principles,
demand for housing by affected taxpayers would be expected to decline in response to the
increased cost.

Some argue that the proposal will have a detrimental effect on the U.S. economy, because
it will lead to a decline in home prices at a time when many homeowners have already seen the
value of their residences decline to an amount below their mortgage balances. Areas with
relatively large numbers of affected taxpayers and relatively inelastic housing supply will be
expected to face the greatest price declines. This, they argue, could lead to deterioration in bank
balance sheets as the value of their mortgage loans and mortgage-backed securities also decline.

Others argue that limiting the home mortgage interest deduction is unlikely to have a
detrimental effect on the U.S. economy. They argue that the limitation will affect too few
taxpayers to reduce incentives for the marginal homebuyer, and thus home prices would not
likely decline. Still others question whether the mortgage interest deduction even serves its
intended purpose of encouraging homeownership and the positive spillover benefits presumed to
entail.’** On the contrary, proponents argue that, to the extent that the mortgage interest
deduction creates economic distortions — increasing the size and cost of housing, increasing the
allocation of capital to owner-occupied housing away from potentially higher pre-tax return
investments in other sectors, increasing the amount of leverage used to purchase homes —

> Ihid.

533 See Martin Gervais and Manish Pandey, “Who Cares about Mortgage Interest Deductibility?”
Canadian Public Policy, vol. 34, March 2008, available at
http://www.economics.soton.ac.uk/staff/gervais/publications/gervais_pandey cpp 2008.pdf. Wealthier households
are more likely to alter their balance sheets to reduce their loan-to-value ratios. To the extent that non-housing
assets generate income subject to tax, such portfolio shifting will reduce taxable income for these households,
partially offsetting the increase in tax due to limitation of the deduction. Also, the benefits of deductibility do not
increase with income as fast as taxes paid. Accordingly, Gervais and Pandey find “mortgage interest deductibility
makes the tax code less progressive at relatively low levels of income and more progressive for relatively high levels
of income.”

2 Edward L. Glaeser and Jesse M. Shapiro, “The Benefits of the Home Mortgage Interest Deduction” in
James M. Poterba (ed.), Tax Policy and the Economy, vol. 17, The MIT Press, 2003.
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limiting the deduction could be beneficial to the economy as a whole by minimizing such
distortions.

Prior Action

A similar proposal was included in the President’s fiscal year 2010, 2011 and 2012
budget proposals.
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PART VIII - MODIFY ESTATE AND GIFT TAX PROVISIONS

A. Restore the Estate, Gift and Generation Skipping Transfer
Tax Parameters in Effect in 2009

Present and Prior Law

In general

In general, a gift tax is imposed on certain lifetime transfers and an estate tax is imposed
on certain transfers at death. A generation skipping transfer tax generally is imposed on certain
transfers, either directly or in trust or similar arrangement, to a “skip person” (i.e., a beneficiary
in a generation more than one generation younger than that of the transferor). Transfers subject
to the generation skipping transfer tax include direct skips, taxable terminations, and taxable
distributions.

Exemption equivalent amounts and applicable tax rates

In general

Under present law, a unified credit is available with respect to taxable transfers by gift
and at death.”® The unified credit offsets tax computed at the lowest estate and gift tax rates.

Before 2004, the estate and gift taxes were fully unified, such that a single graduated rate
schedule and a single applicable exclusion amount applied for purposes of determining the tax on
cumulative taxable transfers made by a taxpayer during his or her lifetime and at death. For
years 2004 through 2009, the gift tax and the estate tax continued to be determined using a single
graduated rate schedule, but the applicable exclusion amount allowed for estate tax purposes was
higher than the applicable exclusion amount allowed for gift tax purposes. In 2009, the highest
estate and gift tax rate was 45 percent. The applicable exclusion amount was $3.5 million for
estate tax purposes and $1 million for gift tax purposes.

For 2009, the generation skipping transfer tax applied at a flat rate equal to the highest
estate tax rate on cumulative generation skipping transfers in excess of the exclusion amount in
effect at the time of the transfer. The generation skipping transfer tax exclusion for a given year
is equal to the applicable exclusion amount for estate tax purposes.

Law in effect after 2009

The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010
(the “2010 Extension Act”)’*® reinstated the estate and generation skipping transfer taxes
effective for decedents dying and transfers made after December 31, 2009. The estate tax
applicable exclusion amount is $5 million and is indexed for inflation for decedents dying in

525 Sec. 2010.

326 Pyb. L. No. 111-312, signed into law December 17, 2010.
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calendar years after 2011, and the maximum estate tax rate is 35 percent. For gifts made in
2010, the applicable exclusion amount for gift tax purposes is $1 million, and the gift tax rate is
35 percent. For gifts made after December 31, 2010, the gift tax is reunified with the estate tax,
with an applicable exclusion amount of $5 million (indexed for inflation after 2011) and a top
estate and gift tax rate of 35 percent.’”’

The generation skipping transfer tax exclusion for decedents dying or gifts made after
December 31, 2009, is equal to the applicable exclusion amount for estate tax purposes (€.g.,
$5.12 million for 2012). Although the generation skipping transfer tax is applicable is applicable
to generation skipping transfers made in 2010, the generation skipping transfer tax rate for
transfers made during 2010 is zero percent. The generation skipping transfer tax rate for
transfers made after 2010 is equal to the highest estate and gift tax rate in effect for such year (35
percent for 2011 and 2012).

An election is available for decedents who died in 2010. The executor of such decedent’s
estate is generally allowed to elect to apply the Internal Revenue Code as if the estate tax and
basis step-up provisions of the 2010 Extension Act had not been enacted. In other words, the
executor may elected to have the law enacted under EGTRRA apply. In general, if such an
election is made, the estate is not subject to estate tax, and the basis of assets acquired from the
decedent is determined under the modified carryover basis rules of section 1022.>**

Law in effect after 2012

The estate, gift, and generation skipping transfer tax provisions of EGTRRA, as modified
by the Extension Act of 2010, sunset at the end of 2012, such that those provisions do not apply
to estates of decedents dying, gifts made, or generation skipping transfers made after December
31,2012. As aresult, in general, the estate, gift, and generation skipping transfer tax rates and
exclusion amounts that would have been in effect had EGTRRA not been enacted will apply for
estates of decedents dying, gifts made, or generation skipping transfers made in 2013 or later
years. A single graduated rate schedule with a top rate of 55 percent and a single applicable
exclusion amount of $1 million, indexed for inflation, will apply for purposes of determining the
tax on cumulative taxable transfers by lifetime gift or bequest.

327 Present law rules regarding the computation of estate and gift taxes were clarified under the 2010
Extension Act. The gift tax on taxable transfers for a year is determined by computing a tentative tax on the
cumulative value of current year transfers and all gifts made by a decedent after December 31, 1976, and subtracting
from the tentative tax the amount of gift tax that would have been paid by the decedent on taxable gifts after
December 31, 1976, if the tax rate schedule in effect in the current year had been in effect on the date of the prior-
year gifts. For purposes of determining the amount of gift tax that would have been paid on one or more prior year
gifts, the estate tax rates in effect under section 2001(c) at the time of the decedent’s death are used to compute both
(1) the gift tax imposed by chapter 12 with respect to such gifts, and (2) the unified credit allowed against such gifts
under section 2505 (including in computing the applicable credit amount under section 2505(a)(1) and the sum of
amounts allowed as a credit for all preceding periods under section 2505(a)(2)).

2% Therefore, an heir acquiring an asset from the estate of a decedent who died in 2010 and whose
executor elects the application of the 2010 EGTRRA rules has a basis in the asset determined under the modified
carryover basis rules of section 1022. Such basis is applicable for the determination of any gain or loss on the sale
or disposition of the asset in any future year.
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Basis in property received

In general

Gain or loss, if any, on the disposition of property is measured by the taxpayer’s amount
realized (i.e., gross proceeds received) on the disposition, less the taxpayer’s basis in such
property.”*’ Basis generally represents a taxpayer’s investment in property, with certain
adjustments required after acquisition. For example, basis is increased by the cost of capital
improvements made to the property and decreased by depreciation deductions taken with respect
to the property.

Basis in property received by lifetime gift

Property received from a donor of a lifetime gift generally takes a carryover basis.>*
Carryover basis means that the basis in the hands of the donee is the same as it was in the hands
of the donor. The basis of property transferred by lifetime gift also is increased, but not above
fair market value, by any gift tax paid on the transfer. If the basis of property is greater than the
fair market value of the property on the date of the gift, then, for purposes of determining loss,
the basis is the property’s fair market value on the date of the gift.

Stepped-up basis in property received from a decedent

Property passing from a decedent generally takes a stepped-up basis.”*' In other words,

the basis of property passing from such a decedent’s estate generally is the fair market value on
the date of the decedent’s death (or, if the alternate valuation date is elected, the earlier of six
months after the decedent’s death or the date the property is sold or distributed by the estate).
This step up in basis generally eliminates the recognition of income on any appreciation of the
property that occurred prior to the decedent’s death. If the value of property on the date of the
decedent’s death was less than its adjusted basis, the property takes a stepped-down basis when it
passes from a decedent’s estate. This stepped-down basis eliminates the tax benefit from any
unrealized loss.

532

52 Sec. 1001.
530 Sec. 1015.
531 Sec. 1014.

32 There is an exception to the rule that assets subject to the Federal estate tax receive stepped-up basis in
the case of income in respect of a decedent. Sec. 1014(c). The basis of assets that are income in respect of a
decedent is carryover basis (i.€., the basis of such assets to the estate or heir is the same as it was in the hands of the
decedent). Income in respect of a decedent includes rights to income that has been earned, but not recognized, on
the date of death (e.g., wages that were earned, but not paid, before death), individual retirement accounts, and assets
held in accounts governed by section 401(k).

In community property States, a surviving spouse’s one-half share of community property held by the
decedent and the surviving spouse generally is treated as having passed from the decedent and, thus, is eligible for
stepped-up basis. This rule applies if at least one-half of the whole of the community interest is includible in the
decedent’s gross estate.
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Modified basis rules for property received from 2010 electing estates

In the case of a decedent who died during 2010, if the election was made to apply the
Internal Revenue Code as if the provisions of the Extension Act of 2010 had not been enacted, a
modified carryover basis regime applies.”*> Under this regime, recipients of property acquired
from a decedent at the decedent’s death receive a basis equal to the lesser of the decedent’s
adjusted basis or the fair market value of the property on the date of the decedent’s death. The
modified carryover basis rules apply to property acquired by bequest, devise, or inheritance, or
property acquired by the decedent’s estate from the decedent, property passing from the decedent
to the extent such property passed without consideration, and certain other property to which the
prior law rules apply, other than property that is income in respect of a decedent. Property
acquired from a decedent is treated as if the property had been acquired by gift. Thus, the
character of gain on the sale of property received from a decedent’s estate is carried over to the
heir. For example, real estate that has been depreciated and would be subject to recapture if sold
by the decedent will be subject to recapture if sold by the heir.

Under these special basis rules, an executor generally may allocate additional basis to
assets owned by the decedent at death and acquired by the beneficiaries, subject to certain special
rules and exceptions. Each decedent’s estate generally is permitted to increase the basis of assets
transferred by up to a total of $1.3 million. The $1.3 million is increased by the amount of
unused capital losses, net operating losses, and certain built-in losses of the decedent. In
addition, the basis of property transferred to a surviving spouse may be increased by an
additional $3 million. Thus, the basis of property transferred to surviving spouses generally may
be increased by up to $4.3 million. Nonresidents who are not U.S. citizens may be allowed to
increase the basis of property by up to $60,000.

State death tax credit; deduction for State death taxes paid

State death tax credit under prior law

Prior to 2002, Federal law allowed for a credit against the Federal estate tax for any
estate, inheritance, legacy or succession taxes (referred to as State death taxes) actually paid to
any State or the District of Columbia with respect to any property included in the decedent’s
gross estate.”* The maximum amount of credit was determined under a graduated rate table set
forth in section 2011(b), the top rate of which was 16 percent, which ties the maximum credit
amount to the adjusted taxable estate, which is the taxable estate reduced by $60,000.

Phase-out of State death tax credit; deduction for State death taxes paid

Under EGTRRA, the amount of allowable State death tax credit was reduced from 2002
through 2004. For decedents dying after 2004, the State death tax credit was repealed and
replaced with a deduction for death taxes actually paid to any State or the District of Columbia,

533 Sec. 1022.

3% Sec. 2011.
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in respect of property included in the gross estate of the decedent.” Such State taxes generally
must be paid and claimed before the later of: (1) four years after the filing of the estate tax
return; or (2) (a) 60 days after a decision of the U.S. Tax Court determining the estate tax
liability becomes final, (b) the expiration of the period of extension to pay estate taxes over time
under section 6166, or (¢) the expiration of the period of limitations in which to file a claim for
refund or 60 days after a decision of a court in which such refund suit has become final.

The Extension Act of 2010 allows a deduction for certain death taxes paid to any State or
the District of Columbia for decedents dying after December 31, 2009.

Reinstatement of State death tax credit for decedents dying after December 31, 2012

As described above, the estate, gift, and generation skipping transfer tax provisions of
EGTRRA, as modified by the Extension Act of 2010, sunset at the end of 2012, such that those
provisions do not apply to estates of decedents dying, gifts made, or generation skipping
transfers made after December 31, 2012. As a result, neither the EGTRRA modifications to the
State death tax credit nor the replacement of the credit with a deduction applies for decedents
dying after December 31, 2012. Instead the death tax credit as in effect for decedents who died
prior to 2002 applies.

Exclusions and deductions

Gift tax annual exclusion

Donors of lifetime gifts are provided an annual exclusion amount, $13,000 for 2012, on
transfers of present interests in property to each donee during the taxable year.”*® If the non-
donor spouse consents to split the gift with the donor spouse, then the annual exclusion is
$26,000 for 2012. The dollar amounts are indexed for inflation.

Transfers to a surviving spouse

A 100-percent marital deduction generally is permitted for estate and gift tax purposes for
the value of property transferred between spouses.”’ In addition, transfers of qualified
terminable interest property also are eligible for the marital deduction. Qualified terminable
interest property is property: (1) that passes from the decedent; (2) in which the surviving spouse
has a qualifying income interest for life; and (3) to which an election applies. A qualifying
income interest for life exists if: (1) the surviving spouse is entitled to all the income from the
property (payable annually or at more frequent intervals) or has the right to use the property
during the spouse’s life; and (2) no person has the power to appoint any part of the property to
any person other than the surviving spouse to be effective during the life of the surviving spouse.

33 Sec. 2058.
336 Sec. 2503(b).

537 Secs. 2056, 2523.
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A marital deduction generally is denied for property passing to a surviving spouse who is
not a citizen of the United States.”®® A marital deduction is permitted, however, for property
passing to a qualified domestic trust of which the noncitizen surviving spouse is a beneficiary. A
qualified domestic trust is a trust that has as its trustee at least one U.S. citizen or U.S.
corporation. No corpus may be distributed from a qualified domestic trust unless the U.S. trustee
has the right to withhold any estate tax imposed on the distribution. There is generally an estate
tax imposed on (1) any distribution from a qualified domestic trust before the date of the death of
the noncitizen surviving spouse and (2) the value of the property remaining in a qualified
domestic trust on the date of death of the noncitizen surviving spouse. The tax is computed as an
additional estate tax on the estate of the first spouse to die.

Conservation easements

An executor generally may elect to exclude from the taxable estate 40 percent of the
value of any land subject to a qualified conservation easement, up to a maximum exclusion of
$500,000.” The exclusion percentage is reduced by two percentage points for each percentage
point (or fraction thereof) by which the value of the qualified conservation easement is less than
30 percent of the value of the land (determined without regard to the value of such easement and
reduced by the value of any retained development right).

Before 2001, a qualified conservation easement generally was one that met the following
requirements: (1) the land was located within 25 miles of a metropolitan area (as defined by the
Office of Management and Budget) or a national park or wilderness area, or within 10 miles of
an Urban National Forest (as designated by the Forest Service of the U.S. Department of
Agriculture); (2) the land had been owned by the decedent or a member of the decedent’s family
at all times during the three-year period ending on the date of the decedent’s death; and (3) a
qualified conservation contribution (within the meaning of sec. 170(h)) of a qualified real
property interest (as generally defined in sec. 170(h)(2)(C)) was granted by the decedent or a
member of his or her family. Preservation of a historically important land area or a certified
historic structure does not qualify as a conservation purpose.

Effective for estates of decedents dying after December 31, 2000, EGTRRA expanded
the availability of qualified conservation easements by eliminating the requirement that the land
be located within a certain distance of a metropolitan area, national park, wilderness area, or
Urban National Forest. A qualified conservation easement may be claimed with respect to any
land that is located in the United States or its possessions. EGTRRA also clarifies that the date
for determining easement compliance is the date on which the donation is made.

As described above, the estate, gift, and generation skipping transfer tax provisions of
EGTRRA, as amended by the Extension Act of 2010, sunset at the end of 2012, such that those
provisions will not apply to estates of decedents dying, gifts made, or generation skipping
transfers made after December 31, 2012. As a result, the EGTRRA modifications to expand the

338 Secs. 2056(d)(1), 2523(1)(1).

339 Sec. 2031(c).
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availability of qualified conservation contributions do not apply for decedents dying after
December 31, 2012.

Provisions affecting small and family-owned businesses and farms

Special-use valuation

An executor may elect to value for estate tax purposes certain qualified real property used
in farming or another qualifying closely-held trade or business at its current-use value, rather
than at the fair market value of the property’s highest and best use.’* The maximum reduction
in value for such real property is $1.04 million for 2012. Real property generally can qualify for
special-use valuation if at least 50 percent of the adjusted value of the decedent’s gross estate
consists of a farm or closely-held business assets in the decedent’s estate (including both real and
personal property) and at least 25 percent of the adjusted value of the gross estate consists of
farm or closely-held business real property. In addition, the property must be used in a qualified
use (e.g., farming) by the decedent or a member of the decedent’s family for five of the eight
years immediately preceding the decedent’s death.

If, after a special-use valuation election is made, the heir who acquired the real property
ceases to use it in its qualified use within 10 years of the decedent’s death, an additional estate
tax is imposed in order to recapture the entire estate-tax benefit of the special-use valuation.

Family-owned business deduction

Prior to 2004, an estate was permitted to deduct the adjusted value of a qualified family-
owned business interest of the decedent, up to $675,000.>*' A qualified family-owned business
interest generally is defined as any interest in a trade or business (regardless of the form in which
it is held) with a principal place of business in the United States if the decedent’s family owns at
least 50 percent of the trade or business, two families own 70 percent, or three families own 90
percent, as long as the decedent’s family owns, in the case of the 70-percent and 90-percent
rules, at least 30 percent of the trade or business.

To qualify for the deduction, the decedent (or a member of the decedent’s family) must
have owned and materially participated in the trade or business for at least five of the eight years
preceding the decedent’s date of death. In addition, at least one qualified heir (or member of the
qualified heir’s family) is required to materially participate in the trade or business for at least 10
years following the decedent’s death. The qualified family-owned business rules provide a
graduated recapture based on the number of years after the decedent’s death within which a
disqualifying event occurred.

340 Sec. 2032A.

! Sec. 2057. The qualified family-owned business deduction and the applicable exclusion amount are
coordinated. Ifthe maximum deduction amount of $675,000 is elected, then the applicable exclusion amount is
$625,000, for a total of $1.3 million. Because of the coordination between the qualified family-owned business
deduction and the unified credit applicable exclusion amount, the qualified family-owned business deduction does
not provide a benefit in any year in which the applicable exclusion amount exceeds $1.3 million.

235



In general, there is no requirement that the qualified heir (or members of his or her
family) continue to hold or participate in the trade or business more than 10 years after the
decedent’s death. However, the 10-year recapture period can be extended for a period of up to
two years if the qualified heir does not begin to use the property for a period of up to two years
after the decedent’s death.

EGTRRA repealed the qualified family-owned business deduction for estates of
decedents dying after December 31, 2003. As described above, the estate, gift, and generation
skipping transfer tax provisions of EGTRRA, as amended by the Extension Act of 2010, sunset
at the end of 2012, such that those provisions will not apply to estates of decedents dying, gifts
made, or generation skipping transfers made after December 31, 2012. As a result, the qualified
family-owned business deduction will apply to estates of decedents dying after December 31,
2012.

Installment payment of estate tax for closely held businesses

Estate tax generally is due within nine months of a decedent’s death. However, an
executor generally may elect to pay estate tax attributable to an interest in a closely held business
in two or more installments (but no more than 10).>* An estate is eligible for payment of estate
tax in installments if the value of the decedent’s interest in a closely held business exceeds 35
percent of the decedent’s adjusted gross estate (i.e., the gross estate less certain deductions). If
the election is made, the estate may defer payment of principal and pay only interest for the first
four years, followed by up to 10 annual installments of principal and interest. This provision
effectively extends the time for paying estate tax by 14 years from the original due date of the
estate tax. A special two-percent interest rate applies to the amount of deferred estate tax
attributable to the first $1.39 million for 2012 in taxable value of a closely held business.”* The
interest rate applicable to the amount of estate tax attributable to the taxable value of the closely
held business in excess of $1.39 million is equal to 45 percent of the rate applicable to
underpayments of tax under section 6621 of the Code. Interest paid on deferred estate taxes is
not deductible for estate or income tax purposes.

Under pre-EGTRRA law, for purposes of these rules an interest in a closely held business
is: (1) an interest as a proprietor in a sole proprietorship; (2) an interest as a partner in a
partnership carrying on a trade or business if 20 percent or more of the total capital interest of
such partnership was included in the decedent’s gross estate or the partnership had 15 or fewer
partners; and (3) stock in a corporation carrying on a trade or business if 20 percent or more of
the value of the voting stock of the corporation was included in the decedent’s gross estate or
such corporation had 15 or fewer shareholders.

Under present and pre-EGTRRA law, the decedent may own the interest directly or, in
certain cases, indirectly through a holding company. If ownership is through a holding company,
the stock must be non-readily tradable. If stock in a holding company is treated as business

42 Sec. 6166.

3 Sec. 6601(j); Rev. Proc. 2010-40, I.R.B. 2010-46, November 15, 2010.
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company stock for purposes of the installment payment provisions, the five-year deferral for
principal and the two-percent interest rate do not apply. The value of any interest in a closely
held business does not include the value of that portion of such interest attributable to passive
assets held by such business.

Effective for estates of decedents dying after December 31, 2001, EGTRRA expands the
definition of a closely held business for purposes of installment payment of estate tax. EGTRRA
increases from 15 to 45 the maximum number of partners in a partnership and shareholders in a
corporation that may be treated as a closely held business in which a decedent held an interest,
and thus will qualify the estate for installment payment of estate tax.

EGTRRA also expands availability of the installment payment provisions by providing
that an estate of a decedent with an interest in a qualifying lending and financing business is
eligible for installment payment of the estate tax. EGTRRA provides that an estate with an
interest in a qualifying lending and financing business that claims installment payment of estate
tax must make installment payments of estate tax (which will include both principal and interest)
relating to the interest in a qualifying lending and financing business over five years.

EGTRRA clarifies that the installment payment provisions require that only the stock of
holding companies, not the stock of operating subsidiaries, must be non-readily tradable to
qualify for installment payment of the estate tax. EGTRRA provides that an estate with a
qualifying property interest held through holding companies that claims installment payment of
estate tax must make all installment payments of estate tax (which will include both principal
and interest) relating to a qualifying property interest held through holding companies over five
years.

As described above, the estate, gift, and generation skipping transfer tax provisions of
EGTRRA, as modified by the Extension Act of 2010, sunset at the end of 2012, such that those
provisions will not apply to estates of decedents dying, gifts made, or generation skipping
transfers made after December 31, 2012. As a result, the EGTRRA modifications to the estate
tax installment payment rules described above do not apply for estates of decedents dying after
December 31, 2012.

Generation skipping transfer tax rules

In general

A generation skipping transfer tax generally is imposed on transfers, either directly or in
trust or similar arrangement, to a skip person.”** Transfers subject to the generation skipping
transfer tax include direct skips, taxable terminations, and taxable distributions.’** An exemption
generally equal to the estate tax exclusion amount is provided for each person making generation

54 Sec. 2601.

35 Sec. 2611.
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skipping transfers. The exemption may be allocated by a transferor (or his or her executor) to
transferred property.

The transferor is generally the individual who transfers property in a transaction that is
subject to Federal estate or gift tax. A direct skip is any transfer subject to estate or gift tax of an
interest in property to a skip person.>*® Natural persons or certain trusts may be skip persons.
All persons assigned to the second or more remote generation below the transferor are skip
persons (e.g., grandchildren and great-grandchildren). Trusts are skip persons if (1) all interests
in the trust are held by skip persons, or (2) no person holds an interest in the trust and at no time
after the transfer may a distribution (including distributions and terminations) be made to a non-
skip person.”*” A taxable termination is a termination (by death, lapse of time, release of power,
or otherwise) of an interest in property held in trust unless, immediately after such termination, a
non-skip person has an interest in the property, or unless at no time after the termination may a
distribution (including a distribution upon termination) be made from the trust to a skip
person.”* A taxable distribution is a distribution from a trust to a skip person (other than a
taxable termination or direct skip).549

The generation skipping transfer tax generally does not apply to lifetime gifts of a present
interest in property up to the annual exclusion amount,™ or for certain transfers for educational
or medical expenses. A transferor is entitled to a generation skipping transfer tax exclusion,
equal to the estate tax exclusion amount, which may be allocated to transfers made by the
transferor either during the transferor’s life or at death.™"

The tax rate on generation skipping transfers is a flat rate of tax equal to the maximum
estate tax rate in effect at the time of the transfer multiplied by the inclusion ratio. The inclusion
ratio with respect to any property indicates the amount of generation skipping transfer tax
exemption allocated to a trust. The allocation of generation skipping transfer tax exemption
effectively reduces the tax rate on a generation skipping transfer. The inclusion ratio is defined
as one minus the applicable fraction. The applicable fraction is a fraction the numerator of
which is the generation skipping transfer tax exemption allocated to the trust (or the property
transferred in a direct skip) and the denominator of which is the value of the property transferred
to the trust (or involved in the direct skip) reduced by Federal or State estate and death taxes

46 Sec. 2612(c).

47 Sec. 2613.

¥ Sec. 2612(a).

9 Sec. 2612(b).

550 The annual exclusion amount is $13,000 for 2012.

! The GST exemption amount is $5.12 million for 2012. The Extension Act of 2010 extended the sunset

provisions of EGTRRA through December 31, 2012. The GST exemption amount reverts to the pre-EGTRRA
amount of $1 million for transfers after December 31, 2012.
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actually recovered from the trust (or transferred property) and any charitable deduction allowed
for Federal estate and gift tax on the transfer.

In the case of a generation skipping transfer trust, the exemption applies to distributions
from, or terminations of interests in, that fraction of the trust that the portion of the exemption
that is allocated to the trust bears to the value of trust’s assets at its creation (as adjusted for
subsequent contributions and exemption allocations). Thus, if a generation skipping transfer
trust is created in 2012 with a $5.12 million transfer and $5.12 million of the transferor’s
generation skipping transfer exemption is allocated to that trust, the inclusion ratio is zero, and
no generation skipping transfer tax is imposed on distributions from, or taxable terminations of
interests in, that trust regardless of the number of generations of the trust’s beneficiaries that are
skipped, and regardless of the amount of appreciation in the trust assets. Alternatively if none of
the transferor’s generation skipping transfer tax exemption is allocated to the trust, the inclusion
ratio is one, and generation skipping transfer tax at the maximum rate is imposed on taxable
distributions and taxable terminations.

If an individual makes a direct skip during his or her lifetime, any unused generation
skipping transfer tax exemption is automatically allocated to the direct skip to the extent
necessary to make the inclusion ratio for such property equal to zero. An individual can elect out
of the automatic allocation for lifetime direct skips.

Under pre-EGTRRA law, for lifetime transfers made to a trust that were not direct skips,
the transferor had to make an affirmative allocation of generation skipping transfer tax
exemption; the allocation was not automatic. If generation skipping transfer tax exemption was
allocated on a timely filed gift tax return, then the portion of the trust that was exempt from
generation skipping transfer tax was based on the value of the property at the time of the transfer.
If, however, the allocation was not made on a timely filed gift tax return, then the portion of the
trust that was exempt from generation skipping transfer tax was based on the value of the
property at the time the allocation of generation skipping transfer tax exemption was made.

An election to allocate generation skipping transfer tax to a specific transfer generally
may be made at any time up to the time for filing the transferor’s estate tax return.

Modifications to the generation skipping transfer tax rules under EGTRRA

Generally effective after 2000, EGTRRA modifies and adds certain mechanical rules
related to the generation skipping transfer tax. First, EGTRRA generally provides that
generation skipping transfer tax exemption will be allocated automatically to transfers made
during life that are indirect skips. An indirect skip is any transfer of property (that is not a direct
skip) subject to the gift tax that is made to a generation skipping transfer trust, as defined in the
Code. If any individual makes an indirect skip during the individual’s lifetime, then any unused
portion of such individual’s generation skipping transfer tax exemption is allocated to the
property transferred to the extent necessary to produce the lowest possible inclusion ratio for
such property.

Second, EGTRRA provides that, under certain circumstances, generation skipping
transfer tax exemption can be allocated retroactively when there is an unnatural order of death.
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In general, if a lineal descendant of the transferor’s grandparent predeceases the transferor, then
the transferor can retroactively allocate any unused generation skipping transfer exemption to
any previous transfer or transfers to the trust on a chronological basis, using the value of the
assets as of the date of their transfer rather than the date on which the retroactive allocation was
made.

Third, EGTRRA provides that a trust that is only partially subject to generation skipping
transfer tax because its inclusion ratio is less than one can be severed in a qualified severance. A
qualified severance generally is defined as the division of a single trust and the creation of two or
more trusts, one of which would be exempt from generation skipping transfer tax and another of
which would be fully subject to generation skipping transfer tax, if (1) the single trust was
divided on a fractional basis, and (2) the terms of the new trusts, in the aggregate, provide for the
same succession of interests of beneficiaries as are provided in the original trust.

Fourth, EGTRRA provides that in connection with timely and automatic allocations of
generation skipping transfer tax exemption, the value of the property for purposes of determining
the inclusion ratio shall be its finally determined gift tax value or estate tax value depending on
the circumstances of the transfer. In the case of a generation skipping transfer tax exemption
allocation deemed to be made at the conclusion of an estate tax inclusion period, the value for
purposes of determining the inclusion ratio is its value at that time.

Fifth, under EGTRRA, the Secretary of the Treasury generally is authorized and directed
to grant extensions of time to make the election to allocate generation skipping transfer tax
exemption and to grant exceptions to the time requirement, without regard to whether any period
of limitations has expired. If such relief is granted, then the gift tax or estate tax value of the
transfer to trust would be used for determining the amount of generation skipping transfer tax
exemption needed to produce a zero inclusion ratio with regard to that transfer, and the relief
would be retroactive to the date of the transfer.

Sixth, EGTRRA provides that substantial compliance with the statutory and regulatory
requirements for allocating generation skipping transfer tax exemption will suffice to establish
that generation skipping transfer tax exemption was allocated to a particular transfer or a
particular trust. If a taxpayer demonstrates substantial compliance, then so much of the
transferor’s unused generation skipping transfer tax exemption will be allocated as produces the
lowest possible inclusion ratio.

Sunset of EGTRRA modifications to the generation skipping transfer tax rules

The estate, gift, and generation skipping transfer tax provisions of EGTRRA, as modified
by the Extension Act of 2010, sunset at the end of 2012, such that those provisions will not apply
to estates of decedents dying, gifts made, or generation skipping transfers made after December
31,2012. As aresult, the EGTRRA modifications to the generation skipping transfer tax rules
described above will not apply to generation skipping transfers made after December 31, 2012.
Instead, in general, the rules as in effect prior to 2001 will apply.
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Portability of unused exclusion between spouses

Under a temporary provision enacted as part of the Extension Act of 2010, any applicable
exclusion amount that remains unused as of the death of a spouse who dies after December 31,
2010 (the deceased spousal unused exclusion amount), generally is available for use by the
surviving spouse, as an addition to such surviving spouse’s applicable exclusion amount.”*

If a surviving spouse is predeceased by more than one spouse, the amount of unused
exclusion that is available for use by such surviving spouse is limited to the lesser of $5 million
(indexed for inflation) or the unused exclusion of the last such deceased spouse.” A surviving
spouse may use the deceased spousal unused exclusion amount in addition to such surviving
spouse’s own exclusion amount for taxable transfers made during life or at death.

A deceased spousal unused exclusion amount is available to a surviving spouse only if an
election is made on a timely filed estate tax return (including extensions) of the predeceased
spouse on which such amount is computed, regardless of whether the estate of the predeceased
spouse otherwise is required to file an estate tax return. In addition, notwithstanding the statute
of limitations for assessing estate or gift tax with respect to a predeceased spouse, the Secretary
of the Treasury may examine the return of a predeceased spouse for purposes of determining the
deceased spousal unused exclusion amount available for use by the surviving spouse. The
Secretary of the Treasury shall prescribe regulations as may be appropriate and necessary to
carry out the rules described in this paragraph.

Example 1.—Assume that Husband 1 dies in 2011, having made taxable transfers of $3
million and having no taxable estate. An election is made on Husband 1’s estate tax return to
permit Wife to use Husband 1’s deceased spousal unused exclusion amount. As of Husband 1°s
death, Wife has made no taxable gifts. Thereafter, Wife’s applicable exclusion amount is $7
million (her $5 million basic exclusion amount plus $2 million deceased spousal unused
exclusion amount from Husband 1), which she may use for lifetime gifts or for transfers at death.

Example 2.—Assume the same facts as in Example 1, except that Wife subsequently
marries Husband 2. Husband 2 also predeceases Wife, having made $4 million in taxable
transfers and having no taxable estate. An election is made on Husband 2’s estate tax return to
permit Wife to use Husband 2’s deceased spousal unused exclusion amount. Although the
combined amount of unused exclusion of Husband 1 and Husband 2 is $3 million ($2 million for
Husband 1 and $1 million for Husband 2), only Husband 2’s $1 million unused exclusion is
available for use by Wife, because the deceased spousal unused exclusion amount is limited to
the lesser of the basic exclusion amount ($5 million) or the unused exclusion of the last deceased
spouse of the surviving spouse (here, Husband 2’s $1 million unused exclusion). Thereafter,
Wife’s applicable exclusion amount is $6 million (her $5 million basic exclusion amount plus $1

2 Sec. 2010(c). The provision does not allow a surviving spouse to use the unused generation skipping
transfer tax exemption of a predeceased spouse.

33 The last deceased spouse limitation applies even if the last deceased spouse has no unused exclusion or
the last deceased spouse’s estate does not make a timely election.
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million deceased spousal unused exclusion amount from Husband 2), which she may use for
lifetime gifts or for transfers at death.

Example 3.—Assume the same facts as in Examples 1 and 2, except that Wife predeceases
Husband 2. Following Husband 1’s death, Wife’s applicable exclusion amount is $7 million (her
$5 million basic exclusion amount plus $2 million deceased spousal unused exclusion amount
from Husband 1). Wife made no taxable transfers and has a taxable estate of $3 million. An
election is made on Wife’s estate tax return to permit Husband 2 to use Wife’s deceased spousal
unused exclusion amount, which is $4 million (Wife’s $7 million applicable exclusion amount™*
less her $3 million taxable estate). Under the provision, Husband 2’s applicable exclusion
amount is increased by $4 million, i.e., the amount of deceased spousal unused exclusion amount
of Wife.

The EGTRRA sunset, as extended by the Extension Act of 2010, applies to the
amendments made by the Act, including the provision for portability of unused exclusion
between spouses. Therefore, the portability of unused exclusion between spouses does not apply
to estates of decedents dying after December 31, 2012.

Description of Proposal

The proposal makes permanent the estate, gift, and generation skipping transfer tax laws
in effect for 2009. The applicable exclusion amount for estate tax purposes generally is $3.5
million, and the applicable exclusion amount for gift tax purposes is $1 million. The highest
estate and gift tax rate under the proposal is 45 percent, as under 2009 law.>

As under present law, the generation skipping transfer tax exemption for a given year is
equal to the applicable exclusion amount for estate tax purposes, and the generation skipping
transfer tax rate for a given year will be determined using the highest estate tax rate in effect for
such year.

3% The Extension Act of 2010 added new section 2010(c)(4), which generally defines “deceased spousal
unused exclusion amount” of a surviving spouse as the lesser of (a) the basic exclusion amount, or (b) the excess of
(i) the basic exclusion amount of the last deceased spouse of such surviving spouse, over (ii) the amount with
respect to which the tentative tax is determined under section 2001(b)(1) on the estate of such deceased spouse. A
technical correction may be necessary to replace the reference to the basic exclusion amount of the last deceased
spouse of the surviving spouse with a reference to the applicable exclusion amount of such last deceased spouse, so
that the statute reflects intent. Applicable exclusion amount is defined in section 2010(c)(2), as amended by the
temporary provision.

>3 As under present law, the tax on taxable transfers for a year is determined by computing a tentative tax
on the cumulative value of current year transfers and all gifts made by a decedent after December 31, 1976, and
subtracting from the tentative tax the amount of gift tax that would have been paid by the decedent on taxable gifts
after December 31, 1976, if the tax rate schedule in effect for that year had been in effect on the date of the prior-
year gifts. In implementing the reinstatement of the 2009 applicable amount, transition rules may be necessary to
address the computation of tax with respect to gifts made in years with a higher applicable amount.
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The proposal makes permanent the portability of unused estate and gift tax exclusion
between spouses.”™°

The proposal makes permanent the repeal of the State death tax credit; as under 2009 law,
the proposal allows a deduction for certain death taxes paid to any State or the District of
Columbia. In addition, the proposal makes permanent the repeal of the qualified family-owned
business deduction. Under the proposal, the sunset of the EGTRRA estate, gift, and generation
skipping transfer tax provisions, as amended by the Extension Act of 2010, scheduled to occur at
the end of 2012, is repealed. As a result, the proposal makes permanent the above-described
EGTRRA modifications to the rules regarding (1) qualified conservation easements, (2)
installment payment of estate taxes, and (3) various technical aspects of the generation skipping
transfer tax.

The Administration’s baseline assumes the parameters of the law in effect for 2012 are
made permanent. The applicable exclusion amount for the baseline is $5 million for estate, gift,
and generation skipping transfer taxes (indexed after 2011 for inflation). The top estate tax rate
of 35 percent applies.

Effective date.—The proposal is effective for estates of decedents dying, generation
skipping transfers made, and gifts made after December 31, 2012.

Analysis

Transfer tax planning issues

Stability and consistency in the law

As described above, under EGTRRA and the Extension Act of 2010 the estate tax
exclusion amount and the estate and gift tax rates changed on an almost annual basis between
2002 and 2012. Two distinct sets of rules applied for estate of decedents dying in 2010. The
credit for succession taxes paid to a State was phased out and replaced with a deduction. In
addition, increases in the estate tax exclusion amount resulted in a phase-out and effective repeal
of the deduction for qualified family-owned business interests under section 2057, but section
2057 again will be operative for 2013 and later years. Certain other modifications to the estate
and gift tax laws under EGTRRA are scheduled to expire at the end of 2012.

Commentators have advocated a stable and more predictable estate and gift tax system —
without constantly changing parameters, phase-outs, or sunsets — arguing that the complexity of
present law has made estate planning difficult and costly. The American Bar Association’s Task

%% The proposal makes permanent section 2010(c)(4), which generally defines “deceased spousal unused
exclusion amount” of a surviving spouse as the lesser of (a) the basic exclusion amount, or (b) the excess of (i) the
basic exclusion amount of the last deceased spouse of such surviving spouse, over (ii) the amount with respect to
which the tentative tax is determined under section 2001(b)(1) on the estate of such deceased spouse. A technical
correction may be necessary to replace the reference to the basic exclusion amount of the last deceased spouse of the
surviving spouse with a reference to the applicable exclusion amount of such last deceased spouse, so that the statute
reflects intent. Applicable exclusion amount is defined in section 2010(c)(2).
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Force on Federal Wealth Transfer Taxes argued that, because of the complexity of current law,
“[a] significant number of individuals likely will have estate plans with provisions that are
inappropriate.”’ This could arise, for example, because estate planners fail to plan properly for
changes in law, taxpayers are reluctant to incur the transaction costs associated with repeatedly
modifying estate plans, or taxpayers choose to delay further planning in the hope that they will
not die before the estate tax is permanently repealed or substantially reduced. As another
example, the ABA Task Force notes that some taxpayers wish to maintain life insurance only if
they will have an estate tax liability, but this is difficult to determine when the estate tax laws are
unsettled and changing.””®

Differences in estate and gift tax exclusion amounts

Under the Extension Act of 2010, estate and gift tax applicable exclusion amounts were
reunified at $5 million (indexed for inflation after 2011). The budget proposal decouples the
applicable exclusions amount, setting the gift tax exclusion amount at $1 million, while the estate
tax exclusion amount is $3.5 million. Commentators have argued that this decoupling of the
estate and gift tax exclusion amounts complicates wealth transfer tax planning and raises
administrability issues, and that the exclusion amounts, therefore, should be reunified.

For example, some commentators argue that, as a result of the lower gift tax exclusion
amount, taxpayers are likely to engage in complicated and costly planning to avoid gift tax.>
They argue that the lower gift tax exclusion (and resulting higher cost of the gift tax) could
encourage taxpayers to create complicated long-term trusts at death designed to avoid gift tax on
transfers to successive generations. They further argue that the lower gift tax exclusion will
encourage taxpayers to delay transfers until death, “encouraging family wealth to remain ‘locked
in’ older generations.”*

The extent to which such practices have increased in use since the exclusion amounts
were decoupled in 2004 is uncertain. In addition, the effect of the lower gift tax exclusion
amount from 2004 through 2010 is partially mitigated by a structural difference between the
estate tax and the gift tax that generally benefits taxpayers who make inter vivos gifts: the gift
tax is tax exclusive, whereas the estate tax is tax inclusive. In other words, under the estate tax,
the assets used to pay the tax are included in the estate tax base. Thus, when the estate and gift
taxes are fully unified, the gift tax is a less costly tax.

Furthermore, the gift tax often is viewed as being necessary to protect the income tax
base. In the absence of a gift tax, it may be possible for a taxpayer to transfer an asset with built-
in gain or that produces income to a taxpayer who is in a lower tax bracket, where the gain or

557 American Bar Association, Task Force on Federal Wealth Transfer Taxes, “Report on Reform of
Federal Wealth Transfer Taxes” (2004) (hereinafter “ABA Task Force”), p. 3.

3% 1bid., pp. 3-5.
59 1bid., p. 22.

350 Ibid., pp. 22-23.
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income would be realized and taxed at a lower rate before the asset is gifted back to the original
holder. Therefore, when the gift tax applicable exclusion amount is equal to the higher estate tax
applicable exclusion amount, the effectiveness of the gift tax as a tool to protect the income tax
base may be diminished.

Treatment of State death taxes for Federal estate tax purposes

The budget proposal reinstates and makes permanent the State death tax deduction.

Before the credit was repealed, many States imposed soak-up or pick-up taxes, i.e., State
taxes designed to impose a tax equal to the maximum amount of the Federal credit allowed to a
decedent. Such taxes had the effect of shifting revenue to the States from the Federal
government, without changing the overall amount of estate tax liability (Federal and State) of a
taxpayer. Under prior law, all of the States imposed a tax at a level at least equal to the amount
of the State death tax credit allowed under section 2011.°°" As of March 26,2012, however, 28
States imposed no State death taxes.”®

Some argue that the State death tax credit should be reinstated rather than retaining the
present-law deduction. They argue, for example, that the credit served as a powerful funding
mechanism for States; because States are struggling financially in the current economy, the
States are in critical need of such funding. Furthermore, because it is politically difficult to enact
new taxes in many States, some State legislatures have been unable or unwilling to replace
existing soak-up taxes (which in some cases now lie dormant because such laws operate only to
the extent Federal law allows a credit for State death taxes) with new estate or inheritance taxes,
leaving such States without an annual stream of revenue.”® Some advocates of reinstating the
State death tax credit also argue that the absence of Federal credit increases the disparity in estate
taxes imposed by the various States, which can (1) lead to competition between States to attract
wealthy residents and (2) result in disparate tax treatment of similarly situated individuals,
depending only on an individual’s State of residence at the time of death.”**

Others argue that the State death tax credit should not be reinstated. Some argue, for
example, that estate or other succession taxes, whether Federal or State, are undesirable and that
the allowance of a Federal credit for State death taxes is a subsidy to States that encourage the
enactment or retention of State-level death taxes. Some might also argue that if the intended
policy is to provide a funding mechanism for State governments, it would be more direct and

1 ABA Task Force, p. 8.

362 See McGuire Woods LLP State Death Tax Chart, Revised March 26, 2012, available at
http://www.mcguirewoods.com/news-resources/publications/taxation/state_death tax chart.pdf.

363 Of the 28 States that impose no State death taxes, 26 of them impose a pick-up tax tied to the Federal
State death tax credit. Ibid.

64 See, e.g., Jeffrey A. Cooper, “Interstate Competition and State Death Taxes: A Modern Crisis in
Historical Perspective,” Pepperdine Law Review, vol. 33, 2006, p. 835.
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efficient to provide a direct Federal government subsidy instead of making an indirect transfer
through the tax system.

Federal estate tax and basis of transferred assets

The basis of property acquired from estates generally is the property’s fair market value
at the time of the decedent’s death. As a result of this basis step-up (or step-down if property
declined in value while owned by the decedent) when a taxpayer sells inherited property, the
taxpayer generally does not recognize gain or loss attributable to appreciation or depreciation in
the property that occurred during the decedent’s holding period. Present law provides a different
rule for property acquired from electing estates of decedents dying in 2010. For this property,
there is no Federal estate tax, but heirs generally take a carryover basis. This carryover basis
preserves in the hands of an heir taxable gain or loss attributable to increases or decreases in the
value of property during the decedent’s holding period. A few significant issues related to basis
in assets acquired from estates are described below.

Carryover basis may affect a taxpayer’s willingness to sell an appreciated asset. In
general, a realization-based tax system creates lock-in, a behavioral distortion that may be
described as the reluctance of an individual to sell property and thereby incur tax on the
recognition of accrued appreciation in the property. This lock-in reduces the mobility of capital
to potentially higher return investments. Proponents of carryover basis argue that allowing
inherited property to receive a basis step-up accentuates lock-in. Because income taxes on
accrued appreciation can be avoided entirely if the basis of property that passes at death is
stepped up to its fair market value at the time of death, an individual may choose not to sell
appreciated property before death. Under this argument, carryover basis would reduce lock-in
because holding assets until death would not permit avoidance of income tax liability on pre-
death appreciation when assets eventually are sold by heirs. Conversely, opponents of carryover
basis argue that it perpetuates lock-in because income tax liability for pre-death gains carries
over to the heir. Thus, under carryover basis the decedent’s beneficiary also may refrain from
selling an asset because of the adverse income tax consequences from sale. Opponents of
carryover basis argue that the stepped-up basis rule removes the lock-in effect once each
generation.

Under carryover basis, taxpayers are required to establish a decedent’s historical cost
basis in inherited assets. Commentators have argued that establishing this historical cost basis
may be difficult in many cases.”® The difficulty may be acute in part because the decedent is no
longer available to remember the history of assets and where records of transactions affecting
basis might be located. This problem may be especially troublesome in the case of personal
residences for which there may be many transactions that affect basis; personal effects such as
jewelry; assets such as classic cars that appreciate in value and to which many improvements

% Nonna A. Noto, Congressional Research Service, Step-Up vs. Carryover Basis for Capital Gains:
Implications for Estate Tax Repeal, (Report RL30875), April 20, 2001, p. 9. The report notes that practitioners
raised this concern when a previous attempt to institute carryover basis was enacted (and repealed before taking
effect) by the Tax Reform Act of 1976. See also AICPA Tax Division, “Reform of the Estate and Gift Tax System,”
Tax Notes,vol. 91, April 19, 2001.
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may be made; and unique assets such as paintings and stamp collections. It may be possible to
use presumptions to ameliorate the difficulty of establishing historical cost basis. For example, a
rule that presumed the decedent purchased an asset at its value on the date of its acquisition
would in some cases limit the necessary knowledge to the date the decedent acquired the asset.
In the absence of statutory presumptions, if an heir is unable to establish a decedent’s basis in
property, a question is whether the IRS will consider the heir to have a zero basis in the property.

A related issue under a carryover basis regime is the role of the executor of an estate in
determining the decedent’s basis in the assets over which the executor has control.’®® When
carryover basis rules were adopted in 1976, the executor was required to obtain information
about basis and to provide that information to heirs. No such requirement was included in the
carryover basis rules applicable to electing 2010 estates. If rules required executors to provide
basis information to beneficiaries or if executors provided information in the absence of a
requirement, a question is whether beneficiaries would be permitted to rely on the information
and whether executors would be subject to penalties for failure to report correct or complete
information. Although the rules applicable to electing 2010 estates do not require an executor to
provide basis information to beneficiaries, they do provide that an executor must allocate the
permitted basis increases (the $1.3 million and $3 million amounts described previously) among
estate assets, and they permit broad discretion in making the allocation (subject to a prohibition
on using basis additions to create a built-in loss in any single asset). This broad discretion may
create difficulties for executors concerned about fiduciary obligations and may create uncertainty
for beneficiaries if an executor fails to make an allocation.

Economic issues

Wealth taxes, saving, and investment

Some may argue that an increase in the estate tax for years after 2012, as under the
proposal, would affect taxpayers’ saving and investment behavior. Taxes on accumulated wealth
are taxes on the stock of capital held by the taxpayer. As a tax on capital, issues similar to those
that arise in analyzing any tax on the income from capital arise. In particular, there is no
consensus among economists on the extent to which the incidence of taxes on the income from
capital is borne by owners of capital in the form of reduced returns or whether reduced returns
cause investors to save less and provide less capital to workers, thereby reducing wages in the
long run. A related issue is to what extent individuals respond to increases (or decreases) in the
after-tax return to investments by decreasing (or increasing) their saving. Again, there is no
consensus in either the empirical or theoretical economics literature regarding the responsiveness
of saving to after-tax returns on investment.

Some economists believe that an individual’s bequest motives are important to
understanding saving behavior and aggregate capital accumulation. If estate and gift taxes alter

%6 American Institute of Certified Public Accountants, Tax Division, Task Force on Federal Wealth
Transfer Tax, “Report on Reform of Federal Wealth Taxes,” 2004, p. 326 supra note 82; Karen C. Burke and
Grayson M.P. McCouch, “Estate Tax Repeal: Through the Looking Glass,” Virginia Tax Review, vol. 22, 2002,
p-187.
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the bequest motive, they may change the tax burdens of taxpayers other than the decedent and
his or her heirs.”®’ It is an open question whether the bequest motive is an economically
important explanation of taxpayer saving behavior and level of the capital stock. For example,
theoretical analysis suggests that the bequest motive may account for between 15 and 70 percent
of the United States’ capital stock.’® Others believe the bequest motive is not important in
national capital formation,”® and empirical analysis of the existence of a bequest motive has not
led to a consensus.””® Theoretically, it is an open question whether estate and gift taxes
encourage or discourage saving, and there has been limited empirical analysis of this specific
issue.””' By raising the after-tax cost of leaving a bequest, a more expansive estate tax may

7 A discussion of why, theoretically, the effect of the estate tax on saving behavior depends upon
taxpayers’ motives for intergenerational transfers and wealth accumulation is provided by William G. Gale and
Maria G. Perozek, “Do Estate Taxes Reduce Saving?” in William G. Gale and Joel B. Slemrod (eds.), Rethinking
the Estate Tax, The Brookings Institution, 2001. For a brief review of how different views of the bequest motive
may alter taxpayer bequest behavior, see William G. Gale and Joel B. Slemrod, “Death Watch for the Estate Tax,”
Journal of Economic Perspectives, vol. 15, Winter 2001, pp. 205-218.

%% See Laurence J. Kotlikoff and Lawrence H. Summers, “The Role of Intergenerational Transfers in
Aggregate Capital Accumulation,” Journal of Political Economy, vol. 89, August 1981. Also see, Laurence J.
Kotlikoff, “Intergenerational Transfers and Savings,” Journal of Economic Perspectives, vol. 2, Spring 1988. For
discussion of these issues in the context of wealth transfer taxes see, Henry J. Aaron and Alicia H. Munnell,
“Reassessing the Role for Wealth Transfer Taxes,” National Tax Journal, vol. 45, June 1992. For attempts to
calculate the share of the aggregate capital stock attributable to the bequest motive, see Thomas A. Barthold and
Takatoshi Ito, “Bequest Taxes and Accumulation of Household Wealth: U.S.-Japan Comparison,” in Takatoshi Ito
and Anne O. Kreuger (eds.), The Political Economy of Tax Reform, The University of Chicago Press, 1992; and
William G. Gale and John Karl Scholz, “Intergenerational Transfers and the Accumulation of Wealth,” Journal of
Economic Perspectives, vol. 8, Fall 1994, pp. 145-160. Gale and Scholz estimate that 20 percent of the nation’s
capital stock can be attributed to “intentional transfers” (including inter vivos transfers, life insurance, and trusts)
and another 30 percent can be attributed to bequests, whether planned or unplanned.

39 Franco Modigliani, “The Role of Intergenerational Transfers and Life Cycle Saving in the
Accumulation of Wealth,” Journal of Economic Perspectives, vol. 2, Spring 1988. In this article, Modigliani argues
that 15 percent is more likely an upper bound.

370 See B. Douglas Bernheim, “How Strong Are Bequest Motives? Evidence Based on Estimates of the
Demand for Life Insurance and Annuities,” Journal of Political Economy, vol. 99, October 1991, pp. 899-927.
Bernheim finds that social security annuity benefits raise life insurance holdings and depress private annuity
holdings among elderly individuals. He interprets this as evidence that elderly individuals choose to maintain a
positive fraction of their resources in bequeathable forms. For an opposing finding, see Michael D. Hurd, “Savings
of the Elderly and Desired Bequests,” American Economic Review, vol. 77, June 1987, pp. 298-312. Hurd
concludes that “any bequest motive is not an important determinant of consumption decisions and wealth holdings....
Bequests seem to be simply the result of mortality risk combined with a very weak market for private annuities.”
Ibid., p. 308.

"1 Wojciech Kopczuk and Joel Slemrod, “The Impact of the Estate Tax on the Wealth Accumulation and
Avoidance Behavior of Donors,” in William G. Gale and Joel B. Slemrod (eds.), Rethinking Estate and Gift
Taxation, The Brookings Institution, 2001, use estate tax return data from 1916 to 1996 to investigate the impact of
the estate tax on reported estates. They find a negative correlation between measures of the level of estate taxation
and reported wealth. This finding may be consistent with the estate tax depressing wealth accumulation (depressing
saving) or with the estate tax encouraging successful avoidance activity.

More recently, David Joulfaian, “The Behavioral Response of Wealth Accumulation to Estate Taxation:
Time Series Evidence,” National Tax Journal, vol. 59, June 2006, pp. 253-268, examines the size of taxable estates
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discourage potential transferors from accumulating the assets necessary to make a bequest. On
the other hand, a taxpayer who wants to leave a bequest of a certain net size might save more in
response to estate taxation to meet that goal. For example, some individuals purchase additional
life insurance to have sufficient funds to pay the estate tax without disposing of other assets in
their estate.

Wealth taxes and small business

Regardless of any potential effect on aggregate saving, the scope and design of the
transfer tax system may affect the composition of investment. In particular, some observers note
that the transfer tax system may impose special cash flow burdens on small or family-owned
businesses. They note that if a family has a substantial proportion of its wealth invested in one
enterprise, the need to pay estate taxes may force heirs to liquidate all or part of the enterprise or
to encumber the business with debt to meet the estate tax liability. If the business is sold, while
the assets generally do not cease to exist and remain a productive part of the economy, the share
of business represented by small or family-owned businesses may be diminished by the estate
tax. If the business borrows to meet estate tax liability, the business’s cash flow may be strained.
There is some evidence that many businesses may be constrained in the amount of funds they
can borrow. If businesses are constrained, they may reduce the amount of investment in the
business and this would be a market inefficiency.’’* One study suggests that reduction in estate
taxes may have a positive effect on an entrepreneur’s survival.””

Others argue that potential deleterious effects of the estate tax on investment by small or
family-owned businesses are limited. The proposed exclusion amount is $3.5 million per
decedent ($5.12 million for decedents dying in 2012). As a result, small business owners can
obtain an effective exclusion of up to $7.0 million per married couple under the proposal (up to

and the structure of the estate tax and its effects on the expected rates of return to saving. While he emphasizes the
sensitivity of the analysis to how individuals’ expectations about future taxes are modeled he concludes that “taxable
estates are ten percent smaller because of the estate tax.”

372 Steven M. Fazzari, R. Glenn Hubbard, and Bruce C. Petersen, “F inancing Constraints and Corporate
Investment,” Brookings Papers on Economic Activity, 1988, pp. 141-195.

°" Douglas Holtz-Eakin, David Joulfaian, and Harvey S. Rosen, “Sticking It Out: Entrepreneurial Survival
and Liquidity Constraints,” Journal of Political Economy, vol. 102, February 1994, pp. 53-75. Holtz-Eakin,
Joulfaian, and Rosen study the effect of receipt of an inheritance on whether an entrepreneur’s business survives
rather than whether an on-going business that is taxed as an asset in an individual’s estate survives. They find that
“the effect of inheritance on the probability of surviving as an entrepreneur is small but noticeable: a $150,000
inheritance raises the probability of survival by about 1.3 percentage points,” and “[i]f enterprises do survive,
inheritances have a substantial impact on their performance: the $150,000 inheritance ... is associated with a nearly
20-percent increase in an enterprise’s receipts.” 1bid., p.74.

These results do not necessarily imply that the aggregate economy is made better off by receipt of
inheritances. Survival of the entrepreneur may not be the most highly valued investment that could be made with the
funds received. For example, Francisco Perez-Gonzalez, “Inherited Control and Firm Performance,” American
Economic Review, vol. 96, December 2006, pp. 1559-1589, finds that where the incoming CEO is related to the
departing CEO, or to a founder, the firm underperforms in terms of profitability and other financial measures.
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$10.24 million for decedents dying in 2012), and other legitimate tax planning can further reduce
the burden on such enterprises. Also, as described above, sections 2032A, 2057,5 ™ and 6166 are
provided to reduce the impingement on small business cash flow that may result from an estate
tax liability. Some analysis questions whether, in practice, small businesses need to liquidate
operating assets to meet estate tax liabilities. A recent study of 2001 estate returns shows that
many estates that claimed benefits under sections 2032A, 2057, or 6166 held liquid assets nearly
sufficient to meet all debts against the estate. The study found only 2.4 percent of estates that
reported closely held business assets and agricultural assets elected the deferral of tax under
section 6166.°” Others have argued that estate tax returns report a small fraction of the value of
decedentg%estates thereby mitigating any special burden that the estate tax may impose on small
business.

Wealth taxes and labor supply

As people become wealthier, they have an incentive to consume more of everything,
including leisure time. Some, therefore, suggest that, by reducing the amount of wealth
transferrable to heirs, transfer taxes may reduce labor supply of the parent, although it may
increase labor supply of the heir. Over 100 years ago, Andrew Carnegie opined that “the parent
who leaves his son enormous wealth generally deadens the talents and energies of the son, and
tempts him to lead a less useful and less worthy life than he otherwise would . . . "
Furthermore, the estate tax could increase work effort of heirs as the benefits of the special-use
valuation, and the exclusion for qualified family-owned business interests will be lost and

1 As discussed above, section 2057 no longer applies for estates of decedents dying after 2003, but will
apply to estates of decedents dying after 2012.

" Martha Eller Gangi and Brian G. Raub, “Utilization of Special Estate Tax Provisions for Family-Owned
Farms and Closely Held Businesses,” SOl Bulletin, vol. 26, Summer 2006, pp. 128-145. Gangi and Raub calculate a
liquidity ratio, the ratio of liquid assets (cash, cash management accounts, State and local bonds, Federal
government bonds, publicly traded stock, and insurance on the life of the decedent) to the sum of the net estate tax
plus mortgages and liens. They found that in 2001 this ratio exceeded one for estates of less than $2.5 million
claiming benefits of the special deduction for qualified family owned business assets or deferral of tax. Larger such
estates had average liquidity ratios of 0.5 or more. Generally all estates claiming special use valuations had an
average liquidity ratio of at least one. A liquidity ratio of one implies that the estate has liquid assets sufficient to
pay the net estate tax plus pay off all mortgages and liens.

376 See George Cooper, A Voluntary Tax? New Perspectives on Sophisticated Tax Avoidance, The
Brookings Institution, 1979. Also, see B. Douglas Bernheim, “Does the Estate Tax Raise Revenue?” in Lawrence
H. Summers (ed.), Tax Policy and the Economy 1, The MIT Press, 1987; and Alicia H. Munnell with Nicole
Ernsberger, “Wealth Transfer Taxation: The Relative Role for Estate and Income Taxes,” New England Economic
Review, November/December 1988. These studies pre-date the enactment of chapter 14 of the Code. The purpose
of chapter 14 is to improve reporting of asset values in certain transfers. Nevertheless, planning opportunities
remain whereby small business owners can reduce the cash required to meet an estate tax obligation, see Joint
Committee on Taxation, Options to Improve Tax Compliance and Reform Tax Expenditures (JCS-2-05), January 27,
2005. The Joint Committee staff discusses the ability to use valuation discounts and lapsing trust powers effectively
to shelter business (and other) assets from the estate tax on pages 396-408.

77 Andrew Carnegie, “The Advantages of Poverty,” in The Gospel of Wealth and Other Timely Essays,
Edward C. Kirkland (ed.), The Belknap Press of Harvard University Press, 1962, reprint of Carnegie from 1891.
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recaptured if the assets fail to remain in a qualified use. While, in theory, increases in wealth
should reduce labor supply, empirically economists have found the magnitude of these effects to
be small.’” In addition, the estate tax also could distort, in either direction, the labor supply of
the transferor if it distorts his or her decision to make a bequest.

Wealth taxes, the distribution of wealth, and fairness

Some suggest that, in addition to their role in producing Federal revenue, Federal transfer
taxes may help prevent an increase in the concentration of wealth. Overall, there are relatively
few analyses of the distribution of wealth holdings in the economic literature.”” Conventional
economic wisdom holds that the Great Depression of the 1930s and World War II substantially
reduced the concentration of wealth in the United States, and that there had been no substantial
change at least through the 1980s. Most analysts assign no role to tax policy in the reduction in
wealth concentration that occurred between 1930 and 1945. Nor has any analyst been able to
quantify what role tax policy might have played since World War I1.°*

™8 For a review of this issue, see John Pencavel, “Labor Supply of Men: A Survey,” in Orley Ashenfelter
and Richard Layard (eds.), Handbook of Labor Economics, vol. I, North-Holland Publishing Co., 1986. For a direct
empirical test of what some refer to as the “Carnegie Conjecture,” see Douglas Holtz-Eakin, David Joulfaian, and
Harvey S. Rosen, “The Carnegie Conjecture: Some Empirical Evidence,” Quarterly Journal of Economics, vol. 108,
May 1993, pp. 413-435. Holtz-Eakin, Joulfaian, and Rosen assess the labor force participation of families that
receive an inheritance. They find that “the likelihood that a person decreases his or her participation in the labor
force increases with the size of the inheritance received. For example, families with one or two earners who received
inheritances above $150,000 [in 1982-1985 constant dollars] were about three times more likely to reduce their labor
force participation to zero than families with inheritances below $25,000. Moreover, ... high inheritance families
experienced lower earnings growth than low inheritance families, which is consistent with the notion that
inheritance reduces hours of work.” 1bid., pp. 432-433. Theory suggests also that those who choose to remain in the
labor force will reduce their hours worked or labor earnings. Holtz-Eakin, Joulfaian, and Rosen find these effects to
be small.

7 For some exceptions, see Martin H. David and Paul L. Menchik, “Changes in Cohort Wealth Over a
Generation,” Demography, vol. 25, August 1988; Paul L. Menchik and Martin H. David, “The Effect of Income
Distribution on Lifetime Savings and Bequests,” American Economic Review, vol. 73, September 1983; and Edward
N. Wolff, “Estimate of Household Wealth Inequality in the U.S., 1962-1983,” The Review of Income and Wealth,
vol. 33, September 1987.

580 See Michael K. Taussig, “Les inegalites de patrimoine aux Etats-Unis,” in Kessler, Masson, Strauss-
Khan (eds.), Accumulation et Repartition des Patrimoines. Taussig estimates shares of wealth held by the top 0.5
percent of wealth holders in the United States for various years between 1922 and 1972. Wollff, in “Estimate of
Household Wealth Inequality in the U.S., 1962-1983,” does not attribute any movements in wealth distribution
directly to tax policy, but rather to the changes in the relative values of housing and corporate stock.

Wojciech Kopczuk and Joel Slemrod, “The Impact of the Estate Tax on Wealth Accumulation and
Avoidance Behavior,” in William G. Gale, James R. Hines Jr., and Joel Slemrod (eds.), Rethinking Estate and Gift
Taxation, The Brookings Institution, 2001, find mixed evidence. Using aggregate time series data, Kopczuk and
Slemrod find a negative correlation between the share of wealth held by top wealth holders and the estate tax rates.
That finding would imply that the estate tax may mitigate the concentration of wealth among top wealth holders.
Wojciech Kopczuk and Emmanuel Saez, “Top Wealth Shares in the United States, 1916-2000: Evidence from
Estate Tax Returns,” National Tax Journal, vol. 57, September 2004, pp. 445-487, report a similar result. However,
when Kopczuk and Slemrod use pooled cross section analysis to make use of individual estate tax return data, they
find at best a weak relationship between estate tax rates and wealth holdings.
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The income tax does not tax all sources of income. Some suggest that by serving as a
“backstop” for income that escapes income taxation, transfer taxes may help promote overall
fairness of the U.S. tax system.”®' Still others counter that to the extent that much wealth was
accumulated with after-(income)-tax dollars, as an across-the-board tax on wealth, transfer taxes
tax more than just those monies that may have escaped the income tax. In addition, depending
upon the incidence of such taxes, it is difficult to make an assessment regarding the contribution
of transfer taxes to the overall fairness of the U.S. tax system.

Even if transfer taxes are believed to be borne by the owners of the assets subject to tax,
an additional conceptual difficulty is whether the tax is borne by the generation of the transferor
or the generation of the transferee. The design of the gift tax illustrates this conceptual difficulty.
A gift tax is assessed on the transferor of taxable gifts. Assume, for example, a mother makes a
gift of $1 million to her son and incurs a gift tax liability of $450,000. From one perspective, the
gift tax could be said to have reduced the mother’s current economic well-being by $450,000.
However, it is possible that, in the absence of the gift tax, the mother would have given her son
$2 million, so that the gift tax has reduced the son’s economic well-being by $1 million. It also
is possible that the economic well-being of both was reduced. Of course, distinctions between
the donor and recipient generations may not be important to assessing the fairness of transfer
taxes if both the donor and recipient have approximately the same income.’®

Federal estate taxation and charitable bequests

The two unlimited exclusions under the Federal estate tax are for bequests to a surviving
spouse and for bequests to a charity. Because charitable bequests are deductible against the
estate tax, the after-tax cost of a charitable bequest is lower than the after-tax cost of a transfer to
an heir who is not a spouse.”® Economists refer to this incentive as the “price” or “substitution

38! Based on the 1998 Survey of Consumer Finance, one study estimates expected unrealized capital gains
at death represent 36 percent of total expected value of estates. For estates worth at least $10 million, unrealized
capital gains at death represent 56 percent of the value of estates. For this group of estates, the largest component
(72.3 percent) of unrealized gains is estimated to be attributable to unrealized capital gains on active businesses of
decedents. James Poterba and Scott Weisbenner, “The Distributional Burden of Taxing Estates and Unrealized
Capital Gains at Death,” in William G. Gale, James R. Hines, Jr., and Joel Slemrod (eds.), Rethinking Estate and
Gift Taxation, Brookings Institution Press, 2001, pp. 422-449. In addition to the unrealized capital gains considered
here, the value of other assets included in the value of an estate may have previously received favorable income tax
treatment. For example, the Survey of Consumer Finance does not collect information on unrealized gains in
retirement accounts. Brian K. Bucks, Arthur B. Kennickell, Traci L. Mach, and Kevin B. Moore, “Changes in U.S.
Family Finances from 2004 to 2007: Evidence from the Survey of Consumer Finances,” Federal Reserve Bulletin,
vol. 95, February 2009, p. A36-A37.

382 Researchers have found that the correlation of income between parents and children is less than perfect.
For analysis of the correlation of income among family members across generations, see Gary R. Solon,
“Intergenerational Income Mobility in the United States,” American Economic Review, vol. 82, June 1992, and
David J. Zimmerman, “Regression Toward Mediocrity in Economic Stature,” American Economic Review, vol. 82,
June 1992. These studies, however, examine data relating to a broad range of incomes in the United States and do
not directly assess the correlation of income among family members with transferors subject to the estate tax.

% Economists note that when expenditures on specified items are permitted to be deducted from the tax

base, before the computation of tax liability, the price of the deductible item is effectively reduced by a percentage
equal to the taxpayer’s marginal tax rate. Assume, for example, a decedent has a $1 million taxable estate and that
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effect.” In short, the price effect says that if something is made cheaper, people will do more of
it. Some analysts have suggested that the charitable estate tax deduction creates a strong
incentive to make charitable bequests and that changes in Federal estate taxation could alter the
amount of funds that flow to charitable purposes. The decision to make a charitable bequest
arises not only from the incentive effect of a charitable bequest’s deductibility, or “tax price,” but
also from what economists call the “wealth effect.” Generally the wealthier an individual is, the
more likely he or she is to make a charitable bequest and the larger the bequest will be. Because
the estate tax diminishes the amount of wealth available to an heir, the wealth effect would
suggest repeal of the estate tax could increase charitable bequests.

A number of studies have examined the effects of estate taxes on charitable bequests.
Most of these studies have concluded that, after controlling for the size of the estate and other
factors, deductibility of charitable bequests encourages taxpayers to provide charitable
bequests.”®* Some analysts interpret these findings as implying that reductions in estate taxation,
as under the budget proposal, could lead to a reduction in funds flowing into the charitable
sector. This is not necessarily the case, however. Some charitable bequests may substitute for
lifetime giving to charity, in part to take advantage of the greater value of the charitable
deduction under the estate tax than under the income tax that results from the lower marginal
income tax rates and limitations on annual lifetime giving. If this is the case, reductions in the
estate tax could lead to increased charitable giving during the taxpayer’s life. On the other hand,
some analysts have suggested that a more sophisticated analysis is required recognizing that a
taxpayer may choose among bequests to charity, bequests to heirs, lifetime gifts to charity, and

the marginal, and average, estate tax rate was 45 percent. This means that the estate tax liability would be $450,000.
A net of $550,000 would be available for distribution to heirs. If, however, the decedent had provided that his estate
make a charitable bequest of $100,000, the taxable estate would equal $900,000 and the estate tax liability would be
$405,000. By bequeathing $100,000 to charity, the estate’s tax liability fell by $45,000. The net available for
distribution to heirs after payment of the estate tax and payment of the charitable bequest would be $495,000. The
$100,000 charitable bequest reduced the amount of funds available to be distributed to heirs by only $55,000.
Economists say that the $100,000 charitable bequest “cost” $55,000, or that the “price” of the bequest was 55 cents
per dollar of bequest. More generally, the “price” of charitable bequest equals (1 - t), where t is the estate’s
marginal tax rate.

¥ For example, see Charles T. Clotfelter, Federal Tax Policy and Charitable Giving, University of
Chicago Press, 1985; David Joulfaian, “Charitable Bequests and Estate Taxes,” National Tax Journal, vol. 44, June
1991, pp. 169-180; and Gerald Auten and David Joulfaian, “Charitable Contributions and Intergenerational
Transfers,” Journal of Public Economics, vol. 59, 1996, pp. 55-68. David Joulfaian, “Estate Taxes and Charitable
Bequests by the Wealthy,” National Tax Journal, vol. 53, September 2000, pp. 743-763, provides a survey of these
studies and presents new evidence. Each of these studies estimates a tax price elasticity in excess of 1.6 in absolute
value. This implies that for each 10-percent reduction in the tax price, where the tax price is defined as one minus
the marginal tax rate, there is a greater than 16-percent increase in the dollar value of charitable bequests. Such a
finding implies that charities receive a greater dollar value of bequests than the Treasury loses in forgone tax
revenue. In a more recent study, Michael J. Brunetti, “The Estate Tax and Charitable Bequests: Elasticity Estimates
Using Probate Records,” National Tax Journal, vol. 58, June 2005, pp. 165-188, finds price elasticities in excess of
1.2.

Not all studies find such responsiveness of charitable bequests to the marginal estate tax rate. Thomas

Barthold and Robert Plotnick, “Estate Taxation and Other Determinants of Charitable Bequests,” National Tax
Journal, vol. 37, June 1984, pp. 225-237, estimated that marginal tax rates had no effect on charitable bequests.
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lifetime gifts to heirs and recognizing that lifetime gifts reduce the future taxable estate and
consumption. In this more complex framework, reductions in estate taxation could reduce
lifetime charitable gifts.”®

Federal transfer taxes and complexity

Critics of Federal transfer taxes document that these taxes create incentives to engage in
avoidance activities. Some of these avoidance activities involve complex legal structures and
can be expensive to create. Incurring these costs, while ultimately profitable from the donors’
and donees’ perspective, is socially wasteful because time, effort, and financial resources are
spent that lead to no increase in productivity. Such costs represent an efficiency loss to the
economy in addition to whatever distorting effects Federal transfer taxes may have on other
economic choices such as saving and labor supply discussed above. For example, in the case of
family-owned businesses, such activities may impose an ongoing cost by creating a business
structure to reduce transfer tax burdens that may not be the most efficient business structure for
the operation of the business. Reviewing more complex legal arrangements increases the
administrative cost of the Internal Revenue Service. There is disagreement among analysts
regarding the magnitude of the costs of avoidance activities.”®® It is difficult to measure the
extent to which any such costs incurred are undertaken from tax avoidance motives as opposed
to succession planning or other motives behind gifts and bequests.

Alternatives to the current U.S. estate tax system

Some argue that, rather than modifying and making permanent the present U.S. estate tax
system, Congress should consider an alternative structure. The choice of one form of wealth
transfer tax system over another necessarily will involve tradeoffs among efficiency, equity,
administrability, and other factors. A determination whether one system is preferable to another
could be made on the basis of each system’s relative success in achieving one or a majority of
these goals, without sacrificing excessively the achievement of the others. Alternatively, such a
determination could be made based on which system provides the best mix of efficiency, equity,
and administrability.

The United States, State governments, and foreign jurisdictions tax transfers of wealth in
many different ways. Some wealth transfer tax systems, for example, impose a tax on the

% Auten and Joulfaian, “Charitable Contributions and Intergenerational Transfers,” attempted to estimate
this more complex framework. Their findings suggest that reductions in estate taxation would reduce charitable
contributions during the taxpayer’s life.

58 Joint Economic Committee, The Economics of the Estate Tax, December 1998, has stated “the costs of
complying with the estate tax laws are roughly the same magnitude as the revenue raised.” Richard Schmalbeck,
“Avoiding Federal Wealth Transfer Taxes,” in William G. Gale and Joel B. Slemrod (eds.), Rethinking Estate and
Gift Taxation, The Brookings Institution, 2001, disagrees writing “[a]bout half of the estate planners consulted in the
preparation of this paper reported that they had rather standard packages that they would make available to
individuals who would leave estates in the three to ten million range that might be provided for as little as $3000 to
$5000.” See William G. Gale and Joel B. Slemrod, “Life and Death Questions About the Estate and Gift Tax,”
National Tax Journal, vol. 53, December 2000, pp. 889-912, for a review of the literature on compliance cost.
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transferor. Such systems include the U.S. estate and gift tax system, which imposes a gift tax on
certain gratuitous lifetime transfers, an estate tax on a decedent’s estate, and a generation
skipping transfer tax on certain transfers that skip generations. Another approach that involves
imposition of a tax on a transferor is a “deemed-realization” approach, under which a gratuitous
transfer is treated as a realization event and the gain on transferred assets, if any, generally is
taxed to the transferor as capital gain.

Other wealth transfer tax systems tax the transferee of a gift or bequest.”™ Such systems
include inheritance (or “accessions”) tax systems, under which a tax is imposed against the
recipient of a gratuitous transfer. Some jurisdictions do not impose a separate tax, but instead
treat receipts of gifts or bequests as gross income of the recipient (an “income inclusion
approach”).

Regardless of whether the tax is imposed against the transferor or the transferee, some
commentators assert that the real economic burden of any approach to taxing transfers of wealth
falls on the recipients, because the amount received effectively is reduced by the amount of tax
paid by the transferor or realized by the transferee.”®® Some commentators argue that systems
that impose a tax based on the circumstances of the transferee —such as an inheritance tax or an
income inclusion approach — are more effective in encouraging dispersal of wealth among a
greater number of transferees and potentially to lower-income beneficiaries. Others assert that
such systems promote fairness in the tax system. However, the extent to which one form of
transfer tax system in practice is more effective than another in achieving these goals is not clear.

Wealth transfer tax systems other than an estate tax also may present benefits or
additional challenges in administration or compliance. Inheritance taxes or income inclusion
systems, for example, may reduce the need for costly tax planning in the case of certain transfers
between spouses. At the same time, to the extent such systems are effective in encouraging
distributions to multiple recipients in lower tax brackets, they may be susceptible to abuse such
as through the use of multiple nominal recipients as conduits for a transfer intended for a single
beneficiary.

Prior Action

The President’s fiscal year 2010, 2011, and 2012 budget proposals contained similar
proposals.

¥7 Eight states have some form of Inheritance Tax. See McGuire Woods LLP State Death Tax Chart,
Revised March 26, 2012, available at http://www.mcguirewoods.com/news-
resources/publications/taxation/state_death tax chart.pdf .

% See, e.g., Lily L. Batchelder, “Taxing Privilege More Effectively: Replacing the Estate Tax with an
Inheritance Tax,” The Hamilton Project, The Brookings Institution, Discussion Paper 2007-07, June 2007, p. 5;
“Alternatives to the Current Wealth Transfer Tax System,” in American Bar Association, Task Force on Federal
Wealth Transfer Taxes, “Report on Reform of Federal Wealth Transfer Taxes,” 2004, p. 171, app. A.; Joseph M.
Dodge, “Comparing a Reformed Estate Tax with an Accessions Tax and an Income-Inclusion System, and
Abandoning the Generation-Skipping Tax,” SMU Law Review, vol. 56, 2003, pp. 551, 556.
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B. Require Consistency in Value for Transfer and Income Tax Purposes
Present Law

The value of an asset for purposes of the estate tax generally is the fair market value at
the time of death or at the alternate valuation date. The basis of property acquired from a
decedent is the fair market value of the property at the time of the decedent’s death or as of an
alternate valuation date, if elected by the executor.”® Under regulations, the fair market value of
the property at the date of the decedent’s death (or alternate valuation date) is deemed to be its
value as appraised for estate tax purposes.”’ However, the value of property as reported on the
decedent’s estate tax return provides only a rebuttable presumption of the property’s basis in the
hands of the heir.””’ Unless the heir is estopped by his or her previous actions or statements with
regard to the estate tax valuation, the heir may rebut the use of the estate’s valuation as his or her
basis by clear and convincing evidence. The heir is free to rebut the presumption in two
situations: (1) the heir has not used the estate tax value for tax purposes, the IRS has not relied
on the heir’s representations, and the statute of limitations on assessments has not barred
adjustments; and (2) the heir does not have a special relationship to the estate which imposes a
duty of consistency.’”?

For property acquired by gift, the basis of the property in the hands of the donee
generally is the same as it was in the hands of the donor. However, for the purpose of
determining loss on subsequent sale, the basis of property in the hands of the donee is the lesser
of the donor’s basis or the fair market value of the property at the time of the gift.”"

Description of Proposal

The proposal requires that the basis of property under section 1014 of an asset acquired
from a decedent generally must equal the value of that property for estate tax purposes. The
basis of property received by lifetime gift generally must equal the donor’s basis determined
under section 1015. The basis of property acquired from a decedent to whose estate section 1022
is applicable is the basis of that property, including any additional basis allocated by the
executor, as reported on the Form 8939 that the executor filed.”** Under the proposal, the basis

¥ 1f a timely election is made, the basis of property acquired from a decedent who died during 2010 is
determined under section 1022 of the Code. Under section 1022, a taxpayer’s basis generally is the lesser of the
decedent’s adjusted basis and the fair market value of the property on the date of the decedent’s death. Section 1022
also provides that an executor may increase the basis in assets owned by the decedent and acquired by the
beneficiaries at death, subject to special rules and exceptions.

3% Treas. Reg. sec. 1.1014-3(a).

! See Rev. Rul. 54-97, 1954-1 C.B. 113, 1954.

%2 See Technical Advice Memorandum 199933001, January 7, 1999.
3% Sec. 1015(a).

% IRS Form 8939 is used by the executor of the estate of certain decedents who died in 2010 to allocate

basis under section 1022.
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in the hands of the recipient can be no greater than the value of that property as determined for
estate or gift tax purposes (subject to subsequent adjustments).

In addition to requiring consistency in values for transfer and income tax purposes, the
proposal imposes a reporting requirement. The executor of a decedent’s estate and the donor of
a lifetime gift are required to report to both the recipient and the IRS the information necessary
to determine the recipient’s basis under the proposal.

The proposal provides for regulatory authority necessary to implement and administer the
requirements of the proposal, including establishing rules for: (1) situations in which no estate
tax return is required to be filed or gifts are excluded from gift tax under section 2503 (e.g.,
pursuant to the gift tax annual exclusion); (2) situations in which the surviving joint tenant or
other recipient may have better information than the executor; and (3) the timing of the required
reporting in the event of adjustments to the reported value subsequent to the filing of an estate or
gift tax return.

Effective date.—The proposal is effective for transfers on or after the date of enactment.

Analysis

Providing an heir with fair market value information gives the heir records to improve
reporting of income upon future realization of gain. Providing the IRS with the same
information would better enable the IRS to challenge attempts to underreport gain upon a
subsequent realization of that gain.

Under present law, generally the incentive exists for an executor of an estate or a donor
of a lifetime gift to offer low estimates of the value of assets for estate or gift tax purposes in
order to minimize the amount of transfer tax. For the purpose of determining gain or loss on an
inherited asset or on an asset received by gift, however, generally the recipient would prefer a
higher basis.”” The government is potentially whipsawed by inconsistent valuations. For
example, the IRS has ruled that while value as appraised for estate tax purposes provides a
presumptive value for the basis of inherited property in the hands of a beneficiary, such estate tax
valuation generally is not conclusive.”®® In a case discussed in a technical advice
memorandum,™” at the time of the decedent’s death the taxpayer owned stock in two closely
held corporations. On audit, the IRS proposed a higher value for the stock than the value the
executor provided on the estate tax return. The estate subsequently argued for a lower valuation,

%% This preference is especially clear in the case of a spouse of the decedent. That spouse will not, for
example, bear the burden of an estate tax on his or her bequest. Other beneficiaries generally will bear the burden of
the estate tax and therefore may have competing preferences.

3% In Revenue Ruling 54-97, the IRS concluded, “Except where the taxpayer is estopped by his previous
actions or statements, such value [the value of the property as determined for estate tax purposes] is not conclusive
but is a presumptive value which may be rebutted by clear and convincing evidence.” Rev. Rul. 54-97, 1954-1 C.B.
113, 1954.

7 See Technical Advice Memorandum 199933001, January 7, 1999.
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and the IRS agreed to an amount in between the two parties’ initial valuations. Following a
redemption of the inherited stock from the beneficiary, the beneficiary (in an amended return for
the taxable year of redemption) claimed a basis in the stock that was higher than both the original
estate tax return value and the agreed upon value.

Underlying the rebuttable presumption rule set forth in the technical advice memorandum
is the theory that a taxpayer should not be estopped from claiming a basis different from the
value determined by an executor for estate tax purposes where the taxpayer did not participate in
the executor’s determination or benefit from it. This theory represents an application of an
estoppel principle that is used outside the context of the estate tax. Where, however, a taxpayer
succeeds in presenting clear and convincing evidence of a higher basis than the value used for
estate tax purposes, this principle conflicts with one rationale for the section 1014 basis step-up
rule, which applies for purposes of determining the basis in assets acquired from a decedent
(other than certain decedents who died during 2010). Some analysts argue that the step-up of an
asset’s basis at death is an appropriate adjustment to prevent property transferred at death from
being subject to both Federal income tax and estate tax. If the basis in the hands of the heir
exceeds the value used for estate tax purposes, an exemption from income tax in excess of the
appreciation in the decedent’s hands has been created. By helping to ensure consistency in value
for estate and income tax purposes, the proposal at least mitigates the whipsawing of the
government that may occur under present law.

In general, in the computation of capital gain or loss, establishing basis in property is a
problem for taxpayers and the IRS, because the basis in the property becomes important for
determining tax liability only when the asset is sold, often many years after the asset is acquired.
Taxpayers may lose records in the interim. The difficulty would be particularly acute where the
taxpayer did not purchase the asset in question and consequently would have no records (e.g.,
receipts or other purchase documentation) to begin with. Thus, another rationale for the basis
step-up rule of present law section 1014 is to provide administrative simplicity for the heir and
the IRS because the heir’s fair market value basis will potentially already have been determined
for estate tax purposes. The proposal achieves this administrative goal by having basis reported
at the time an asset is bequeathed, thereby establishing a record comparable to purchase
documentation. Present law arguably fails to achieve this objective, both because the executor is
not required to report the estate tax value to the heir, and because the heir is not required in all
cases to use such value in determining basis.

Under the proposal there would be instances in which the value of an asset reported by an
executor to an heir differs from the ultimate value of the asset used for estate tax purposes. For
example, if the IRS challenges an estate valuation and prevails, the executor will have reported
to the heir a valuation that is artificially low, and the heir may arguably be overtaxed on a
subsequent sale of the asset. This same problem exists under present law to the extent the
initially reported estate tax value is presumptively the heir’s basis. To provide complete
consistency between estate tax valuation and basis in the hands of an heir may be impractical as
ultimate determination of value for estate tax purposes may depend upon litigation, and an heir
may sell an asset before the determination of value for estate tax purposes. Nevertheless,
supplemental reporting requirements would be imposed for post-filing adjustment of the fair
market value as determined for Federal estate or gift tax purpose.
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Under the proposal, the basis in the hands of the recipient can be no greater than the
value of that property as determined for estate or gift tax purposes. Where a recipient of a gift or
bequest believes the transferor overstated the value of transferred property for transfer tax
purposes, it is the understanding of the Joint Committee staff that the proposal would permit the
recipient to claim a basis lower than the value claimed for transfer tax purposes. This rule likely
is designed to protect recipients of gifts and bequests from accuracy-related penalties under
section 6662 on a subsequent disposition of property in situations in which the transferor
overstated the value of such property for transfer tax purposes.

Prior Action

Similar proposals were included in the President’s fiscal year 2000, 2001, 2010, 2011,
and 2012 budget proposals.
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C. Modify Rules on Transfer Tax Valuation Discounts

Present Law

In general

The value of property subject to transfer taxes is the fair market value of the property
being transferred on the date of transfer.””® The fair market value is the price at which the
property would change hands between a willing buyer and a willing seller, neither being under
any compulsion to buy or to sell and both having reasonable knowledge of relevant facts.”””

If actual sales prices and bona fide bid and ask prices are lacking, the fair market value of
stock in a closely held business is determined by looking to various factors including: the
company’s net worth; its prospective earning power and dividend-paying capacity; the goodwill
of the business; the economic outlook in the nation and in the particular industry; the company’s
position in the industry and its management; the degree of control of the business represented by
the block of stock to be valued; and the values of securities of corporations engaged in the same
or similar lines of businesses.’”

Discounts

In general

Courts and the IRS have recognized that for various reasons interests in an entity (shares
in a corporation or interests in a partnership, for instance) may be worth less than the owner’s
proportionate share of the value of the entity’s assets. For example, the value of stock held by a
50-percent shareholder might differ from the value of 50 percent of the assets owned by the
corporation in which the stock is held. Some (but not all) of the valuation discounts used under
present law are discussed below.®! In many cases courts apply more than one discount. The
theories of some discounts overlap, and court decisions sometimes blur the distinctions between
those discounts.

% Secs. 2031 (estate tax), 2512 (gift tax), and 2624 (generation-skipping transfer tax). Fair market value
is determined on the date of the gift in the case of the gift tax or on the date of the decedent’s death (or on the
alternate valuation date if the executor so elects) in the case of the estate tax.

% Treas. Reg. secs. 20.2031-1(b) and 25.2512-1.
69 Treas. Reg. secs. 20.2031-2(f)(2) and 25.2512-2()(2); Rev. Rul. 59-60, 1959-1 C.B. 237, 1959.

59! Other valuation discounts that courts have recognized include a blockage discount (if the sale of a block
of assets, such as 80 percent of the stock of a public company, would depress the market for that asset); a key man
(thin management) discount (if the value of a business declines due to the loss of a key manager); and a capital gain
(or General Utilities) discount (to reflect the tax on gain from the eventual sale of assets acquired by gift or held by
a corporation).
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Minority (or lack of control) discount

Numerous courts and the IRS have recognized that shares of stock or other ownership
interests in a closely-held business entity that represent a minority interest are usually worth less
than a proportionate share of the value of the assets of the entity.’> Minority discounts arise
from a division of control because the holder of a minority interest cannot control the ongoing
direction of the business entity, the timing and amount of income distributed by the entity to its
owners, or the liquidation of its assets. Minority discounts often result in reductions in the value
of transferred property from 15 percent to 40 percent.’”

Marketability (or illiquidity) discount

Recognizing that closely held stock and partnership interests often are less attractive to
investors and have fewer potential purchasers than publicly traded stock, courts and the IRS
grant discounts to reflect the illiquidity of such interests. Courts sometimes combine
marketability and minority discounts into a single discount,®®* but the discounts reflect different
concerns. Whereas the minority discount compensates for lack of control over an interest, the
marketability discount compensates for the limitations upon free exit inherent in interests for
which no public market exists. The marketability discount may be appropriate whether valuing a
controlling or a minority ownership interest.”” Generally, the size of the marketability discount
is reduced as the donor’s or decedent’s control of the corporation or partnership increases.

602 See Rev. Rul. 93-12, 1993-2 C.B. 202, 1993; Propstra v. United States, 680 F.2d 1248 (9th Cir. 1982);
Ward v. Commissioner, 87 T.C. 78 (1986); Estate of Leyman v. Commissioner, 40 T.C. 100 (1963). More recently,
a minority discount was allowed even where the total shares owned by related persons constituted a majority
interest. For example, in Estate of Bright v. United States, 658 F.2d 999 (5th Cir. 1981), the court upheld a minority
discount on stock transferred to a trust even though the other principal shareholder of the corporation was trustee of
the trust and father of its beneficiary.

In Pierre v. Commissioner, 133 T.C. 2 (2009), the Tax Court allowed minority and marketability discounts
in valuing transfers of interests in a single member LLC to trusts established for the transferor’s children. The
taxpayer had funded the LLC with cash and marketable securities 12 days before she transferred the LLC interests to
the trusts. Although the LLC was treated as a disregarded entity for Federal tax purposes under the “check-the-box”
regulations, the court rejected the Service’s argument that the taxpayer should be treated as having transferred for
Federal gift tax purposes a proportionate share of the underlying assets of the LLC and thus should not be entitled to
claim valuation discounts. The court reasoned that State law controlled the determination of what property interests
were transferred for Federal transfer tax purposes; under State law, the LLC was a separate legal entity, and the
taxpayer did not have a property interest in the underlying assets of the LLC. In its opinion, the court noted that
“Congress has not acted to eliminate entity-related discounts in the case of LLCs or other entities generally or in the
case of a single-member LLC specifically.”

63 See David T. Lewis and Andrea Chomakos, The Family Limited Partnership Deskbook: Forming and
Funding FLPs and Other Closely Held Business Entities, ABA Publishing, 2004, p. 11.

694 E g., Central Trust Co. v. United States, 305 F.2d 393 (Ct. Cl. 1962); Estate of Titus v. Commissioner,
T.C. Memo 1989-466.

695 Controlling shares in a nonpublic corporation, which do not qualify for a minority discount, may

nonetheless receive a marketability discount because there is no ready private placement market and because
transaction costs would be incurred if the corporation were to publicly offer its stock.
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However, the discount has been applied to a 100-percent ownership interest in a closely-held
corporation.’®® Marketability discounts often result in reductions in the value of transferred
property of 20 to 30 percent®®’ in addition to any applicable minority discount.’”® Marketability
discounts often are created by placing assets in a limited partnership. Marketability discounts
created through the use of a limited partnership permit the donee or legatee to recreate value by
liquidating the partnership or having a partner’s interest redeemed by the partnership.

Fragmentation (or fractional interest) discount

Fragmentation discounts are similar to minority discounts. This discount arises from the
lack of control inherent in joint ownership of an asset (€.9., a gift of an undivided fractional
interest in real estate).®” Fragmentation discounts often result in reductions in the value of
transferred property of 15 to 60 percent.®'

Investment company discount

The investment company discount arises because the market values of closed-end mutual
funds and investment companies often are less than the net asset values of those funds and

69 See, e.g., Estate of Bennett v. Commissioner, T.C. Memo 1993-34, in which the Tax Court concluded
that in determining the discount, the corporate form could not be ignored. (“Here, we have a real estate management
company whose assets are varied and nonliquid. We think that the corporate form is a quite important consideration
here: there is definitely a difference in owning the assets and liabilities of Fairlawn directly and in owning the stock
of Fairlawn, albeit 100 percent of the stock. We think some discounting is necessary to find a buyer willing to buy
Fairlawn’s package of desirable and less desirable properties.”).

7 There is no established formula to compute the size of a discount. One measure of the size of a
discount, applicable when valuing a controlling interest, is the total cost of registering securities with the Securities
and Exchange Commission, i.e., converting nonliquid securities into liquid ones. Other factors considered are the
size of any costs and the amounts realizable on a private placement or secondary offering, the opportunity cost of
losing access to the invested funds, and the discounts applied in comparable transactions involving sales of
comparable closely held businesses.

6% The Tax Court has noted that the application of a minority discount and a marketability discount is
multiplicative rather than additive. According to the Court, the minority discount should be applied first and then
the marketability discount should be applied to that figure. For example, a 20-percent minority discount and a 40-
percent marketability discount should result in a 52-percent discount (20 percent + (40 percent x 80 percent)), not a
60-percent discount. See Estate of Bailey v. Commissioner, T.C. Memo 2002-152.

69" Because the holder of a fractional interest in real property has the power to compel partition (a remedy
not available to minority holders of other interests), the discount should reflect the cost of partition and the value of
the interest secured thereby. See Boris I. Bittker & Lawrence Lokken, Federal Income Taxation of Estates, Gifts,
and Trusts, 2d ed., 1993, para. 135.3.4. Courts, however, often apply a minority discount instead. See, €.g., LeFrak
v. Commissioner, T.C. Memo 1993-526.

610 See, e.g., Estate of Van Loben Sels v. Commissioner, T.C. Memo 1986-501.
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companies. These discounts can be as high as 50 percent and may overlap with the marketability
discount.®!!

Special rules regarding restrictions on liquidation (section 2704(b))

Restrictions on the liquidation of an entity (or of an interest in an entity) sometimes serve
as the basis for a marketability discount. Where the entity is family-controlled, however, some
believe that such restrictions are included in governing documents principally to achieve a
reduction in value for transfer tax purposes, but that the claimed reduction in value does not
reflect the true economic value of a transferred interest in the hands of the transferee.®'?

To address this concern, section 2704(b) provides that certain “applicable restrictions”
are disregarded in determining the value of a transferred interest if the transfer is of an interest in
a corporation or partnership to or for the benefit of a member of the transferor’s family,*" and
the transferor and members of the transferor’s family hold, immediately before the transfer,
control of the entity.*"* An applicable restriction is a restriction that effectively limits the ability
of the entity to liquidate, where (1) the restriction lapses, in whole or in part, after the transfer, or
(2) the transferor or any member of the transferor’s family, either alone or together, has the right
after the transfer to remove, in whole or in part, the restriction.’> An applicable restriction does
not include commercially reasonable restrictions that arise as part of certain third-party financing
arrangements, or any restriction imposed, or required to be imposed, by any Federal or State
law.®'® Section 2704(b) grants the Secretary broad regulatory authority to disregard any other
restriction that reduces the transfer tax value of an interest but does not reduce the value of such
interest to the transferee.®'’

Since the enactment of section 2704(b), new State statutes providing for more restrictive
liquidation rights, as well as regulatory and judicial interpretations of section 2704(b), arguably
have limited the provision’s effectiveness in curbing inappropriate marketability discounts. In its
opinion in Kerr v. Commissioner,®'® for example, the Tax Court asserted that current Treasury

11 For example, the Tax Court in Estate of Folks v. Commissioner, T.C. Memo 1982-43, granted the
taxpayer a 50-percent investment company discount and then applied to the resulting value a 50-percent
marketability discount, resulting in a total discount of 75 percent.

612 See Conference Report to accompany H.R. 5835, Omnibus Budget Reconciliation Act of 1990, H.R.
Rep. No. 101-964, October 27, 1990, pp. 1028, 1137-1138.

813 For purposes of section 2704, a family member includes, with respect to an individual: (1) a spouse; (2)
ancestors and lineal descendants of the individual or spouse; (3) brothers and sisters; and (4) spouses of an
individual described in (2) or (3). Sec. 2704(c)(2).

614 Sec. 2704(b)(1).

6

3 Sec. 2704(b)(2).

6

¢ Sec. 2704(b)(3).

6

7 Sec. 2704(b)(4).

6

$ 113 T.C. 449, 472 (1999), aff’d 202 F.3d 490 (5th Cir. 2002).
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regulations expand the Code-based exception that excludes from the definition of “applicable
restriction” certain State or Federal law liquidation restrictions. Indeed, instead of limiting the
exception to restrictions imposed or required to be imposed by law (as under the language of
section 2704(b)(3)(B)), the regulations provide that “[a]n applicable restriction is a limitation on
the ability to liquidate the entity (in whole or in part) that is more restrictive than the limitations
that would apply under the State law generally applicable to the entity in the absence of the
restriction.”®"” The IRS generally has been unsuccessful in arguing for a more limited
interpretation of this exception in court cases in which the breadth of the exception is at issue.’*

Description of Proposal

The proposal modifies section 2704(b) to create a category of “disregarded restrictions”
that would be ignored when valuing an interest in a family-controlled entity transferred to a
member of the family if, after the transfer, the restriction will lapse or may be removed by the
transferor and/or the transferor’s family. The proposal provides that the transferred interest
would be valued by substituting for the disregarded restrictions certain assumptions to be
specified in regulations.

The proposal provides that disregarded restrictions would include limitations on a
holder’s right to liquidate that holder’s interest in the family-controlled entity that are more
restrictive than a standard to be specified in regulations. A disregarded restriction also would
include a limitation on a transferee’s ability to be admitted as a full partner or holder of an equity
interest in the entity. In determining whether a restriction may be removed by one or more
members of the family after a transfer, certain interests held by charities or others who are not
family members would be deemed to be held by the family. Such interests are to be identified in
regulations.

Under the proposal, regulatory authority is granted, including the ability to create safe
harbors under which the governing documents of a family-controlled entity could be drafted so
as to avoid the application of section 2704 if certain standards are met. The proposal includes
conforming changes relating to the interaction of the proposal with the transfer tax marital and
charitable deductions.

Effective date.—The proposal is effective for transfers after the date of enactment of
property subject to restrictions created after October 8, 1990 (the effective date of section 2704).

Analysis

Under present law, valuation discounts can significantly reduce the estate and gift tax
values of transferred property. Minority and marketability discounts in particular often create
substantial reductions in value. In some cases these reductions in value for estate and gift tax

619 Treas. Reg. sec. 25.2704-2(b) (emphasis added).

620 See, e.g., Kerr v. Commissioner, 113 T.C. 449 (1999), aff’d 202 F.3d 490 (5th Cir. 2002); Estate of
Jones v. Commissioner, 116 T.C. 121 (2001).
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purposes do not accurately reflect economic value. For example, a taxpayer may make gifts to a
child of minority interests in property and claim lack-of-control discounts under the gift tax even
though the taxpayer or the taxpayer’s child controls the property being transferred. A taxpayer
also may contribute marketable property such as publicly-traded stock to a partnership (such as a
family limited partnership) or other entity that he or she controls and, when interests in that
entity are transferred through the estate, claim marketability discounts even though the heirs may
be able ts% 1liquidate the entity and recover the full value by accessing the underlying assets
directly.

The proposal seeks to curb the use of family limited partnerships (“FLPs”) and LLCs to
create valuation discounts, specifically marketability (i.e., liquidity) discounts. The proposal
would achieve this goal through a more robust version of section 2704(b), under which taxpayers
would be subject to greater limits on marketability discounts arising from liquidation restrictions
when transferring interests in family-controlled entities. Specifically, the proposal would create
a new class of “disregarded restrictions” that are ignored when valuing such an interest.
Disregarded restrictions would include certain liquidation restrictions, as well as a limitation on a
transferee’s ability to be admitted as a full partner or holder of an equity interest in the entity.
The proposal thus seeks to limit the use of a strategy frequently employed to manufacture
discounts that do not reflect the economics of the transfers during life and after death, namely,
the inclusion in governing documents of purported restrictions that do not reflect economic
reality. More broadly, the proposal attempts to reduce the inefficiency caused by the creation of
complicated structures that serve only to shelter value from taxation.

Some may argue that the proposal does not specify or adequately describe the liquidation
restrictions that will be disregarded in valuing a transfer of a family-controlled entity or other
key aspects of the proposal; therefore, it is difficult to assess whether the proposal would be
effective. As described above, the proposal establishes new “disregarded restrictions” that would
be ignored in valuing an interest in a family-controlled entity. The Treasury Department

621 Commentators have referred to this discounting as the “disappearing wealth” phenomenon: Wealth
disappears from the transfer tax base even though no (or little) actual economic value is lost. See Mary Louise
Fellows and William H. Painter, “Valuing Close Corporations for Federal Wealth Transfer Taxes: A Statutory
Solution to the Disappearing Wealth Syndrome,” Stanford Law Review, vol. 30, 1978, p. 895; James Repetti,
“Minority Discounts: The Alchemy in Estate and Gift Taxation,” Tax Law Review, vol. 50, 1995; Laura E.
Cunningham, “Remember the Alamo: The IRS Needs Ammunition in its Fight Against the FLP,” Tax Notes, March
13,2000, p. 1461.

Church v. United States, 85 A.F.T.R. 2d (RIA) 804 (W.D. Tex. 2000), aff’d without published opinion, 268
F.3d 1063 (5th Cir. 2001), provides a simple example of the creation of discounts shortly before death. Mrs.
Church, who was the mother of the plaintiff and was suffering from a terminal illness, and her two children together
formed a limited partnership. In exchange for limited partnership interests, Mrs. Church contributed to the
partnership her interest in a Texas ranch (valued at $380,038) together with $1,087,710 in publicly traded securities,
while her two children contributed their undivided interests in the ranch. A corporation owned equally by the two
children was the general partner of the partnership. Two days after the formation of the partnership, Mrs. Church
died. The District Court found that the date-of-death value of Mrs. Church’s limited partnership interest was
$617,591, despite the fact that Mrs. Church transferred assets to the partnership worth $1,467,748 just two days
earlier. The court upheld a 58-percent discount based upon the noncontrolling and illiquid nature of Mrs. Church’s
limited partnership interest.
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provides that “the transferred interest would be valued by substituting for the disregarded
restrictions certain assumptions to be specified in regulations.”®* The proposal, however, does
not describe the assumptions that would be specified in regulations. Without such information, it
is difficult to determine how the proposal is intended to operate. In addition, the Treasury
Department provides that “[d]isregarded restrictions would include limitations on a holder’s right
to liquidate that holder’s interest that are more restrictive than a standard to be identified in
regulations.”®® One could speculate that this regulatory standard is intended in part to address
interpretive concerns that have arisen regarding the present-law exception for restrictions that are
imposed or required to be imposed under State or Federal law. The proposal, however, does not
provide information from which one could determine what such a regulatory standard might
include or whether such a standard might also be intended to address other concerns.®**

Some also may argue that, even in the absence of the proposal, the Secretary has broad
authority under section 2704(b)(4) to issue new regulations establishing restrictions that must be
disregarded in valuing transfers of an interest in a family-controlled entity; the proposal, under
which many important details are left to regulations, arguably adds little to this present-law
authority. The Tax Court in Kerr v. Commissioner stated that it was “mindful that the Secretary
has been vested with broad regulatory authority under section 2704(b)(4),” but concluded that
the current Treasury regulations did not support the IRS’s position in the case.”> This statement
by the Kerr court suggests that the court believed that the Secretary already has the authority to
issue new, more restrictive regulations under section 2704(b). Furthermore, the IRS and
Treasury business plan for 2008-2009 described a plan to issue guidance under section 2704
regarding restrictions on the liquidation of an interest in a corporation or partnership. The
Treasury Department’s explicit plan to issue new guidance under section 2704(b) arguably raises
questions about whether a legislative modification of this section is premature or even necessary.

Because the proposal appears to target only marketability discounts arising from
liquidation restrictions, some may argue that a broader approach would be preferable. If, for
example, an entity whose interests are nonmarketable holds marketable assets, a marketability
discount for an interest in the entity results in the undervaluing of the interest if the owner has a
controlling interest in the entity and can easily access the marketable assets. Some other
proposals have sought to curb this practice by imposing “look through” rules under which a
marketability discount generally is denied to the extent an entity holds marketable assets.®*®

622 Department of the Treasury, General Explanations of the Administration’s Fiscal Year 2011 Revenue
Proposals, February 2010, p. 124.

52 bid.

6% The Treasury Department also provides that, in determining whether a restriction may be removed by a
family member following a transfer, certain interests held by charities or others who are not family members would
be deemed to be held by the family; these interests are not described in the proposal, but would be “identified in
regulations.” Department of the Treasury, General Explanations of the Administration’s Fiscal Year 2011 Revenue
Proposals, February 2010, p. 124.

625 113 T.C. 449, 474 (1999).

626 See, €.g., Staff of the Joint Committee on Taxation, Options to Improve Tax Compliance and Reform
Tax Expenditures (JCS-02-05), January 27, 2005, pp. 396-404; Department of the Treasury, General Explanations
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These proposals would apply even in the absence of liquidation restrictions. If the
Administration’s fiscal year 2011 budget proposal were enacted, taxpayers might seek to take
advantage of marketability discounts through structures that did not depend on liquidation
restrictions.

Furthermore, because the proposal appears to target only marketability discounts, it
would not directly address minority discounts that do not accurately reflect the economics of a
transfer. Some other proposals have sought to address certain excessive minority discounts more
directly through aggregation of certain interests when determining whether a transferred interest
in an entity should be valued as a minority interest. In 2005, the staff of the Joint Committee on
Taxation published a proposal that includes such aggregation rules. Under the basic aggregation
rule of the staff proposal, the value for transfer tax purposes of an asset transferred by a donor or
decedent generally is a pro-rata share of the fair market value of the entire interest in the asset
owned by the transferor immediately before the transfer.®”” Under a separate aggregation rule
included in the proposal, if a donor or decedent did not own a controlling interest in an asset
immediately before a transfer, but in the hands of the donee or heir, the transferred asset is part
of a controlling interest, the transfer tax value of the transferred interest is a pro-rata share of the
fair market value of the entire interest in the asset owned by the donee or heir after taking into
account the gift or bequest.

Other proposals have addressed minority discounts through rules that attribute ownership
among family members. Under one such approach, a minority discount would be denied in
connection with the transfer of an interest where the transferee and members of the transferee’s
family together have control of the entity.®*® Although the Administration’s budget proposal
considers family relationships in determining whether a restriction on liquidation could be
removed for purposes of section 2704(b), it does not include a family attribution rule that
addresses the inappropriate use of minority discounts where family members control an entity.
Some may argue, however, that such a family attribution rule would be inappropriate, because it
is not correct to assume that individuals always will cooperate with one another merely because
they are related.

of the Administration’s Revenue Proposals, February 1999, p. 167; Department of the Treasury, General
Explanations of the Administration’s Fiscal Year 2001 Revenue Proposals, February 2000, pp. 184-85; H.R. 436,
Certain Estate Tax Relief Act of 2009, 111" Cong., 1* Sess..

627 The basic aggregation rule is similar to a proposal made by the Treasury Department in 1984 as part of
a broad report on tax reform. Department of the Treasury, Tax Reform for Fairness, Simplicity, and Economic
Growth, General Explanation of the Treasury Department Proposals, vol. 2, November 1984, pp. 386-88. The
1984 proposal, however, based the value of transferred property on the transferor’s highest level of ownership after
taking into account prior gifts. This tracing of ownership backward through all gifts made by a transferor during his
or her lifetime arguably would create administrative difficulties.

628 See, e.g., S. 3533, Responsible Estate Tax Act, 111™ Cong., 2d Sess.; H.R. 436, Certain Estate Tax
Relief Act of 2009, 111™ Cong., 1% Sess.
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Prior Action

The proposal was contained in the President’s budget proposals for fiscal years 2010,
2011, and 2012. Different proposals to reform transfer tax valuation discounts were included in
the President’s budget proposals for fiscal years 2000 and 2001.
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D. Require Minimum Term for Grantor Retained Annuity Trusts (“GRATSs”)
Present Law

Valuation of certain transfers in trust

In the event of a lifetime transfer in trust to (or for the benefit of) a member of the
transferor’s family where the transferor or an applicable family member retains any interest in
the trust, a special rule applies for purposes of determining the value of the transferor’s gift.®*’
In general, the value of any retained interest that is not a “qualified interest” is treated as zero.*>
Therefore, where a transferor retains an interest that is not a qualified interest, the entire amount
transferred to the trust generally is treated as a gift by the transferor to the remainder
beneficiaries, which gift is subject to transfer taxation.””! The value of a retained interest that is
a qualified interest (and thus is deducted from the value of the property transferred to the trust to
determine the gift to the remainder beneficiaries), on the other hand, is determined using rates
and procedures described in the Code for valuing temporal interests in property.®*

For these purposes, the term “qualified interest” means: (1) any interest which consists
of the right to receive fixed amounts payable not less frequently than annually (i.e., a qualified
annuity interest); (2) any interest which consists of the right to receive amounts which are
payable not less frequently than annually and are a fixed percentage of the fair market value of
the property in the trust (determined annually) (i.e., a qualified unitrust interest); and (3) any
noncontingent remainder interest if all of the other interests in the trust consist of interests
described in (1) or (2) (i.e., a qualified remainder interest).**

A qualified interest is valued under procedures described in section 7520 using tables
prescribed by the Secretary of the Treasury and an interest rate (rounded to the nearest two-
tenths of one percent) equal to 120 percent of the Federal midterm interest rate in effect under
section 1274(d)(1) for the month in which the valuation date falls. The tables and rates described
in section 7520 assume that the assets in a trust will grow at a relatively modest rate.

Grantor retained annuity trusts

A GRAT generally is an irrevocable trust under which the grantor retains an annuity
interest structured as a “qualified interest” under section 2702. The annuity interest must be an
irrevocable right to receive a fixed amount at least annually.®** The trustee must be required to

629 Sec. 2702(a)(1).
630 Sec. 2702(a)(2)(A).

31 The special valuation rule does not apply in certain excepted situations, including: (1) where the
transfer is not a completed gift; and (2) transfers to certain personal residence trusts. See sec. 2702(a)(3).

832 Sec. 2702(a)(2)(B); sec. 7520.
633 Sec. 2702(b).

6% Treas. Reg. sec. 25.2702-3(b).
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invade the principal of the trust in the event the income is insufficient to pay the qualified
annuity.

Assuming the transfer of assets to the trust is treated as a completed gift for gift tax
purposes, the gift to the remainder beneficiaries generally will be subject to gift tax as of the time
of the initial transfer of assets to the trust. Therefore, the grantor will be required to use a portion
of his or her gift tax exemption equal to — or, to the extent insufficient exemption remains, to pay
gift tax on — the value of the remainder interest determined as of the time the grantor funds the
trust. The annuity portion of a GRAT is valued using the procedures for valuing qualified
interests outlined in section 7520 (described above). To value the remainder interest in a GRAT,
the value of any qualified interest, as determined under section 7520, is subtracted from the value
of the property transferred to the trust.

When the grantor’s retained annuity interest expires, the trust assets are distributed to one
or more remainder beneficiaries identified in the trust instrument. Because the value of the
transferor’s gift for gift tax purposes is determined at the time of the transfer, if trust property
grows at a rate in excess of the growth rate assumed under section 7520, the excess appreciation
generally will pass to the remainder beneficiaries without further gift tax consequences to the
grantor. If, however, the grantor dies during the trust term, that portion of the trust necessary to
satisfy the annuity amount will be included in the grantor’s gross estate for estate tax purposes.®*’
Such inclusion generally results in the loss of the transfer tax benefit of using a GRAT.*°

Description of Proposal

The proposal requires that a GRAT have a minimum term of 10 years and a maximum
term of the life expectancy of the annuitant plus ten years. The proposal also requires that the
remainder interest of a GRAT have a value greater than zero at the time the interest is created
and prohibits any decrease in the annuity during the GRAT term.

Effective date.—The proposal is effective for trusts created after the date of enactment.

Analysis

The valuation rates and tables prescribed by section 7520 often produce relative values of
annuity and remainder interests in a GRAT that are not consistent with actual returns on trust
assets. As a result, under present law, taxpayers often use GRATSs to make gifts of property with
little or no transfer tax consequences, so long as the investment return on assets in the trust is
greater than the rate of return assumed under section 7520 for purposes of valuing the lead and
remainder interests. In such cases, the excess appreciation during the GRAT term generally
escapes transfer tax.

%3 Sec. 2036.
636 The GRAT is a grantor trust. The grantor is treated as owner of the trust and must include in

determining his or her taxable income and credits those items of income, deductions, and credits of the portion of the
trust deemed owned by the grantor.
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In some cases, for example, taxpayers “zero out” a GRAT by structuring the trust so that
the value of the annuity interest under section 7520 equals (or nearly equals) the entire value of
the property transferred to the trust. Under this strategy, the value of the remainder interest
(which is computed by subtracting the value of the annuity as determined under section 7520
from the value of the property transferred to the trust) — and hence the value of any gift that is
subject to gift taxation — is deemed to be equal to or near zero. In reality, however, by funding
GRATSs with assets expected to significantly increase in value, taxpayers often achieve returns on
trust assets substantially in excess of the returns assumed under section 7520. Any such excess
appreciation generally passes to the remainder beneficiaries without further transfer tax
consequences.

Furthermore, the grantor may risk little under present law by funding a “zeroed out”
GRAT with an aggressive portfolio, even where the trust assets do not perform well. If the trust
yield merely equals the statutorily assumed return on trust assets, the trust principal will be
returned to the grantor in the form of annuity payments. If the trust yield is less than the required
annuity payments, the trustee will invade the principal of the trust, and the grantor will receive in
satisfaction of his annuity interest the same property (€.g., securities or other income producing
assets) used to fund the trust.”’ In either case, although the grantor has failed to achieve a low-
or no-gift tax transfer to remainder beneficiaries, the grantor has lost only the use of capital
during the term of the trust.

Grantors often structure GRATSs with relatively short terms, such as two years, to
minimize the time that the assets are unavailable to the grantor and the risk that the grantor will
die during the trust term, causing all or part of the trust assets to be included in the grantor’s
estate for estate tax purposes. Because GRATS carry little down-side risk, grantors frequently
maintain multiple short-term, zeroed-out GRATs funded with different asset portfolios to
improve the grantor’s odds that at least one trust will outperform significantly the section 7520
rate assumptions and thereby allow the grantor to achieve a transfer to the remainder
beneficiaries at little or no gift tax cost.

The budget proposal is designed to introduce additional down-side risk to the use of
GRATS by imposing a requirement that GRATSs have a minimum term of 10 years. Relative to
shorter-term (€.9., two-year) GRATSs, a GRAT with a 10-year term would tie up the assets
transferred to the GRAT for a longer term and would carry greater risk that the grantor would die
during the trust term and that the trust assets would be included in the grantor’s estate for estate
tax purposes.638

The proposal would eliminate the use of shorter-term GRATS (i.e., GRATs with terms of
less than 10 years) for gift tax avoidance. It is possible, however, that some taxpayers would

87 Because the grantor is treated as owner of the trust, the distribution to the grantor generally will not be
treated as a recognition event. See Rev. Rul. 85-13, 1985-1 C.B. 184, 1985.

63% The proposal also requires that the remainder interest in a GRAT have a fair market value greater than

zero and prohibits a reduction in the annuity during the GRAT term. These requirements are designed to prohibit
circumvention of the ten-year minimum term requirement of the proposal.
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continue to use GRATSs with terms of 10 or more years as a gift tax avoidance tool. Even in the
absence of a statutory minimum term, the use of a longer-term GRAT may be more desirable
than using successive shorter term GRATS in certain circumstances, such as where the section
7520 rate is expected to increase over time. In this situation, use of a longer-term GRAT would
allow the grantor to lock in the lower rate for the entire trust term.

A longer-term GRAT may also be desirable to limit the value of assets includible in the
grantor’s gross estate in the event the grantor dies during the trust term. Because the gross estate
includes only the portion of the trust that is required to produce the annuity, taxpayers may have
an incentive to structure very long-term GRATSs with relatively small annual annuity payments.
If the grantor dies during the trust term, the gross estate would include only the portion of the
trust necessary to produce the relatively small payment stream, which in many cases could
represent a small fraction of the trust’s assets. The proposal seeks to limit such opportunities to
avoid estate inclusion, however, by requiring that a GRAT have a maximum term of no more
than the life expectancy of the annuitant plus ten years.

Commentators also have noted that the proposal would make it more difficult for
taxpayers who establish GRATs to “capture upside volatility,” which is the principal feature of a
GRAT that provides for the transfer of additional wealth to heirs without further transfer tax
consequences.”’ While noting that the current economic climate has caused some taxpayers to
lengthen GRAT terms beyond two years in any event, the commentators note that “requiring a
minimum ten-year term would encourage more customizing of the terms of a GRAT, including
greater use of level GRATs or GRATSs in which the annuity increases in some years but not

others or increases at different rates in different years.”®*

The proposal would not prevent the “zeroing-out” of a GRAT’s remainder interest for
gift tax purposes or the funding of GRATSs with an aggressive portfolio. Instead, the proposal
introduces downside risk only by increasing the likelihood that a grantor will die during the trust
term. Wealthy younger taxpayers may view the likelihood of dying during a 10-year trust term
as remote and thus may be willing to establish one or more 10-year GRATS in an effort to avoid
gift tax. The proposal might therefore have the effect of encouraging taxpayers to establish
GRATSs earlier in life. Long-term GRATS likely would be less attractive to taxpayers who
achieve wealth only at a more advanced age.

Some might argue that a better approach would be one that achieves a more accurate
valuation of the gift portion of a GRAT for gift tax purposes. This could be achieved, for
example, by deferring the valuation of the remainder interest until it is distributed. Valuing the
actual assets that will pass to the remainder beneficiaries at the time of the distribution, and
basing the amount of the grantor’s gift tax on such valuation, largely would eliminate
opportunities to use a GRAT to leverage a gift tax exemption or, in the case of a “zeroed out”
trust, to pass assets to heirs free of gift tax. On the other hand, some might argue that such an

63 See Dennis . Belcher, Samuel A. Donaldson, Beth Shapiro Kaufman, et al., “Recent
Developments—2010,” presented at 45th Annual Heckerling Institute on Estate Planning, January 2011, p. 14.

640 Ibid. (emphasis in original).
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approach would introduce uncertainty into transfer tax planning. For example, in certain
instances a grantor may not be able to predict the extent of appreciation of trust assets that will
occur during the annuity term. This lack of certainty, one might argue, could result in
unexpected taxable gifts by the grantor, and the grantor may have insufficient liquid assets to pay
an unexpected gift tax when due.**! Deferring valuation of the remainder interest also might
create administrative challenges for the IRS; although a gift tax return is filed for the year in
which assets are transferred to the trust, the value for gift tax purposes would not be determined
until the interest is distributed, which could occur many years later.

Prior Action

A similar proposal was included in the President’s budget proposals for fiscal years 2010,
2011, and 2012. A provision based on the prior-year proposals was passed by the U.S. House of
Representatives as part of the “Small Business Infrastructure Jobs Tax Act of 2010,7°* the
“Small Business Jobs Tax Relief Act of 2010,”*** and H.R. 4899.** but was not enacted.

1 Such uncertainty could be addressed, however, though an election under which a grantor agrees to have
trust assets invested only in certain less aggressive instruments likely to produce an average return not greater than
the return assumed under section 7520. This would limit a grantor’s ability to manipulate the GRAT valuation
assumptions to pass assets to heirs free of gift tax.

642 See sec. 307 of H.R. 4849 (111th Cong., 2d Sess.), passed by the U.S. House of Representatives on
March 25, 2010.

3 See sec. 531 of H.R. 5486 (111th Cong. 2d Sess.), passed by the U.S. House of Representatives on June
15,2010.

4 See H.R. 4899 (111th Cong., 2d Sess.), passed by the U.S. House of Representatives on July 1, 2010.
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E. Limit Duration of Generation Skipping Transfer (“GST”) Tax Exemption
Present Law

Generation skipping transfer tax rules

In general

Present law generally imposes transfer taxes designed to tax transfers of wealth once each
generation. Taxes on transfers are imposed in the form of gift tax on lifetime transfers, estate tax
on transfers at death, and a generation skipping transfer tax on gifts and bequests made to
persons more than one generation younger than the transferor. A generation skipping transfer
tax generally is imposed on transfers, either directly or in trust or similar arrangement, to a skip
person.* Transfers subject to the generation skipping transfer tax include direct skips, taxable
terminations, and taxable distributions.* An exemption generally equal to the estate tax
applicable exclusion amount is provided for each person making generation skipping transfers.
The exemption may be allocated by a transferor (or his or her executor) to transferred property.

The transferor is generally the individual who transfers property in a transaction that is
subject to Federal estate or gift tax. A direct skip is any transfer subject to estate or gift tax of an
interest in property to a skip person.®*’ Natural persons or certain trusts may be skip persons.
All persons assigned to the second or more remote generation below the transferor are skip
persons (e.g., grandchildren and great-grandchildren). Trusts are skip persons if (1) all interests
in the trust are held by skip persons, or (2) no person holds an interest in the trust and at no time
after the transfer may a distribution (including distributions and terminations) be made to a non-
skip person. A taxable termination is a termination (by death, lapse of time, release of power, or
otherwise) of an interest in property held in trust unless, immediately after such termination, a
non-skip person has an interest in the property, or unless at no time after the termination may a
distribution (including a distribution upon termination) be made from the trust to a skip
person.”*® A taxable distribution is a distribution from a trust to a skip person (other than a
taxable termination or direct skip).**’

The generation skipping transfer tax generally does not apply to lifetime gifts of a present
interest in property up to the annual exclusion amount,”™ or for certain transfers for educational
or medical expenses. A transferor is entitled to a generation skipping transfer tax exemption,
equal to the estate tax applicable exclusion amount, which may be allocated to transfers made by

5 Sec. 2601.
646 Sec. 2611.
47 Sec. 2612(c).
68 Sec. 2612(a).

49 Sec. 2612(b).

6

@

% For 2012, the annual exclusion amount is $13,000.
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the transferor either during the transferor’s life or at death. The generation skipping transfer
exemption amount for 2009 was $3.5 million. The exemption amount was increased to $5
million (indexed for inflation after 2011) under the 2010 Extension Act.”! The exemption
amount for 2012 is $5.12 million. The exemption amount reverts to the pre-EGTRRA amount
$1 million for transfers after December 31, 2012.

The tax on generation skipping transfers is a flat rate of tax equal to the maximum estate
and gift tax rate in effect at the time of the transfer multiplied by the inclusion ratio. The
maximum estate and gift tax rate for 2009 was 45 percent. The generation skipping transfer tax
rate was zero for generation skipping transfers in 2010. The maximum estate and gift tax rates
were decreased to 35 percent under the 2010 Extension Act. The maximum estate and gift tax
rate reverts to the pre-EGTRRA rate of 55 percent for transfers after December 31, 2012.

The inclusion ratio with respect to any property transferred in a generation skipping
transfer is a function of the amount of generation skipping transfer tax exemption allocated to a
trust. The allocation of generation skipping transfer tax exemption effectively reduces the tax
rate on a generation skipping transfer. The inclusion ratio is defined as one minus the applicable
fraction.>? The applicable fraction is a fraction the numerator of which is the generation
skipping transfer tax exemption allocated to the trust (or the property transferred in a direct skip)
and the denominator of which is the value of the property transferred to the trust (or involved in
the direct skip) reduced by Federal and State estate and death taxes attributable to such property
actually recovered from the trust (or transferred property) and any charitable deduction allowed
for Federal estate and gift tax on the transfer.

In the case of a generation skipping transfer trust, the exemption applies to distributions
from, or terminations of interests in, that fraction of the trust that the portion of the exemption
that is allocated to the trust bears to the value of trust’s assets at its creation (as adjusted for
subsequent contributions and allocation of exemption). Thus, if a generation skipping transfer
trust is created in 2012 with $5.12 million and $5.12 million of the transferor’s generation
skipping transfer exemption is allocated to that trust, the inclusion ratio is zero, and no
generation skipping transfer tax is imposed on distributions from, or taxable terminations of
interests in, that trust regardless of the number of generations of the trust’s beneficiaries that are
skipped, or the amount of appreciation in the trust assets. Alternatively if none of the
transferor’s generation skipping transfer tax exemption is allocated to the trust, the inclusion
ratio is one, and generation skipping transfer tax at the maximum rate is imposed on taxable
distributions and taxable terminations.

If an individual makes a direct skip during his or her lifetime, any unused generation
skipping transfer tax exemption is automatically allocated to a direct skip to the extent necessary

65! The Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010, Pub. L. No.
11-312, signed into law December 17, 2010. The Act extended the sunset provisions of EGTRRA through
December 31, 2012.

02 Sec. 2642.
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to make the inclusion ratio for such property equal to zero. An individual can elect out of the
automatic allocation for lifetime direct skips.

Under pre-EGTRRA law, for lifetime transfers made to a trust that were not direct skips,
the transferor had to make an affirmative allocation of generation skipping transfer tax
exemption; the allocation was not automatic. If generation skipping transfer tax exemption was
allocated on a timely filed gift tax return, then the portion of the trust that was exempt from
generation skipping transfer tax was based on the value of the property at the time of the transfer.
If, however, the allocation was not made on a timely filed gift tax return, then the portion of the
trust that was exempt from generation skipping transfer tax was based on the value of the
property at the time the allocation of generation skipping transfer tax exemption was made.

An election to allocate generation skipping transfer tax to a specific transfer generally
may be made at any time up to the time for filing the transferor’s estate tax return.

Modifications to the generation skipping transfer tax rules under EGTRRA

Generally effective after 2000, EGTRRA modifies and adds certain mechanical rules
related to the generation skipping transfer tax. First, EGTRRA generally provides that
generation skipping transfer tax exemption will be allocated automatically to transfers made
during life that are indirect skips. An indirect skip is any transfer of property (that is not a direct
skip) subject to the gift tax that is made to a generation skipping transfer trust, as defined in the
Code. If any individual makes an indirect skip during the individual’s lifetime, then any unused
portion of such individual’s generation skipping transfer tax exemption is allocated to the
property transferred to the extent necessary to produce the lowest possible inclusion ratio for
such property. An individual can elect out of the automatic allocation or may elect to treat a trust
as a generation skipping transfer trust attracting the automatic allocation.

Second, EGTRRA provides that, under certain circumstances, generation skipping
transfer tax exemption can be allocated retroactively when there is an unnatural order of death.
In general, if a lineal descendant of the transferor’s grandparent predeceases the transferor, then
the transferor can retroactively allocate any unused generation skipping transfer tax exemption to
any previous transfer or transfers to the trust on a chronological basis, using the value of the
assets as of the date of their transfer rather than the date on which the retroactive allocation was
made.

Third, EGTRRA provides that a trust that is only partially subject to generation skipping
transfer tax because its inclusion ratio is less than one can be severed in a “qualified severance.”
A qualified severance generally is defined as the division of a single trust and the creation of two
or more trusts, one of which would be exempt from generation skipping transfer tax and another
of which would be fully subject to generation skipping transfer tax, if (1) the single trust was
divided on a fractional basis, and (2) the terms of the new trusts, in the aggregate, provide for the
same succession of interests of beneficiaries as are provided in the original trust.

Fourth, EGTRRA provides that in connection with timely and automatic allocations of
generation skipping transfer tax exemption, the value of the property for purposes of determining
the inclusion ratio shall be its finally determined gift tax value or estate tax value depending on
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the circumstances of the transfer. In the case of a generation skipping transfer tax exemption
allocation deemed to be made at the conclusion of an estate tax inclusion period, the value for
purposes of determining the inclusion ratio shall be its value at that time.

Fifth, under EGTRRA, the Secretary of the Treasury generally is authorized and directed
to grant extensions of time to make the election to allocate generation skipping transfer tax
exemption and to grant exceptions to the time requirement, without regard to whether any period
of limitations has expired. If such relief is granted, then the gift tax or estate tax value of the
transfer to trust is used to determine the amount of generation skipping transfer tax exemption
needed to produce a zero inclusion ratio.

Sixth, EGTRRA provides that substantial compliance with the statutory and regulatory
requirements for allocating generation skipping transfer tax exemption will suffice to establish
that generation skipping transfer tax exemption was allocated to a particular transfer or a
particular trust. If a taxpayer demonstrates substantial compliance, then so much of the
transferor’s unused generation skipping transfer tax exemption will be allocated as produces the
lowest possible inclusion ratio.

The estate, gift, and generation skipping transfer tax provisions of EGTRRA, as modified
by the Extension Act of 2010, sunset at the end of 2012, such that those provisions will not apply
to estates of decedents dying, gifts made, or generation skipping transfers made after December
31,2012. As aresult, the EGTRRA modifications to the generation skipping transfer tax rules
described above will not apply to generation skipping transfers made after December 31, 2012.
Instead, in general, the rules as in effect prior to 2001 will apply.

Special Generation Skipping Transfer Tax Trust Rules

The generation skipping transfer tax provisions include special rules for various transfers
to and from certain trusts. One such rule requires that the portions of a trust attributable to
transfers from different transferors are treated as separate trusts.> Distributions or terminations
from such trusts are treated as occurring pro rata from each portion, unless the trustee separates
the shares into two separate trusts as provided in the regulations.

Another rule addresses the taxation of multiple skips. This rule provides that where there
is a generation skipping transfer and the property is held in trust, for purposes of applying the
generation skipping transfer tax to subsequent transfers, the trust will be treated as if the
transferor were assigned to the first generation above the highest generation of any person with
an interest in the trust after the transfer.>* This is often referred to as the move-down rule. A
special move-down rule applies to property transferred from one trust to another trust (a “pour-
over trust”). This rule requires the inclusion ratio for the pour-over trust to be adjusted by
treating the non-tax portion of the transferred property as if it were generation skipping transfer
exemption allocated to the trust.

653 Sec. 2654(b).

654 Sec. 2653.
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Rule against perpetuities

Many States limit the length of time that assets can be held in trust for the benefit of
beneficiaries who were not alive at the time of the creation of the trust. This limitation is
generally referred to as the rule against perpetuities. The rule against perpetuities was a
judicially created rule of English common law. In many cases, States adopted the Uniform
Statutory Rule Against Perpetuities. Under the uniform statute, “trust settlors may elect to create
either a trust measured by lives in being at the creation of the trust plus 21 years or trust
measured by ninety-years.”®>

Over the past three decades several States have repealed the rule against perpetuities for
trusts. Several others provide provisions allowing transferors to opt-out of the rule. Other States
have modified the rule to permit trusts to remain in existence far past the 90 years imposed under
the uniform rule against perpetuities.®>® In such States, it is possible to transfer assets to a trust to
which the transferor’s generation skipping tax exemption is allocated. The trust assets may grow
for a potentially unlimited period of time without being subject to any transfer tax. Because of
their potential long life and potential for substantial accumulation, such trusts generally are
called perpetual dynasty trusts.

Description of Proposal

The proposal provides that, on the 90th anniversary of the creation of a trust, the
generation skipping transfer exclusion allocated to the trust terminates. Specifically, this is
achieved by increasing the inclusion ratio of the trust (as defined in section 2642) to one, thereby
rendering no part of the trust exempt from generation skipping transfer tax. Because
contributions to a trust from a different grantor are deemed to be held in a separate trust under
section 2654(b), each such separate trust is subject to the same 90-year rule, measured from the
date of the first contribution by the grantor of that separate trust.

Under the proposal, the special rule for pour-over trusts under section 2653(b)(2) is still
applicable to pour-over trusts and to trusts created under a decanting authority, and for purposes
of this rule, such trusts will be deemed to have the same date of creation as the initial trust, with
one exception, as follows. If, prior to the 90th anniversary of the trust, trust property is
distributed to a trust for a beneficiary of the initial trust, and the distributee trust is as described
in section 2642(c)(2), the inclusion ratio of the distributee trust will not be changed to one (with
regard to the distribution from the initial trust) by reason of this rule. This exception is intended
to permit an incapacitated beneficiary’s distribution to continue to be held in trust without
incurring generation skipping transfer tax on distributions to the beneficiary as long as that trust
is used for the sole benefit of that beneficiary and any trust balance remaining on the
beneficiary’s death is included in the beneficiary’s gross estate for Federal estate tax purposes.

6% Jesse Dukeminier, “The Uniform Statutory Rule Against Perpetuities and the GST Tax: New Perils for
Practitioners and New Opportunities,” Real Property Probate & Trust Journal, vol. 30, 1995, p. 185.

656 For a summary of State perpetuities statutes see Richard W. Nenno, “Perpetual Dynasty Trusts: Tax
Planning and Jurisdiction Selection,” ALI-ABA Course of Study (SS010-253), November 2010, Appendix D.
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The other rules of section 2653 continue to apply under the proposal, and are relevant in
determining when a taxable distribution or taxable termination occurs after the 90th anniversary
of the trust. An express grant of regulatory authority is included in the proposal to facilitate the
implementation and administration of this proposal.

Effective date.—The proposal is effective for trusts created after the date of enactment,
and to the portion of a pre-existing trust attributable to additions to such a trust made after the
date of enactment (subject to rules substantially similar to the grandfather rules currently in
effect for additions to trusts created prior to the effective date of the generation skipping transfer
tax).

Analysis

As discussed above, many States have now either repealed or limited the application of
their rule against perpetuities, with the effect that trusts created subject to the laws of those
jurisdictions may continue in perpetuity. A trust may be sitused anywhere; a grantor is not
limited to the jurisdiction of the grantor’s domicile for purposes of establishing a trust. The
Administration believes, that as a result, the transfer tax shield provided by the generation
skipping transfer exemption effectively has been expanded from trusts funded with $1 million
and a maximum duration limited by State rules against perpetuities, to trusts funded with $5.12
million and continuing (and growing) in perpetuity. Perpetual dynasty trusts are inconsistent
with the uniform structure of the estate and gift taxes to impose a transfer tax once every
generation.

As Congress stated both when it originally imposed a tax on generation skipping transfers
in 1976 and again when it revised the generation skipping transfer tax in 1986, the purpose of
imposing gift, estate and generation skipping tax was “not only to raise revenue, but to do so in a
manner that has as nearly as possible a uniform effect.”®’ Similarly, the Congress stated that it
“believed that the tax law should basically be neutral and that there should be no tax advantage
available in setting up trusts.”®>® The imposition of a generation skipping tax was believed
necessary to achieve the uniformity of imposing a transfer tax once every generation. A $1
million exemption from the generation skipping tax originally was provided when the generation
skipping tax was revised in 1986. The size of the generation skipping transfer tax exemption
was increased beginning in 2004 to be equal to the amount of the applicable exclusion amount
for estate and gift taxes. When Congress originally enacted a tax on generation skipping
transfersg,5 9it noted that “[m]ost States have a rule against perpetuities which limits the duration of
a trust.”

557 Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1986 (JCS-10-87), May 4,
1987, p. 1263.

6% Joint Committee on Taxation, General Explanation of the Tax Reform Act of 1976 (JCS-33-76),
December 29, 1976, p. 565.

%9 Ibid.
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With the softening of many State’s rules against perpetuities and the increase in the
generation skipping transfer tax exclusion amount, it is possible to transfer assets and allocate up
to $5.12 million of exemption to trusts without limitation on the duration of the trust’s life.
Potentially unlimited growth in the trust assets may occur, while the assets are not subject to any
transfer tax even though the trust’s assets have benefited many generations. These perpetual
dynasty trusts can be used to frustrate the uniform application of transfer tax that was envisioned
when the generation skipping tax was enacted.

Some may argue that the proposal results in greater uniformity in the application of the
generation skipping transfer tax by requiring the termination of the generation skipping transfer
exclusion allocated to the trust on the 90th anniversary of the trust’s creation. This termination
results in the trust having an inclusion ratio of one, and all subsequent generation skipping
transfers (taxable distributions and terminations) from the trust are subject to generation skipping
transfer tax. Ninety years may be viewed as an arbitrary limitation on the exclusion from
generation skipping transfer taxes on assets placed in trusts. Such a limitation imposes tax on
distributions to grandchildren made after the 90" year. On the other hand, any attempt to fix the
termination of the exclusion directly to the lives of the second generation below the transferor
would add significant complexity to the proposal and it could be argued that the 90-year
limitation lines up with the uniform statutory rule against perpetuities.

The proposal may be viewed as consistent both with the purpose of enacting a generation
skipping transfer tax, and with the operation of the present transfer tax system, which generally
imposes a tax once every generation by limiting the amount of assets that can be excluded from
the present-law transfer taxes. The proposal also is consistent with the generation skipping tax
exemption, in that it permits an exemption from the generation skipping transfer tax for transfers
to the transferor’s grandchildren. In addition, the proposal is consistent with the purposes of the
rule against perpetuities to prevent perpetuation of wealth disparities, promote alienability of
property, and make property productive.®®® The proposal does not prevent an individual from
creating a trust in a State that has repealed the rule against perpetuities; nor does it result in the
termination of the trust. Thus, the proposal does not prevent the creation of a trust in a State if
that State otherwise is the best State in which to create a trust. The proposal does, however,
eliminate a Federal transfer tax advantage for creating a trust in a State that has repealed the rule
against perpetuities.

Some may argue that the proposal adds complexity to what is already a complex area of
transfer tax law, including requiring grandfather rules to track additions to trusts created prior to
the date of enactment. Under the proposal, a trustee is required to know the anniversary date and
understand the implications of the 90-year rule even though many of the persons involved in the
creation and setup of the trust are no longer living. It could be argued that such a limitation is a
trap for trustees who make distributions in the future without realizing that the taxable status of
the trust suddenly changed. On the other hand, it could be argued that the proposal simplifies
existing law by providing a bright-line rule for determining the duration of the generation

660 Brian Layman, “Comment: Perpetual Dynasty Trusts: One of the Most Powerful Tools in the Estate
Planner’s Arsenal,” Akron Law Review, vol. 32, 1999, p. 747.

280



skipping trust exemption allocated to the trust. This bright-line rule is arguably simpler than
identifying the trust’s termination date under existing rule against perpetuities laws. An
alternative to eliminate or limit the use of dynasty trusts is to prohibit any allocation of
generation skipping tax exclusion to trusts if such trusts could benefit generations other than the
transferor’s children or grandchildren.®® Such a proposal requires a determination of who could
benefit from the trust, which may be difficult particularly where the trust instrument allows for
discretionary distributions or special powers of appointment.

Prior Action

A similar provision was included in the President’s fiscal year 2012 budget proposals.

66! For one such proposal, see Joint Committee on Taxation, Options to Improve Tax Compliance and
Reform Tax Expenditures (JCS-02-05), January 27, 2005, p. 392.
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F. Coordinate Certain Income and Transfer Tax Rules Applicable to Grantor Trusts
Present Law

Grantor trusts, in general

A grantor trust is a trust of which the grantor or another individual is treated as the owner
for Federal income tax purposes. An individual who is treated as the owner of all or a portion of
a grantor trust must include in computing his or her taxable income and credits those items of
income, deductions, and credits against tax of the trust that are attributable to the portion of the
trust deemed owned by such individual.®®

In general, a trust with respect to which a grantor has retained a right or benefit described
in sections 673 through 679 is treated as a grantor trust. A grantor generally is treated as owner
of a trust for Federal income tax purposes if, for example: she has a reversionary interest in the
income or corpus of the trust; she or a non-adverse party has the power to revoke the trust; or she
(without the approval or consent of an adverse party) has the power to distribute trust income to
herself or to her spouse.®®® As another example, if a U.S. person transfers property to a foreign
trust that has a U.S. beneficiary, the grantor trust rules generally treat the transferor as the owner
of a portion of the trust for Federal income tax purposes.®® A grantor’s retention of certain
administrative powers also may cause a trust to be treated as a grantor trust.’®> For example, a
grantor’s power to borrow from the corpus or income of the trust without adequate interest or
security, or a grantor’s power to reacquire the trust corpus and substitute property of equivalent
value, may cause the trust to be treated as a grantor trust.’*®

Because a grantor trust and its grantor are treated as one taxpayer for Federal income tax
purposes, transactions between the grantor and the trust generally are disregarded for Federal
income tax purposes. In Revenue Ruling 85-13,°" for example, the IRS concludes that a
grantor’s acquisition of the corpus of a grantor trust (shares of stock) in exchange for a
promissory note is not a sale for Federal income tax purposes, because the grantor is treated as
the owner of the shares both before and after the sale. As a result, a grantor