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EXPLANATION OF TITLE VI (REVENUE RECONCILIATION 
ACT OF 1989) 

SunrrII A. EXTENSIONS OF CERTAIN EXPIRING TAx PRovisIoNs 

1. Exclusion for employer-provided educational assistance (sec.  
6101 of the bill and sec. 127 of the Code) 

Present Law 
Under present law, an employee is required to include in income, 

for income and employment tax purposes, the value of educational 
assistance provided by an employer to the employee, unless the 
cost of such assistance qualifies as a deductible job-related expense 
of the employee. Amounts expended for education qualify as de
ductible job-related expenses if the education (1) maintains or im
proves skills required for the employee's current job, or (2) meets 
the express requirements of the individual's employer that are im
posed as a condition of continuing employment in the same job.  

Under prior law, an employee's gross income for income and em
ployment tax purposes also did not include amounts paid or in
curred by the employer for educational assistance provided to the 
employee if such amounts were .paid or incurred pursuant to an 
educational assistance program that met certain requirements (sec.  
127). The exclusion was limited to $5,250 of educational assistance 
with respect to an individual during a calendar year and did not 
apply to any payment for, or the provision of any benefits with re
spect to, any graduate-level courses.  

The Deficit Reduction Act of 1984 required that employers file 
information returns with respect to educational assistance plans 
under section 127 (sec. 6039D). The purpose of this requirement was 
to collect data with respect to the use of such plans so as to provide 
Congress with a means to evaluate the effectiveness of the exclu
sion.  

The educational assistance exclusion expired for taxable years 
beginning after December 31, 1988.  

Reasons for Change 
The exclusion for educational assistance was originally enacted 

for a temporary period in order to provide Congress with an oppor
tunity to evaluate the use and effectiveness of the exclusion. The 
committee is concerned that there is insufficient data to determine 
whether or not section 127 has achieved its objectives. The provi
sion is therefore extended in order to allow additional time for this 
determination.



Explanation of Provision 
The exclusion for employer-provided educational assistance is 

retroactively reinstated and extended so that it expires for taxable 
years beginning after December 31, 1991. The provision clarifies 
that, to the extent employer-provided educational assistance is not 
excludable under section 127 because it exceeds the maximum 
dollar limitation or because of the limitation on graduate-level 
courses, it may be excludable from income as a working condition 
fringe benefit (sec. 132(d)), provided the requirements of that sec
tion are otherwise satisfied (e.g., the education is job-related as de
fined under section 162). Educational assistance may not be ex
cluded under any other provision of section 132.  

Effective Date 

The provision is effective for taxable years beginning after De
cember 31, 1988.  
2. Exclusion for employer-provided group legal services (sec. 6102 

of the bill and secs. 120 and 501(c)(20) of the Code) 

Present Law 
Under present law, amounts contributed by an employer to a 

group legal services plan on behalf of an employee generally are 
includible in the employee's gross income.  

Under prior law, amounts contributed by an employer to a quali
fied group legal services plan for an employee (or the employee's 
spouses or dependents) were excluded from the employee's gross 
income for income and employment tax purposes (sec. 120). The ex
clusion also applied to any services received by an employee or any 
amounts paid to an employee under such a plan as reimbursement 
for the cost of legal services for the employee (or the employee's 
spouse or dependents). The maximum amount that could be ex
cluded from gross income was $70 per year. The exclusion for 
group legal services benefits expired for taxable years ending after 
December 31, 1988.  

In addition, under prior law, an organization, the exclusive func
tion of which was to provide legal services or indemnification 
against costs of legal services as part of a qualified group legal 
services plan, was entitled to tax-exempt status (sec. 501(cX20)). The 
tax exemption for such an organization expired for years ending 
after December 31, 1988.  

The Deficit Reduction Act of 1984 required that employers file 
information returns with respect to qualified group legal services 
plans (sec. 6039D). The purpose of this requirement was to collect 
data with respect to the use of such plans so as to provide Congress 
with a means to evaluate the effectiveness of the exclusion.  

Reasons for Change 
The committee believes it is appropriate to extend, on P tempo

rary basis, the exclusion for employer-provided group legal services 
and the tax-exemption for group legal services organizations.



Explanation of Provision 
The exclusion for employer-provided group legal services and the 

tax exemption for group legal services organizations is retroactive
ly reinstated and extended so that it expires for taxable years be
ginning after December 31, 1991.  

Effective Date 
The provision is effective for group legal services provided in tax

able years ending after December 31, 1988, or taxable years of 
group legal services organizations ending after December 31, 1988.  
3. Targeted jobs tax credit (sec. 6103 of the bill and sec. 51 of the 

Code) 

Present Law 

Tax credit provisions 
The targeted jobs tax credit is available on an elective basis for 

hiring individuals from nine targeted groups. The targeted groups 
are: (1) vocational rehabilitation referrals; (2) economically disad
vantaged youths aged 18 through 22; (3) economically disadvan
taged Vietnam-era veterans; (4) Supplemental Security Income 
(SSI) recipients; (5) general assistance recipients; (6) economically 
disadvantaged cooperative education students aged 16 through 19; 
(7) economically disadvantaged former convicts; (8) Aid to Families 
with Dependent Children (AFDC) recipients and Work Incentive 
(WIN) registrants; and (9) economically disadvantaged summer 
youth employees aged 16 or 17. Certification of targeted group 
membership is required as a condition of claiming the credit.  

The credit generally is equal to 40 percent of the first $6,000 of 
qualified first-year wages paid to a member of a targeted group.  
Thus, the maximum credit generally is $2,400 per individual. With 
respect to economically disadvantaged summer youth employees, 
however, the credit is equal to 40 percent of up to $3,000 of wages, 
for a maximum credit of $1,200. The employer's deduction for 
wages must be reduced by the amount of the credit claimed.  

The credit is not available for wages paid to a targeted group 
member unless the individual either (1) is employed by the employ
er for at least 90 days (14 days in the case of economically disad
vantaged summer youth employees), or (2) has completed at least 
120 hours of work performed for the employer (20 hours in the case 
of economically disadvantaged summer youth employees).  

The credit is available with respect to targeted-group individuals 
who begin work for the employer before January 1, 1990.  

Authorization of appropriations 
Present law also authorizes appropriations for administrative 

and publicity expenses relating to the targeted jobs tax credit 
through September 30, 1989. These monies are to be used by the 
Internal Revenue Service (IRS) and Department of Labor to inform 
employers of the credit program.



Reasons for Change 
The committee understands that the targeted jobs tax credit pro

vides a useful incentive for hiring disadvantaged individuals, but 
an opportunity for further assessment by the Congress and the 
Treasury Department is appropriate given changes in the labor 
market and the use of the targeted jobs credit that may occur over 
time. In addition, the committee believes that certain minor 
changes will improve the administration and efficiency of the pro
gram.  

Explanation of Provisions 
Extension of the credit 

The targeted jobs tax credit is extended for two additional years, 
with one modification.  

The modification requires that employers specifically identify the 
categories (but not to exceed two) for which an individual is be
lieved to be eligible when requesting certification of individual eli
gibility for individuals who have not received a preliminary deter
mination of eligibility from the designated local agency. In addi
tion, the employer must include a statement on the certification re
quest that a good faith effort was made to determine that the indi
vidual may be eligible for the credit.  
Authorization of appropriations 

The authorization for appropriations for administration and pub
licity expenses is extended for two years. To the extent feasible, the 
IRS and the Department of Labor should inform employers (e.g., 
through press releases or announcements) of the extension of the 
credit.  

Effective Date 
The provision applies to targeted-group individuals who begin 

work for the employer after December 31, 1989, and before Janu
ary 1, 1992. Under the provision, the credit does not apply with re
spect to individuals who begin work for the employer after Decem
ber 31, 1991.  

The authorization for appropriations is effective for fiscal years 
1990 and 1991.  
4. Allocation and apportionment of research and experimental ex

penditures (sec. 6104 of the bill and 864(f) of the Code) 

Present Law 
Foreign tax credit and source rules 

Under the Code, each item of income is assigned either a U.S.  
source or a foreign source. The foreign tax credit for foreign taxes 
paid on foreign source income is limited to the amount of U.S. tax 
otherwise payable on foreign source income. The foreign tax credit 
is not available against U.S. tax on U.S. source income. (This is 
known as the foreign tax credit limitation.) A shift in the source of



income from foreign to U.S. may increase net U.S. tax for some 
taxpayers by reducing the foreign tax credit limitation.  

In determining foreign source taxable income for purposes of 
computing the foreign tax credit limitation, and for other tax pur
poses, taxpayers are required to apportion expenses between for
eign source income and U.S. source income (Code secs. 861-864). A 
shift in the apportionment of expenses from U.S. source to foreign 
source gross income decreases foreign source taxable income. This 
decrease may increase U.S. tax by reducing the foreign tax credit 
limitation.  
Research and experimental expense allocation regulation 

Treasury Regulation section 1.861-8 (promulgated in 197Z) sets 
forth detailed rules for allocating and apportioning several catego
ries of expenses, including deductible r-search and experimental 
expenditures ("research expenses"). The regulation provides that 
research expenses are ordinarily considered definitely related to all 
gross income reasonably connected with one or more of 32 product 
categories based on two-digit classifications of the Standard Indus
trial Classification ("SIC") system. Research expenses are not 
traced solely to the income generated by the particular product 
which benefited from the research activity. Instead, these expenses 
are associated with all the income within the SIC product group in 
which the product is classified.  

The Treasury regulation contemplates that taxpayers will some
times undertake research solely to meet legal requirements im
posed by a particular governmental entity with respect to improve
ment or marketing of specific products or processes. In some cases, 
such research cannot reasonably be expected to generate income 
(beyond de minimis amounts) outside that governmental entity's ju
risdiction. If so, the deductions allowable for such associated re
search expense are allocated solely to gross income from the geo
graphic source that includes that jurisdiction.  

After research expenses incurred to meet legal requirements are 
allocated under the above rule, any remaining research expenses 
are generally apportioned to foreign source income based on the 
ratio of total foreign source sales receipts in the SIC product group 
with which the expenses are identified to the total such worldwide 
sales receipts in that product group (the "sales" or "gross receipts" 
method). In computing this fraction, sales by a party controlled or 
uncontrolled by the taxpayer may be taken into account if the 
party can reasonably be expected to benefit from the research ex
pense. However, the regulation provides that a taxpayer using the 
sales method may first apportion at least 30 percent of research ex
pense remaining after allocation to meet legal requirements exclu
sively to income from the geographic source where over half of the 
taxpayer's research and development is performed.  

Thus, for example, a taxpayer that performs 50 percent or more 
of its research and development in the United States may auto
matically apportion at least 30 percent of its remaining research 
expense to U.S. source income. A taxpayer can choose to apportion 
to the geographic source where research and development is per
formed a percentage of research expense significantly greater than 
30 percent if the taxpayer establishes that the higher percentage is



warranted because the research and development is reasonably ex
pected to have a very limited or long-delayed application outside 
that geographic source.  

Alternatively, subject to certain limitations, a taxpayer may elect 
to apportion its research expense remaining after any allocation to 
meet legal requirements under one of two optional gross income 
methods. Under these optional methods, a taxpayer generally ap
portions its research expense on the basis of relative amounts of 
gross income from U.S. and foreign sources. If a taxpayer makes an 
automatic place-of-performance apportionment, the taxpayer may 
not use either optional gross income method.  

The basic limitation on the use of the optional gross income 
methods is that the respective portions of a taxpayer's research ex
pense apportioned to U.S. and foreign source income using these 
methods can not be less than 50 percent of the respective portions 
that would be apportioned to each income grouping using a combi
nation of the sales and place-of-performance apportionment meth
ods.  

If this 50-percent limitation is satisfied with respect to both 
income groupings, the taxpayer may apportion the amount of its 
research expense that remains after allocation under the legal re
quirements test ratably on the basis of foreign and U.S. gross 
income. If the 50-percent limitation is not satisfied with respect to 
one of the income groupings, then the taxpayer must apportion to 
that income grouping 50 percent of the amount of its research ex
pense which would have been apportioned to that income grouping 
under the sales and place-of-performance methods. A taxpayer 
electing an optional gross income method may be able then to 
reduce the amount of its research expense apportioned to foreign 
source income to as little as one-half of the amount that would be 
apportioned to foreign source income under the sales method.  

For example, consider a taxpayer with $110 of U.S.-performed re
search expense and equal U.S. and foreign sales. Assume that $10 
of the research expense is to meet U.S. legal requirements and is 
allocated to U.S. source income. Of the remaining $100, 30 percent 
($30) is exclusively apportined to U.S. source income under the 
automatic place-of-performance rule and the remaining $70 is di
vided evenly between U.S. and foreign source income, using the 
sales method. Thus, under this method $35 would be allocated to 
foreign source income and $75 would be allocated to U.S. source 
income. Under the optional gross income methods, the $35 of re
search expense allocated to foreign sources can be reduced as much 
as 50 percent, to $17.50. This can occur, for example, if the foreign 
sales were made by a foreign subsidiary that did not repatriate 
earnings to the U.S. corporation, and thus a disproportionately 
high fraction of the U.S. corporation's income is from U.S. sources.  

The optional gross income methods a pply to all of a taxpayer's 
gross income, not gross income on a product category basis.  
Temporary moratorium and Treasury study 

The Economic Recovery Tax Act of 1981 (ERTA) provided that, 
for a taxpayer's first two taxable years beginning within two years 
after the date of its enactment (August 13, 1981), all research and 
experimental expenditures (within the meaning of sec. 174) paid or



incurred in those years for research activities conducted in the 
United States were to be allocated or apportioned to income from 
sources within the United States (sec. 223 of ERTA).  

This two-year moratorium was effectively extended for two addi
tional years by the Tax Reform Act of 1984 (the "1984 Act"). Under 
section 126 of the 1984 Act, for taxable years beginning generally 
after August 13, 1983, and on or before August 1, 1985, all of a tax
payer's research and experimental expenditures (within the mean
ing of sec. 174) attributable to research activities conducted in the 
United States were to be allocated to sources within the United 
States for purposes of computing taxable income from U.S. sources 
and taxable income from sources outside the United States.  
, One reason Congress cited for enacting the original two-year 
moratorium was that some foreign countries do not allow deduc
tions under their tax laws for expenses of research activities con
ducted in the United States. Taxpayers argued that this disallow
ance caused U.S.-based research to be disadvantaged. First, U.S.
based research expense is deemed to be allocated to a foreign coun
try which may not recognize that such amount is deductible as an 
expense. The allocation of this U.S.-based research expense to for
eign sources had the effect of reducing the foreign tax credit of 
U.S. taxpayers. Because those taxpayers could take their deduc
tions if the research occurred in the foreign country, taxpayers 
argued that there was an incentive to shift their research expendi
tures to those foreign countries whose laws disallow tax deductions 
for research activities conducted in the United States but allow tax 
deductions for research expenditures incurred locally.  

Accordingly, Congress concluded that the Treasury Department 
should study the impact of the allocation of research expenses 
under the 1977 regulation on U.S.-based research activities and on 
the availability of the foreign tax credit. Pending the outcome of 
the study, Congress concluded that expenses should be charged to 
the cost of generating U.S. source income, regardless of whether 
such research was a direct or indirect cost of producing foreign 
source income.  

On the ground that a reduction in research and development 
might adversely affect the competitive position of the United 
States, the 1983 Treasury report recommended the two-year exten
sion of the moratorium that was ultimately enacted by Congress in 
1984. The extension was intended to allow Congress to consider fur
ther the results of the Treasury study.  

The Consolidated Omnibus Budget Reconciliation Act of 1985 
(the "1985 Act") extended the moratorium on the application of the 
research and experimental expense allocation rules of the 1977 reg
ulation generally for one additional taxable year beginning after 
August 1, 1985, and on or before August 1, 1986.  

The Tax Reform Act of 1986 (the '1986 Act") permitted the mor
atoriuni on application of the research expense allocation rules in 
regulation section 1.861-8 to expire. However, for taxable years be
ginning after August 1, 1986, and on or before August 1, 1987, ap
plication of the regulation was liberalized by the 1986 Act in three 
respects, which were intended by Congress to provide an additional 
tax incentive to conduct research in the United States while Con-



gress analyzed whether any additional permanent incentive was 
necessary.  

The first liberalization under the 1986 Act was that for the speci
fied one-year period, 50 percent of all remaining amounts allowable 
as a deduction for qualified research and experimental expendi
tures (that is, research and experimental expenditures within the 
meaning of section 174 that are attributable to activities conducted 
in the United States) after allocation of legally required research 
expenses could be apportioned to U.S. source income and deducted 
from such income in determmmg' the amount of taxable U.S.  
source income. The 1986 Act thus had the effect of increasing the 
automatic place-of-performance apportionment percentage for U.S.
based research expense from 30 percent to 50 percent.  

The 1986 Act further provided that, for the specified one-year 
period, the portion of those amounts allowable as a deduction for 
qualified research and experimental expenditures that remained 
after any legal requirements allocation and the 50 percent auto
matic place-of-performance apportionment were apportioned either 
on the basis of sales or gross income. Thus, the 1986 Act's second 
effective liberalization of the regulation was to allow the automatic 
place-of-performance apportionment temporarily to taxpayers who 
elected to apportion expenses using the optional gross income 
method, rather than only to taxpayers that used the standard sales 
method of apportionment. Third, the 1986 Act had the effect of 
temporarily suspending the regulatory rule that prohibits taxpay
ers from using the ptional gross income method to reduce alloca
tion of research expense to foreign source income by more than 50 
percent of the amount that would be allocated to foreign source 
income under the sales method.  

The temporary modifications made by the 1986 Act to the re
search expense allocation rules in regulation section 1.861-8 applied 
for purposes of computing taxable income from U.S. sources and 
taxable income from sources outside the United States. The modifi
cations applied only to the allocation of expenditures for research 
and experimental activities conducted in the United States, and 
only for the purposes of geographic sourcing of income; the modifi
cations did not apply for other purposes, such as the computation 
of combined taxable income of a FSC (or DISC) and its related sup
plier. Also, the modifications did not apply to any expenditure for 
the acquisition or improvement of land, or for the acquisition or 
improvement of depreciable or depletable property to be used in 
connection with research or experimentation.  

The Technical and Miscellaneous Revenue Act of 1988 (the "1988 
Act") further modified, again on a temporary basis, the rules for 
sourcing research expenditures. These modifications were effective 
only for the first four months of a taxpayer's first taxable year be
ginning after August 1, 1987 (treating all applicable expenditures 
in that taxable year as if they were incurred ratably over the year).  
Under the 1988 Act, the treatment of research and development ex
penditures incurred to meet certain legal requirements was un
changed. After applying the legal requirements rule, however, the 
1988 Act modifications provided that 64 percent of the U.S.-based 
research expenses remaining to be allocated and a portioned were 
allocated to U.S. source income and 64 percent of the remaining



foreign-based research expenses were allocated to foreign source 
income. The remaining research expenditures treated as having 
been incurred during this four-month period were allocated and ap
portioned either on the basis of sales or gross income. However, if 
the gross income method of apportionment was utilized, the 
amount apportioned to foreign source income could be no less than 
30 percent of the amount that would have been apportioned to for
eign source income had the sales method been used.  

Generally, for the remainder of a taxpayer's first taxable year 
beginning after August 1, 1987 (and for subsequent taxable years), 
the rules set forth in regulation section 1.861-8 were (and are) ap
plicable with respect to sourcing research and experimental ex
penditures.  

Reasons for Change 

In the 8 years since the first temporal moratorium on the 1977 
regulation was enacted, Congress, the Traury Department, and 
representatives of affected industries have intensely scrutinized the 
effects of the research and experimental allocation rules on re
search activities.' That scrutiny has not resulted in an unambig
uous recommendation regarding the appropriateness of allocating 
U.S.-based research expenses to U.S. source income under either 
the 1977 regulation, the complete moratorium, or the partial mora
toria of the 1986 and 1988 Acts. On the one hand, there are those 
who argue that the moratorium and the partial moratoria had a 
beneficial effect on U.S. research activity and on U.S. competitive
ness in world-wide markets. On the other hand, there are those 
whose studies prompt them to conclude otherwise. Furthermore, 
the tax costs of both the total and the partial moratoria have been 
significant, and the tax benefits they have bestowed are distributed 
somewhat arbitrarily among taxpayers. At the same time, these 
taxpayers have faced a prolonged period of uncertainty as to the 
research and experimental allocation rules that will apply in the 
coming years, making it more difficult for them to predict the 
after-tax costs of the research in which they generally must 
engage, if at all, over extended future periods.  

In April 1987 the Treasury Department, noting that "we all have 
a stake in ending [the controversy] as soon as possible," 2 expressed 
its view that an appropriate way to balance the concerns of pro
moting U.S. research and development, on the one hand, and ap
propriately dividing income tax receipts between the United States 
and foreign taxing jurisdictions, on the other, would be to make the 
1986 Act liberalizations permanent, while further increasing the 
automatic place-of-performance apportionment percentage from 50 
percent to 67 percent. In 1988, a somewhat modified temporary pro
posal was adopted by the committee, and was subsequently adopted 
by Congress.  

The committee continues to believe that the substantive modifi
cations adopted in the 1988 Act are consistent with tax and com

YSe, e.g., Interaction between US Tax Pblicy and Domestic Research and Development Hear
ing on S. 58 and S. 718 Before the Subcomm. on Taxation and Debt Management of the Senate 
Comm. on finance, 100th Cong., let Sen. (1987).  

s Id. at 84.



petitiveness policy, while reducing somewhat the cost of the perma
nent solution to these issues. The committee is concerned, for ex
ample, that the unlimited use of the gross income method of appor
tionment together with an automatic apportionment percentage of 
67 percent would unfairly favor companies that delay or otherwise 
manipulate the repatriation of earnings of controlled foreign sub
sidiaries. The committee also wishes to avoid any possible infer
ence, arguably arising under the language of the committee's 1987 
bill, that wl e 64 percent of expenses for U.S. conducted research 
may be allocated to U.S. source income in order to encourage U.S.  
research, the regulation might also be used to automaticaly all
cate in some cases 30 percent of the expenses of conducting re
search abroad to U.S. source income. Thus, the committee believes 
that if research is conducted abroad, most of those expenses should 
be allocated and apportioned against foreign source income.  

In light of the 1986 Act provisions regarding the sourcing of 
income from space, the high seas, and Antarctica, the committee 
believes that it is appropriate to clarify on a permanent basis 
whether expenses for research conducted in such places is allocated 
and apportioned according to the rules for allocating expenses of 
U.S. conducted research or foreign conducted research.  

Explanation of Provision 
General allocation rule 

The bill establishes a new Code provision, section 864(f), which 
supersedes the Treasury's research and experimentation expense 
allocation regulation for purposes of determining the source of tax
able income, and extends for these purposes the statutory rules for 
allocation of such expenses contained in the 1988 Act. These rules 
do not apply, for example, in the allocation and apportionment of 
deductions for research and experimental expenditures for pur
poses of computing the taxable income of a foreign taxpayer effec
tively connected with its conduct of a trade or business in the 
United States.  

The bill allocates research and experimental expenditures as de
fined by section 174 of the Code ("qualified research and experi
mental expenditures" as that phrase is used in the bill) entirely to 
one geographic source if they were incurred to meet legal require
ments imposed with respect to improvement or marketing of specif
ic products or processes and cannot reasonably be expected to gen
erate income (beyond de minimis amounts) outside that geographic 
source (see Treas. Reg. sec. 1.861-8(eX3XiXB)).  

With respect to qualified research and experimental expendi
tures not specifically allocated under the rules described in the pre
ceding paragraph, the bill provides that a taxpayer shall allocate 
64 percent of such expenses for research conducted in the United 
States to U.S. source income, and 64 percent of expenses for for
eign-based research and experimentation to foreign source income.  
Under the bill, a taxpayer may allocate and apportion the remain
der of research and experimental expenses on the basis of either 
sales or gross income. However, if the income based method of ap
portionment is chosen, the amount apportioned to foreign source 
income can be no less than 30 percent of the amount that would be



apportioned to foreign source income had the sales method been 
used.  

For example, assume that an unaffiliated U.S. taxpayer has $100 
of U.S. research expenses and $100 of foreign research expenses, 
that 50 percent of relevant gross sales produce foreign source 
income, and that 10 percent of the taxpayer's gross income is from 
foreign sources. Under the bill, assuming there is no legal require
ments allocation, $125.20 of the qualified research and experimen
tal expenditures may be allocated and apportioned to U.S. source 
income. The bill allocates $64 to U.S. source income using the auto
matic place-of-performance allocation for U.S. research expenses, 
and $64 to foreign source income using the automatic place-of-per
formance allocation for foreign research expenses. Of the remain
ing $72 of qualified research and experimental expenditures, $61.20 
may be apportioned to U.S. source income. A straight gross income 
apportionment of the $72 remainder would have resulted in appor
tioning $64.80 to U.S. source income, and $7.20 to foreign source 
income, while a gross sales apportionment would have resulted in 
apportioning $36 to U.S. source income and $36 to foreign source 
income. The gross sales limit provides that a minimum of 30 per
cent of $36, or $10.80, must be apportioned to foreign source 
income. Therefore, of the $72 of expenses remaining for apportion
ment after the automatic place-of-performance allocations, no more 
than $61.20 may be apportioned to U.S. source income.  

The bill expressly does not apply to any expenditure for the ac
quisition or improvement of land, or for the acquisition or improve
ment of depreciable or depletable property to be used in connection 
with research or experimentation. Additionally, any qualified re
search and experimental expenditures treated as deferred under 
section 174(b) shall be taken into account for purposes of applying 
these source allocation rules in the taxable year such expenditures 
are allowed as a deduction.  
Affiliated group and possessions corporations 

As is already true for research expenses that would, but for the 
bill, be covered by the general expense allocation rules introduced 
in the 1986 Act (sec. 864(e)), the bill provides generally that alloca
tion and apportionment of research expenses, like other expenses, 
is to be determined as if all members of the affiliated group (plus 
any section 936 companies (possession corporations) that would be 
eligible to consolidate absent statutory prohibition) were a single 
corporation. However, in the case of a section 936 company that 
has elected either the cost sharing or profit split method of comput
ing its intangible property income (sec. 936(hX5XC)), its sales and 
gross income from products produced in whole or in part in a pos
session, and dividends paid by such company attributable to sales 
of such products, will not be taken into account under the bill to 
the extent that the company is allowed a credit under section 936 
with respect to gross income on those products that is intangible 
property income.  

Where an affiliated group with qualified research and experi
mental expenditures has a possession corporation that has elected 
either the cost sharing or profit split method for computing its in
tangible property income, its cost sharing amount willbe an adjust-



ment to the group's qualified research and experimental expendi
tures subject to allocation and apportionment under the bill. (This 
rule applies to the profit split method as well as the cost sharing 
method with respect to section 936 companies because the amount 
allocated and apportioned to combined income in the case of such a 
company electing the profit split method is computed taking into 
account the cost sharing amount.) Thus, for example, if a group has 
a possession corporation using cost sharing with respect to its only 
product and all of the group s research expenses are qualified re
search and experimental expenditures, then the cost sharing 
amount under section 936 that is attributable to those qualified re
search and experimental expenditures will reduce the research ex
penses allocated between the group's U.S. and foreign source 
income based on the gross income or gross sales of the group. Simi
larly, where an affiliated group with qualified research and experi
mental expenditures has a section 936 company that has elected 
the profit split method, the qualified research and experimental ex
penditures taken into account in computing combined taxable 
income will be an adjustment to the group's qualified research and 
experimental expenditures subject to allocation and apportionment 
under the bill.  

The bill provides the Treasury with the authority to prescribe 
such regulations as may be necessary to carry out the purposes of 
the one taxpayer rule and its exceptions regarding section 936 com
panies. In addition to providing the safeguards addressed in the 
regulations under the general one taxpayer rule of section 864(e), 
these regulations are to provide for the source of gross income and 
the allocation and apportionment of deductions to take into ac
count the adjustment to group-allocable qualified research and ex
perimental expenditures for research expenses treated as cost shar
ing amounts under section 936. In addition, these regulations may 
provide for an adjustment to group-allocable research expenditures 
to take into account certain bona fide cost sharing payments by for
eign affiliates, where necessary and appropriate in light of the pur
poses of the one taxpayer rule. The committee Fnticipates that in 
taking into account cost sharing amounts, the regulations will pre
vent any disproportionate reduction in the amount of research ex
penses allocated and apportioned to foreign source income.  

Allocation for space, ocean, and Antarctica research expenses 
The bill clarifies the rules for research conducted in space, on or 

beneath the ocean, or in Antarctica. Research expenses incurred by 
U.S. persons for activities conducted in space, in Antarctica, or on 
or under water not within the jurisdiction (as recognized by the 
United States) of a foreign country, U.S. possession, or the United 
States, are allocated and apportioned in the same manner as if 
they were attributable to activities conducted in the United States.  
Similarly, research expenses for such activities incurred by non
U.S. persons are allocated and apportioned as if they were attribut
able to activities conducted outside the United States.



Effective Date 
The provision is effective for taxable years beginning after 

August 1, 1989, and on or before August 1, 1991.  
5. Qualified small-issue bonds (sec. 6105 of the bill and sec. 144(a) 

of the Code) 

Present Law 

Interest on certain small issues of private activity bonds is 
exempt from tax if at least 95 percent of the net proceeds of the 
bonds is to be used to finance manufacturing facilities or certain 
land or property for first-time farmers ("qualified small-issue 
bonds").  

Qualified small-issue bonds are issues having an aggregate au
thorized face amount (including certain outstanding prior issues) of 
$1 million or less. Alternatively, the aggregate face amount of the 
issue, together with the aggregate amount of certain related capital 
expenditures during the 6-year period beginning three years before 
the date of the issue and ending three years after that date, may 
not exceed $10 million. In determining whether an issue meets the 
requirements of the small-issue exception, certain previous small 
issues (and, in the case of the $10-million limitation, capital ex
penditures during a 6-year period) are taken into account.  

Interest on qualified small-issue bonds is taxable if the aggregate 
face amount of all outstanding tax-exempt private activity bonds 
(including exempt-facility bonds, qualified redevelopment bonds, 
and qualified small-issue bonds) that would be allocated to any ben
eficiary (other than a section 501(cX3) organization) of the qualified 
small-issue bonds exceeds $40 million.  

The aggregate amount of qualified small-issue bond financing for 
first-time farmers for all types of depreciable farm property (in
cluding both new and used property) is limited to $250,000 for any 
person or related persons. The $250,000 is a lifetime limit.  

To issue a qualified small-issue bond, the issuer must receive an 
allocation from the State private activity volume cap. Authority to 
issue qualified small-issue bonds expires December 31, 1989.  

Reasons for Change 
The committee believes it is appropriate to permit State and 

local governments to continue to issue qualified small-issue bonds.  

Explanation of Provision 

The provision extends authority to issue qualified small-issue 
bonds for two years (through December 31, 1991).  

Effective Date 
The provision is effective on the date of enactment.



6. Health insurance deduction for self-empl~yed individuals (sec.  
6106 of the bill and sec. 162(1) of the Code) 

Present Lawo 

Under present law, self-employed individuals are entitled to 
deduct 25 percent of the amount paid for health insurance for the 
individual and the individual's spouse and dependents (sec. 162(1)).  
This deduction expires for taxable years beginning after December 
31, 1989.  

Under present law, more than 2-percent shareholders of S corpo
rations are generally treated as partners in a partnership for pur
poses of the employee fringe benefit provisions of the Code (sec.  
1372).  

Reasons for Change 
The committee believes it is appropriate to extend the 25-percent 

deduction on a temporary basis and to clarify the application of the 
provision in the case of certain shareholders in S corporations.  

Explanation of Provision 
The provision extends the 25-percent deduction so that it expires 

for taxable years beginning after December 31, 1991. The provision 
also provides that the 25-percent deduction applies to a more than 
2-percent shareholder (as defined under sec. 1372). For purposes of 
the 25-percent deduction, such an individual's earned income is de
termined exclusively by reference to the individual's wages (as de
fined in sec. 3121) from the S corporation. The Secretary is author
ized to prescribe additional adjustments relating to the application 
of the deduction in the case of S corporation shareholders.  

Effective Date 
The provision is effective for taxable years beginning after De

cember 31, 1989.  

7. ESOP exception to additional tax on early withdrawals (sec.  
6107 of the bill and sec. 72(t) of the Code) 

Present Law 
Under present law, an additional 10-percent income tax applies 

to early withdrawals from a qualified retirement plan (sec. 72(t)).  
However, certain distributions from an employee stock ownership 
plan (ESOP) or a tax credit ESOP are exempt from the additional 
income tax to the extent that the distribution is attributable to 
assets that have been invested, at all times, in employer securities 
(as defined in sec. 409(1)) that satisfy the applicable requirements of 
sections 409 and 401(aX28) for the 5-year period immediately pre
ceding the plan year in which the distribution occurs (sec.  
72(tX2XC)). The ESOP exception does not apply to distributions 
made after December 31, 1989.



Reasons for Change 
The committee believes it is appropriate to extend the exception 

to the 10-percent additional income tax for certain distributions 
from an ESOP on a temporary basis.  

Explanation of Provision 
Under the provision, the exception to the early withdrawal tax 

for certain distributions from an ESOP is extend for 2 years so 
that it applies to distributions made before January 1, 1992.  

Effective Date 
The provision is effective for distributions after December 31, 

1989.  
8. Special rules for undercover operations of the IRS (sec. 6108 of 

the bill and sec. 7608 of the Code) 

Present Law 
The Anti-Drug Abuse Act of 1988 provided an exemption for IRS 

undercover operations from certain Federal laws generally applica
ble to Federal agencies. Thus, the IRS is permitted to purchase 
property, acquire businesses, deposit money in banks, and reinvest 
the proceeds of an undercover operation in that operation, provided 
that the IRS Commissioner certifies that these activities are neces
sary for the conduct of an IRS undercover operation. These special 
rules are similar to the rules applicable to undercover operations of 
Customs, the FBI, and DEA.  

IRS must also submit to the Congress an annual report providing 
information on undercover operations conducted under these spe
cial rules. Because the Anti-Drug Abuse Act was enacted on No
vember 10, 1988, IRS has not yet issued the first required report to 
the Congress.  

These special rules cease to apply after December 31, 1989.  

Reasons for Change 
The committee believes that it is appropriate to extend this pro

vision for two years to permit the IRS to continue to conduct its 
undercover operations in a manner similar to other Federal law 
enforcement agencies. The committee also believes that continued 
Congressional oversight of these provisions is important; the two
year period before expiration will provide opportunity for the Con
gress to consider the effectiveness of this provision.  

Explanation of Provision 
The application of the special rules for undercover operations of 

the IRS is extended for two years. Thus, these provisions will 
expire on January 1, 1992.  

Effective Date 

The provision is effective on the date of enactment, and extends 
these special rules for two years.



V wo-year extension of general fund transfers to Railroad Re
tirement Tier II Trust Fund of amounts from taxation of Tier 
II benefits (sec. 6109 of the bill) 

Present Law 

The railroad retirement program consists of a Tier I benefit 
structure which is generally equivalent in benefits and financing to 
the social security program, and a separately financed Tier II bene
fit structure, which is similar to private-sector pension plans. The 
Tier II benefits are financed primarily by payroll taxes. Tier II ben
efits are generally includible in income for tax purposes in the 
same manner as benefits received under any employer-maintained 
qualified pension plan. The Railroad Retirement Solvency Act of 
1983 provides for the transfer from the general fund of the Treas
ury to the Railroad Retirement Trust Fund of an amount equal to 
revenues received from the taxation of Tier II benefits. This trans
fer to the Railroad Retirement Trust Fund applies only to benefits 
that are received prior to October 1, 1989.  

Reasons for Change 
The committee believes that the purposes of the Railroad Retire

ment Solvency Act of 1983 are furthered through the extension of 
the provision allowing for a transfer of amounts from the general 
funds of the Treasury to the Railroad Retirement Tier II Trust 
Fund.  

Explanation of Provision 
The transfer of proceeds from the taxation of railroad retirement 

Tier II benefits from the general fund of the Treasury to the Rail
road Retirement Trust Fund is extended for two additional years, 
to October 1, 1991.  

Effective Date 
The provision is effective for benefits received prior to October 1, 

1991.  

10. Credit for nonconventional fuels (sec. 6110 of the bill and sec.  
29 of the Code) 

Present Law 
Nonconventional fuels are eligible for a production credit which 

is equal to $3 per barrel of BTU oil barrel equivalent. Those fuels 
which are eligible must be produced from a well drilled, or a facili
ty placed in service, before January 1, 1991. Qualified fuels are eli
gible for the production credit through December 31, 2000.  

Gas from a tight sands formation was eligible for the production 
credit under a special rule (sec. 29(cX2XB) as long as natural gas 
was subject to price controls, under section 107 of the Natural Gas 
Policy Act of 1978.



Reasons for Cuange 

The most recent information from geologists is that a significant 
production capacity for production of gas from tight sands forma
tions can be developed. The committee believes that reinstatement 
of the section 29 incentives for all tight sands gas is &sirable in 
order to accelerate increases in such production since U.S. reliance 
on imported sources of energy appears to be increasing. The com
mittee also believes that a general two-year extension of the period 
for placing in service facilities and wells is desirable because of the 
growing importance of imported energy sources.  

Explanation of Provision 
(1) Production of gas from a tight sands formation is eligible for 

the production credit even though the price of natural gas no 
longer is subject to price control. The production credit for gas pro
duced from a tight sands formation is available for gas from wells 
drilled after December 31, 1989.  

(2) The production credit for nonconventional fuels is extended to 
apply to wells drilled or facilities placed in service before January 
1, 1993, instead of before January 1, 1991.  

Effective Date 
The reinstatement of gas from tight sands formations is effective 

on January 1, 1990. Tight sands gas from wells drilled after Decem
ber 31, 1989, also will be eligible for the production credit. The ex
tension of the placed in service date for all qu lidied fuels is effec
tive as of .ary 1, 1990.  
11. Low-income rental housing tax credit (secs. 6111 and 6112 of 

the bill and sec. 42 of the Code) 

Present Law 
Overview of credit 

Section 42 of the Code provides a tax credit that may be claimed 
by owners of residential rental property used for low-income hous
ing. The credit is claimed annually, generally for a period of 10 
years beginning either with the year a building is placed in service 
or the succeeding taxable year (the credit period).3 

Determination of credit amount 
For buildings placed in service in 1987, the costs of new construc

tion and substantial rehabilitation that are not federally subsidized 
are eligible for a maximum 9-percent credit, claimed annually for 
10 years. For buildings placed in service in 1987, the acquisition 
cost of existing buildings and the costs of new construction and 

a Section 42 was enacted by the Tax Reform Act of 1986, Pub. L. No. 99-514, 100 Stat. 2085 
(Oct. 22, 1986) (the 1986 Act) and modified by the Technical and Miscellaneous Revenue Act of 
1988, Pub. L No. 100-847, 1N Stat. 3842 (Nov. 10, 1988) (the 1988 Act). Unless e u stated 
to the contrary, no inference should be drawn from any differences in the drescri esioennt 
law with respect to section 42 from those set forth in the Conference Reports for the 1986 and 
1988 Acts. Reference should be made to those Reports for a more detailed description of present 
law with respect to section 42.



substantial rehabilitation which are federally subsidized are eligi
ble for a maximum 4-percent credit, also claimed annually for 10 
years. For buildings placed in service after 1987, these credit per
centages are adjusted to maintain a present vadue of 70 percent 
and 30 percent for the two types of credits, and are determined 
monthly for property placed in service in each month. A taxpayer's 
credit amount in any taxable year is the product of the appropriate 
credit percentage and the qualified basis in such year.  

Credit percentage 
For buildings placed in service after 1987, the credit percentage 

is determined monthly, to achieve a present vvdue of either 70 per
cent (most newly constructed and substantially rehabilitated build
ings) or 30 percent (existing buildings and all federally-subsidized 
buildings) of the qualified basis. The present value is calculated as 
of the last day of the first year of the 10-year credit period. The 
discount rate used to determine the present value is 72 percent of 
the average of the annual applicable Federal rates (AFR) for mid
term and long-term obligations applicable for the month the build
ingis placed in service.  

The Treasury Department's monthly adjustments of the credit 
percentages are to be determined on a discounted after-tax basis, 
based on the average of the annual applicable Federal rates (AFR) 
for mid-term and long-term obligations for the month the building 
is placed in service. The after-tax interest rate is to be com uted as 
the product of (1) the average AFR and (2) .72 (one minus the maxi
mum individual Federal income tax rate). The discounting formula 
assumes each credit is received on the last day of each year and 
that the present value is computed as of the last day of the first 
year.  

For buildings placed in service after 1987, however, the taxpayer 
(with the consent of the housing credit agency) may irrevocably 
elect to determine the credit percentage applicable to the building 
in advance of the building's placed-in-service date. Such an election 
will be binding for Federal income tax purposes on the taxpayer, 
the housing credit agency, and all successors in interest. The elec
tion must be made by the fifth day of the month following the close 
of the month in which a binding agreement is made between the 
taxpayer and the housing credit agency as to the housing credit 
dollar amount to be allocated to the building. In the case of a build
ing financed with the proceeds of tax-exempt bonds for which no 
allocation from a housing credit agency is required, the election 
must be made by the fifth day of the month following the close of 
the month the bonds are issued.  

The credit percentage for substantial rehabilitation expenditures 
is determined when the rehabilitation is completed and placed in 
service, but no later than the end of the 24-month period for which 
such expenditures are aggregated. These rehabilitation expendi
tures are treated as a separate new building for purposes of the 
credit.  

Qualified basis 
In general.-The qualified basis with respect to which the credit 

is computed is determined as the percentage of eligible basis in a



qualified low-income building attributable to the low-income rental 
housing units. This percentage is the lesser of (1) the percentage of 
low-income units to all residential rental units or (2) the percent
age of the floor space of the low-income units to the floor space of 
a residential rental units. In these calculations, low-income units 
generally are those housing units actually occupied by low-income 
tenants, whereas residential rental units are all housing units, 
whether or not occupied.  

With respect to the new construction credit, the eligible basis of 
a building is determined at its placed-in-service date. With respect 
to the acquisition and substantial rehabilitation credits, the eligible 
basis of a building is determined at the end of the first taxable 
year of the credit period. This determination is made before the 
basis of the building is adjusted to take into account depreciation 
deductions allowable for such first taxable year.  

Additions to qualified basis.-The qualified basis of a building 
may be increased subsequent to the initial determination only by 
reason of an increase in the number of low-income units or in the 
floor space of the low-income units. Credits claimed on such addi
tional qualified basis are determined using a credit percentage 
equal to two-thirds of the applicable credit percentage allowable for 
the initial qualified basis. As described below under the description 
of the State credit ceiling, an allocation of credit authority must be 
received for credits claimed on additions to qualified basis, in the 
same manner as for credits claimed on the initial qualified basis, if 
the building has no unused credit authority that may be applied 
toward such increase. Unlike credits claimed on the initial quali
fied basis, credits claimed on additions to qualified basis are allow
able annually on a straight-line basis for the portion of the re
quired 15-year compliance period remaining after eligibility for 
such credits arises, regardless of the year such additional qualified 
basis is determined.  

Eligible basis 
In general.-Eligible basis conis+s of (1) the cost of new construc

tion, (2) the cost of substantial rehabilitation, and (3) the cost of ac
quisition of existing buildings acquired by purchase (including the 
additions to qualified basis attributable to rehabilitation expendi
tures, if any, to such buildings incurred before the close of the fire t 
taxable year of the credit period the cost of which does not exceed 
$2,000 per low-income unit). Qualified basis is determined in the 
samea fractional manner as for new construction or acquisition costs 
even if all rehabilitation expenditures are made only to low-income 
units. Only the adjusted basis of depreciable property may be in
cluded in eligible basis.  

Generally, the eligible basis of a building is determined at the 
time the building is placed in service. For this purpose, rehabilita
tion expenditures (resulting in qualified basis in excess of $2,000 of 
per low-income unit) are treated as placed in service at the close of 
the period when rehabilitation expenditures are incurred. Such 
period is not to exceed 24 months. In the case of rehabilitation ex
penditures incurred in connection with the acquisition of an exist
mg building (and which do not average at least $2,000 of qualified 
basis per low-income unit), capital expenditures incurred through



the end of the first year of the credit period may be included in the 
original eligible basis. Rehabilitation expenditures need not, howev
er, be incurred by the taxpayer claiming the credit; under certain 
circumstances, they may have been incurred by the seller of the 
building. Cf Treas. Reg. sec. 1.167(k)-1(bXl).  

Only the adjusted basis of the building and certain common fa
cilities (e.g., parking areas and recreational facilities) may be in
cluded in eligible basis. The adjusted basis is determined by taking 
into account the adjustments described in section 1016 (other than 
paragraphs (2) and (3) of sec. 1016(a), relating to depreciation de
ductions), including, for example, the basis adjustment provided in 
section 48(q) for any rehabilitation credits allowed under section 38.  
The cost of land is not included in adjusted basis. The basis of units 
whose cost per square foot is disproportionate to that of the low
income housing units by more than 15 percent of the average cost 
per square foot of the low-income units is excluded from eligible 
basis.  

Acquisition of existing building .- The cost of acquisition of an 
existing building may be included in eligible basis and any rehabili
tation expenditures to such a building incurred before the close of 
the first year of the credit period may at the election of the taxpay
er also be included in eligible basis, without a minimum rehabilita
tion requirement. These costs may be included in eligible basis, 
however, only if the building or a substantial improvement to the 
building has not been previously placed in service within 10 years 
and if the building (or rehabilitated property within the building) is 
not subject to the 15-year housing credit compliance period.  

A building that is transferred in a transaction where the basis of 
the property in the hands of the new owner is determined in whole 
or part by the adjusted basis of the previous owner (for example, by 
a gift of property or like-kind exchange) is considered not to have 
been newly placed in service for purposes of the 10-year placed-in
service requirement. Further, a building which has been acquired 
by a governmental unit or certain qualified 501(cX3) or 501(cX4) or
ganizations is not treated as placed in service by that governmental 
unit or organization for purposes of the 10-year placed-in-service re
quirement, if the acquisition occurred more than 10 years from the 
ate the building or a substantial improvement to the building was 

last placed in service. Further, a building acquired by foreclosure 
by a taxpayer other than a governmental unit or 501(cX3) organiza
tion is not treated as newly placed in service by that taxpayer for 
purposes of the 10-year requirement if the foreclosure occurred 
more than 10 years from the date the building or a substantial im
provement to the building was last placed in service and the prop
erty was resold within twelve months.  

The Treasury Department may waive the 10-year requirement 
for any building substantially assisted, financed, or operated under 
the Department of Housing and Urban Development (HUD) section 
8, section 221(dX3), or section 236 programs, or under the Farmers' 
Home Administration (FmHA) section 515 program (a federally-as
sisted building) when an assignment of the mortgage secured by 
property in the project to HUD or FmHA otherwise would occur or 
when a claim against a Federal mortgage insurance fund would 
occur.



Federal grants and other subsidies.-Eligible basis does not in
clude the amount of any Federal grant, regardless of whether such 
grant is includible in gross income. If any portion of the eligible 
basis attributable to new construction or to substantial rehabilita
tion expenditures is financed with Federal subsidies (e.g., tax
exempt bonds), the qualified basis is eligible only for the 30-percent 
present value credit, unless such Federal subsidies are excluded 
from eligible basis.  

A Federal subsidy is defined as any obligation the interest on 
which is exempt from tax under section 103 or a direct or indirect 
Federal loan, if the interest rate on such loan is less than the ap
plicable Federal rate. A Federal loan under the FmHA section 515 
program is an example of such a Federal subsidy, as is a reduced 
interest rate loan attributable in part to a Federal grant. Tax
exempt financing or a below-market loan used to provide construc
tion financing for a building will not be treated as a Federal subsi
dy if such loan is repaid and any underlying obligation (e.g., tax
exempt bond) is redeemed before the building is placed in service.  

Minimum set-aside requirement for low-income Individuals 

Set aside percentage requirements 
In general.-Under the general minimum set-aside a residential 

rental project qualifies for the low-income housing tax credit only 
if (1) 20 percent or more of the aggregate residential rental units in 
the project are occupied by individuals with incomes of 50 percent 
or less of area median income (equivalent to the figure published 
by HUD under section 8 of the Housing Act of 1937 for very low
income families) or (2) 40 percent or more of the aggregate residen
tial rental units in the project are occupied by individuals with in
comes of 60 percent or less of area median income.4 These income 
levels are adjusted for family size. All units comprising the mini
mum set-aside in a project must be suitable for occupancy and used 
on a nontransient basis, and are subject to the limitation on gross 
rent charged to residents of set-aside units.  

Rent skewing set-aside.-A special set-aside may be elected for 
projects that satisfy a stricter requirement and that significantly 
restrict the rents on the low-income units relative to the other resi
dential units in the building (the "rent skewing" set-aside). Projects 
qualify for this rule only if, as part of the general set-aside require
ment, 15 percent or more of all low-income units are occupied by 
individuals having incomes of 40 percent (rather than 50 percent or 
60 percent) or less of area median income, and the average rent 
charged to tenants in the residential rental units which are not 
low-income units is at least 300 percent of the average rent charged 
to low-income tenants for comparable units. Under this special 
rule, a low-income tenant who initially meets the 40-percent test 
will continue to qualify in the future as such, as long as the ten
ant's income does not exceed 170 percent (rather than the general 
140-percent limit, described below) of the qualifying income limita

4 A special set-aside requirement under which a project qualifies if 25 percent or more of the 
units are occupied by individuals with incomes of 60 percent or less of area median income is 
provided for New York City.



tion. Additionally, if a project to which this special set-aside re
quirement applies ceases to comply with the continuous compliance 
requirement because of increases in existing tenants' incomes, no 
penalties are imposed if each available low-income unit (rather 
than each available unit) is rented to tenants having incomes of 40 
percent or less of area median income, until the project is again in 
compliance.  

The owner of each project must irrevocably elect the minimum 
set-aside requirement (including the rent skewing set-aside de
scribed above) at the close of the first year of the credit period. In 
the case of a project consisting of a single building, the set-aside 
requirement must be met within 12 months of the date the build
ing (or rehabilitated property) is placed in service, and complied 
with continuously thereafter for a period ending 15 years after the 
first day of the first taxable year in which the credit is allowable.  

In the case of a multiple building project, buildings need not 
meet the minimum low-income set-aside requirement in the order 
that the buildings are placed in service. If within 12 months of the 
placed-in-service date of a prior building the project meets the set
aside requirement with respect to such first building and any sub
sequent buildings placed in service within the 12-month period, 
then such first building and included subsequent buildings are part 
of a qualified low-income project. Subsequent buildings not includ
ed in determining whether the project satisfies the set-aside re
quirement with aspect to prior buildings have their own 12-month 
period within which they are required to be included in the set
aside determination for the project. Since application cf this rule 
may result in buildings which are part of the same project having 
different credit periods, section 42(gX5) permits the taxpayer to re
define the mix of buildings considered a part of the project for pur
poses of determining continued compliance with the set-aside re
quirement.  

Continuou8 compliance required 
The determination of whether a tenant qualifies as low-income 

for purposes of the minimum set-aside requirement is made on a 
continuing basis, both with regard to the tenant's income and the 
qualifying area income, rather than only on the date the tenant 
initially occupies the unit. An increase in a tenant's income rela
tive to qualifying area income may result, therefore, in a unit ceas
ing to qualify as occupied by a low-income person. However, a 
qualified low-income tenant is treated as continuing to be such not
withstanding de minimis increases in his income. Under this rule, 
a tenant qualifying when initially occupying a rental unit will be 
treated as continuing to have such an income provided his income 
does not increase to a level more than 40 percent in excess of the 
maximum qualifying income, adusted for family size. If the ten
ant's income increases to a level more than 40 percent above the 
otherwise applicable ceiling (or if the tenant's family size decreases 
so that a lower family income applies to the tenant), that tenant is 
no longer counted in determining whether the project satisfies the 
set-aside requirement. No penalty or reduction in basis is assessed 
in such an event, however, provided that each residential rental 
unit that becomes vacant (of comparable or smaller size to the



units occupied by tenants who no longer satisfy the applicable 
income requirement) is rented to low-income tenants until the 
project is again in compliance.  

vacant units, formerly occupied by low-income individuals, may 
continue to be treated as occupied by qualified low-income individ
uals for purposes of the set-aside requirement (as well as for deter
mining qualified basis) provided reasonable attempts are made to 
rent the units and no other units of comparable or smaller size in 
the project are rented to nonqualifying individuals. In no case is a 
unit considered to be occupied by low-income individuals if all of 
the occupants of such unit are students, no one of whom is entitled 
to file a joint income tax return.  
Gross rent limitation 

The gross rent paid by families in units on which a tax credit is 
claimed may not exceed 30 percent of the applicable area income 
qualifying as "low," adjusted for family size. Gross rent includes 
the cost of any utilities, other than telephone. If any utilities are 
paid directly by the tenant, the maximum rent that may be paid by 
the tenant is reduced by a utility allowance prescribed by the 
Treasury Department.  

The gross rent limitation applies only to payments made directly 
by the tenant. For example, any rental assistance payments made 
on behalf of the tenant, such as through section 8 of the United 
States Housing Act of 1937 or any comparable Federal, State or 
local rental assistance, are not included in gross rent for purposes 
of the 30-percent limit.  

Qualified low-income housing projects and qualified low-income 
buildings 

A qualified low-income building is a building which is subject to 
the 15-year compliance period and which is part of a qualified low
income project. A qualified low-income project is a project that 
meets the minimum set-aside requirement and other requirements 
with respect to the set-aside units at all times that buildings com
prising the project are subject to the 15-year compliance period. A 
project may include multiple buildings having similarly construct
ed housing units, provided the buildings are located on the same 
tract of land, are owned by the same person for Federal income tax 
purposes, and are financed pursuant to a common plan of financ
mg. Owner-occupied buildings with four or fewer units are ineligi
ble for the credit.  

Compliance period and penalty for noncompliance 
Qualified residential rental projects must remain as rental prop

erty and must satisfy the minimum set-aside requirement, de
scribed above, throughout a 15-year compliance period. Units on 
which credits are claimed, in addition to those meeting the mini
mum set-aside requirement on which a credit is allowable, must 
continuously comply with this requirement. The taxpayer may 
defer the begnnig of the credit period to the taxable year follow
ing the tale year the building is placed in service. This enables 
the deferral of the beginning of the 15-year compliance period.  
Within 90 days of the end of the first taxable year of the credit



period, the taxpayer must make certain certifications to the Secre
tary of the Treasury regarding set-aside compliance and other mat
ters.  

Owners and operators of low-income housing projects on which a 
credit has been claimed may correct any noncompliance with the 
set-aside requirement within a reasonable period after the noncom
pliance is discovered or reasonably should have been discovered. If 
the taxpayer can correct the noncompliance in the manner re
quired, there is no recapture.  

If the qualified basis of a building for which a low-income hous
ing credit was claimed is reduced (other than in the event of cer
tain casualty circumstances) or if the property is disposed of with
out the posting of a bond satisfactory to the Secretary of the Treas
ury, the accelerated portion of the credit for all prior years may be 
recaptured. There is no recapture of the credit for certain de mini
mis changes in qualified basis by reason of changes in the floor 
space of low-income housing units. For partnerships comprised of 
at least 35 partners, unless the partnership elects otherwise, no 
change in ownership will be deemed to occur provided that within 
any 12-month period, at least 50 percent (in value) of the original 
ownership is unchanged.  

State low-income housing credit authority limitation 

In general 
Generally, all buildings eligible for the low-income housing credit 

must receive an allocation of credit authority from the State or 
local credit agency in whose jurisdiction the qualifying low-income 
housing project is located. In all cases, credit allocations are count
ed against a State's annual credit authority limitation for the cal
endar year in which the credits are allocated. Generally, credits 
subject to the State credit authority limitation include any credits 
attributable to expenditures not financed with tax-exempt bonds 
subject to the bond volume limitation.  

The aggregate amount of such credits allocated within the State 
is limited by the State annual low-income credit authority limita
tion. The annual credit authority limitation for each State is equal 
to $1.25 for every individual who is a resident of the State. For pur
poses of the credit authority limitation, the District of Columbia 
and U.S. possessions (e.g., Puerto Rico, the Virgin Islands, Guam, 
and American Samoa) are treated as States. No credit authority is 
provided for years after 1989.  

In general, credits may be allocated only during the calendar 
year in which the building or rehabilitated property is placed in 
service. Three exceptions are provided to this general rule. First, 
credits may be allocated for additions to qualified basis which occur 
after the building is placed in service. Second, credits may be allo
cated in a later year pursuant to an earlier binding agreement 
made no later than the year in which the building is placed in 
service. Third, a building may be placed in service in the year in 
which the credit allocation is received or in either of the two suc
ceeding years rovided that the taxpayer's basis (land and depre
ciable property) in the project by the close of the calendar year in 
which the credit allocation is made by the housing credit agency is



at least 10 percent of its reasonably expected basis in the project at 
the time the project is placed in service. This provision applies only 
to credit allocations for new construction, substantial rehabilitation 
expenditures eligible for the 70-percent present value credit, and 
existing buildings as to which a credit is allowable for substantial 
rehabilitation expenditures.  

Transferability 
A new owner of a building during its 15-year compliance period 

is eligible to continue to receive the credit as if the new owner 
were the original owner, using the same qualified basis and credit 
percentages as used by the original owner. In the case of transfers 
of an interest in credit property the credit is apportioned pro rata 
between the two parties. Rehabilitation expenditures on such prop
erty may qualify for a credit in the same manner as rehabilitation 
expenditures on other qualifying property. The accelerated portion 
of credits claimed in previous years will be recaptured upon a 
transfer, subject to the election of the original owner to post a 
bond. All dispositions of ownership interests in buildings are treat
ed as transfers for purposes of recapture, except for a special rule 
for certain partnerships. There is no election for the new owner to 
assume the recapture liability for prior year credits.  

Passive loss rules 

In general 
Deductions from passive trade or business activities or rental ac

tivities, to the extent they exceed income from all such passive ac
tivities (exclusive of portfolio income), generally may not be deduct
ed against other income. Similarly, credits from passive activities 
generally are limited to the tax attributable to the passive activi
ties. Suspended losses and credits are carried forward and treated 
as deductions and credits from passive activities in the next year.  
Suspended losses from an activity are allowed in full when the tax
payer disposes of his entire interest in the activity.  

These limitations apply to individuals, estates, trusts, and per
sonal service corporations. A special rule limits the use of passive 
losses and credits with respect to portfolio income in the case of 
closely-held corporations.  

Special rules 
$25,000 allowance in the case of rental real estate activities.-A 

special rule is provided for passive losses and credits attributable to 
rental real estate activities. In the case of rental real estate activi
ties, a taxpayer who is an individual is allowed to deduct up to 
$25,000 of passive losses (to the extent that they exceed income 
from passive activities) if the taxpayer actively participates in the 
rental real estate activity (and has at least a 10-percent interest in 
it). The $25,000 amount is phased out ratably as the taxpayer's ad
justed gross income, with certain modifications, increases from 
$100,000 to $150,000.  

$25,000 allowance for low-income housing and rehabilitation 
credit.-Under a special rule, the $25,000 allowance also applies to 
low-income housing and rehabilitation credits (on a deduction
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equivalent basis), regardless of whether the taxpayer claiming the 
credit actively participates in the rental real estate activity gener
ating the credit. In addition, the adjusted gross income phaseout 
range for the $25,000 amount for these credits is from $20,000 to 
$250,000 (rather than the generally applicable phaseout range of 
$100,000 to $150,000).  
Restrictions on use of credit to offset tax 

The low-income housing credit is subject to the rules of the gen
eral business credit (sec. 38), including the maximum amount of 
income tax liability that may be reduced by a general business 
credit in any one year. This limitation generally is equal to the 
excess (if any) of the taxpayer's net income tax over the greater of 
(1) the taxpayer's tentative minimum tax for the year, or (2) 25 per
cent of so much of the taxpayer's net regular tax liability as ex
ceeds $25,000.  

The rules for credit carryovers provide that unused credits for 
any taxable year may be carried back to each of the three preced
ing taxable years andthen carried forward to each of the 15 follow
ing years. No portion of the low-income housing credit for any tax
able year may be carried back to a taxable year ending before 1987 
(sec. 39(dX4)).  

Effective date 
The credit generally is effective for buildings placed in service 

after December 31, 1986, other than property grandfathered from 
the depreciation rule changes made by the Tax Reform Act of 1986.  
Buildings placed in service after December 31, 1989, may qualify 
for the credit only if they meet the credit carryover allocation 
rules. The authority of housing credit agencies to allocate low
income housing credits expires December 31, 1989.  

Reasons for Change 
In general 

The committee is concerned about the lack of affordable housing 
for people of low-income and considers it appropriate that the Fed
eral Government play a significant role in the development of addi
tional housL. The committee believes the low-income housing 
credit is a useful incentive for the increase in the housing stock 
available to low-income tenants. The permanent extension of the 
credit will provide certainty as to the availability of the credit.  
Low-income housing like other real estate projects require long 
lead times in its planning and development.  

Given the limited amount of aggregate credit available, however, 
the committee considers it necessary to take steps to improve its 
efficiency to ensure that as much housing as possible is created 
with the credit and that credit projects effectively serve State and 
local housing needs. Many of the provisions adopted by the commit
tee are designed to further that goal.  

The committee believes that the credit is the proper vehicle to 
encourage extended low-income use beyond the initial 15 year com
pliance period. Owners wishing to dispose of their property may 
convey the property for any amount of consideration subject to con-



tinued low-income use restrictions. If the owners are unable to 
effect such a transfer, there should be a mechanism to allow the 
allocating agency a reasonable period of time to find another quali
fied pure r.  

The committee recognizes that it may be necessary to reexamine 
the use of Federal tax subsidies for the provision of low-income 
housing such as the low-income housing credit as other laws affect
ing the provision of low-income housing, and as the nation's hous
ing needs change.  

Increase in affordable housing 
The committee considers it desirable for the credit to be used to 

increase the housing stock available to low-income tenants. It is 
concerned that the credit not be used simply to churn the existing 
housing stock. Limiting the credit to new construction and to exist
ing buildings which are substantially rehabilitated serves as an in
centive to the creation of new housing. Further, the committee is 
concerned that the definition of "substantial rehabilitation" under 
present law is inadequate to further the purpose of taking other
wise uninhabitable units and returning them to the available hous
ing stock. At the same time, the committee realizes that a very se
rious problem exists with respect to low-income housing the owners 
of which will soon be eligible to prepay certain low-cost Federal 
loans and convert their housing to market rent use.  

The committee recognizes that many factors influence the cost of 
providing a unit of rent-restricted housing for low-income individ
uals and that the costs attributable to these factors may vary by 
area. For example, some areas have high costs for land, while other 
areas have high utility costs or high construction costs. When an 
area experiences high costs for such factors and at the same time 
has a relatively low -rea median income, rental income generated 
(subject to the rent restriction requirements) may be insufficient to 
make provision of low-income units economically feasible without 
further subsidy. The committee believes it is important to facilitate 
utilization of the credit in such difficult to develop areas.  
Increased efficiency of the credit 

The committee is desirous that the low-income housing credit be 
allocated in a manner that ensures that housing will be available 
to those most in need. The committee is also concerned that certain 
States have been allocating credits simply on a first-come first
served basis. It considers the establishment of allocation criteria 
and priorities essential to target the credit to those projects which 
will most effectively serve State and local housing needs.  
Improvement of marketability and administration 

The committee recognizes the importance of certainty in making 
investment decisions. The committee believes it is appropriate to 
make changes to the calculation of the gross rent limitation to pro
vide more certainty to investors. The committee also concludes that 
adjustments to the deep-rent skewing provisions are necessary.  

The committee believes that encouraging the provision of low
income housing is an important goal of national housing policy.  
The Federal Government can foster this goal through several



means, and, at this time, the committee believes that providing tax 
incentives to private investors to invest in low-income housing 
projects is the most appropriate way to achieve this aim. In this 
connection, the committee is concerned that present law excludes 
some individuals from the pool.of likely investors in low-income 
housing property.  

Improved administrability of the credit and other issues 
The committee is concerned that various features of present law, 

intended to be primarily administrative in nature, unnecessarily 
interfere with the most effective utilization of the credit. For exam
ple, the requirement of present law that a credit allocation be re
ceived on a building-by-building basis, rather than for the project of 
which such buildings are a part, has also resulted in difficulty in 
projecting exact credit availability and project cash flows. The com
mittee believes that it is inappropriate to have one rule governing 
the date on which eligible basis is determined for new construction 
and a different rule governing the date on which eligible basis is 
determined for acquisition property. Present law unnecessarily re
quires the filing of certain credit forms just two weeks before the 
Federal income tax returns of individual taxpayer investors are 
also due.  

Explanation of Provisions 

Extension of the credit 
The bill makes the low-income housing credit (generally sched

uled to expire December 31, 1989) permanent.5 

Extended low-income use commitment 
The bill provides that a taxpayer will only be eligible for a credit 

allocation if he or she enters into an extended low-income housing 
commitment with the housing credit agency.6 The commitment 
must be binding on the taxpayer and all successors of the taxpayer 
with respect to the property for which the credit is allocated. The 
commitment must require that prtion of the building occupied by 
low-income tenants (the applicble fraction) for each taxable year 
in the extended use period is not less than an amount specified in 
the commitment. The commitment must be recorded under State 
law as a restrictive covenant and 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 
provide for an extended period of low-income use. The extended use 
period must extend at least 15 years beyond the close of the compli
ance period.  

The bill provides two exceptions to the extended use require
ment. First, if a building for which the credit has been allocated is 
acquired by foreclosure, the extended use period terminates on the 

* The committee directs the Internal Revenue Service to monitor and promote compliance 
with the section 42 requirements.  

* Such commitment must also exist between a taxpayer and the housing credit agency for any 
building which is to be financed with tax-exempt bonds on which the taxpayer intends to claim 
the credit even though the taxpayer may not be required to receive an allocation under the 
State annual credit ceiling.



date of such acquisition. Second, if after the fourteenth year of the 
compliance period the taxpayer submits a written request to the 
housing credit agency to find a person to c ire the taxpayer's in
terest in the low-income portion of the buil dn, and if by the end 
of the fifteenth year of the compliance period the housing credit 
agency has been unable to present a buyer with a qualified con
tract who will continue to operate the low-income portion of the 
building as a qualified low-income building, the extended use 
period will terminate with the termination of the compliance 
period.7 

For the purpose of the second exception, the bill defines a quali
fied contract as a bona fide contract to acquire not less than the 
applicable fraction, as specified in the commitment, multiplied by a 
minimum purchase price. The bill defines the first component of 
the minimum purchase price as adjusted investor equity. Adjusted 
investor equity is the aggregate amount of cash taxpayers invested 
with respect to the project increased by a cost of living adjustment 
for each calendar year since the project was placed in service." The 
inflation adjustment is determined by changes in the consume
price index (CPI), but is never to exceed five percent. To adjusted 
investor equity is added the outstanding indebtedness (at the time 
of sale) secured by, or with respect to, the building and any other 
capital contributions not reflected in either adjusted investor 
equity or the outstanding indebtedness. An example of this latter 
amount would arise if it were necessary to replace a building's fur
nace and any loan taken to finance the furnace were not secured 
by the furnace or the building. Any cash distributions 9 from the 
project are subtracted from the above three components to arrive 
at the minimum purchase price.  

The bill modifies the at risk rules applicable to certain nonre
course financing provided by qualified nonprofit organizations to 
conform to the extended low-income use requirement by requiring 
that full repayment of such loans occur within 90 days after the 
earlier of the date the building ceases to be a qualified low-income 
building or the date which is 15 years after the end of the compli
ance period.  

Determination of credit amount 
Under the bill, no credit is allowable for the acquisition of an ex

isting building unless a substantial rehabilitation standard is met.  
Generally, under this standard, rehabilitation expenditures must 
result in qualified basis equal to or greater than $3,000 per low
income unit. If the new substantial rehabilitation standard is satis
fied, the substantial rehabilitation expenditures are eligible for the 
70-percent present value credit (if not federally-subsidized) and the 

7 The bill allows that this second exception does not apply to the extent that either the com
mitment or State law contains more stringent requirements.  

*The amount invested with respect to a project is measured by those amounts which are re
flected in the adjusted basis of the project. For example, required annual fees for legal and ac
counting work are not amounts invested in the project.  

9 The committee intends that this amount not be limited to amounts actually paid to the tax
payer, but also includes any amounts available for distribution to the taxpayer. For example, a 
working capital reserve account would constitute funds available to be distributed to the taxpay
er.



existing portion of the building is eligible for the 30-percent 
present value credit.  

The rehabilitation expenditures must be on the low-income units 
or common areas substantially benefiting the low-income tenants 
(e.g., replacement of a boiler, improvements to plumbing and elec
trical systems). Rehabilitation expenditures are those which im
prove the habitabilit of the low-income units. Expenditures of a 
cosmetic nature qualify as rehabilitation only when ancillary to, 
and an integral part of, expenditures which improve the habitabil
ity of the low-income unit.  

The bill provides that the determination of eligible basis for new 
buildings and substantial rehabilitation expenditures conform to 
that for acquisition property by allowing the determination to be 
made at the end of the first taxable year of the credit period. The 
determination of eligible basis is made before any adjustments to 
basis are made for depreciation allowable during the first taxable 
year. 10 

The bill provides that, in areas which are designated by the Sec
retary of HUD as difficult to develop, the eligible basis of a new 
building or the eligible basis of rehabilitation expenditures in the 
case of an existing building undergoing substantial rehabilitation 
be deemed to be 130 percent of eligible basis claimed for deprecia
tion. This calculation of eligible basis would not be available with 
respect to federally-subsidized buildings.  

The bill provides that no more than 20 percent of metropolitan 
areas be designated as difficult to develop and that no more than 
20 percent of nonmetropolitan areas be designated as difficult to 
develop. The percentage limitation is based on the population of 
the designated metropolitan area relative to the population of all 
metropolit areas, and similarly for nonmetropolitan areas 

In determining which areas are difficult to develop, the bill pro
vides that the Secretary of HUD consider several factors. It may be 
costly to produce low-income housing in one area relative to the 
rest of the country because that area has higher land costs than 
the rest of the country. Alternatively, the costs of producing low
income housing in that area may be higher than elsewhere because 
that area has her construction costs or higher utility costs than 
the rest of the country. A combination of the above factors may 
make it more costly to provide low-income housing in some areas 
than in others. In determining whether an area's costs are high 
relative to the rest of the nation, the Secretary of HUD may find it 
appropriate to use indices of land costs, construction costs, and util
ity costs. Alternatively, the Secretary may find it appropriate to 
use private market rents (not subject to rent control or other re
strictions) as indicative of the cost of providing rental housing units 
in a given area.  

However, the committee recognizes that it is not costs alone that 
make an area difficult to develop, but rather the costs of providing 
a low-income housing unit compared to the rental income that low
income housing unit will generate. The Secretary of HUD should, 

1o Section 7872(cX1XD) does not apply to a transaction involving a below market loan if none 
of the principal purposes of the interest arrangements of the below market loan is to increase 
the amount of the credit allowable under section 42.



therefore, compare an area's costs to an area's median income in 
reaching the determination that an area is difficult to develop.  
Consequently, it is possible that one area's costs of providing hous
ing are low relative to similar costs nationwide, but the area's 
income is sufficiently low that the Secretary would designate the 
area as difficult to develop.  

Eligible basis 
The bill modifies the 10-year rule by adding three categories of 

property eligible for waiver of the rule by the Secretary of the 
Treasury. First, the 10-year rule may be waived for a federally-as
sisted building if the mortgage on the building is eligible within 
one year of the application for waiver for prepayment under the 
Emergency Low Income Housing Preservation Act of 1987 or under 
the Housing Act of 1949 and either HUD or FmHA certifies that 
the building will be converted to market use absent the waiver. If 
this waiver is granted, the mortgagor must agree in writing not to 
prepay the mortgage. Such property is eligible for credit allocation 
subject to the rehabilitation expenditures requirement, described 
above.  

Second, the 10-year rule may be waived for a building acquired 
from a failed financial institution or from a receiver or conservator 
of such an institution if the Secretary of the Treasury determines 
(after consultation with the appropriate Federal agency or regula
tory authority) that such acquisition is necessary to avert an ex
penditure of Federal funds by such Federal agency or regulatory 
authority. This waiver is to apply to properties owned by commer
cial banks, savings and loan institutions, and credit unions that are 
regulated or whose deposits are insured by a Federal agency, regu
latory authority, or insurance program. For this purpose, a finan
cial institution is failed if a conservator, receiver, or other legal 
custodian has been appointed for the financial institution (or, in 
the case of a foreign bank, a U.S. branch), pursuant to an adjudica
tion or other official determination by a court of competent juris
diction, the appropriate Federal banking agency, or other public 
authority. The expenditure to be averted is the amount: (1) which 
the Federal agency or regulatory authority (including any Federal 
insurance program) would be required to pay in connection with 
the failure of such financial institution, and (2) which would be re
duced by the sale of a property where the price received for the 
property will be increased as a result of the property being eligible 
for low-income housing credits even though the 10-year holding 
period was not satisfied except by receipt of the waiver.  

Third, the ten-year rule may be waived to facilitate the sale of a 
building if the mortgage on the building is held by HUD, or the 
building itself is owned by HUD (following foreclosure of a mort
gage) or the Farmers Home Administration.  

The bill also expands the definition of "federally-assisted build
ing" to include any building that has more than four residential 
rental units originated, insured, or guaranteed by the Federal Gov
ernment. In addition, the bill provides that the credit is not avail
able to properties receiving assistance under the HUD section 8 
moderate rehabilitation program.



Gross rent limitation 
The bill provides certain changes in the rules regarding the cal

culation of the gross rent limitation. The deep-rent skewing rule is 
modified to provide that the rents charged for non-rent-restricted 
units need be only at least 200 percent of those charged for compa
rable rent-restricted units.  

The bill also provides that, for purposes of both section 42 and 
the deep-rent-skewing rules of section 142(d) (relating to tax-exempt 
bonds for residential rental property), in the determination of the 
gross rent limitation applicable to rent-restricted units the incomes 
used are no longer to be adjusted for actual family size. Instead, 
each unit is presumed to house a certain number of people based 
upon the number of bedrooms in the unit. A studio apartment is 
presumed to house one person and each bedroom of a unit is pre
sumed to house 1.5 persons.1 1 However, for the purposes of deter
mining whether a family qualifies as a "low-income' family eligi
ble for a rent-restricted unit, the bill retains present law. Tat is, 
families renting rent-restricted units must have actual family in
comes adjusted for family size which, at the irrevocable election of 
the taxpayer, are either not in excess of 60 percent of area median 
income or not in excess of 50 percent of area median income.  

The determination of the gross rent limitation applicable to a 
three-bedroom unit is made as follows. A three-bedroom unit is as
sumed to house 4.5 persons (three bedrooms multiplied by 1.5 per
sons per bedroom). The section 8 very low-income figure for a 
family of 4 is added to the section 8 very low-income figure for a 
family of 5 and the result is divided by two to determine the very 
low-income figure for the presumed family size of 4.5. The applica
ble gross rent limitation is 30 percent of the resulting very low
income figure for the presumed family of 4.5. For example, if the 
very low-income figure for a family of four is $19,000, and the very 
low-income figure for a family of five is $21,000, the gross rent limi
tation for a rent-restricted three-bedroom unit is $6,000 per year 
(30 percent of $20,000). To qualify to rent this three-bedroom unit, a 
family of five must have an income less than or equal to $21,000, 
while a family of four must have an income less than, or equal to 
$19,000.  

The provision of supportive services does not disqualify a rental 
property (so long as none of the residents are exempted from the 
provision governing below market loans by reason of continuing 
care contracts with the facility). Supportive services are those de
signed to enable residents to remain independent and avoid place
ment in a hospital, nursing home or intermediate care facility for 
the mentally or physically handicapped. Any fees provided for sup
portive services which are paid by a governmental agency directly 
to the owner of building is included in gross rent. However, in this 
circumstance the gross rent limitation applicable to a qualifying 
low-income limit is increased by 20 percent." The committee reit

" The committee intends that the Secretary of the Treasury, in consultation with the Secre
tary of HUD, issue regulations detailing the minimum living area which must constitute a bed
room androhibiting general living or dining areas from being claimed as bedrooms for those 
units studio.  

1s This provision does apply when the fees paid by a governmental agency explicitly include a 
capital cost or housing component.



erates, however, its intent that no hospital, nursing home, sanitari
um, dormitory, or trailer park, be treated as a qualified low-income 
project.  

Qualified low-income housing projects and qualified low-income 
buildings 

The bill provides that 80 percent of the qualified basis of an 
owner-occupied building with four or fewer units will be eligible for 
the credit if the acquisition or rehabilitation of the building occurs 
as part of a development plan sponsored by a State or local govern
ment or qualified nonprofit organization.  

The bill provides that buildings located on disparate or scattered 
geographic sites may be deemed to be a single project both for pur
poses of credit allocation and compliance if 100 percent of the units 
are rent-restricted units occupied by tenants with qualifying 
income. As under present law, all of the buildings must be financed 
pursuant to a common plan of financing and owned by the same 
person for Federal income tax purposes.  

Purchase options 
The bill provides that any determination as to whether Federal 

income tax benefits are allowable to a taxpayer with respect to a 
qualified low-income building is made without regard to a certain 
purchase options exercisable at the end of the compliance period.  
These options must be held by a qualified nonprofit organization, 
limited equity cooperative or resident management group recog
nized by HUD that do not provide financing with respect to the 
building. The option price cannot be less than the sum of (1) the 
principal amount of all indebtedness secured by the building, with 
the exception of indebtedness incurred within the five years imme
diately prior to sale, and (2) all Federal, State, and local taxes at
tributable to such sale. In determining the Federal income (but not 
other) taxes attributable to the sale, the tax liability resulting from 
the agreement to pay taxes attributable to the sale will be taken 
into account.  

State low-income housing credit authority limitation 
In recognition of the fact that a State may not allocate or use all 

available credits in a given year, and that sometimes credits allo
cated may be returned (e.g., a building to which credits were allo
cated is never placed in service), the committee bill provides that 
all such unused and returned credits may be carried over for one 
year. Unused credits are defined as the difference between $1.25 
multiplied by the State's population, and the State's aggregate 
credit allocations for that year. Returned credits are credits previ
ously allocated to projects which do not become qualified projects 
within the year or any credits for which an allocation is cancelled 
by the mutual consent of the housing credit agency and the alloca
tion recipient.  

The committee anticipates that occasionally one or more States 
may fail to allocate their housing credits carried over from the pre
ceding year. When this eventuality occurs, the bill provides that 
the Secretary may allocate the aggregate unused housing credit 
carryover among those States which fully allocated their State



housing credit ceiling for the preceding year. The Secretary's allo
cation is to be a pro rata distribution, based on population, among 
those States which did not have any unused credit carryover in the 
preceding year and which request an additional credit allocation by 
May 1. A State is determined to have unused housing credit carry
over if the amount of unused credits (as defined above) exceeds the 
difference of aggregate housing credit allocations for a given year 
and $1.25 multiplied by the population of the State for that year.  

As a consequence of these carryover provision-, a State's annual 
housing credit ceiling is determined as the sum of the following: (1) 
$1.25 multiplied by the population of the State, (2) any unused 
credits from the immediately preceding year, (3) any returned cred
its, and (4) any unused housing credit carryover received from the 
Secretary after proper application.  

The bill provides that the credit be allocated on a project basis, 
rather than on a building-by-building basis as under present law.  
The credit allocation is to be divided among the buildings in the 
project as they are placed in service. For purposes of the credit al
location, a taxpayer wishing to treat a building as part of a project 
must designate all the buildings which are to be part of the project 
by the end of the first year of the project period (i.e., by the end of 
the first calendar year in which an allocation could be made for 
the first building placed in service as part of such project). In the 
absence of such a designation by the taxpayer, the Secretary shall 
treat the project as consisting solely of one building. To receive a 
credit allocation for the entire project, rather than only those 
buildings placed in service during the year of the allocation, the 
taxpayer must still satisfy the present law rules for a carryover al
location, except that such carryover allocation need not be divided 
among the buildings at the time of the allocation.  

The bill requires that the housing credit agency adopt an alloca
tion plan containing selection criteria for ranking the various 
projects applying for credit allocations. The selection criteria must 
include project location (e.g., broad geographic distribution, desig
nated targeted areas such as inner cities, Community Development 
Block Grant neighborhoods, distressed communities, pockets of pov
erty, and rural areas), housing needs characteristics (e.g., low va
cancy rate, income mix of tenants within the project, and meeting 
State, regional, or local housing needs and priorities), project char
acteristics (e.g., whether the project increases the stock of low
income housing, whether substantial rehabilitation expenditures 
are needed by the project, energy conservation, quality of units, 
and type of financing), sponsor characteristics (e.g., nonprofit spon
sorship and minority participation in development and manage
ment), participation of local tax-exempt organizations, encourage
ment of mixed-use housing, project financial feasibility and viabili
ty, and tenant populations with special housing needs (e.g., elderly, 
minority, handicapped, disabled, homeless, large families, and dis
placed). The committee intends that an allocation plan would not 
fail this requirement if it provides a set-aside of credit authority for 
particular types of projects or geographic areas.  

Additional, the agency may not allocate more credit to a 
project than it determines is necessary for the financial feasibility 
of the project and its viability as a qualified low-income housing



project throughout the credit period. In making this determination, 
the agency shall consider the sources and uses of the funds, the 
available Federal, State, and local subsidies committed to the 
project, and the total financing planned for the project as well as 
the proceeds or receipts expected to be generated by reason of tax 
benefits.  

The bill requires that housing credit agencies provide notice and 
opportunity to comment to the chief executive officer of the locality 
in which the project is located. In addition, the Committee antici
pates that the housing credit agency will require developers to list 
financial information in their credit applications. Such information 
would include a breakdown of sources and uses of funds sufficiently 
detailed to enable the agency to ascertain where and what costs 
will be incurred and what will comprise the total financing pack
age, including the various subsidies and the anticipated syndication 
or placement proceeds that will be raised. Whether or not includ
ible in eligible basis, the following cost information should be re
quired before allocation of the credit: site acquisition costs, site 
preparation costs, construction costs, construction contingency, gen
eral contractor's overhead and profit, architect and engineer's fees, 
permit and survey fees, insurance premiums, real estate taxes 
during construction, title and recording fees, construction period 
interest, financing fees, organizational costs, rent-up and market
ing costs, accounting and auditing costs, working capital and oper
ating deficit reserves, and syndication and legal fees and other 
costs. Actual data must be made available upon request of the allo
cating agency after the project has been placed in service. Costs, 
including developer fees, should be examined by the agency for rea
sonableness. The Committee also contemplates that agencies re
quire the submission of pro forma financial statements setting 
forth the anticipated project cash flows.  

The bill requires that the housing credit agency approval process 
take a form similar to that required by section 147(f)(2) with re
spect to the approval of the issuance of tax-exempt private activity 
bonds. Such approval may not occur until after a public hearing 
with reasonable public notice and an opportunity for those interest
ed to present their views. The referendum provisions of section 
147(f(2) are not applicable.  

Passive loss rules 
The bill modifies the application of the passive loss restrictions 

on the low-income housing credit by removing the adjusted gross 
income limitations on the $25,000 deduction-equivalent allowance 
of credits with respect to rental real estate activities. Thus, up to a 
$25,000 deduction-equivalent amount of credits is available to an 
individual under the provision, regardless of his adjusted gross 
income. 13 

13 The bill also removes the adjusted gross income limits on the deduction-equivalent amount 
of rehabilitation credits with respect to rental real estate activities. Thus, under the two provi
sions of the bill, the $25,000 deduction-equivalent allowance of present law is retained, but no 
adjusted gross income limits apply under the $25,000 rule for either low-income housing credits 
or rehabilitation credits.



Effective Dates 
The bill is generally effective for determinations made under sec

tion 42 with respect to housing credit dollar amounts allocated 
from State housing credit ceilings for calendar years after 1989.14 
For projects not subject to the credit allocation limits, the provi
sions generally apply to buildings placed in service after December 
31, 1989.  

The provision which removes the adjusted gross income limita
tion for low-income housing credits under the passive loss rule is 
effective in taxable years ending after December 31, 1989, for prop
erty placed in service after December 31, 1989. In addition, if the 
property is held through a partnership or other passthrough entity, 
the taxpayer's interest in the partnership or other passthrough 
entity must have been acquired after December 31, 1989.  

The new 10-year rule waiver provisions are effective on the date 
of enactment.  

12. Modification of rehabilitation tax credit under passive loss 
rule (sec. 6112 of the bill and sec. 469(i) of the Code) 

Present Law 
Rehabilitation tax credit in general 

An income tax credit is provided for certain expenditures in
curred in rehabilitation of certified historic structures and certain 
nonresidential buildings placed in service before 1936. The amount 
of the credit is determined by multiplying the applicable rehabilita
tion percentage by the basis of the property that is attributable to 
qualified rehabilitation expenditures. The applicable rehabilitation 
percentage is 20 percent for certified historic structures and 10 per
cent for qualified rehabilitated buildings (other than certified his
toric structures) that are nonresidential and that were originally 
placed in service before 1936.  

A building is eligible for the 20-percent credit only if it is sub
stantially rehabilitated and is listed in the National Register or is 
certified by the Secretary of the Interior as being of historical sig
nificance to the registered historic district in which it is located. A 
building is eligible for the 10-percent credit only if it is substantial
ly rehabilitated and meets a structural requirement relating to the 
percentage of its external and internal walls that are retained in 
place upon completion of the rehabilitation.  

The basis of any property eligible for the rehabilitation credit is 
reduced by the full amount of the allowable credit. Thus, no cost 

" The committee intends that should it subsequently decide to subject the credit to a 
"sunset" date, it believes it is appropriate to conform the treatment of newly constructed prop
erty which is substantially financed with tax-exempt bonds to other newly constructed or sub
stantially rehabilitated property in regard to when the credit may be claimed. While generally 
the credit may be claimed only for property placed in service in the year the credit allocation is 
received, an exception exists for newly constructed or substantially rehabilitated property which 
is not substantially financed with tax-exempt bonds. This exce ion permits credits to be 
claimed for property placed in service within two years after a t allocation was received, if 
10 percent of estimated project costs were incurred in the year in which the allocation was 
made. To conform, newly constructed property which is substantially financed with tax-exempt 
bonds should be permitted to claim the credit for buildings placed in service within two years 
after the bonds were issued, if at least 10 percent of estimated project costs were incurred by the 
close of the calendar year in which the bonds were issued.



recovery allowance or depreciation deduction is allowed for reha
bilitation expenditures that are considered funded by the rehabili
tation credit.  

In addition, the rehabilitation credit is subject to recapture if the 
rehabilitated building is disposed of or otherwise ceases to be quali
fied investment property at any time during the five year period 
beginning after the year the property is placed in service.  
Restrictions on use of credit to offset tax 

The rehabilitation credit is subject to the rules of the general 
business credit, including the maximum amount of income tax li
ability that may be reduced by a general business credit in any one 
year. This limitation generally is equal to the excess (if any) of the 
taxpayer's net income tax over the greater of (1) the taxpayer's ten
tative minimum tax for the year, or (2) 25 percent of so much of 
the taxpayer's net regular tax liability as exceeds $25,000. Thus, 
the credits may not offset the taxpayer's alternative minimum tax.  

Unused credits generally may be carried back 3 taxable years 
and then forward 15 years (to the extent permitted by other appli
cable limitations, if any).  

Passive loss restrictions on credit use 

In general 
Under the passive loss rule, deductions from passive trade or 

business activities or rental activities generally may not be deduct
ed against other income, to the extent such deductions exceed 
income from all such passive activities (exclusive of portfolio 
income). Similarly, credits from passive activities generally are lim
ited to the tax attributable to the passive activities. Suspended 
losses and credits are carried forward and treated as deductions 
and credits from passive activities in the next year. Suspended 
losses from an activity are allowed in full when the taxpayer dis
poses of his entire interest in the activity. The rule applies to indi
viduals, estates, trusts, and personal service corporations. A special 
rule limits the use of passive activity losses and credits with re
spect to portfolio income in the case of closely held corporations.  

Special rules 
$25,000 allowance in the case of rental real estate activities.-A 

special rule is provided for passive activity losses and credits attrib
utable to rental real estate activities. In the case of rental real 
estate activities, an individual may deduct up to $25,000 of passive 
activity losses (to the extent they exceed income from passive ac
tivities) if the individual actively participates in the rental real 
estate activity (and has at least a 10 percent interest in it). The 
$25,000 amount is phased out ratably as the taxpayer's adjusted 
gross income, with certain modifications, increases from $100,000 to 
$150,000.  

$25,000 allowance for low-income housing and rehabilitation 
credits.-Under a special rule, the $25,000 allowance also applies to 
low-income housing and rehabilitation credits (on a deduction 
equivalent basis), regardless of whether the individual claiming the 
credit actively participates in the rental real estate activity gener-



ating the credit. In addition, the adjusted gross income phaseout 
range for the $25,000 amount for these credits is $200,000 to 
$250,000 (rather than the generally applicable phaseout range of 
$100,000 to $150,000).  

Reasons for Change 
The committee believes that preservation and rehabilitation of 

existing historic buildings and nonresidential buildings first placed 
in service before 1936 should be encouraged. The Federal Govern
ment can foster this goal through several means, and at this time, 
the committee believes that providing tax incentives to private in
vestors to engage in rehabilitation activities is an appropriate way 
to achieve this aim.  

In this regard, the committee is concerned that present law ex
cludes some individuals from the pool of likely investors in reha
bilitation property. The committee bill modifies the otherwise ap
plicable restrictions on availability of the rehabilitation credit to 
upper-income individuals, with the aim of expanding the invest
ment in these types of projects, while retaining all other applicable 
limitations.  

Explanation of Provision 

The bill modifies the application of the passive loss restrictions 
to the rehabilitation tax credit by removing the adjusted gross 
income limitations on the $25,000 deduction equivalent allowance 
of the credits with respect to rental real estate activities. Thus, up 
to a $25,000 deduction equivalent amount of rehabilitation credit is 
available to an individual under the provision regardless of his ad
justed gross income.15 

The bill otherwise retains present law with respect to the reha
bilitation credit.  

Effective Date 
The provision is effective in taxable years ending after December 

31, 1989, for property placed in service after December 31, 1989. In 
addition, if the property is held through a partnership or other 
passthrough entity, the taxpayer's interest in the partnership or 
other passthrough entity must have been acquired after December 
31, 1989.  

13. Research and experimentation tax credit (sec. 6113 of the bill 
and sec. 41 of the Code) 

Present Law 

Incremental credit 
General rule.- A 20-percent tax credit is allowed for qualified re

search expenditures incurred by a taxpayer in carrying on a trade 

I The bill also includes certain low-income housmg credit provisions, including a provision 
removing the adjusted gross income limits on the deduction equivalent amount of low-income 
housing credits with respect to rental real estate activities. Thus, under the bill, the $25,000 
(deduction equivalent) allowance of present law is retained but vo adjusted gross income limits 
apply under the $25,000 rule for either low-income housing credits or rehabilitation credits.



or business. Except for certain university basic research payments, 
the credit applies only to the extent that the taxpayer's qualified 
research expenditures for the current taxable year exceed the aver
age amount of the taxpayer's yearly qualified research expendi
tures in the "base period," meaning the preceding three taxable 
years.  

The credit is scheduled to expire after December 31, 1989.  
Base limitation.-The amount of base-period research expendi

tures is treated as equal to at least 50 percent of the taxpayer's 
qualified research expenditures for the current year.  

Trade or business limitation.-Research expenditures of a tax
payer are eligible for the credit only if paid or incurred in a par
ticular trade or business already being carried on by the taxpayer.  

Eligible expenditures.-Research expenditures eligible for the 20
percent incremental credit consist of (1) "in-house" expenditures by 
the taxpayer for research wages and supplies used in research; (2) 
certain time-sharing costs for computer use in research; and (3) 65 
percent of amounts paid by the taxpayer for contract research con
ducted on the taxpayer's behalf.  

Expenditures attributable to research which is conducted outside 
the United States do not enter into the credit computation. In addi
tion, the credit is not available for research in the social sciences, 
arts, or humanities, nor is it available for research to the extent 
funded by any grant, contract, or otherwise by another person (or 
governmental entity).1 6 

Aggregation rules and changes in business ownership.-To pre
vent artificial increases in research expenditures by shifting ex
penditures among commonly controlled or otherwise related per
sons, research expenditures of the taxpayer are aggregated with re
search expenditures of certain related persons for purposes of com
puting any allowable credit.  

Special rules apply for computing the credit when a business 
changes hands, under which qualified research expenditures for pe
riods prior to the change of ownership generally are treated as 
transferred with the trade or business which gave rise to those ex
penditures.  

University basic research credit 
In addition to the 20-percent incremental credit, there is a 20

percent tax credit for certain corporate expenditures for university 
basic research. This credit applies to the excess of (1) 100 percent of 
corporate cash expenditures (including grants or contributions) 
paid for university basic research over (2) the sum of (a) the greater 
of two fixed research floors plus (b) an amount reflecting any de
crease in nonresearch giving to universities by the corporation as 
compared to such giving during a fixed-base period, as adjusted for 
inflation.17 

16 The 1986 Act provided statutory rules defining qualified research for purposes of the incre
mental credit as research undertaken to discover information that is technological in nature 
and that pertains to functional aspects of products. Also, the 1986 Act expressly excluded cer
tain types of expenditures from eligibility for the credit, including post-production research ac
tivities, duplication or adaptation costs, and surveys, studies, and certain other costs.  

17 The amount of credit-eligible basic research expenditures to which the university basic re
search credit applies does not enter into the computation of the incremental credit. The remain
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This credit also is scheduled to expire after December 31, 1989.  
Relation of credit to section 174 deduction 

For taxable years beginning after 1988, the amount of any deduc
tion allowable to a taxpayer under section 174 or any other provi
sion for qualified research expenditures is reduced by an amount 
equal to 50 percent of the taxpayer's research credit determined for 
that year.  

Reasons for Change 
The committee concluded that it is appropriate to increase the 

research credit's incentive effect by providing taxpayers with a per
manent credit for undertaking research, thereby eliminating the 
uncertainty resulting from temporary extensions of the credit.  

In extending the research credit, the committee wished to re
spond to the criticism that the incentive effect of the present-law 
research credit was diminished as a result of the method of com
puting the taxpayer's base amount. Critics have noted that al
though an increase in research expenditures resulted in a taxpayer 
receiving a larger credit for that year, it also resulted in higher 
base period amounts (and therefore smaller credits) in the follow
ing three years. As a consequence, the present-law credit's margin
al incentive effect provided in the first year was largely offset in 
the following three years. The committee, therefore, modified the 
method of calculating a taxpayer's base amount in order to en
hance the credit's incentive effect. The committee did wish, howev
er, to retain an incremental credit structure in order to maximize 
the credit's efficiency by not allowing (to the extent possible) cred
its for research that would have been undertaken in any event.  

Although the committee believes it is important to readjust the 
base amount annually in a way which does not undercut the incen
tive effect of the credit (which occurs when a firm's base is adjusted 
solely by reference to its own prior levels of research spending), the 
committee also determined it was appropriate that the base adjust
ments reflect firm-specific factors. By adjusting each taxpayer's 
base to its own experience, the committee wanted to make the 
credit widely available at the lowest possible revenue cost.  

Because businesses often determine their research budgets as a 
fixed percentage of gross receipts, it is appropriate to index each 
taxpayer's base amount to average growth in its gross receipts. By 
so adjusting each taxpayer's base amount, the committee believes 
the credit will be better able to achieve its intended purpose of re
warding taxpayers for research expenses in excess of amounts 
which would have been expended in any case. Using gross receipts 
as an index, firms in fast-growing sectors will not be unduly re
warded if their research intensity, as measured by their ratio of 
qualified research to gross receipts, does not correspondingly in
crease. Likewise, firms in sectors with slower growth will still be 
able to earn credits as long as they maintain research expenditures 
commensurate with their own sales growth.  

ing amount of credit-eligible basic research expenditures--i.e., the amount to which the univer
sity basic research credit does not apply-enters into the incremental credit computation.



Adjusting a taxpayer's base by reference to its gross receipts also 
has the advantage of effectively indexing the credit for inflation 
and preventing taxpayers from being rewarded for increases in re
search spending that are attributable solely to inflation.  

In redesigning the credit, the committee also determined that the 
credit's base limitation should be increased to reduce disparities 
among taxpayers in the amount of credit (as a percentage of total 
qualified research) they receive. By phasing in an increase in the 
base limitation, no taxpayer will earn credits for taxable years be
ginning after 1994 which exceed five percent of its total qualified 
research spending for that year.  

The committee further decided that it is appropriate to extend 
the availability of the credit to start-up firms which, although not 
presently conducting a particular trade or business, plan to use the 
results of their research in the active conduct of a future trade or 
business.  

In view of the significant modifications to the research credit, 
the committee concluded that it would be useful to periodically re
evaluate the credit. To assist in evaluation, the committee directed 
the Treasury Department to conduct a study every five years in 
order to report whether revenue losses attributable to the research 
credit are consistent with those projected at the time of enactment 
(or, in the case of later studies, those projected at the time of the 
previous study), to evaluate whether the rules for computing the 
base for start-up firms are appropriate in view of actual trends in 
qualified research expenditures and gross receipts of those firms, 
and to review available evidence on the effectiveness of the credit 
in stimulating additional research expenditures.  

The committee recognizes that the research credit is the equiva
lent of a Federal payment to the taxpayer. Thus, because the tax
payer does not pay for research to the extent of the credit, the tax
payer's deduction under section 174 for research expenses should 

reduced by the amount of the research credit claimed, as in the 
case of other tax credits provided for by the Code.  

Explanation of Provisions 
Incremental credit: sales ratio R&E tax credit 

General rule 
A 20-percent tax credit is allowed to the extent that a taxpayer's 

qualified research expenditures for the current year exceed its base 
amount for that year. The credit is made permanent.  

The base amount for the current year is computed by multiply
ing the taxpayer's "fixed-base percentage" by the average amount 
of the taxpayer's gross receipts for the four preceding years.  

Fixed-base percentage 
Existing firms.-If a taxpayer both incurred qualified R&E ex

penses and had gross receipts 18 during each of at least three years 

a The Treasury Dep nt is authorized to prescribe relations providing that de minimis 
amounts of qualified R&E expenses and gross receipts may be disregarded (including under the 
start-up company rules described infm).



from 1984 to 1988, then its "fixed-base percentage" is the ratio that 
its total qualified R&E expenses for the 1984-88 period bears to its 
total gross receipts for this period (subject to a maximum ratio of 
.16, as described below).  

Start-up companies.-If a taxpayer did not both incur qualified 
R&E expenses and have gross receipts during each of at least three 
years between 1984-1988, then for each of its first five taxable 
years after 1989 in which it incurs qualified R&E expenses, the tax
payer is assigned a fixed-base percentage of .03.  

After its first five taxable years after 1989 in which it incurs 
qualified R&E expenses, a start-up firm's fixed-base percentage is 
computed as follows: (1) for the firm's sixth year, its fixed-base per
centage is equal to one-sixth of its research-to-gross receipts ratio 
for its fourth and fifth years; (2) for the firm's seventh year, its 
fixed-base percentage is one-third of its ratio for its fifth and sixth 
years; (3) for the firm's eighth year, its fixed-base percentage is 
one-half of its ratio for its fifth through seventh years; (4) for the 
firm's ninth year, its fixed-base percentage is two-thirds of its ratio 
for its fifth through eighth years; (5) for the firm's tenth year, its 
fixed-base percentage is five-sixths of its ratio for its fifth through 
ninth years; and (6) after a firm's tenth year, its fixed-base percent
age is its actual research-to-gross receipts ratio for five years select
ed by the firm from its fifth through tenth years.  

Maximum fixed-base percentage.-In no event will a taxpayer's 
fixed-base percentage exceed .16.  

Base limitation 
As under current law, a taxpayer's base may not be less than a 

certain percentage of current-year qualified R&E expenditures. The 
base limitation percentage for all firms is 50 percent for taxable 
years beginning in 1990; 55 percent for taxable years beginning in 
1991; 60 percent for taxable years beginning in 1992; 65 percent for 
taxable years beginning in 1993; 70 percent for taxable years begin
ning in 1994; and 75 percent for taxable years beginning in 1995 or 
later.  

Trade or business limitation 
A taxpayer is treated as meeting the trade or business require

ment with respect to in-house research expenses if, at the time 
such in-house research expenses are incurred, the principal pur
pose of the taxpayer in making such expenditures is to use the re
sults of the research in the active conduct of a future trade or busi
ness of the taxpayer or certain related taxpayers.  

Consistent treatment of R&E expenses 
Qualified research expenses taken into account in computing a 

taxpayer's fixed-base percentage are to be determined on a basis 
which is consistent with the determination of qualified research ex
penses for the current year. 19 Thus, if a taxpayer includes (or ex

to The Treasury Department is granted authority to prescribe regulations to prevent distor
tions in calculating a taxpyer's qualified research expenses or gross receipts due to a change in 
accounting methods used by the taxpayer between the current year and a year taken into ac
count in computing the taxpayer's fixed-base percentage.



cludes) certain expenditures in determining its qualified research 
expenses for the current year, it must provide the same treatment 
for all such expenditures incurred during any year taken into ac
count in computing the taxpayer's fixed-base percentage, regardless 
of whether the period for filing a claim for credit or refund has ex
pired for any year taken into account in computing the fixed-base 
percentage.s 0 

Treasury Department study 
The Treasury Department is required to conduct a study during 

each 5-year period beginning on January 1, 1990, to determine 
whether revenue losses from the credit are consistent with the pro
jections, to evaluate whether the rules for computing the base for 
start-up firms are appropriate in view of actual trends in qualified 
research expenditures and gross receipts of those firms, and to ana
lyze the effectiveness of the credit in promoting research.  

Eligible expenditures 
The expenditures eligible for the credit are the same as under 

present law.  
Aggregation rules and changes in business ownership 

The rules relating to aggregation of related persons and changes 
in business ownership are the same as under present law, with the 
modification that when a business changes hands, qualified re
search expenses and gross receipts for periods prior to the change 
of ownership are treated as transferred with the trade or business 
which gave rise to those expenditures and receipts for purposes of 
recomputing a taxpayer's fixed-base percentage.  

In addition, the bill provides that a foreign affiliate's gross re
ceipts which are not effectively connected with the conduct of a 
trade or business in the United States do not enter into the compu
tation of the credit.  

University basic research credit 
The university basic research credit is permanently extended.  

Relation of credit to section 174 deduction 
The amount of any deduction allowable to a taxpayer under sec

tion 174 or any other provision for qualified research expenditures 
is reduced by an amount equal to 100 percent of the taxpayer's re
search credit determined for that year.  

The bill clarifies that research expenses are deductible under sec
tion 174 only to the extent that they are reasonable under the cir
cumstances. 21 

so No inference is intended whether current law requires a taxryer, in calculating its credit 
amount for a particular year, to determine its base amount by dst qualified research ex
penses for an earlier base-periol year for which an assessment a de ciency or refund of an 
overpayment is barred by the statute of limitations.  

sThus, the bill provides for a rule contrary to the holding in Drgps v. United States, 706 F.  
Supp. 20 (N.D. Tax. 1989). The committee intends that the reasonableness requirement under 
section 174 be parallel to the reasonable allowance requirement for salaries and other compen
sation under section 162(aX1), in that amounts purportedly paid for research may be recharac
terlaed as disguised dividends, gifts, loans, or other similar payments. The committee does not 
intend that the reasonableness requirement under section 174 be used to question whether or 
not research activities themselves are of a reasonable type or nature.



Effective Date 
The provisions are effective after December 31, 1989.  

14. Business energy tax credits for solar, geothermal, and ocean 
thermal property made permanent (sec. 6114 of the bill and 
sec. 46(b)(2) of the Code) 

Present Law 

Three nonrefundable business energy tax credits are allowed for 
certain types of energy property; these tax credits are scheduled to 
expire after December 31, 1989. The credits (the rates and the prop
erty to which they pertain) are: 

(1) Business solar-10% credit; 
(2) Geothermal-10%; and 
(3) Ocean thermal-15%.  
Under section 38, these (and other) tax credits may not be used 

to offset more than 25 percent of regular tax liability above $25,000 
or the tentative minimum tax for the taxable year.  

The expiration date for these credits was extended for one addi
tional year, i.e., from December 31, 1988, to December 31, 1989, in 
the Technical and Miscellaneous Revenue Act of 1988. Earlier, 
these tax credit rates were extended through 1988 in the Tax 
Reform Act of 1986.  

Reasons for Change 

The committee believes that it is essential to continue to provide 
incentives for the development of alternative energy sources which 
do not rely upon fossil fuel formations.  

Explanation of Provision 

The energy tax credits for solar energy, geothermal, and ocean 
thermal property are extended permanently, at the current rate.  

Effective Date 
The provision is effective on January 1, 1990.  

15. Mortgage revenue bonds and mortgage credit certificates 

a. Extension of qualified mortgage bonds and mortgage 
credit certificates (sec. 6115 of the bill and sec. 143 of 
the Code) 

Present Law 

Qualified mortgage bonds 

In general 
Mortgage revenue bonds qualifying for tax-exemption under sec

tion 103 of the Code ("qualified mortgage bonds") are bonds the net 
proceeds of which are used to finance the purchase, or qualifying 
rehabilitation or improvement, of single-family, owner-occupied 
homes located within the jurisdiction of the issuer of the bonds.



Eligible purchasers 
In general, eligible purchasers must have not owned a residence 

within the three prior years and must have incomes below 115 per
cent of the median income for the area or State where the resi
dence is located. For families consisting of less than three persons, 
the income limitation is 100 percent of the area or State median 
income.  

Purchase price limitations 
The acquisition cost of a residence financed with qualified mort

gage bonds may not exceed 90 percent (110 percent in targeted 
areas) of the average area purchase price applicable to the resi
dence.  

Recapture 
All or part of the subsidy provided by qualified mortgage revenue 

bond financing or mortgage credit certificates (described below) is 
recaptured on dispositions of assisted housing which occur within 
10 years of purchase by mortgagors whose incomes increased sub
stantially since purchase of their homes. The maximum amount re
captured is 1.25 percent of the original balance of the loan for each 
year the loan is outstanding, or 50 percent of the gain realized on 
the disposition, whichever is less. For sales in years six through 10, 
the 1.25 percent per year is phased out. This recapture provision 
only applies to loans originated, and mortgage credit certificates 
issued, after December 31, 1990.  

Limitations on volume, arbitrage and unspent proceeds 
Mortgage revenue bonds are subject to the general per capita 

volume limitation on private purpose obligations. Issuers of mort
gage subsidy bonds generally must issue mortgages at rates that 
cannot exceed the rate of interest on the bonds by more than 1.125 
percentage points. In general, bond proceeds not used to make 
mortgages and mortgage principal payments must be used to 
redeem outstanding bonds.  

Sunset 
The authority of State and local governments to issue tax-exempt 

mortgage subsidy bonds is scheduled to terminate on December 31, 
1989.  
Mortgage credit certificates 

In general 
Qualified governmental units may elect to exchange qualified 

mortgage bond authority for authority to issue mortgage credit cer
tificates (MCCs) (sec. 25). MCCs entitle homebuyers to nonrefund
able income tax credits (not to exceed $2,000 per year) for a speci
fled percentage of interest paid on mortgage loans on their princi
pal residences. Once issued, an MCC remains in effect as long as 
the residence beinF financed continues to be the certificate-recipi
ent's principal residence. MCCs are generally subject to the same 
eligibility and targeted area requirements as qualified mortgage 
bonds.



Sunset 
Mortgage credit certificates are scheduled to sunset with respect 

to nonissued mortgage subsidy bonds elected after December 31, 
1989.  

Reasons for Change 
The committee believes that the qualified mortgage bond and 

mortgage credit certificate program should be permanently extended 
without modification. Substantive revisions were made to the pro
gram in the Technical Corrections and Miscellaneous Revenue Act of 
1988 (TAMRA). Permanent extension will ensure that the program 
can meet its goals without interruption.  

Explanation of Provision 
Qualified mortgage bonds and the mortgage credit certificates 

program is permanently extended (bonds issued and MCCs issued 
pursuant to elections to trade-in State bond volume limitations, 
after December 31, 1989).  

Effective Date 
The provision is effective on the date of enactment.  

b. Mortgage credit certificates time limit suspension (sec.  
6115 of the bill and sec. 25 of the Code) 

Present Law 

Generally, a qualified issuer may either issue Mortgage Revenue 
Bonds (MRBs) or exchange MRB authority for authority to issue 
Mortgage Credit Certificates (MCCs). After it has exchanged the 
authority the issuer can proceed with the actual issuance of the 
MCCs. The Tax Reform Act of 1986 imposed new restrictions, in
cluding tighter targeting, on MRBs and MCCs. The statutory lan
guage made these restrictions effective for MCCs issued after 
August 15; 1986. The Conference Committee Report, on the other 
hand, provided that these restrictions were effective with respect to 
bond authority exchanged for authority to issue MCCs after August 
15, 1986. The General Explanation of the Tax Reform Act of 1986 
noted that a technical correction would be necessary to correct the 
statutory language to conform to the legislative intent. This techni
cal correction to apply the 1986 Act restrictions to exchanges of 
bond authority and not issuances of MCCs after August 15, 1986 
was enacted in the Technical and Miscellaneous Revenue Act of 
1988.  

Code section 25(eX3XB) renders a MCC invalid unless the mortga
gor incurs debt by the close of the second calendar year after the 
exchange of authority. The time limit under this section was not 
suspended by the 1986 Act.  

Reasons for Change 
Because of the drafting error, an issuer that had exchanged au

thority but had not issued MOCs prior to August 15, 1986 was tech
nically subject to the 1986 Act restrictions. The issuer was forced to 
wait for enactment of the technical correction before it could issue



MCCs that did not meet the 1986 Act restrictions. The delay in the 
enactment of the technical correction until 1988 allowed the oper
ation of Code section 25(eX3XB) to preclude use of authority ex
changed before 1986 and to severely limit availability of authority 
exchanged during 1986 on or before August 15, 1986.  

Code sec. 25(eX3XB) renders a MCC invalid unless the mortgagor 
incurs debt by the close of the second calendar year after the ex
change of authority. Under this provision, all exchanges of author
ity in 1985 were invalidated on December 31, 1987 and were un
available to issuers when the technical was passed several months 
later. Similarly, 1986 exchanges of authority on or before August 
15, 1986 were only valid if debt was incurred by December 31, 1988.  
Because the technical correction allowing issuance of MCCs was 
not enacted until October 1988, utilization of these MCCs was se
verely hampered: i.e., the two-year time period of Code section 
25(eX3XB) began to run on the exchange but absence of the techni
cal correction delayed or precluded the issuance of MCCs which in 
turn delayed or precluded the mortgagor from incurring debt.  

Explanation of Provision 

The provision provides that the two-year time period allowed in 
Code section 25(eX3XB) commences running on the date of enact
ment of this technical correction for bond authority exchanged 
before August 15, 1986, but not issued as of that date.  

Effective Date 
The provision is effective on the date of enactment.



Subtitle B. Corporate Provisions 
1. Limit dividends received deduction with respect to certain non

taxed income of consolidated subsidiaries (sec. 6201 of the bill 
and sec. 246 of the Code) 

Present Law 

A distribution to a shareholder is generally treated as a dividend 
to the extent of the distributing corporation's current or accumu
lated earnings and profits. Corporate recipients of dividends gener
ally are entitled to a dividends received deduction equal to at least 
70 percent of the dividend. (An 80-percent or 100-percent deduction 
is permitted if the recipient has sufficient ownership of the stock of 
the distributing corporation.) The dividends received deduction 
serves to reduce substantially or eliminate multiple taxation with 
respect to income earned and corporate-level tax paid by distribut
ing corporations on distributions to corporate shareholders.  

If a group of corporations files a consolidated return, taxable 
income is determined by reference to the income and deductions of 
all members of the group and is, in substance, computed as if the 
group operated as a single corporation. No income is separately at
tributed to minority owners of a subsidiary that joins in filing a 
consolidated return. Thus, for example, income of a subsidiary 
bears no corporate-level tax if its parent corporation or other mem
bers of the group have losses sufficient to offset that income, even 
though the subsidiary may have taxable income economically at
tributable to minority ownership. If the minority owner and the 
parent or other group members had been joint venturers with re
spect to the subsidiary's business, then the income attributable to 
minority ownership could not be sheltered by losses of other mem
bers of the group but would be fully taxed to the minority owners.  

In order to be eligible to file a consolidated return, a subsidiary 
generally must be related to the rest of the group through the 
group's ownership of at least 80 percent of the vote and value of all 
classes of subsidiary stock. However, stock described in section 
1504(aX4) -(generally, nonvoting preferred stock that does not par
ticipate in corporate growth to any significant extent) is not count
ed for this purpose. Thus, minority shareholders holding nonvoting 
preferred stock may be entitled to virtually all the subsidiary's 
earnings without preventing consolidation. In this situation, the 
earnings to which the preferred shareholders are entitled can be 
sheltered by the losses of other members of the group without limi
tation. The subsidiary can pay these non-taxed earnings to the mi
nority corporate shareholders as dividends eligible for the 70-per
cent dividends received deduction. Such earnings thus bear no cor
porate-level tax to the distributing corporation and bear a maxi
mum tax to the recipient corporation of only 10.2 percent (34 per

(48)'



cent of the 30 percent that is taxable after the dividends received 
deduction).  

Reasons for Change 
The committee believes that the dividends received deduction 

serves to mitigate multiple level corporate taxation where it ap
plies. Under present law, groups filing consolidated returns can use 
that privilege effectively to shelter earnings attributable to minori
ty investors in a subsidiary with losses or credits attributable to 
other corporate entities in which those minority shareholders do 
not have an economic interest. The committee is concerned that 
the dividends received deduction is available with respect to distri
butions made to such minority shareholders where those distribu
tions have not borne a corporate level tax.  

When the minority ownership is in the form of stock that is not 
taken into account for purposes of determining eligibility for con
solidation, so that there is no limitation on the percentage of value 
of the subsidiary that may be owned by such minority sharehold
ers, the opportunity to take advantage of the consolidated return 
rules and the dividends received deduction in this manner is par
ticularly great. The consolidated group may in effect sell the bene
fit of its consolidated net operating losses or credits through the 
availability of the dividends received deduction for distributions to 
minority shareholders. For example, such a sale occurs when mi
nority shareholders accept a lower pre-tax return in the form of a 
dividend from the subsidiary than they otherwise would accept if 
they had directly invested in the assets of the subsidiary, due to 
the after-tax benefit of the dividends received deduction.  

The current statutory prohibitions against loss trafficking (e.g., 
section 382) have not generally been applied to cover the transfer 
of the benefits of net operating losses through the use of the divi
dends received deduction.  

Accordingly, the committee believes that it is appropriate to 
limit the availability of the dividends received deduction in certain 
situations.  

Explanation of Provision 
The bill disallows the dividends received deduction for a portion 

of dividends paid out of current earnings and profits with respect 
to stock described in section 1504(aX4) (generally, nonvoting pre
ferred stock that does not participate in corporate growth to any 
significant extent) in certain circumstances.  

The revision applies only to dividends paid from a subsidiary of 
an a ted group of corporations filing a consolidated return.  

The amount of dividends with respect to which the dividends re
ceived deduction is disallowed is determined by applying a fraction, 
the numerator of which is the consolidated loss offset and the de
nominator of which is the distributing corporation's separately 
computed taxable income. The fraction is applied to the lesser of a) 
the amount of dividends on stock described in section 1504(a)4) 
paid out of current earnings and profits or b) the consolidated loss 
offset.



The consolidated loss offset with respect to a distributing subsidi
ary corporation includes specific items of any other member of the 
same affiliated group as the distributing corporation, which items 
are treated as used to offset the separately computed taxable 
income of such corporation. The items included are: any net operat
ing loss or net operating loss carryover under section 172; any loss 
that is treated as a loss from the sale or exchange of a capital 
asset, or capital loss carryover under section 1212; and the deduc
tion equivalent of any excess credit or credit carryover other than 
the foreign tax credit.  

Separately computed taxable income is the taxable income of the 
distributing corporation computed as if it were not a member of an 
affiliated group.  

The Treasury Department is authorized to exempt taxpayers 
from the limitation to the extent taxpayers can establish that the 
distributions in question were made out of earnings that were 
taxed to the distributing corporation or the consolidated group of 
which it is a member.  

The Treasury Department is also authorized to provide antiabuse 
rules. It is expected that regulations would prevent avoidance of 
the rules through the contribution of built-in loss assets or other 
direction of losses to the subsidiary by other members of the group.  
It is also expected that regulations would prevent avoidance of the 
rules through delaying distributions until later years or through 
the use of tiered subsidiaries or similar devices.  

Except as the Treasury Department may otherwise provide, it is 
expected that regulations will provide that the separate taxable 
income of any distributing corporation for purposes of this provi
sion shall include the separate taxable income of any other 
member of the group to the extent any current earnings and prof
its of the distributing corporation is directly or indirectly attributa
ble to such income. Such regulations will be effective as of the ef
fective date of this provision. Current earnings and profits of the 
distributing corporation would be directly or indirectly attributable 
to such income, for example, where such earnings and profits arise 
because of a dividend or other distribution out of taxable income of 
another corporation, or where such earnings and profits arise be
cause undistributed earnings of another corporation are reflected 
in the current earnings and profits of the distributing corporation 
by reason of the applicable investment adjustment rules of the con
solidated return regulations.  

The bill provides the Treasury Department authority to require 
the issuer to report to holders and the Internal Revenue Service 
when the dividends received deduction is not allowable under this 
provision with respect to part or all of the dividends paid on stock.  

Effective Date 
The provision is generally effective for distributions after Octo

ber 2, 1989. However, it does not apply to distributions with respect 
to subsidiary stock issued on or before that date, or issued after 
that date pursuant to a binding written contract in effect on that 
date and at all times thereafter before such stock is issued, so long 
as certain transactions described below do not occur.



Otherwise grandfathered stock ceases to be grandfathered if the 
issuing corporation ceases to be a member of the affiliated group of 
which it was a member at the time the stock was issued (or at the 
time the contract to issue such stock became binding), or becomes a 
member of any group, unless such event occurs in a transaction 
that would not result in the recognition of any deferred intercom
pany gain under the consolidated return regulations by reason of 
the acquisition of the entire group.22 Grandfathered stock also 
ceases to be grandfathered if such stock is retired or purchased by 
the issuer or by any member of the affiliated group of which the 
issuer is a member, unless the retirement is pursuant to an obliga
tion to reissue under a binding written contract (which may be evi
denced by the terms of the stock that has been issued by the corpo
ration) in effect on October 2, 1989 and at all times thereafter until 
such stock is reissued.  

Auction rate preferred stock is treated for this purpose as issued 
when the contract requiring the auction became binding and is not 
considered issued at the time of each auction conducted pursuant 
to such commitment. The contract requiring the auction for this 
purpose is the contract (which may be evidenced by the terms of 
the stock that has been issued by the corporation) committing the 
corporation to provide for the conduct of auctions with respect to 
the stock. Thus, auction rate preferred stock that was issued on or 
before October 2, 1989, or after that date in accordance with the 
terms of a binding written contract to issue such stock in effect on 
that date and at all times thereafter until such stock is issued, does 
not cease to be grandfathered merely because auctions pursuant to 
the terms of such original issuance or pursuant to the terms of 
such binding contract are conducted after October 2, 1989.  

For purposes of these transition rules, stock that has been issued 
but has never been held by a person not a member of the group is 
not considered to have been issued.  

2. Defer interest deduction on certain high-yield original issue 
discount (OID) obligations until interest is paid (sec. 6202 of 
the bill and sec. 163 of the Code) 

Present Law 
Original issue discount (OID) is the excess of the stated redemp

tion price at maturity over the issue price of a debt instrument.  
The issuer of a debt instrument with OID generally accrues and de
ducts the discount, as interest, over the life of the obligation even 
though the amount of such interest is not paid until the debt ma
tures. The holder of such a debt instrument also generally includes 
the OID in income on an accrual basis.  

Reasons for Change 
The committee is concerned about the frequent use of high-yield, 

long-term OID instruments and instruments that make payments 
in instruments of the issuer (e.g., so-called payment-in-kind (PIK) 
bonds) and the effect these instruments may have on the amount of

as See I reas. Reg. sec. 1.1502-14(f)



debt in the corporate sector of economy. The committee believes 
that the interest deduction permitted for these instruments, even 
though no cash is paid, encourages their use in highly-leveraged fi
nancial structures. The committee believes that the tax benefit 
from the deduction prior to payment is particularly strong when 
the issuer is subject to the corporate income tax.  

The committee believes that the amount of long-term high-yield 
OID and PIK instruments issued by corporations will be reduced if 
the interest deduction on such instruments is postponed until the 
interest is paid.  

Explanation of Provision 
In general 

Under the bill, a C corporation may not deduct (or otherwise 
take into account) 23 any portion of OID on an applicable high 
yield discount obligation until such portion is actually paid. Pay
ments in the form of stock or obligations of the issuer would not be 
considered paid for this purpose. The bill does not change the 
present law rule allowing interest to be deducted no earlier than 
the date on which it accrues. See sec. 461(g). Nor does it change the 
requirement that the holder include such interest in income as it 
accrues.  

Definition of applicable high yield discount obligation 
An applicable high yield discount obligation is a debt instrument 

that meets three requirements. First, the maturity date of the in
strument must be more than five years from the date of issue.  

Second, the yield to maturity on the instrument must equal or 
exceed the sum of the applicable Federal rate (AFR) for the calen
dar month in which the obligation is issued 24 plus five percentage 
points. The Secretary of the Treasury may by regulation apply a 
higher rate if the taxpayer establishes to the satisfaction of the 
Secretary of the Treasury that such rate is based on the same prin
ciples as the AFR and is appropriate for the term of the instru
ment. This authority may be exercised so as to allow a rate that, 
more exactly establishes the average market yield on outstanding 
marketable obligations of the United States at the same time the 
obligation was issued and for the same maturity as the obligation.  
Cf. Prop. Reg. sec. 1.1274-6(aX3).  

Third, the instrument must have significant OID. An instrument 
has significant OID if the aggregate amount that would be includ
ible in gross income with respect to the instrument before the close 
of any accrual period ending more than five years after the date of 
issue exceeds the sum of (1) the aggregate amount of interest to be 
paid under the instrument before the close of such accrual period 
and (2) the product of the issue price of such instrument and its 
yield to maturity. For these purposes, amounts required to be paid 

9s For example, for purposes of section 263(f), interest would not be taken into account until 
paid.  

24 For these purposes, the AFR is determined without reference to the lowest 3-month rate 
provided by section 1274(dX2).



on the last day of the accrual period are treated as required to be 
paid before the close of the accrual period.  

Example 1.-An instrument with a twenty year maturity and an 
issue price of $100, pays $33.61 annually beginning in year six and 
$210.03 (plus $33.61 of interest) at maturity, producing a yield to 
maturity of 16 percent. The instrument has significant OID be
cause the aggregate amount that would be includible in gross 
income with respect to the instrument before the close of at least 
one accrual period ending more than five years after the date of 
issue exceeds the sum of (1) the aggregate interest to be paid under 
the instrument before the close of the period and (2) the product of 
the issue price of the instrument and its yield to maturity. For ex
ample, the aggregate amount that would be includible in income 
with respect to the instrument as of the accrual period ending six 
years after issuance, $143.64 ($110.03 plus $33.61), exceeds the sum 
of the aggregate interest to be paid with respect to the instrument, 
$33.61, plus the product of the issue price and the yield to maturi
ty, $16.  

Example 2.-The facts are the same Example 1, except that the 
instrument pays $110.03 in year five, $16 per year thereafter, and 
$100 (plus $16 of interest) at maturity. The instrument does not 
have significant OID because the aggregate amount that would be 
includible in gross income with respect to the instrument before 
the close of each accrual period ending more than five years after 
the issue date does not exceed the sum of (1) the aggregate interest 
to be paid under the instrument before the close of the period and 
(2) the product of the issue price and the yield to maturity. For in
stance, the aggregate amount that would be includible in income 
with respect to the instrument as of the accrual period ending six 
years after issuance, $126.03 ($110.03 plus $16), is le than the sum 
of the aggregate interest to be paid with respect to the instrument, 
$126.03, plus the product of the issue price and the yield to maturi
ty, $16.  
Special rules 

For purposes of determining whether a debt instrument is an ap
plicable high yield discount obligation, any payment made under 
the instrument shall be assumed to be made on the last day per
mitted under the instrument. In addition, any payment to be made 
in the form of another obligation or stock of the issuer or a related 
person (within the meaning of Code sec. 453(f(1)) shall be assumed 
to be made when such obligation or stock is required to be paid or 
redeemed in cash or property other than such an obligation or 
stock.  

Information requirements 
The Secretary of the Treasury is granted regulatory authority to 

require that information be set forth on the applicable high yield 
obligation. For example, the Secretary of the Treasury may require 
that the instrument disclose the fact that the instrument is an ap
plicable high yield obligation and other information, such as the 
tax treatment of the obligation. However, the Treasury Secretary 
shall not require that information be set forth on instruments not 
publicly offered prior to disposition by the first buyer. In addition,



the issuer of publicly offered applicable high yield obligations is re
quired to furnish such information as the Secretary of the Treas
ury shall prescribe.  

Failure of an issuer to set forth information required to be set 
forth on a debt instrument or to furnish information required to be 
furnished is subject to the same penalties as such failures with 
regard to OID instruments. See Code sec. 6706.  
Regulatory authority 

Under the provision, the Secretary of the Treasury is required to 
prescribe such regulations as may be appropriate to carry out the 
purpose of the provision. These regulations may include modifica
tions in the provision in the case of varying rates of interest, put or 
call options, indefinite maturities, contingent payments, assump
tions of debt instruments, conversion rights, or other circum
stances. Such regulations may, for example, provide rules for the 
Federal income tax treatment of debt instruments payable in for
eign currency or stock of the issuing corporation.  

In the case of debt instruments providing for a variable rate of 
interest (within the meaning of Prop. Reg. sec. 1.1275-5) issued 
before the issuance of regulations, the committee expects that regu
lations to be issued by the Treasury Department will provide that 
the determination of whether an obligation is an applicable high 
yield discount obligation will be made by treating the debt instru
ment as if it provided for a fixed interest rate corresponding to the 
rate established by the variable rate on the issue date. The commit
tee also expects that similar rules would apply where the instru
ment provides for different variable rates for different accrual peri
ods.  

In the case of debt instruments providing for contingent interest, 
the committee expects that the regulations to be issued by the Sec
retary of the Treasury may take into account the expected amount 
of any so"ch contingent payments in determining whether an obli
gation is an applicable high yield obligation. Cf. Code sec.  
1272(aX6).  

The committee expects that the regulations to be issued by the 
Secretary of the Treasury would prevent avoidance of the purpose 
of the provision through the use of issuers other than C corpora
tions, agreements to borrow amounts due under the debt instru
ment, or other arrangements. Such regulations may, for example, 
address the taxation of obligations collateralized by corporate debt 
that would constitute applicable high yield discount obligations if 
issued directly by a C corporation. The committee expects that 
such regulations also would address situations in which a C corpo
ration, in effect, issues applicable high yield discount obligations by 
issuing an obligation bearing stated interest while entering into an 
agreement to borrow amounts to pay such interest. The committee 
understands that such regulations would be retroactive in appro
priate circumstances.  

2 The regulations might, for instance, treat the collateralized debt as an applicable high yield 
discount obligation, at least when the C corporation participates in the collateralization. Such 
participation might be deemed to have occurred if the first buyer engages in collateralization 
shortly after purchasing the debt instrument.



Effective Date 
In general 

The provision would be effective for instruments issued after 
July 10, 1989. An assumption by a taxpayer of an instrument 
issued by another person is treated as a new issuance by the tax
payer for purposes of this rule.  

Instruments issued as interest 
The provision would not apply to any instrument that is issued 

pursuant to the terms of a debt instrument issued before July 11, 
1989, or which is otherwise excepted from the provision under the 
transition relief described below. Thus, if the terms of a debt in
strument provide for the payment of interest in the form of addi
tional instruments, the provision does not apply to the additional 
instruments (e.g., the issuance of a payment-in-kind obligation after 
July 10, 1989, as interest on a payment-in-kind obligation issued 
before July 11, 1989).  
Instruments issued in connection witth certain acquisitions 

In general 
In addition, the provision does not apply to an instrument issued 

after July 10, 1989, that meets three requirements. The three re
quirements are: (1) the completion of, or commitment to consum
mate, an acquisition, (2) the determination to issue an obligation to 
which the provision would otherwise apply, and (3) the establish
ment of a sufficient connection between the acquisition and the use 
of such obligation as financing for the acquisition.  

Acquisition requirement 
In order to meet the first requirement, the issuer (or a related 

party) must have: (1) made an acquisition before July 11, 1989, (2) 
made an acquisition after July 10, 1989, pursuant to a written bind
ing contract in effect on July 10, 1989, and at all times thereafter, 
or (3) made an acquisition after July 10, 1989, pursuant to a tender 
offer that was filed with the Securities and Exchange Commission 
on or before July 10, 1989. An acquisition includes an acquisition of 
stock (including the stock of the acquirer) or assets.  

Determination requirement 
In order to meet the second requirement, the issuer must have 

made a determination to issue an obligation to which the provision 
would otherwise apply. A determination to issue such an obligation 
will be considered made if certain terms of the obligations are evi
denced in written documents that (1) were transmitted before July 
11, 1989, between the issuer and any governmental bodies or pro
spective parties to the issuance or acquisition, and (2) are customar
ily used for the type of financing or acquisition involved.  

Required terms.-For this purpose, the terms of the instrument 
that must be evidenced in the transmitted documents are: (1) the 
fact that the instrument will be issued with significant OID, (2) the 
maximum maturity term of the instrument, and (3) issue price of 
the instrument or the maximum amount of proceeds to be raised



by the issuance of such instrument. The required terms of the in
strument will not be considered to be sufficiently evidenced if the 
issuer has an option to amend or extend the required terms of the 
instrument or has an option to convert an instrument to which this 
provision does not apply to an instrument to which this provision 
does apply.2 6 

The requirement that the fact that the instrument will be issued 
with significant OID will not be considered to be met if, before July 
11, 1989, the issuer evidences a determination to issue instruments 
that provide for the annual payment of at least a portion of the 
yield and the instruments, as ultimately issued, do not provide for 
such payments.  

If the maturity term of the instrument is not determined before 
July 11, 1989, such term will be considered to be determined so 
long as the actual maturity term of instrument, when issued, does 
not exceed ten years.  

Appropriate evidentiary documents.-Documents which can be 
used to evidence the determination to issue otherwise disqualified 
obligations include: (1) the closing documents, the binding written 
contract, or the tender offer relating to the acquisition requirement 
described above; (2) a registration statement filed with the Securi
ties and Exchange Commission by the prospective issuer that de
scribes a public offering of OID or PIK instruments; (3) a loan com
mitment provided by a lending institution to the prospective issuer 
of the OID or PIK instrument; or (4) a private placement memoran
dum circulated to prospective investors on behalf of the prospective 
issuer. Evidence of the required terms of the otherwise disqualified 
obligation may be determined from a document even if such obliga
tion is not the principal subject of such document.  

For this purpose, prospective parties to the acquisition include 
those parties with a significant financial interest in the transaction 
(other than as agents of the acquirer). Thus, potential sellers of the 
stock or assets being acquired and potential lenders that provide 
temporary or permanent financing with respect to the acquisition 
would be considered to be prospective parties to the acquisition.  
However, such written documents as internally generated comput
er outputs which contemplate the issuance of OID or PIK instru
ments in connection with an acquisition or memoranda or letters 
that are exchanged between a prospective acquirer or issuer and 
the acquirer's agent generally would not be considered to be trans
mitted with a prospective party to the acquisition.  

Connection requirement 
In order to meet the third requirement, an obligation must be 

issued in connection with the required acquisition. This required 
connection is properly established if the documents that evidence 
the determination to issue the obligation contain a reference to the 
use of such obligation as financing for the acquisition.  

20 For example, assume that before July 11, 1989, a taxpayer had issued preferred stock that 
could be converted by the taxpayer, at any time, into an obligation to which this provision 
would otherwise apply. Should the taxpayer exercise the conversion option, the newly issued 
obligations would not be protected from the application of this provision even though the pre
ferred stock from which it was converted was issued before July 11, 1989.



The connection requirement is not met if the instrument actual
ly issued does not have reasonably the same required terms (as de
scribed above) that were evidenced on or before July 10, 1989.  
Thus, if the amount of proceeds actually raised by the issuance of 
the obligations exceeds the amount determined on or before July 
10, 1989, in the identifying written document or documents by 
more than a de minimis amount, the entire issuance will be treat
ed as obligations to which this provision applies (assuming all other 
requirements are met). In addition, the maturity term of the in
strument as issued or the amount of the proceeds raised by the is
suance of the instruments may be less than the length of the matu
rity term or the amount of proceeds that were identified before 
July 11, 1989, without disqualifying the instrument for transitional 
relief.  

Instruments issued in refinancings 
Furthermore, this provision would not apply to an instrument 

issued to refinance an obligation to which this provision does not 
apply if the following four conditions are met: first, the maturity 
date of the refinancing instrument may not be later than the ma
turity date of the refinanced instrument; second, the issue price of 
the refinancing instrument may not exceed the adjusted issue price 
of the refinanced instrument (as determined at the time of the refi
nancing); third, the stated redemption price at maturity of the refi
nancing instrument may not be greater than the stated redemption 
price at maturity of the refinanced instrument; and fourth, the in
terest payments required under the refinancing instrument before 
maturity may not be less than (and may not be paid later than) the 
interest payments required under the refinanced instrument.  

Instruments issued pursuant to certain bankruptcy proceedings 
Finally, this provision would not apply to an instrument that is 

issued after July 10, 1989, pursuant to a reorganization plan in a 
Title 11 or similar case (as defined in sec. 368(a)(3) of the Code) so 
long as the required terms (as described above) of the instrument, 
as issued, do not exceed the required terms of the instrument as 
specified in the last reorganization plan filed before July 11, 1989, 
in such case.  

3. Repeal nonrecognition treatment when securities are received 
in section 351 transactions (sec. 6203 of the bill and sec. 351 
of the Code) 

Present Law 

No gain or loss is recognized if property is transferred to a corpo
ration by one or more persons solely in exchange for stock or secu
rities in such corporation and immediately after the exchange such 
person or persons are in control of the corporation (sec. 351). Ac
cordingly, a transferor may transfer appreciated property to a cor
poration in exchange for stock and a debt obligation of the corpora
tion that is a security, without recognition of gain.  

Different rules apply for debt obligations that are not considered 
to be "securities" under section 351. Such other debt obligations 
are treated as "boot." A transferor who receives boot is taxed on

22-661 O-89- 3



the lesser of the amount of the boot or the gain realized on the ex
change generally as if the transferred property had been sold.  
(However, no loss is recognized.) 

Under the corporate reorganization provisions, if a taxpayer 
transfers property in a reorganization and receives securities with 
a principal amount in excess of any securities surrendered, such 
excess is treated as boot. Such a taxpayer must recognize gain, if 
any, to the extent of the boot received in the exchange.  

The receipt of any debt obligation constituting boot generally 
qualifies for installment sale treatment. Under the installment sale 
rules, taxpayers generally take into account gain on the install
ment method but must pay interest on the deferred tax liability in 
certain circumstances.2 7 However, the installment method is not 
available in certain circumstances (for example, if the property 
transferred is stock or securities traded on an established market, 
or in the case of certain transfers between related parties). In addi
tion, in certain circumstances, a taxpayer will accelerate gain if 
the installment note is pledged as security for an indebtedness (sec.  
453A).  

Reasons for Change 
The committee believes that a transferor who receives securities 

in a section 351 transaction does not continue an investment in the 
transferred assets to the extent of the securities received. In such 
instances, it is more appropriate to characterize the transaction as 
a taxable sale (to the extent of the securities received) rather than 
a tax-free exchange. The committee therefore believes that securi
ties received in a section 351 transaction should be treated as boot.  
Such treatment would generally conform the tax consequences of 
the receipt of securities in a section 351 transaction to the tax con
sequences accorded securities received in a transaction qualifying 
as a tax-free reorganization.  

Explanation of Provision 
Securities received in a section 351 transaction are treated as 

boot. The provision does not apply, however, to: (1) any exchange 
that is pursuant to a plan of reorganization in which the securities 
are subject to section 354 (or so much of section 356 as relates to 
section 354); or (2) any exchange where the stock or securities re
ceived in the exchange are distributed in a transaction to which 
section 355 (or so much of section 356 as relates to section 355) ap
plies.  

Effective Date 

The provision applies to transfers after October 2, 1989, unless 
the transfer was pursuant to a written binding contract in effect on 
that date and at all times thereafter before such transfer.  

2 The basis consequences to the transferee in a section 351 transaction are determined under 
section 362 of the Code. That section provides that the basis of property received by the corpora
tion is the same as it would be in the hands of the transferor, increased in the amount of gain 
recognized to the transferor on such transfer.



In addition, the provision applies to transfers made by C corpora
tions after July 11, 1989, other than (1) transfers where (i) the 
transferor, immediately after the transfer, owns stock in the trans
feree that meets the 80-percent vote and value test of section 
1504(aX2) (excluding stock described in sec. 1504(aX4)) and (ii) the 
transfer was not part of a plan to reduce the transferor's interest 
in the transferee (or a successor corporation) below the 80-percent 
vote or value level, and (2) transfers pursuant to a written binding 
contract in effect on July 11, 1989 and at all times thereafter 
before such transfer.  

4. Provisions relating to regulated investment companies 

a. Require mutual funds to distribute 98 percent of ordi
nary income (sec. 6204(a) of the bill and sec. 4982 of 
the Code) 

Present Law 

In order to avoid a penalty excise tax, a regulated investment 
company (RIC), commonly called a "mutual fund," generally must 
distribute before January 1 of any year at least 97 percent of its 
ordinary income earned during the prior calendar year and 98 per
cent of its capital gain net income for the 12-month period ending 
on October 31 of that year (Code sec. 4982). The penalty excise tax 
is equal to 4 percent of the excess (if any) of the required distribu
tion for the calendar year over the actual distributed amount for 
such year.  

Reasons for Change 

The penalty excise tax is intended to limit the use of RICs to 
achieve deferral of taxable income to shareholders, with certain de 
minimis rules to allow for the difficulty in determining the exact 
amounts of capital gain and ordinary income. The committee deter
mined that mutual funds could reasonably be expected to estimate 
98 percent of their ordinary income. By reducing the de minimis 
amounts to levels warranted by actual experience, the provision 
eliminates unnecessary deferral.  

Explanation of Proposal 

Under the bill, the distribution required to avoid the penalty 
excise tax is increased to 98 percent of ordinary income.  

Effective Date 

The provision is effective for calendar years ending after July 10, 
1989.



b. Denial of deduction for transferable mutual fund load 
charges if shareholder does not hold shares for more 
than six months (sec. 6204(b) of the bill and sec. 852 of 
the Code) 

Present Law 

A shareholder's basis in shares purchased in a regulated invest
ment company (RIC), commonly called a "mutual fund," is the cost 
of acquiring the shares. This cost includes an expense such as " 
sales fee or "load charge" incurred in connection with the pur
chase. Thus, upon sale or exchange of the shares, the shareholder's 
gain is reduced, or loss is increased, by the amount of such expense 
(Code secs. 1011 and 1001).  

If a RIC shareholder receives an exempt-interest dividend and 
sells his shares without holding them for more than six months, his 
loss on the sale is denied to the extent of the dividend. Likewise, if 
a RIC shareholder receives a capital gain dividend and sells his 
shares without holding them for more than six months, his loss on 
the sale is denied to the extent of the dividend (sec. 851(bX4)).  

Reasons for Change 

For some RICs that belong to a family or series of funds, a load 
charge is imposed when shares of a fund are purchased, but an ad
ditional load charge is waived if the shares are received in ex
change for those of another fund within the family or series. In 
that situation, a shareholder can purchase shares of a fund, ex
change them for shares of a fund for which the load charge is 
waived, and claim that loss is increased, or gain reduced, by an 
amount equal to the load charge. Thus, present law encourages a 
shareholder who plans to purchase shares in one particular fund 
within a family of funds to first purchase shares in a different fund 
in the same family and immediately exchange the purchased 
shares for the desired shares in order to claim a capital loss equal 
to the load charge.  

The committee believes that a load charge should not enter into 
the calculation of gain or loss until the shareholder has borne sig
nificant economic risk with respect to the underlying shares. A six
month holding period ensures that the shareholder bears such risk 
and reduces the possibility that a shareholder will engage in un
necessary purchases of mutual fund shares in order to recognize a 
capital loss.  

In addition, the committee believes that a six-month holding 
period shows recognition for the fact that a shareholder benefits 
from a load charge so long as he holds shares in the family of 
funds.  

Explanation of Provision 

If a taxpayer (1) incurs a load charge in acquiring mutual fund 
shares and thereby obtains a reinvestment right, (2) disposes of 
those shares within six months, and (3) acquires shares in a mutual 
fund for which the otherwise applicable load charge is reduced by 
reason of the reinvestment right, then the original load charge in-



creases the taxpayer's basis in the original shares only to the 
extent that the otherwise applicable load charge for the second ac
quisition is not reduced. Such charge is treated as incurred with re
spect to the shares purchased pursuant to the reinvestment right 
and increases basis in the reinvested shares if the shares are held 
for more than six months.  

A person receiving mutual fund shares in a nonrecognition 
transaction succeeds to the treatment under the provision of the 
person who previously owned the shares. For example, assume H 
incurs a load charge in acquiring mutual fund shares and thereby 
obtains a reinvestment right, and holds the shares for two months 
before giving them to W. If W exchanges the shares for those of 
another fund and the otherwise applicable Irkd charge is reduced, 
W's basis in the original shares is increased by the load charge in
curred by H only if W holds the exchanged shares for more than 
four months.  

A load charge is any sale or similar charge incurred by a person 
in acquiring shares of a regulated investment company, but does 
not include a charge incurred by reason of the reinvestment of a 
dividend. A reinvestment right is any right to acquire shares of one 
or more mutual funds with the payment of a reduced load charge.  
The term reinvestment right includes a privilege that may be 
modified without the consent of the shareholder.  

Effective Date 

The provision applies to load charges incurred after October 3, 
1989, in taxable years ending after such date.  

c. Require mutual funds to include dividend income on the 
ex-dividend date (sec. 6204(c) the bill and sec. 852 of the 
Code) 

Present Law 

Dividends from stock owned by a regulated investment company 
(RIC), commonly called a "mutual fund," are includible in the com
pany's income when received. (See Rev. Rul. 78-117, 1978-1 C.B. 214) 

Reasons for Change 

As a general matter, inclusion of dividends in income on the ex
dividend date results in more accurate measurement of income 
than inclusion when received. In addition, such inclusion works no 
additional recordkeeping burdens on a RIC, which includes divi
dends in income on the ex-dividend date for accounting purposes.  
Accordingly, the committee believes it appropriate that RICs in
clude dividends in income on the ex-dividend date.  

Explanation of Provision 

The bill requires that a mutual fund include a dividend received 
by it in income when the stock becomes ex-dividend with respect to 
the dividend. If a RIC acquires stock after such date and acquires 
the right to receive the dividend, the RIC must include the divi
dend in income on the date of acquisition.



Effective Date 
The provision is effective for dividends on stock becoming ex-divi

dend after date of enactment.  

5. Reduce built-in gain and loss threshold for sections 382 and 384 
(sec. 6205 of the bill and secs. 382(h)(3)(B) and 56(g)(4)(H) of 
the Code) 

Present Law 
Sections 382 and 384 of the Code restrict the use of built-in losses 

and built-in gains of a corporation when there are certain changes 
in the control of a corporation. These rules apply only if the net 
unrealized built-in loss or built-in gain exceeds 25 percent of the 
fair market value of the assets of the corporation.  

Under the minimum tax adjusted current earnings regime, built
in losses are limited, without a threshold, if there is a change of 
ownership under section 382 (Code sec. 56(gX4)(H)).  

Reasons for Change 
The committee believes that the 25-percent threshold require

ment of sections 382 and 384, which is a rule of administrative con
venience, is too generous. The committee concluded that the 
threshold requirement should be reduced and that no threshold is 
justified if the amount of the built-in gain or built-in loss is sub
stantial.  

The committee believes that once an effective threshold is adopt
ed for regular tax purposes that does not permit significant 
amounts of built-in losses to avoid the limitation, L is appropriate 
to extend the same threshold to the minimum tax as a rule of ad
ministrative convenience.  

Explanation of Provision 
The restrictions in sections 382 and 384 on the use of built-in 

gains and built-in losses of a corporation will apply if the built-in 
loss or built-in gain exceeds the lesser of (1) 15 percent of the fair 
market value of the assets of the company or (2) $25 million.  

A corresponding threshold is provided for built-in losses under 
the minimum tax adjusted curry ant earnings regime.  

Effective Date 
The provision generally is effective for ownership changes and 

acquisitions after October 2, 1989, in taxable years ending after 
such date. The provision, however, does not apply to any ownership 
change or acquisition pursuant to a written binding contract in 
effect on or before October 2, 1989, and at all times thereafter 
before such ownership change or acquisition.28 However, in the 
case of a reorganization described in subparagraph (G) of section 
368(aXl) of the Internal Revenue Code of 1986, as amended, or an 
exchange of debt for stock in a title 11 or similar case, as defined in 

** The committee understands that, under present law, a written binding contract to acquire 
stock may be treated as exercised and thus result in an ownership change.



section 368(aX3) of such Code, the provision would not apply to any 
ownership change or acquisition resulting from such a reorganiza
tion or proceeding if a petition in such case was filed with the 
court before October 3, 1989.  

6. Require basis reduction for nontaxed portion of dividends on 
self-liquidating stock (sec. 6206 of the bill and sec. 1059 of the 
Code) 

Present Law 
In general, corporations are entitled to a deduction equal to 70 

percent of the dividends received from a domestic corporation. An 
80-percent dividends received deduction is allowable if the corpo
rate shareholder owns 20 percent or more of the stock of the do
mestic corporation and a 100-percent dividends received deduction 
is allowable if the corporate shareholder owns at least 80 percent of 
the stock of the domestic corporation.  

A corporate shareholder's basis in stock is reduced by the portion 
of a dividend eligible for the dividends received deduction if the 
dividend is "extraordinary." In general, a dividend is extraordinary 
if the amount of the dividend equals or exceeds 10 percent (5 per
cent in the case of preferred stock) of the shareholder's adjusted 
basis in the stock and the shareholder has not held the stock, sub
ject to a risk of loss, for at least 2 years prior to the date the 
amount or payment of the dividend is declared, announced, or 
agreed to, whichever is the earliest (sec. 1059).  

Reasons for Change 
Corporate stockholders may receive dividends eligible for the 

dividends received deduction in circumstances where the dividends 
more appropriately should be characterized as a return of capital.  
In many of these cases, the dividends are not subject to the "ex
traordinary dividend" rules of present law, so the holder's basis in 
the stock is not reduced as it should be economically. Thus, the 
b 'der can sell the stock and create an artificial capital loss in an 
a.aount approximately equal to the return-of-capital dividends. The 
committee believes that basis reduction in such cases is appropriate 
to accurately reflect the true economic effect of these types of 
transactions.  

Explanation of Provision 
The provision treats dividends with respect to certain preferred 

stock as extraordinary dividends under section 1059 (regardless of 
holding period), thus requiring reduction in stock basis. The provi
sion applies to dividends with respect to preferred stock if (1) when 
issued, such stock has a dividend rate which declines (or reasonably 
can be expected to decline) in the future, (2) the issue price of such 
stock exceeds its liquidation rights or its stated redemption price, 
or (3) such stock is otherwise structured to enable corporate share
holders to reduce tax through a combination of dividend received 
deductions and loss on the disposition of the stock.  

Stock and dividends subject to the provision include instruments 
treated as stock under any provision of law. Dividends subject to



the provision include dividends deemed received under section 305 
or any other provision.  

In determining whether a dividend rate declines, or whether the 
stock would otherwise be subject to the provision, the effect of sec
tion 305 or other provisions of law on the timing and amount of the 
dividend shall be taken into account. The provision is not intended 
to apply to (i) dividends on preferred stock whose dividend rate de
clines due to an unforeseen economic downturn in the issuer's busi
ness, or (ii) dividends on floating rate or auction rate preferred 
stock whose dividend rate declines solely in response to changes in 
prevailing market conditions.  

The Secretary of the Treasury is authorized to prescribe regula
tions that would apply this rule to dividends with respect to stock 
other than preferred stock in appropriate cases.  

Effective Date 

The provision applies to stock issued after July 10, 1989, unless 
issued pursuant to a written binding contract in effect on July 10, 
1989, and at all times thereafter before the stock is issued.  

7. Modify excess loss account recapture rules to prevent shifting 
of basis to debt (sec. 6207 of the bill and sec. 1503(e) of the 
Code) 

Present Law 

Under the consolidated return regulations, in general, a parent 
corporation must reduce its basis in the stock of a subsidiary with 
which it files a consolidated return by the amount of distributions 
the parent receives from the subsidiary and the amount of any def
icit in earnings and profits of the subsidiary. Similarly, a parent 
corporation increases its basis in the stock of a subsidiary by the 
amount of contributions to the subsidiary and earnings and profits 
of the subsidiary. In general, when distributions and losses from 
the subsidiary exceed the contributions to and earnings of the sub
sidiary, an "excess loss account" is created. This amount is general
ly included in the income of the parent on certain dispositions of 
the stock of the subsidiary.  

Under the present consolidated return regulations, a parent cor
poration that has an excess loss account in the stock of a subsidi
ary can, on disposition of the subsidiary's stock, elect to apply the 
excess loss account to reduce the basis of other stock or debt held 
by the parent in the subsidiary after the disposition.  

Reasons for Change 
The committee believes that when deductions creating an excess 

loss account have been taken with respect to an equity investment 
that is disposed of, it is not appropriate to permit deferral of gain 
recognition by shifting the recapture liability to a debt investment.  
The committee is also aware that some taxpayers have attempted 
to manipulate the rules of present law to accomplish sales of a sub
sidiary for a debt obligation in transactions which defer the recog
nition of gain.



Explanation of Provision 

The provision modifies the excess loss account recapture rules to 
prevent the reallocation of the excess loss account to reduce the 
basis of debt in the subsidiary held by the parent corporation after 
a disposition. Thus, on disposition of the stock of a subsidiary cor
poration, gain attributable to an excess loss account must be recog
nized rather than deferred through a reduction in the basis of debt 
held by the parent corporation in the subsidiary.  

The provision is not intended to affect the ability of taxpayers to 
diminish the amount of an excess loss account by contributions to 
capital (including contributions of indebtedness) or to prevent tax
payers from taking a loss for indebtedness of a subsidiary (to the 
extent otherwise permitted) if such debt becomes worthless.  

The Treasury Department is directed to reexamine in certain 
cases the consolidated return rules permitting reallocation of the 
excess loss account to reduce the basis of other stock held by the 
parent corporation in the subsidiary corporation.  

Effective Date 

The provision generally is effective for dispositions after July 10, 
1989, in taxable years ending after such date. The provision, how
ever, does not apply to any disposition pursuant to a written bind
ing contract in effect on July 10, 1989, and at all times thereafter 
before such disposition.  

8. Clarify Treasury regulation authority relating to debt/equity 
(sec. 6208(a) of the bill and sec. 385 of the Code) 

Present Law 

The characterization of an investment in a corporation as debt or 
equity for Federal income tax purposes generally is determined by 
reference to numerous factors that are deemed to reflect aspects of 
the economic substance of the investor's interest in the corpora
tion. There presently is no definition in the Internal Revenue Code 
or the income tax regulations which can be used to determine 
whether an interest in a corporation constitutes debt or equity for 
Federal income tax purposes. Such a determination is made under 
principles developed in case law. Courts have approached the issue 
of distinguishing debt and equity by analyzing and weighing the 
relevant facts and circumstances of each case. Generally, there has 
been a tendency to characterize an instrument entirely as debt or 
entirely as equity. Some cases, however, have treated certain in
struments as part debt and part equity. See, e.g., Farley Realty Cor
poration v. Commissioner, 279 F.2d 701 (2d Cir. 1960).  

In 1969, Congress granted the Secretary of the Treasury the au
thority to prescribe such regulations as may be necessary or appro
priate to determine whether an interest in a corporation is to be 
treated as stock or as indebtedness for Federal income tax purposes 
(sec. 385). The regulations were to prescribe factors to be taken into 
account in determining, with respect to particular factual situa
tions, whether a debtor-creditor relationship or a corporation-share
holder relationship existed. Proposed regulations under section 385



were issued in 1980 and 1981, although they were withdrawn in 
1983. To date, no additional regulations have been issued.  

Reasons for Change 
Instruments often possess some debt-like and some equity-like 

characteristics and thus cannot readily be classified under present
law principles either wholly as debt or wholly as equity. The com
mittee believes that the Treasury Department should be accorded 
the opportunity to separately characterize different portions of 
such instruments as debt or equity. In addition, the committee be
lieves that it is important that the Treasury Department provide 
guidance to taxpayers on debt-equity issues in an expeditious 
manner.  

Explanation of Provision 
Section 385 is amended to allow the Treasury Department to 

characterize an instrument having significant debt and equity 
characteristics as part debt and part equity. For example, such 
treatment may be appropriate in circumstances where a debt in
strument provides for payments that are dependent to a significant 
extent (whether in whole or in part) on corporate performance, 
whether through equity kickers, contingent interest, significant de
ferral of payment, subordination, or an interest rate sufficiently 
high to suggest a significant risk of default.  

The Treasury Department will continue to be authorized, al
though not required, to issue comprehensive debt-equity regula
tions under section 385. However, the Treasury Department is di
rected to increase the issuance of IRS published rulings on debt
equity issues.  

No inference is intended that the Internal Revenue Service can 
not characterize an instrument as part debt and part equity under 
present law.  

Effective Date 

The Treasury Department's regulatory authority under this pro
vision to characterize an instrument as part debt and part equity 
applies only on a prospective basis. Such authority can be exercised 
only with respect to instruments issued after public guidance is 
published, whether by regulation, ruling, or otherwise, stating the 
position of the Treasury Department with respect to the character
ization of such instruments.  

9. Require reporting to the IRS of certain acquisition and recapi
talization transactions (sec. 6208(b) of the bill and secs. 6043 
and 6652 of the Code) 

Prese,"t Law 
There is no requirement under present law that the parties to an 

acquisition or recapitalization transaction report information to the 
Treasury Department or the Internal Revenue Service with respect 
to such transaction, except as incident to the filing of Federal 
income tax returns.



Reasons for Change 
The committee is concerned that it is difficult for the Internal 

Revenue Service to audit acquisition and recapitalization transac
tions effectively because the information relevant to such transac
tions is disaggregated among the returns of different taxpayers. In 
addition, taxpayers may not identify particular items on their re
turns as relating to an acquisition or recapitalization transaction 
or may not identify the specific transaction involved.  

The committee believes that requiring the reporting of certain 
information with respect to acquisition and recapitalization trans
actions will improve compliance with the tax laws and will enable 
the IRS to audit taxpayers more effectively with respect to such 
transactions.  

Explanation of Provision 

In general 
The Treasury Department is directed to require information re

porting, in general, when: (1) one or more persons acquire control 
of a corporation in a transaction (or series of related transactions) 
or (2) there is a recapitalization of a corporation or other substan
tial change in the capital structure of a corporation. Control for 
this purpose means the ownership of stock possessing at least 50 
percent of the total combined voting power of all classes of stock 
entitled to vote, or at least 50 percent of the total value of shares of 
all classes of stock. Control is determined in accordance with the 
provisions of section 304(cX1), including the attribution provisions 
applicable to that section.  

The committee intends that a substantial change in the capital 
structure of a corporation include transactions whereby a substan
tial portion of the equity of a corporation is replaced with debt.  
Such transactions could include, for example, leveraged distribu
tions made by a corporation with respect to its stock, leveraged 
stock redemptions, or a corporation's issuance of debt to its share
holders. The Treasury Department is expected to issue guidance 
concerning what transactions will be considered as resulting in a 
substantial change in the capital structure of a corporation. The 
committee intends a recapitalization to include reorganizations 
under section 368(aX1XE). Other transactions that have the effect 
of a significant change in capital structure (for example, by replac
ing a significant amount of equity with debt) are also intended to 
be within the scope of the Treasury authority, without regard to 
whether they are in the form of a taxable or tax-free transaction.  

If reporting is required with respect to a transaction (or series of 
related transactions), the corporation that is acquired or recapital
ized or otherwise undergoes a change in its capital structure will 
be required to make a return at the time and in the manner pre
scribed by the Secretary of the Treasury. The information to be re
p rted includes the identity of the parties to the transaction, the 
ees involved, any changes in the capital structure of the corpora

tion, and such other additional information as the Treasury De
partment may require to be reported with respect to such transac
tion.



The committee expects the Treasury Department to issue guid
ance in this area promptly to enable taxpayers to file information 
returns with respect to transactions covered by this provision.  
Penalties 

Non-compliance with the reporting requirement is subject to pen
alties of $500 per day for each day that the information return is 
overdue, up to a maximum penalty of $100,000. In addition, the 
criminal penalty provisions of present law apply (see Code secs.  
7203, 7206 and 7207).  
De minimis rules and other rules of convenience 

The committee intends that the Treasury Department will 
exempt small transactions from any reporting requirement hereun
der. For these purposes, the committee considers an acquisition in 
which the total consideration involved is less than $10 million to be 
a small transaction. The committee considers a recapitalization or 
other substantial change in the capital structure of a corporation 
involving less than a $10 mihion distribution or involving less than 
$10 million in value of the stock or debt of the corporation to be a 
small transaction. The Treasury Department is specifically author
ized, however, to exempt certain larger transactions from the re
porting requirement if the Treasury Department determines such 
an exemption to be appropriate.  

The Treasury Department is specifically authorized to develop 
other rules that would exempt particular categories of transactions 
from the reporting requirement if compliance would be unduly bur
densome and exemption from the reporting requirements would 
not be inconsistent v ith the purposes of this provision.  

Effective Date 
The provision is effective for transactions after March 31, 1990.  

10. Treasury study of "debt vs. equity" and integration issues (sec.  
6208(c) of the bill) 

Present Law 
Interest on debt is generally deductible by the issuer and is in

cludible in the income of the holder. In the case of tax-exempt or 
foreign holders, however, the interest is not taxable with the result 
that neither the issuer nor the holders pay any tax on income with 
respect to amounts distributed as interest.  

The U.S. income tax system is not integrated, i.e., corporations 
and their shareholders are generally treated as separate taxable 
entities. Thus, income earned by a corporation and distributed to 
shareholders may be taxed twice: once at the corporate level when 
earned and again at the shareholder level when such income is dis
tributed to shareholders.  

Reasons for Change 
The committee is concerned with the differing Federal income 

tax treatment of debt and equity and with economic distortions re
sulting from the failure to integrate the individual and corporate



tax systems. The committee concluded that a Treasury Department 
study of "debt vs. equity" and integration issues would be helpful 
to the Congress in its continuing evaluation of the Federal income 
tax system.  

Explanation of Provision 

The Treasury Department is required to study whether the 
present law distinctions between debt and equity are meaningful 
and whether there are cases in which it would be appropriate to 
recharacterize currently deductible interest expense, in whole or in 
part, as nondeductible dividends or vice versa.  

The Treasury Department also is required to study the policy 
and revenue implications of proposals that would integrate the cor
porate and individual income tax systems, including a deduction 
for dividends paid by a corporation and a shareholder credit or ex
clusion for such dividends.  

In addition, the Treasury Department is directed to consider the 
policy and revenue implications of the current tax treatment of 
corporate distributions with respect to debt and equity owned by 
tax-exempt entities and foreign persons.  

The Treasury Department is required to report its findings and 
recommendations to the House Committee on Ways and Means and 
the Senate Committee on Finance no later than one year following 
the date of enactment. In the course of making the study, the com
mittee encourages the Treasury Department to consult with the 
Federal Reserve Board and other Federal agencies, as appropriate.  

Effective Date 

The provision is effective on the date of enactment.  

11. Require corporate estimated tax payments on tax liabilities for 
certain S corporation income (sec. 6209 of the bill and sec.  
6655 of the Code) 

Present Law 

In general, an S corporation is not subject to tax on its taxable 
income. Rather, taxable income of an S corporation flows through 
to its shareholders in a manner similar to a partnership. However, 
there are limited instances when an S corporation is subject to tax.  
These instances include: (1) the recognition of a built-in gain within 
10 years of the date that a former C corporation elected S corpora
tion status (sec. 1374(a)); (2) the receipt of passive investment 
income in excess of 25 percent of total annual gross receipts if the 
corporation has earnings and profits from a year in which it was 
not an S corporation (sec. 1375(a)); and (3) the recapture of invest
ment tax credits claimed during a taxable year in which the corpo
ration was not an S corporation (sec. 1371(d)).  

Although situations exist for which an S corporation is liable for 
income tax, present law does not require the corporation to make 
estimated tax payments. Instead, the tax must be paid no later 
than the unextended due date of the S corporation tax return.



Reasons for Change 
The items for which S corporations are subject to income tax are 

generally items for which C corporations are subject to income tax.  
Thus, S corporations should be generally subject to the estimated 
tax payments for those items in the same manner as C corpora
tions.  

Explanation of Provision 
The bill provides that an S corporation is required to make esti

mated tax payments if it has tax attributable to: (1) the recognition 
of built-in gains under section 1374(a); 29 (2) the receipt of excess 
passive investment income under section 1375(a); or (3) the recap
ture of investment tax credits pursuant to section 1371(d). 30 The 
rules contained in section 6655 for estimated tax payments by cor
porations will generally apply.  

For purposes of the portion of required estimated tax payments 
attributable to built-in gains and investment tax credit recapture, 
an S corporation will not be able to utilize the exceptions which 
allow estimated tax payments to be based on the corporation's 
prior year tax (secs. 6655(dX1XBXii) and 6655(dX2XB)). The prior 
year's tax exception will be available to all S corporations (includ
ing "large" S corporations) with respect to the portion of required 
estimated tax payments attributable to excess passive income (even 
if there was no tax attributable to excess passive income in the 
prior year). In all situations, an S corporation will be able to use 
the annualization exception (sec. 6655(e)).  

Effective Date 

The provision is effective for estimated tax payments due for tax
able years beginning after December 31, 1989.  
12. Limitation on carrybacks of certain net operating losses of C 

corporations (sec. 6210 of the bill and sec. 172 of the Code) 

Present Law 
A corporation that incurs net operating losses (NOLs) generally 

can carry the NOLs back 3 taxable years and forward 15 taxable 
years (sec. 172). Carrying the NOLs back against prior taxable 
income allows a corporation to recognize currently the benefit of 
those losses by obtaining a refund of Federal income taxes paid in 
prior years.  

Reasons for Change 
The committee believes that the ability of corporations to carry 

back NOLs that are created by certain debt-financed transactions 
is contrary to the purpose of the NOL carryback rule. Specifically, 
the purpose of the rule is to allow corporations to smooth out the 

sO The provision also applies to tax that is attributable to certain capital game of S corpora
tions pursuant to sec. 1374 as effective before the changes made by the Tax Ieform Act of 1986 

s0 No inference is intended as to the proper estimated tax treatment for any item for any 
prior year or for any item for any taxpayer other than an S corporation.



swings in taxable income that result from business cycle fluctua
tions and unexpected financial reverses. The committee believes 
that when a corporation is involved in certain debt-financed trans
actions, the underlying nature of the corporation is substantially 
altered. In addition, the committee believes that the interest ex
pense associated with such transactions does not have a sufficient 
nexus with prior period operations to justify a carryback of NOLs 
attributable to such expense. Therefore, the committee believes 
that it is inappropriate to permit a corporation to carry back an 
NOL generated by such a transaction to a year prior to the year in 
which such transaction occurred.  

Explanation of Provision 
In general 

The ability of C corporations to obtain refunds of taxes paid in 
prior years by carrying back NOLs is limited in cases where the 
losses are created by interest deductions allocable to certain corpo
rate equity-reducing transactions.  

Corporate equity reduction transaction 
A corporate equity reduction transaction ("CERT") means either 

a major stock acquisition or an excess distribution. A major stock 
acquisition is an acquisition by a corporation (or any group of per
sons acting in concert with such corporation) of at least 50 percent 
of the vote or value of the stock of another corporation. All acquisi
tions made during any 24-month period are aggregated for these 
purposes. A major stock acquisition does not include an acquisition 
where the acquiring corporation has made a section 338 election, 
or, except to the extent provided in regulations, an acquisition of 
stock of another corporation which, immediately before the acquisi
tion, was a member of an affiliated group (within the meaning of 
section 1504(a)), other than the common parent of such group.  

An excess distribution is the excess of the aggregate distributions 
and redemptions made by a corporation during the taxable year 
with respect to its stock (other than stock described in section 
1504(aX4)), over 150 percent of the average of such distributions 
and redemptions for the preceding 3 taxable years. The amount of 
distributions and redemptions made by a corporation during a tax
able year are reduced by consideration (other than stock) received 
in exchange for stock (other than stock described in section 
1504(aX4)) issued by the corporation during such year. Notwith
standing the above, a distribution or redemption (or series thereof) 
is not treated as an excess distribution if it does not exceed 10 per
cent of the value of the corporation's outstanding stock (other than 
stock described in section 1504(aX4)) measured at the beginning of 
the corporation's taxable year.  
Limitation of net operating loss carryback 

If a C corporation has an NOL in the taxable year in which it is 
involved in a CERT or in the following 2 taxable years, the corpo
ration may be limited in its ability to carry back some portion of 
the loss. A C corporation is treated as being involved in a CERT if 
it is either the acquired or acquiring corporation, or successor



thereto (in the case of a major stock acquisition) or the distributing 
or redeeming corporation, or successor thereto (in the case of an 
excess distribution). Any portion of an NOL that cannot be carried 
back due to the operation of this provision may be carried forward 
to the corporation's future taxable years, as otherwise provided 
under present law.  

The portion of the corporation's NOL carryback that is limited is 
the lesser of (1) the corporation's interest expense that is allocable 
to the CERT, or (2) the excess of the corporation's interest expense 
in the loss limitation year over the average of the corporation's in
terest expense for the 3 taxable years prior to the taxable year in 
which the CERT occurred. If the lesser of these two amounts is less 
than $1 million, the provision does not apply.  

The Secretary of the Treasury is authorized to specify the 
method of allocating a corporation's interest expense to a CERT.  
Until regulations are promulgated, however, a corporation's indebt
edness is allocable to a CERT to the extent that the corporation's 
indebtedness could have been reduced if the CERT had not oc
curred, in the manner prescribed under section 263A(fX2XAXii) 
(without regard to clause (i) thereof). The interest expense associat
ed with such allocable indebtedness is equal to a pro rata portion of 
the corporation's total interest expense.  

For purposes of determining whether a corporation's interest ex
pense exceeds the prior 3-year average, it is expected that regula
tions would provide that increases attributable solely to fluctua
tions in interest rates would not be taken into account.  

If a corporation has an NOL in any of the 2 taxable years suc
ceeding the taxable year in which the CERT occurred, a portion of 
the corporation's NOL carryback may still be limited under the 
provision. Specifically, the limitation for each of the 2 years is the 
lesser of (1) the corporation's interest expense for the current year 
that is allocable to the CERT that occurred in the prior year, or (2) 
the excess of the corporation's interest expense for the current year 
over the average of the corporation's interest expense for the 3 tax
able years prior to the taxable year in which the CERT occurred.  
The provision does not apply, however, if the amount determined 
above is less than $1 million.  

A special rule provides that if an unforeseeable, extraordinary 
and adverse event occurs during a loss limitation year but after the 
CERT, the corporation's indebtedness first is allocated to unreim
bursed costs paid or incurred in connection with the event, in the 
same manner as indebtedness is allocated to a CERT under the 
bill. Any remaining indebtedness is then allocable to the CERT. In 
addition, interest expense on indebtedness allocated to such an 
event is not taken into account for purposes of determining wheth
er the corporation's interest expense in the loss limitation year ex
ceeds the average for the 3-year period prior to the CERT.  

The Secretary of the Treasury is authorized to prescribe regula
tions that would exempt transactions from application of the provi
sion where corporate equity has not been replaced by debt. In addi
tion, the Secretary is authorized to prescribe regulations for apply
ing the provision where more than 1 corporation is involved in a 
CERT.



Examples 
The operation of the provision may be illustrated by the follow

ig examples.  
(1) Profitable corporation P, a calendar year C corporation, is 

capitalized with $150 million of debt and $50 million of equity. P's 
annual interest expense has been $15 million for the past 3 years.  
P has paid a 1% annual dividend to its shareholders, or an average 
of $.5 million, for each of the past 3 years. On January 1, 1990, P 
borrows $50 million and distributes the proceeds to its sharehold
ers. Due to increased interest deductions of $5 million, P incurs an 
NOL in 1990 of $4 million.  

P was involved in a CERT in 1990 because P made an excess dis
tribution to its shareholders (i.e., the $50 million distribution ex
ceeds 150% of the average $.5 million dividend). The portion of P's 
$4 million NOL that is limited under the provision is the lesser of 
(1) P's interest expense that is allocable to the CERT ($5 million), 
or (2) the excess of P's interest expense in 1990 ($20 million) over 
P's average interest expense for the past 3 years ($15 million), or $5 
million. Thus, P would not be able to carry back the $4 million 
NOL to any taxable year prior to 1990. In addition, if P has NOLs 
in 1991 and 1992 due to interest deductions allocable to the 1990 
CERT, a similar computation would be made in each of those years 
and P may be limited in its ability to carry back the losses to pre
1990 stable years. If P has income in subsequent years, however, 
P would be able to use the NOLs to offset that income.  

(2) Same facts as in Example (1), except that P does not incur 
any additional borrowing in 1990. Rather, P distributes $50 million 
from its own reserves to its shareholders. P's annual interest ex
pense remains at $15 million following the distribution. Since the 
distributed funds no longer generate corporate earnings, however, 
P incurs an NOL in 1990 of $3 million.  

P was still involved in a CERT in 1990 because P made an excess 
distribution to its shareholders. The portion of P's $3 million NOL 
that is limited under the provision is the lesser of (1) P's interest 
expense that is allocable to the CERT ($5 million), or (2) the excess 
of P's interest expense in 1990 ($15 million) over P's average inter
est expense for the past 3 years ($15 million), or zero. Thus, P's 
NOL carryback is not limited under the provision, and P would be 
able to carry back the $3 million loss to its pre-1990 taxable years, 
subject to any other restrictions of present law.  

In addition, if P's interest expense in the loss limitation year had 
exceeded the prior 3-year average solely due to an increase in in
terest rates, it is expected that regulations would exempt P from 
the provision.  

Effective Date 
The provision applies to CERTs occurring after August 2, 1989, 

in taxable years ending after that date.  
In determining whether a CERT has occurred after August 2, 

1989, the following is not taken into account: (1) acquisitions or re
demptions of stock, or distributions with respect to stock, occurring 
on or before August 2, 1989; (2) acquisitions or redemptions of stock 
after August 2, 1989, pursuant to a written binding contract (or



tender offer filed with the SEC) in effect on August 2, 1989, and at 
all times thereafter before such acquisition or redemption; or (3) 
any distribution with respect to stock after August 2, 1989, which 
was declared on or before August 2, 1989.  

If any of the 3 taxable years that comprise the average against 
which interest expense in a loss limitation year is compared, ends 
on or before August 2, 1989, a corporation may use the interest 
paid or accrued (determined on an annualized basis) during the 
taxable year that includes August 3, 1989, on indebtedness out
standing on August 2, 1989, rather than the 3-year average.  

13. Small business exemption from recognition of gain or loss on 
liquidating sales or distributions (exemption from repeal of 
the General Utilities doctrine) (sec. 6211 of the bill and sec.  
336 of the Code) 

Present Law 

Gain or loss is generally recognized by a corporation on a liqui
dating sale or distribution (including a deemed sale occurring when 
stock of a corporation is acquired and an election is made to treat 
the transaction as an asset sale). This rule was added to the Code 
by the Tax Reform Act of 1986. Prior to the 1986 Act, gain was gen
erally recognized for nonliquidating sales or distributions but not 
for liquidating sales (including sales involving the acquisition of the 
corporation). In addition, certain nonliquidating distributions to 
long-term individual shareholders were not taxed prior to the 1986 
Act. The 1986 Act generally conformed the tax treatment for liqui
dating sales and distributions to the treatment accorded in nonli
quidating sales or distributions by requiring the corporation to rec
ognize gain in all cases.  

The 1986 Act provided transition relief for certain small corpora
tions. Corporations eligible for this relief were granted two addi
tional years, until December 31, 1988, in which they could distrib
ute assets, liquidate, or convert to subchapter S status without rec
ognizing a corporate level gain except for gain on ordinary income 
assets or capital assets held less than six months, or gain from cer
tain conduit transactions with ineligible corporations.  

Eligible corporations were those in existence on August 1, 1986, 
and whose value on the later of that date or the date of adoption of 
a plan of liquidation did not exceed $10 million, provided that on 
August 1, 1986 and at all times thereafter, more than 50 percent 
(by value) of the stock of such corporation was owned by a qualified 
group. A qualified group consisted of 10 or fewer individuals who at 
all times during the five year period ending on the date of adoption 
of the plan of liquidation (or during the life of the corporation, if 
shorter) owned more than 50 percent of the value of the corporate 
stock. Corporations whose value exceeded $5 million were eligible 
only for partial relief and the relief was phased out entirely for 
corporations whose value exceeded $10 million.



Reasons for Change 
The committee believes that the relief from corporate level tax

ation for small corporations that expired at the end of 1988 should 
be reinstated.  

Explanation of Provision 
The bill generally makes permanent the 1986 Act relief from rec

ognition of corporate level gain by small corporations. Relief under 
the bill applies to any small corporation (whether or not in exist
ence on August 1, 1986) and applies if at least 50 percent (by value) 
of the stock of the corporation is held by 10 or fewer qualified 
shareholders each of whom has held his or her stock for at least 5 
years (or is treated as having held such stock for such period under 
attribution rules). As under the 1986 Act transition rule, ordinary 
income property and short term capital gain property are not eligi
ble for relief. Conforming changes are made to the definition of 
short term capital gain property to reflect changes in the definition 
that have occurred since 1986.  

As under the 1986 Act transition rules, relief is provided to small 
corporations for certain nonliquidating distributions and conver
sions to subchapter S status. Similarly, relief is provided where a 
section 338 election is made by the acquiror of a small corporation.  

As under the 1986 Act transition rules, the bill also provides 
relief from shareholder level tax pursuant to section 333 of the 
Code.  

The bill provides relief only for corporations whose value does 
not exceed $10 million; however, only partial relief is provided for 
corporations whose value exceeds $5 million. In determining the 
value of the corporation, the bill requires that the amount of any 
redemptions, distributions, or corporate contractions occurring in 
the prior five years, other than reasonable regular dividends or 
other expenses paid in the ordinary course of business, be included 
in such value.  

Effective Date 
The provision is effective for transactions occurring after Decem

ber 31, 1988.  

14. Treatment of safe harbor leases of membership organizations 
(sec. 6212 of the bill and sec. 277 of the Code) 

Present Law 
Deductions of membership organizations 

In the case of a membership organization which is operated pri
marily to furnish services or goods to its members, deductions aris
ing from providing such services or goods to its members are al
lowed only to the extent of income derived from providing such 
services or goods to its members (sec. 277). In essence, the rule pro
hibits losses incurred from transactions with members to offset 
income derived from transactions with nonmembers.



Safe harbor leases 
The Economic Recovery Tax Act of 1981 (P.L. 97-34) provided a 

set of rules that were intended to be a means of transferring tax 
benefits that are structured in the form of a. lease. Under these 
rules (known as the "safe harbor lease rules"), certain transactions 
involving tangible personal property were treated as lease for Fed
eral income tax purposes regardless of their nontax economic sub
stance. If the transaction met the safe harbor requirements, the 
lessor in the agreement was treated as the property owner for Fed
eral income tax purposes and was entitled to cost recovery deduc
tions and investment credits. Under these rules, by entering into a 
nominal sale and safe-harbor leaseback, a person who acquired and 
used the property could have, in effect, sold some of the tax bene
fits associated with the property to a corporation, while retaining 
all other economic benefits and burdens of ownership. The safe 
harbor lease rules were repealed by the Tax Equity and Fiscal Re
sponsibility Act of 1982 (P.L. 97-248).  

Reasons for Change 

It has come to the attention of the committee that a number of 
electricity generating cooperatives which are subject to section 277 
have entered into safe harbor lease transactions under which these 
cooperatives, in effect, sold tax benefits. In such transactions, the 
cooperative, in form, first sells the property to a corporation in ex
change for an interest bearing note and cash equal to all or a pG.  
tion of the value of the tax benefits from the property and then 
leases the property back from that corporation for a rental that 
equals to payments on the note.  

Under the form of the transaction, the cooperative has interest 
income and rental expense from the transaction. The Internal Rev
enue Service has taken the position that the interest income is 
income not derived from transactions with members while the 
rental expense must be allocated between income derived from 
members and nonmembers. As a result, a cooperative that does 
most of its business with members is treated as receiving amounts 
of interest income which c&n be offset only by the relatively small 
amount of rental expense allocable to nonmember business, result
ing in significant additional tax liability to the cooperative.  

The committee believes that the substance of a safe harbor lease 
transaction, and not its form, should govern the tax treatment.  
Consequently, the committee believes that safe harbor lease trans
actions should not result in higher levels of taxation than would 
occur if the benefit of the safe harbor lease was made in the form 
of a grant from the Federal Government. The committee believes, 
however, that the safe harbor lease should not result in avoidance 
of taxation by the cooperative of its income from nonmembers. Ac
cordingly, the committee believes that the interest income and the 
rental expense arising from safe-harbor leases should be allocated 
between members and nonmember income.
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Explanation of Provision 
The bill provides that the interest income and rental expense 

from the sale and leaseback of the property under a safe harbor 
lease are to be first netted and the difference allocated between 
members and nonmembers in proportion to the business done with 
each group.  

Effective Date 

The provision is effective for all open taxable years.



Subtitle C. Employee Benefit Provisions 

1. Repeal of section 89 nondiscrimination rules (secs. 6301 and 
6302 of the bill and sec. 89 of the Code) 

Present Law 

Under present law, nondiscrimination rules apply to employer
provided health benefits and group-term life insurance plans (sec.  
89). In addition, section 89 requires that certain types of employee 
benefit plans meet minimum qualification requirements (e.g., that 
the plan be in writing and that plan participants be notified of 
plan provisions). Prior to the enactment of section 89 in the Tax 
Reform Act of 1986, prior law applied other nondiscrimination 
rules to group-term life insurance plans, cafeteria plans, and self
insured health plans.  

Under present law, if the employer has separate lines of business 
or maintains separate operating units, each separate line of busi
ness or operating unit may be tested separately under the nondis
crimination rules relating to qualified plans by taking into account 
only those employees in that line of business or operating unit.  

Reasons for Change 
While most employee compensation is taxable income to the em

ployee, employer-provided health coverage generally is excludable 
from the gross income of the employee receiving the coverage. The 
annual cost to the Federal Government of this tax-favored treat
ment is estimated to be $32.6 billion for fiscal year 1990. This cost 
is projected to increase to $50.8 billion for fiscal year 1994.31 

In enacting the Tax Reform Act of 1986, the Congress deter
mined that the substantial revenue cost related to employer-provid
ed health insurance coverage is justified only if the tax benefits ful
fill important public policy objectives. Increasing health coverage 
among rank-and-file employees who otherwise would not purchase 
or could not afford such coverage was identified as a primary 
policy objective underlyn the exclusion for employer-provided 
ealth c-re coverage. nversely, the Congress believed that the 

cost to the Federal Government of tax-favored employer-provided 
accident and health coverage is not justified if such coverage dis
proportionately benefits highly compensated employees. In order to 
achieve this objective, nondiscrimination rules were enacted to 
permit the full exclusion from income of employer-provided health 
benefits only if the benefits are provided to required numbers of 
nonhighly compensated employees and the level of benefits provid
ed to highly compensated employees on average does not dispropor

3 1 See, Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Ascal Years 
1990-1994, JCS-4-89 (February 28, 1989).



tionately exceed the average benefits provided to rank-and-file em

plo committee believes that nondiscrimination in the provision 
of employer-provided health coverage remains an important policy 
objective, and that the significant tax expenditures for employer
provided health coverage is justified only if such coverage does not 
discriminate in favor of highly compensated employees. However, 
the committee believes that the present-law nondiscrimination 
rules, or similar rules, are not at this time an appropriate way of 
achieving this objective. The present-law rules are overly complex 
and unduly burdensome on employers and therefore the committee 
believes it is appropriate to repeal the present-law section 89 rules.  

Explanation of Provision 
In general 

The provision repeals present-law section 89, and generally rein
states the rules applicable before its enactment. Generally, prior 
law contained nondiscrimination rules relating to employer-provid
ed self-insured medical reimbursement plans (sec. 105(h)), cafeteria 
plans (sec. 125), and group-term life insurance plans (sec. 79(d)).  
These prior law rules are reinstated under the provision. The com
mittee recognizes that the nature of these benefits may differ from 
the nature of retirement benefits. Therefore, it is expected that the 
Secretary will, where appropriate, interpret the rules relating to 
these benefits in a different manner than those rules that apply in 
the area of qualified retirement plans, even where the statutory re
quirements with respect to such benefits are similar.  

Separate lines of business or operating units 
The Tax Reform Act of 1986 directed the Secretary to issue guid

ance on certain pension requirements, including the requirements 
relating to separate lines of business (sec. 414(r)). Under present 
law, until the Secretary issues guidance on which taxpayers may 
rely with respect to such rules, an employer's compliance with its 
reasonable interpretation of the requirement, based on the statute 
and its legislative history, if made in good faith, constitutes compli
ance with the requirement.  

Under the provision, in the case of any plan year of a qualified 
retirement plan that begins on or before the date the Secretary or 
his delegate issues guidelines and begins issuing determinations 
under section 414(rX2XC), an employer shall be treated as operating 
separate lines of business if the employer reasonably determines 
that it meets the requirements of section 414(r) (other than para
graph (2XC) thereof). The committee intends that the Secretary 
will, upon the issuance of guidance relating to separate lines of 
business, grant a reasonable period of time for employer to comply 
with the guidance.  

As under present law, it is generally intended that a line of busi
ness or operating unit include all employees necessary for the prep
aration of property for sale to customers. Whether lines of business 
or operating units are separate is a facts and circumstances deter
mination requiring examination of each particular situation. Dif
ferences and similarities between the services provided and prod-



ucts produced by claimed lines of business or operating units are 
among the factors to be considered.  

It is intended that separate lines of business may be established 
under the reasonable good faith standard under certain circum
stances, for example, in the case of operations that are vertically 
integrated and that traditionally are operated by unrelated enti
ties. For example, a vertically integrated oil company may be able 
to treat its retail marketing operations as a line of business sepa
rate from its production and refining operations because the mar
keting of petroleum products is traditionally conducted by inde
pendent individual operators rather than by integrated companies.  

Similarly, horizontally integrated businesses may be treated as 
maintaining separate lines of business where the employer pro
duces or markets different products (e.g., different types of agricul
tural crops) through separate business units. Of course, in all cases, 
all requirements of the separate line of business rules must be sat
isfied (e.g., sec. 414(r)(2)).  

Effective Date 

The provision is effective as if included in the Tax Reform Act of 
1986.  

2. Modification of rules relating to employee leasing and depend
ent care assistance programs (sec. 6303 of the bill and secs.  
414 and 219 of the Code) 

Present Law 

For purposes of specified pension requirements, a leased employ
ee is treated as the employee of the person for whom the leased 
employee performs services (the "recipient"). A leased employee is 
generally defined as any person who is not an employee of the re
cipient if (1) such services are provided to the recipient under an 
agreement between the recipient and the organization providing 
the person's services (the "leasing organization"), (2) the person 
performs such services for the recipient (or for the recipient and 
related persons) on a substantially full-time basis for at least 1 
year, and (3) such services are of a type historically performed, in 
the business field of the recipient, by employees.  

In addition, under present law, an employee may exclude certain 
benefits received under an employer-provided dependent care as
sistance program if certain requirements are satisfied (sec. 129).  

Reasons for Change 

The committee is concerned that the statute and proposed Treas
ury regulations relating to leased employees are overly broad. The 
committee believes that under present law, these rules treat as 
leased employees certain individuals who were not intended to be 
so treated.  

The committee is also concerned with the rules relating to de
pendent care assistance programs. The committee believes that the 
present-law rules with respect to such programs are overly harsh 
in that all employees are subject to taxation if an employer dis
criminates in favor of the highly paid. It is the intention of the



committee that only those high paid who receive discriminatory 
benefits should be required to include dependent care assistance in 
taxable income.  

Explanation of Provision 32 

Under the provision, the present-law historically performed test 
is repealed and replaced with a new rule defining who must be con
sidered a leased employee. This change is made because the pro
posed regulations under the leased employee rules (sec. 414(n)) are 
overly broad in defining who may be a leased employee. Under the 
provision, the proposed regulations are no longer valid.  

Under the provision, an individual is not considered a leased em
ployee unless the individual is under the control of the recipient 
organization. The determination of whether an individual is con
trolled by the employer is based on all the facts and circumstances.  
Among the factors that are relevant in this determination are 
whether the recipient organization: (1) prescribes the individual's 
work methods; (2) supervises the individual; (3) sets the individual's 
working hours; and (4) sets the individual's level of compensation.  
Other factors that may be considered include those that are rele
vant for determining whether the employer is responsible for em
ployment taxes on the compensation paid to the individual. The 
Secretary may designate other relevant factors. It is not necessary 
that all these factors indicate that the individual is under the con
trol of the employer in order to find that such individual is a 
leased employee. Nor is it necessary that the recipient organization 
be responsible for employment taxes in order to find that the indi
vidual is a leased employee because, if the recipient organization is 
liable for employment taxes, the individual is an employee of the 
organization who generally must be taken into account. The provi
sion does not alter the definition of a common-law employee, nor 
the rules that such employees are to be taken into account unless 
specifically excluded.  

The provision clarifies present law in that support staff of profes
sional service organizations continue to be treated as leased em
ployees (to the extent they are not already considered employees 
because they are common-law employees). A professional service or
ganization is an organization providing professional services in the 
field of health, law, engineering, architecture, accounting, actuarial 
services, financial services, consulting, or in such other fields as the 
Secretary may prescribe. This clar Tication with respect to the sup
port staff of professional service organizations is not intended to 
create an inference with respect to the support staff of organiza
tions other than professional service organizations.  

Under the provision, persons who perform services incidental to 
the sale of goods or equipment or incidental to the construction of 
a facility are generally not leased employees. This rule does not 
extend to the operation (including supervision over such operation) 
of the goods, equipment, or completed facility.  

as The provision is substantially similar to provisions contained in S. 5, as passed by the 
Senate on June 23, 1983.



In those specific situations where the Internal Revenue Service 
has ruled that service relationships do not involve "leased employ
ees" under the test of present law requiring the services to be of a 
type historically performed, in the business field of the recipient, 
by employees, the recipients of those rulings may continue to rely 
on them as not involving support staff of professionals or the per
formance of services under the control of the recipient.  

In addition, under the provision, the nondiscrimination rules 
under section 129(d) as that section was amended by the Tax 
Reform Act of 1986 continue to apply to dependent care assistance 
programs but are modified in the following respects. First, if a plan 
fails to meet the requirements of section 129(d), only highly com
pensated employees must include benefits under the program in 
gross income. Second, if a dependent care assistance program fails 
the 55-percent benefits test, then highly compensated employees 
must include in gross income only that amount of benefit in excess 
of that level of benefit that would meet the benefits test. Finally, 
under the provision, the 55-percent benefits test can be applied on 
a separate line of business basis (sec. 414(r)).  

Effective Date 

Under the provision, the revised definition of leased employee is 
effective for years beginning after December 31, 1983.  

With respect to dependent care assistance programs, the provi
sion is effective for years beginning after December 31, 1988.  

3. Provisions relating to employee stock ownership plans (ESOPs) 
(sec. 6311 of the bill and sec. 133 and new sec. 4978B of the 
Code) 

Present Law 

ESOPs in general 
An employee stock ownership plan (ESOP) is a qualified stock 

bonus plan or a combination of a stock bonus plan and money pur
chase pension plan that meets certain requirements and under 
which employer securities are held for the benefit of employees.  
Present law generally prohibits loans between a qualified plan and 
a disqualified person (sec. 4975). An exception to this rule is provid
ed in the case of an ESOP.  

If employer securities are acquired by an ESOP with loan pro
ceeds, the ESOP is referred to as a leveraged ESOP. The ESOP 
may borrow directly from a financial institution (typically with a 
guarantee from the employer), or the employer may borrow from a 
financial institution and in turn lend the funds to the ESOP which 
then uses them to acquire employer securities. The employer secu
rities are typically pledged as security for the loan. The employer 
makes contributions to the ESOP which are then used to repay the 
acquisition loan. Shares that are acquired with an acquisition loan 
are allocated to the accounts of ESOP participants as the loan is 
re paid.  

In general, the type of employer securities that may be held by 
an ESOP are (1) common stock of the employer that is readily tra
dable on an established securities market, or (2) if there is no such



common stock, common stock issued by the employer having a com
bination of voting power and dividend rights at least equal to that 
class of common having the greatest voting power and that class of 
common having the greatest dividend power. Noncallable preferred 
stock is treated as employer securities if such stock is convertible 
into stock that meets the requirements of (1) or (2), whichever is 
applicable.  

ESOPs are required to pass through to plan participants certain 
voting rights with respect to employer securities. If the employer 
has a registration-type class of securities, the ESOP is required to 
permit each participant to direct the plan as to the manner in 
which employer securities allocated to the account of the partici
pant are entitled to vote. If the employer does not have a registra
tion-type class of securities, the plan is required to permit each 
particpant to direct the plan as to the manner in which voting 
rights are to be exercised only with respect to certain enumerated 
corporate issues, such as the approval or disapproval of any corpo
rate merger or consolidation, recapitalization, reclassification, and 
similar transactions as prescribed by the Secretary.  
Partial interest exclusion for ESOP loans 

A bank, an insurance company, a corporation actively engaged in 
the business of lending money, or a regulated investment company 
may exclude from gross income 50 percent of the interest received 
with respect to a "securities acquisition loan "used to acquire em
ployer securities for an ESOP (sec. 133). A "securities acquisition 
loan" is generally defined as (1) a loan to a corporation or to an 
ESOP to the extent that the proceeds are used to acquire employer 
securities for the ESOP, or (2) a loan to a corporation to the extent 
that the corporation transfers an equivalent amount of employer 
securities to the ESOP and such securities are allocable to accounts 
of ESOP participants within 1 year of the date of the loan (an "im
mediate allocation loan").  

Reasons for Change 
The present-law tax incentives for ESOPs were designed to en

courage employers to establish ESOPs and to encourage individuals 
to sell employer securities to ESOPs. The committee is concerned 
that, in some cases, the significant tax benefits accorded ESOP 
transactions are not being passed through to plan participants. The 
committee is also concerned that the use of the tax benefits has ex
tended beyond the intended purpose of the benefits, and that the 
revenue loss associated with the tax benefits has increased beyond 
the originally anticipated loss, without a corresponding benefit to 
employees. For example, the committee is aware that some compa
nies have simply restructured existing employee benefit programs 
to take advantage of the ESOP tax benefits, with little or no 
change in benefits to employees despite the significant tax savings 
realized by the employer.  

At this time, the committee has been particularly concerned 
about the use of the partial interest exclusion. The committee be
lieves that this tax benefit should be limited to cases in which the 
ESOP owns a significant portion of the employer. A requirement



that the ESOP own a significant portion of the employer will help 
to ensure that the revenue loss associated with the provision is ac
companied by a significant benefit to employees.  

The committee also believes that ESOP participants should be 
accorded treatment similar to that of other stock owners. In par
ticular, the committee believes that where special tax benefits are 
involved, ESOP participants should have full voting rights.  

Explanation of Provision 

The provision limits the circumstances in which the partial in
terest exclusion applies. In general under the provision the partial 
interest exclusion does not apply to a securities acquisition loan 
unless (1) immediately after the acquisition of the securities ac
quired with the loan the ESOP owns at least 30 percent of each 
class of outstanding stock of the corporation issuing the employer 
securities or 30 percent of the total value of all outstanding stock 
of the corporation, (2) the term of the loan does not exceed 15 
years, and (3) each participant is entitled to direct the plan as to 
the manner in which shares allocated to the participant s account 
that were acquired with a section 133 loan are to be voted. These 
requirements apply to transfers of stock with respect to an immedi
ate allocation loan as well as other types of securities acquisition 
loans. The requirement that the term of the loan does not override 
other requirements relating to ESOPs, such as the rules under sec
tion 4975.  

The 30-percent requirement is designed to ensure that the ESOP 
holds a substantial percentage of the company's stock. After the 
sale of the stock to the ESOP, the ESOP must generally hold the 
employer securities for at least 3 years. An excise tax is imposed on 
the employer sponsoring the ESOP if, within 3 years after the ac
quisition of the employer securities with a loan to which section 
133 applies, the ESOP disposes of employer securities and the total 
number of employer securities held by the ESOP is less than the 
total number held after the acquisition or the value of the employ
er securities held by the plan after the disposition is less than 30 
percent of the value of the outstanding securities. The excise tax 
does not apply to certain distributions, such as distributions to plan 
participants and distributions with respect to certain corporate re
organizations.  

An excise tax is also imposed if the ESOP disposes of the employ
er securities before the securities are allocated to accounts of par
ticipants and the proceeds from such disposition are not so allocat
ed.  

The amount of each excise tax is 10 percent of the amount real
ized on the disposition. The excise tax rules are similar to those 
that apply in situations where there has been a sale of stock to an 
ESOP that entitles the seller to defer recognition of gain on the 
sale (sec. 1042) or an estate tax deduction (sec. 2057).  

The voting requirements of the provision apply to all shares ac
quired with the loan to which the partial interest exclusion applies.  
This requirement applies to all issues and applies regardless of 
whether the employer has a registration-type class -f securities. In 
addition, if the shares are convertible preferred stock, the partici-



pants must be entitled to direct the voting of such stock as if the 
preferred stock had the voting rights of the common stock of the 
employer having the greatest voting power.  

Effective Date 

The provision would generally be effective with respect to loans 
made after June 6, 1989, including (except as provided below) loans 
made after June 6, 1989, to refinance loans made on or before June 
6, 1989. The provision would not apply to any loan (1) pursuant to a 
binding written commitment to make a securities acquisition loan 
in effect on June 6, 1989, and at all times thereafter before the 
loan is made, (2) the proceeds of which are use to acquire employer 
securities pursuant to a written binding contract (or tender offer 
registered with the Securities and Exchange Commission) in effect 
on June 6, 1989, and at all times thereafter before such securities 
are acquired, (3) to the extent made to finance the acquisition of 
employer securities by an ESOP pursuant to one or more collective 
bargaining agreements between employee representatives and one 
or more employers which was agreed to on or before June 6, 1989, 
and ratified before such date or within a reasonable period thereaf
ter and which agreement sets forth the material terms of the ac
quisition (which requirement may be met if the agreement sets 
forth the material terms of the ESOP), or (4) with respect to which 
a filing was made with an agency of the United States on or before 
June 6, 1989, which specified the aggregate principal amount of the 
loan or debt obligations, and (a) such filing specifies that the loan 
is intended to be a securities acquisition loan (as defined in sec.  
133) and is for registration required tA. permit the offering of such 
loan, or (b) such filing is for approval required in order for the 
ESOP to acquire more than a certain percentage of the stock of the 
employer. The grandfather in item (4) relates only to governmental 
filings required in order for the ESOP debt to be issued or the em
ployer securities to be acquired by the ESOP and, thus, for exam
ple, does not apply to requests for a determination letter from the 
Internal Revenue Service that the ESOP is a qualified plan.  

In addition, the provision would not apply to loans made after 
June 6, 1989, to refinance loans made on or before such date (or to 
refinance loans described in the preceding paragraph), if (1) such 
refinanced loan meets the requirements of section 133 (as in effect 
before the amendments made by the provision, (2) the outstanding 
principal amount of the loan is not increased, and (3) the term of 
such loan does not extend beyond the later of (a) the last day of the 
term of the original securities acquisition loan, or (b) the last day 
of the 7-year period beginning on the date the original securities 
acquisition loan was made.  

The refinancing rules described above also apply in the case of a 
securities acquisition loan that consists of a loan to the employer 
with a corresponding loan to the ESOP (a "back-to-back" or 
"mirror" loan) (see sec. 133(bX3)), if the loan is restructured so that 
the loan is directly from the financial institution to the ESOP with 
a guarantee from the employer rather than a loan from the em
ployer.



The committee understands that ESOP loan transactions are not 
identical, and that the course of events leading up to the conclu
sion of a transaction differs from case to case. Thus, with respect to 
the grandfather rule for loans made pursuant to a written binding 
commitment, the committee recognizes that whether there is a 
written binding loan commitment depends on all the facts and cir
cumstances and that the existence of such a commitment can be 
demonstrated in a variety of ways.  

It is not necessary that the final loan documents be executed by 
the parties in order to demonstrate the existence of a written bind
ing loan commitment. The existence of such a commitment can be 
demonstrated, for example, by any combination of documents 
which include some or all of documentation of the lender, written 
communications by the borrower or the borrower's agent (e.g., an 
investment banker or a broker), and documentation of the borrow
er showing that the loan was approved by the lender and that the 
offer to make the loan was received by the borrower. No one par
ticular document is necessary to qualify for the grandfather.  

The documentation would have to include the principal terms of 
the loan, such as the principal amount, interest rate or spread or 
formula pursuant to which the interest rate will be set, and matu
rity of the loan. It is intended that the grandfather will not fail to 
be met if the loan commitment is for a specified amount and the 
borrower borrows less than the full amount. In addition, the grand
father will not fail to be met merely because the interest rate is to 
be set in accordance with rates prevailing at the time the loan is 
made, or because the only modification in the loan terms is a re
duction in the interest rate that occurs before the loan is made.  
The grandfather will also not fail to be met merely because a loan 
commitment that met the conditions of the grandfather had an ex
piration date and the commitment was extended before the expira
tion date without change in the material terms of the commitment.  

The written binding commitment grandfather applies to all types 
of securities acquisition loans. Thus, for example, immediate alloca
tion loans, as well as other types of securities acquisition loans, 
would be grandfathered under the provision if a binding written 
commitment to make a securities acquisition loan existed on June 
6, 1989, and at all times thereafter before the loan is made.  
4. Transfer of excess pension plan assets to pay current retiree 

health benefits (secs. 6321-6330 of the bill and new sec. 420 of 
the Code) 

Present Law 

Under present law, pension plan assets may not revert to an em
ployer prior to the termination of the plan and the satisfaction of 
all plan liabilities. Any assets that revert to the employer upon 
such termination are included in the gross income of the employer 
and are subject to a 15-percent excise tax (sec. 4980).33 

Subject to certain limitations, an employer may under present 
law make deductible contributions to a defined benefit pension

3 Section 6343 of the bill increases the excise tax to 20 percent.



plan up to the full funding limitation. The full funding limitation 
is generally defined as the excess, if any, of (1) the lesser of (a) the 
accrued liability under the plan or (b) 150 percent of the plan's cur
rent liability, over (2) the lesser of (a) the fair market value of the 
plan's assets, or (b) the actuarial value of the plan's assets. Special 
deduction rules apply in the case of contributions to plans estab
lished before January 1, 1954, as a result of an agreement between 
employee representatives and the Government of the United States 
during a period of Government operation of a major part of the 
productive facilities of the industry in which such employer is en
gaged (sec. 404(c)).  

Under present law, a pension plan may provide medical benefits 
to retirees through a section 401(h) account. These medical bene
fits, when added to any life insurance protection provided under 
the plan, are required to be incidental or subordinate to the retire
ment benefits provided under the plan. Under Treasury regula
tions, the medical benefits are considered incidental or subordinate 
to the retirement benefits if, at all times, the aggregate of employ
er contributions (made after the date on which the plan first in
cludes such medical benefits) to provide such medical benefits and 
any life insurance protection does not exceed 25 percent of the ag
gregate contributions made after such date, other than contribu
tions to fund past service credits.  

The assets of a pension plan may not be transferred to a section 
401(h) account without disqualifying the pension plan and subject
ing the amounts transferred to income tax and the excise tax.  

Reasons for Change 

The committee believes it is appropriate to provide a temporary 
rule allowing employers to transfer assets set aside for pension 
benefits to a section 401(h) account for retiree health benefits as 
long as the security of employees' pension benefits is not thereby 
threatened.  

Explanation of Provision 
Permitted transfer of certain excess assets 

Under the provision, a transfer of certain assets is permitted 
from the pension assets in a defined benefit pension plan to the 
section 401(h) account that is a part of such plan. The assets trans
ferred are not includible in the gross income of the employer and 
are not subject to the excise tax on reversions. The defined benefit 
pension plan does not fail to satisfy the qualification requirements 
(sec. 401(a)) or violate the present-law requirement that medical 
benefits under a section 401(h) account be subordinate to the retire
ment benefits under the plan solely on account of the transfer or 
by reason of other actions permitted under the provision. Except as 
expressly provided by the provision, the provision does not override 
any present-law requirement under section 401(h).  

The transfer of assets to a section 401(h) account may be made 
only once in any taxable year of the employer. Transfers may be 
made in taxable years beginning after December 31, 1989, and 
before December 31, 1994.



Under the provision, accrued retirement benefits under the plan 
are required to be nonforfeitable (i.e., vested) as if the plan had ter
minated immediately before the transfer. Participants whose bene
fits are to vest under this provision include all those who separate 
from service prior to the transfer but in the year in which the 
transfer occurs. The benefits of such participants are to vest as if 
the plan had terminated immediately prior to the separation.  

The amount of excess pension assets that may be transferred and 
used for retiree health benefits is limited to the amount reasonably 
estimated to be the amount the employer will pay for qualified cur
rent retiree health liabilities. "Excess pension assets" are those 
assets in excess of those necessary to meet the full funding limita
tion. That is, excess pension assets are those in excess of the lesser 
of (1) 150 percent of the plan's current liability, or (2) the accrued 
liability (including normal cost) under the plan (as determined 
under sec. 412(cX7)).  

The amount transferred under this provision is treated as a con
tribution except that no deduction is available with respect to the 
transfer. Under the provision, for purposes of determining the max
imum deductible contribution to the defined benefit pension plan, 
the amounts transferred under this provision are considered in de
termining whether the plan is at the full funding limitation.  

Qualified current retiree health liabilities are defined as the 
amount of retiree health benefits (including administrative ex
penses) expended by the employer or reasonably estimated to be 
paid by the employer during the employer's taxable year in which 
such transfer occurs and with respect to those employees who have 
retired on or before the date of the transfer. In determining the 
maximum amount that may be transferred, the employer is to con
sider earnings that will be attributable to such assets subsequent to 
the transfer. The maximum amount of qualified current retiree 
health liabilities is also reduced to the extent that the employer 
has previously made a contribution to a section 401(h) account or a 
welfare benefit fund (e.g., voluntary employees' beneficiary associa
tion (VEBA)) relating to the same liabilities. No deduction is al
lowed with respect to amounts expended by the employer and sub
sequently reimbursed from the section 401(h) account.  

The retired employees who may be taken into account in calcu
lating qualified current retiree health liabilities are limited to 
those who are eligible for retirement benefits under the defined 
benefit pension plan containing the separate account. Retiree 
health benefits of key employees (sec. 416(iXl)) may not be consid
ered for purposes of determining qualified current retiree health li
abilities and may not be paid out of transferred assets.  

In estimating current retiree health liabilities, an employer is re
quired to assume that the medical benefits provided during the tax
able year of the transfer will have the same cost as the average 
cost of medical benefits provided to covered retirees for the preced
ing taxable year. Therefore, for example, medical cost inflAtion, 
changes in the level of utilization, or changes in coverage provided 
or funded through the account cannot be taken into account unless 
such changes occur prior to the date of the transfer.  

Transferred amounts are required to benefit all participants in 
the pension plan who are entitled upon retirement to receive retir-



ee medical benefits (othtr than key employees) through the section 
401(h) account.  

A special rule applies with respect to an employer', taxable year 
beginning in 1989. Under this rule, an employer may transfer to a 
section 401(h) account the amount expended by the employer for 
qualified retiree health benefits during the emp her's 1989 taxable 
year. The transfer may be made after the end the 1989 taxable 
year and before the time for filing the employer's tax return for 
such year (including extensions). e employer may make a single 
transfer for both 1989 and 1990 qualified current retiree health 
benefits. Alternatively, an employer may make 2 transfers in the 
employer's 1990 taxable year, if one of the transfers is made to re
imburse 1989 qualified current retiree health liabilities. Solely for 
purposes of this special rule, the maximum amount of assets that 
may be transferred for 1989 liabilities shall not be reduced by a 
contribution to any VEBA in 1989 to fund. retiree health benefits 
for participants in the section 401(h) account. Of course, no deduc
tion is allowed with respect to such contributions to the extent the 
employer is reimbursed under this provision.  

If an employer transfers assets under the special rule for 1989, 
the benefits of participants who separate from service in 1989 are 
to vest as if the plan had terminated immediately prior to the sepa
ration from service.  

An employer that makes a transfer to a section 401(h) account 
under the provision is to maintain the level of employer-provided 
retiree health expenditures for covered employees of the section 
401(h) account at a minimum dollar level for the taxable year in 
which the transfer occurs and the following 4 taxable years. The 
minimum level is equal to the highest average employer cost per 
employee for retiree health benefits for the pension plan partici
pants in the 2 years preceding the year of the transfer. The mini
mum dollar level is to be determined by looking at all employer
provided retiree health benefits of the retired participants (and 
their beneficiaries) of the plan funded through the section 401(h) 
account that receives the transfer. Thus, all retiree health benefits 
provided to such individuals are considered, not only those benefits 
provided through the section 401(h) account. The level of benefit re
quired under this rule is not reduced solely because the employer 
transfers a lesser amount of assets than the maximum permitted 
under this provision.  

The employer is to recalculate the minimum dollar level if there 
is a subsequent transfer of assets during the 5-year period for 
which the rule is in effect. In the event of such a subsequent trans
fer, the 5-year period is extended so that the rule applies for the 
taxable year of the subsequent transfer and for the following 4 tax
able years. In addition, if at the time of the subsequent transfer, 
the minimum dollar level as determined at that time would be 
higher than that level determined at the time of the preceding 
transfer, then the higher level of benefit shall apply for the dura
tion of the new 5-year period.  

The amounts transferred to the section 401(h) account are re
quired to be paid out for, or to reimburse the previous payment of, 
qualified current retiree health liabilities. Amounts that are not 
expended from the account within the taxable year of the employer
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in which the transfer occurs are to be returned at the end of such 
year to the general assets of the plan.  

The employer is not entitled to a deduction when amounts are 
transferred into the section 401(h) account or when such amounts 
(or income on such amounts) are used to pay retiree health bene
fits. No deduction or contribution is allowed the employer for the 
provision of retiree health benefits (whether directly, through a 
section 401(h) account, or a welfare benefit fund) except to the 
extent that the total of such payments for qualified current retiree 
health liabilities exceed the amount transferred to the section 
401(h) account (including any income thereon).  

Special rule for certain negotiated plans 
The provision provides that certain surplus assets in specified re

tirement plans may be transferred to retiree health benefit plans.  
Assets so transferred are not includible in the income of the em
ployer, nor are they subject to the excise tax on reversions. A plan 
qualifies as a transferor plan under the proposal if it is a plan de
scribed in section 404(c) or a continuation of such a plan and par
ticipation in the plan is substantially limited to individuals who re
tired before January 1, 1976. A plan qualifies as a transferee plan 
under the provision if it is a plan described in section 404(c) or a 
continuation of such a plan and it provides health benefits to retir
ees and beneficiaries of the industry that maintained the transfer
or plan.  

In addition, the provision provides that any employer that had 
an obligation to contribute to a plan that qualifies as a transferee 
plan under the provision as of January 1, 1988, (including a contin
gent obligation to contribute) shall have a continuing obh nation to 
contribute to the plan.  

Requirement that medical benefits be incidental or subordinate 
Under the provision, the medical benefits described in section 

401(h) are considered subordinate to the retirement benefits only if 
the gate of actual contributions (made after the date on which 
the plan first includes such medical benefits) to provide such medi
cal benefits and any life insurance protection does not exceed 25 
percent of the aggregate contributions actually made after such 
date (rather than the cost related to benefit accruals) other than 
contributions to fund past service credits. This rule does not apply 
to a transfer of excess assets permitted under the temporary rule 
described above.  

Under this rule, for example, if a section 401(h) retiree medical 
benefits plan was established at a time when the plan was fully 
funded (as determined under section 412), the employer is preclud
ed from making contributions to fund the section 401(h) account 
unless &nd until the plan falls below the full funding limit. This is 
because the permissible level of contributions is measured by 
actual contributions to the pension plan after the date the retiree 
medical benefits plan is established.  

Internal Revenue Service General Counsel Memorandum, 39785, 
issued on April 3, 1989, is rejected to the extent it concludes that 
contributions to a section 401(h) account may be based on plan 
costs rather than actual contributions to the plan.



No inference is intended as to whether a contribution to a sec
tion 401(h) account prior to the effective date of this proposal met 
the requirement that the medical benefits be subordinate to the re
tirement benefits of the plan where the determination as to wheth-, 
er such requirement was met was based on plan costs rather than 
on actual contributions to the plan.  

Effective Date 

The proposal is generally applicable to years beginning after De
cember 31, 1989. However, no transfer under the general rule is al
lowed with respect to any year beginning after December 31, 1994.  

The special rule applicable to certain negotiated plans is effective 
on the date of enactment, except that the continuing obligation to 
contribute is effective as of January 1, 1988.  

The proposal relating to the subordination requirement (i.e., the 
25-percent rule) for purposes of determining the permissible contri
bution to a section 401(h) account is effective with respect to contri
butions paid to the plan after October 3, 1989.  

5. Modification of full funding limitation (sec. 6331 of the bill and 
sec. 412 of the Code) 

Present Law 

Under present law, subject to certain limitations, an employer 
may make deductible contributions to a defined benefit pension 
plan up to the full funding limitation. The full funding limitation 
is generally defined as the excess, if any, of (1) the lesser of (a) the 
accrued liability under the plan (including normal cost) or (b) 150 
percent of the plan's current liability, over (2) the lesser of (a) the 
fair market value of the plan's assets, or (b) the actuarial value of 
the plan's assets (sec. 412(cX7)). For plan years beginning before 
January 1, 1988, the 150 percent of current liability limitation did 
not apply.  

The Secretary may, under regulations, adjust the 150-percent 
figure contained in the full funding limitation to take into account 
the average age (and length of service, if appropriate) of the par
ticipants in the plan (weighted by the value of their benefits under 
the plan). In addition, the Secretary is authorized to prescribe regu
lations that apply, in lieu of the 150 percent of current liability 
limitation, a different full funding limitation based on factors other 
than current liability. The Secretary may exercise this authority 
only in a manner so that in the aggregate, the effect on Federal 
budget receipts is substantially identical to the effect of the 150
percent full funding limitation.  

Reasons for Change 

To date, the Secretary has not exercised the authority granted 
with respect to modifying the 150-percent full funding limitation.  
The committee believes such a modification is warranted in certain 
circumstances in order to permit employers with younger work 
forces to make increased contributions to their defined pension 
benefit plans to provide for anticipated future benefit accruals.  
However, in light of the committee's commitment to deficit reduc-



tion, such a modification is appropriate only if accomplished in a 
revenue neutral manner. Thus, the provision directs the Eecretary 
to increase the full funding limitation in situations where employ
ees are more likely to accrue significant benefits in the future, and 
to decrease the full funding limitation in situations where fewer 
future accruals are likely to occur (i.e., plans with a greater per
centage of retirees), provided that it has no effect on Federal 
budget receipts.  

Explanation of Provision 
In general 

The provision allows certain employers to elect to apply the 
present-law full funding limitation without regard to the 150 per
cent of current liability limitation. The Secretary is required under 
the provision to adjust the full funding limitation for all plans 
(other than those subject to such an election) in response to em
ployer elections under the provision so that the provision has a 
negligible effect on Federal budget receipts.  
Employers eligible to elect alternative fall funding limitation 

An employer may elect to use the alternative full funding limita
tion if (1) as of the first day of the plan year in which the election 
is made the accrued liability of participants accruing benefits 
under all defined pension benefit plans of the employer (and con
trolled group members) is at least 90 percent of the aggregate total 
accrued liability under all such plans; (2) no defined benefit pen
sion plan maintained by the employer (or by any controlled group 
member) is a top-heavy plan (within the meaning of section 416(g)) 
for the plan year in which such election is made and the immedi
ately preceding 2 plan years; and (3) the plan has more than 100 
participants at all times during the plan year in which the election 
is made and ti. e immediately preceding 2 plan years.  

If the accrued liability ratio described above falls below 90 per
cent for any plan year or which the election is in effect, the alter
native full funding limitation is phased out for the remainder of 
the period for which the election is in effect under rules to be pre
scribed by the Secretary. If a plan becomes a top-heavy plan or 
fails to meet the 100-participant requirement during any plan year 
in the period for which the election is in effect, the alternative full 
funding limitation ceases to apply. In addition, if the 90-percent re
quirement, top-heavy restriction, or 100-participant restriction is 
violated during the election period, the employer is precluded from 
making a subsequent election to use the alternative full funding 
limitation for 10 plan years following the election period.  

Requirements with respect to election of alternative limitation 
The election to use the modified full funding limitation is subject 

to the following requirements: 
(1) the election is to apply for a 5-plan year period beginning 

with the first plan year for which the election is effective; 
(2) the election is to be made by application to the Secretary filed 

60 days prior to the first day of the plan year immediately preced
ing the first plan year for which the election is effective;



(3) the election application is to include actuarial information 
(for each plan to be covered by the election) indicating the full 
funding limitation that will apply under each year of the period for 
which the election is in effect, and the full funding limitation that 
would apply in each of the years covered by the period in the ab
sence of an election (in each case, based on reasonable estimates) as 
well as such other information as may be required by the Secre
tary; and 

(4) the election is to be made for all defined benefit pension plans 
maintained by the controlled group of which the employer is a 
part.  

An election may be made for successive 5-plan year periods upon 
application to the Secretary in accordance with the above criteria.  
If the employer does not choose to make a subsequent election 
after the expiration of any 5-plan year period, the employer may 
not make an election under the provision until 10 plan years after 
the expiration of such 5-plan year period.  

An employer that makes an election may not be granted a mini
mum funding waiver for the period beginning after the election is 
made and ending at the expiration of the 5-plan year period. The 
Secretary may prescribe additional rules and requirements with re
spect to whether an employer is eligible to make an election.  

In determining whether the accrued liability with respect to a 
participant may be aggregated with the accrued liability of other 
participants in order to meet the 90-percent requirement (i.e., 
whether the participant is accruing benefits under the plan), only 
active employees who have accrued benefits in the current year 
may be considered. Specifically, the Secretary is to issue guidance 
with respect to determining when a participant has accrued a bene
fit in the current year. Under such guidance, for example, for pur
poses of this provision, a participant in a plan where the employer 
has frozen accruals will not be considered to accrue benefits in the 
current year. In addition, a participant is not considered to accrue 
benefits solely because the participant's accrued benefit is in
creased by reason of a cost-of-living increase or similar feature in 
the plan.  

It is intended that the Secretary limit the availability of this pro
vision where one or more plans of the employer have been termi
nated or amended in a manner that significantly increases the like
lihood that the employer will be eligible to make an election under 
this provision (e.g., where a plan has undergone a termination/re
establishment or a spin-off/termination within the preceding 10 
plan years).  

Required adjustment of full funding limitation 
The provision requires the Secretary to adjust the full funding 

limitation applicable to other defined benefit pension plans on an 
annual basis in response to the elections under this provision so 
that the provision has a negligible affect on net Federal budget re
ceipts.  

Any adjustment to the full funding limitation required to be 
made under the provision is to be made with respect to all plans 
(other than those subject to the alternative limitation) and by re
ducing the full funding limitation with respect to participants who



are not accruing benefits under the plan. This modification is made 
by substituting, with respect to these participants, a percentage be
tween 140 percent and 150 percent for "150 reent" in the 1-per
cent full funding limitation. Thus, the full din limit will be ap
plied to the plan by multiplying the current liability attributable to 
active participants accruing benefits by 150 percent and by multi
plying the current liability attributable to other participants bya 
percentage between 140 and 150 percent as determined by the Sec
retary.  

To the extent that net Federal budget receipts require additional 
adjustments to the full funding limitation, the full funding limita
tion is to be adjusted by multi plying the accrued liability of the 
plan (sec. 412(cX7XAXiXI)) for all participants in the plan by a per
centage less than 100 percent, but in no event by reducing this li
ability below 140 percent of current liability (as current liability is 
defined for purposes of the full funding limitation).  

Effective Date 
The provision is effective on the date of enactment.  

6. Repeal of limitation on ability of tax-exempt employers to 
maintain cash or deferred arrangements (sec. 6341 of the bill 
and sec. 401(k) of the Code) 

Present Law 
Under present law, if a tax qualified profit-sharing or stock 

bonus plan meets certain requirements, then an employee is not re
quired to include in income any employer contributions to the plan 
merely because the employee could have elected to receive the 
amount contributed in cash (sec. 401(k)). Tax-exempt organizations 
are generally prohibited from establishing qualified cash or de
ferred arrangements, except for certain plans that were in exist, 
ence on July 2, 1986.  

Reasons for Change 
Under present law, many tax-exempt entities are not permitted 

to maintain elective deferral arrangements for their employees.  
The committee believes that tax-exempt entities should be permit
ted to maintain cash or deferred arrangements for their employees 
on the same basis as other employers.  

Explanation of Provision 
The provision allows tax-exempt organizations to maintain cash 

or deferred arrangements for their employees. As under present 
law, the limitation on the amount that may be deferred by an indi
vidual participating in both a cash and deferred arrangement and 
a tax-sheltered annuity (or other elective deferral arrangement) ap
plies.  

Effective Date 
The provision is effective with respect to plans established after 

December 31, 1989.



7. Modify geographic locale limitation on voluntary employees' 
beneficiary associations (VEBAs) (sec. 6342 of the bill and 
sec. 501(c)(9) of the Code) 

Present Law 
A voluntary employees' beneficiary association ("VEBA") that 

provides for the payment of life, sick, accident or other similar ben
efits to its members, their dependents or designated beneficiaries 
may qualify for exemption from income taxation if certain require
ments are met (sec. 501(cX9)). Under Treasury regulations, one of 
these requirements is that the members have an employment-relat
ed common bond determined by reference to objective standards.  

Under the regulations, employees of one or more employers en
gaged in the same line of business in the same geographic locale 
will be considered to have an employment-related bond. The Inter
nal Revenue Service has taken the position that the geographic 
locale requirement is not met if membership in a VEBA is avail
able on a nationwide basis to employees whose sole common bond 
is their employment with unaffiliated employers that are members 
of a nationallly-based trade association.  

Reasons for Change 
The committee is concerned that the geographic locale restriction 

may have unintended results where, for example, employers in the 
same line of business maintain places of business in an area where 
employees may reasonably be expected to work in more than one 
state. Therefore, the committee believes that a limited expansion of 
the geographic locale rule is warranted as long as the VEBA does 
not serve too wide an area.  

Explanation of Provision 
The provision adopts the position taken in the Treasury regula

tions requiring that the membership of a VEBA consist of individ
uals who become entitled to participate by reason of their being 
employees and whose eligibility for membership is defined by refer
ence to objective standards that constitute an employment-related 
common bond among such individuals. In addition, employees of 
one or more employers engaged in the same line of business in the 
same geographic locale will be considered to share an employment
related common bond. The committee does not intend the provision 
to alter the present-law rules relating to the membership of labor 
unions or employees of affiliated employers and their participation 
in VEBAs. Nor are other rules relating to VEBAs affected.  

The provision clarifies that the geographic locale requirement 
may be met by a VEBA that provides benefits to employees in a 
clearly defined geographic region that may include more than one 
state. A VEBA will meet the geographic locale requirement if it 
provides benefits to the employees who are located in no more than 
8 contiguous states. Thus, the provision adopts the position of the 
Internal Revenue Service that an exempt multiple employer VEBA 
may not provide benefits to employees over a wide geographic area.



The committee does not intend to limit the authority of the Sec
retary to permit a VEBA to operate in a wider geographic locale 
even if the area of operation exceeds the 3-state limitation de
scribed above.  

Effective Date 
The provision is effective for years beginning on or after October 

3, 1989. No inference is intended with respect to the application of 
the geographic locale restriction under present law.  

8. Excise tax on reversions of qualified plan assets (sec. 6343 of 
the bill and sec. 4980 of the Code) 

Present Law 
A nondeductible 15-percent excise tax is imposed on employer re

versions from qualified plans (sec. 4980).  

Reasons for Change 
The excise tax on reversions was originally enacted because Con

gress believed that it was appropriate to limit the tax incentives 
available to an employer that maintains a pension plan. Congress 
recognized that contributions to such plans, as well as the earnings 
on such contributions, are intended to provide for the retirement 
benefits of plan participants. To the extent that amounts in such 
plans are not used for retirement purposes, Congress believed that 
the tax treatment of reversions should recognize that the tax on 
earnings on pension funds is deferred and, thus, the benefits of this 
treatment should be recaptured. In many cases, a 15-percent excise 
tax is not sufficient to recapture the tax benefits received. There
fore, the committee believes it is appropriate to increase the excise 
tax to better approximate the tax benefits of the income deferral.  

Explanation of Provision 
The provision increases the 15-percent excise tax to 20 percent.  

Effective Date 

The provision generally applies to reversions occurring after Oc
tober 3, 1989. The provision does not apply to a reversion after 
such date if (1) with respect to plans subject' to title IV of the Em
ployee Retirement Income Security Act of 1974 (ERISA), a notice of 
intent to terminate required under such title was provided before 
October 4, 1989, or (2) with respect to plans subject to title I of 
ERISA, a notice of intent to reduce future accruals required under 
section 204(h) of ERISA was provided to participants in connection 
with the plan termination with respect to which the reversion is 
received before October 4, 1989.



9. Qualified transportation benefits (sec. 6344 of the bill and sec.  
132 of the Code) 

Present Law 
Under present law, gross income does not include a fringe bene

fit that qualifies as a de minimis fringe (sec. 132). In general, a de 
minimis fringe is any property or service the value of which (after 
taking into account the frequency with which similar fringes are 
provided by the employer to the employer's employees) is so small 
as to make accounting for it unreasonable or administratively im
practicable. Under Treasury regulations, employer-provided transit 
passes, tokens, fare cards, etc., are considered a de mimimis fringe 
if the employer-provided value of the benefit does not exceed $15 
per month. This exclusion does not apply to the provision of any 
benefit to defray public transit expenses incurred for personal 
travel other than commuting. If the benefit exceeds $15 per month, 
then the total value of the benefit is includible in income.  

Under prior law, certain employer-provided transportation be
tween an employee's residence and place of work was excludable 
from gross income. This exclusion expired for taxable years begin
ning after December 31, 1985.  

Reasons for Change 
The committee believes it is appropriate to provide a limited tax 

subsidy for employer-provided commuting transportation that fos
ters the use of mass transit and van-pooling. The committee also 
believes that the tax treatment of such benefits should be covered 
under a single tax provision.  

Explanation of Provision 
Under the provision, gross income does not include a fringe bene

fit that qualifies as a qualified transportation fringe. In general, a 
qualified transportation fringe is (1) transportation in a commuter 
highway vehicle between the employee's residence and place of em
ployment and (2) any transit pass. The maximum exclusion for 
transit pses provided or subsidized by the employer is $15 per 
month. p to $15 per month is excludable even if the total value of 
the benefit exceeds $15 per month.  

The exclusion is available only if the benefit is provided under a 
separate written plan of the employer and the benefits satisfy the 
nondiscrimination rules applicable to no-additional-cost services 
and qualified employee discounts (sec. 132(h)). In addition, the plan 
must provide that the benefit is provided in addition to (and not in 
lieu of) any compensation otherwise payable to the employee. The 
exclusion is not available to self-employed individuals.  

A transit pass includes any pass, token, farecard, voucher, or 
similar item entitling a person to transportation on mass transit 
facilities (whether or not publicly owned). A commuter highway ve
hicle is a highway vehicle the seating capacity of which is at least 
7 adults (not including the driver) and at least 80 percent of the 
mileage use of which can reasonably be expected to be for purposes 
of transporting employees between their residences and their place



of employment and on trips during which the number of employees 
transported for such purpose is at least one-half of the adult seat
ing capacity of the vehicle (not including the driver). Transporta
tion is considered provided by the employer if the transportation is 
furnished in a commuter highway vehicle operated by or for the 
employer. The committee intends that the Secretary may require 
such substantiation as is necessary to demonstrate compliance with 
the conditions of the exclusion.  

Employer-provided transit passes, vouchers, etc., are no longer 
excludable as a de minimis fringe benefit. The committee intends 
that the Secretary revise the regulations to the extent that they 
are inconsistent with the provision.  

Effective Date 
The provision is effective for taxable years beginning after De

cember 31, 1989.  
10. Personal use of airplanes (sec. 6345 of the bill and sec. 61 of 

the Code) 

Present Law 
In general under present law, the value of personal use of an em

ployer-provided aircraft is includible in the gross income of the em
ployee. Under Treasury regulations, where 50 percent or more- of 
the regular seating capacity of an aircraft (as used by the employ
er) is occupied by individuals whose flights are primarily for the 
employer's business, the value of a flight on that aircraft by any 
employee who is not flying primarily for the employer's business is 
deemed to be zero.  

Reasons for Change 
The committee believes it is appropriate to measure the value of 

flights for personal reasons by reference to occupied seats rather 
than seating capacity of the airplane.  

Explanation of Provision 

Under the provision, the value of a flight by an individual who is 
not flying primarily for an employer's business is to be determined 
on the basis of the percentage of occupied seats (other than crew) 
which are occupied by individuals whose flights are primarily for 
the employer's business. This rule does not apply in the case of a 
flight that is subject to the rules relating to no-additional-cost serv
ices.  

Effective Date 
The provision is effective for taxable years beginning after De

cember 31, 1989.



Subtitle U. Foreign Provisions 

1. Taxable year of certain foreign corporations (sec. 6401 of the 
bill, sec. 563(c) and new sec. 898 of the Code) 

Present Law 
The taxable year of a controlled foreign corporation or a foreign 

personal holding company is generally its annual accounting 
period, which means the annual period utilized by the corporation 
for the purpose of computing its income in keepmg its books and 
records (sec. 441 (bXl) and (c)). Such taxable year may be either the 
calendar year or a fiscal year. Generally, neither a controlled for
eign corporation nor a foreign personal holding company is re
quired to use the same taxable year as its shareholders who are 
U.S. persons. An exception to this rule applies in the case of a for
eign sales corporation (FSC), which generally must have the same 
taxable year as that shareholder (or group of shareholders with a 
common taxable year) who has the highest percentage of voting 
power (sec. 441(h)). I 

A controlled foreign corporation is deemed to distribute certain 
of its income, such as its "subpart F income," to its "U.S. share
holders" " on the last day of the controlled foreign corporation's 
taxable year (sec. 951(aXl)). To the extent that the taxable years of 
the U.S. shareholder and the controlled foreign corporation differ, 
a deferral of income can result. For example, assume a controlled 
foreign corporation has a taxable year ending on January 31, while 
its U.S. shareholder uses the calendar year as its taxable year. Any 
subpart F income earned by the controlled foreign corporation is 
deemed distributed to the U.S. shareholder on January 31, thus al
lowing the U.S. shareholder to defer tax on eleven months' worth 
of current subpart F income.  

A similar deferral is available to U.S. persons who are sharehold
ers of a foreign personal holding company.35 Generally, a foreign 

*4 Generally, a controlled foreign corporation is any foreign corporation, more than 50 percent 
of the stock of which is owned (by vote or value) by U.S. shareholders (sec. 957(a)). For this pur
pose, a U.S. shareholder is any U.S. person who owns directly or indirectly at least 10 percent of 
the voti p r of the outstanding stock of the foreign corporation (sec. 951(b)). Special defini
tions apfl, however, for of taking into account certain foreign insurance income. For 

or purposes of into account related reon insurance income, the term con
foreign corporation means any foreign corporaon, more than 25 percent of the stock of 

which is owned (by vote or value) by U.S. shareholders (sec. 958(cX1XB)). Additionally, any US.  
ps who owns stock of such a foreign corporation in considered to be a U.S. shareholder (sec.  

cXXA)).  
** A foreign personal holding com y is generally any foreign corporation, more than 50 per

cent of the stocl of which is owned votee or value) directly or indirectly by 5 or fewer individ
uals who are citizens or residents of the United States, and at least 60 percent (50 percent in 
certain years following a year in which the corporation was a foreign personal holding company) 
of the gross Icome of which for a taxable year consists of certain Items of 've income classi
fied as foreign sonal holding company come by section 553(a) (sec. a)). In the case of a 

holding company, any U.S. person who owns shares in such company 's consid
ered a.8. shareholder (sec. 551(a)).
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personal holding company is deemed to distribute all of its undis
tributed foreign personal holding company income allocable to its 
U.S. shareholders on the last day of the taxable year of the foreign 
personal holding company (sec. 551(b)). If a foreign personal hold
ing company has a taxable year ending January 31, a calendar 
year U.S. as holder each year would be able to defer tax on 
eleven months' worth of undistributed foreign personal holding 
company income since such income is deemed distributed to the 
shareholder after the close of the shareholder's taxable year during 
which the eleven months' worth of foreign personal holding compa
ny income was actually earned.  

By contrast, the ability of taxpayers to defer income inclusions 
by manipulating the taxable years of other pass-through entities is 
severely limited by statutory rules, most significantly by rules 
adopted in the 1986 Act. For example, a partnership must general
ly adopt the same taxable year as its partners who own an aggre
gate majority interest in partnership profits and capital. If part
ners owning a majority of partnership profits and capital do not 
have the same taxable year, the partnership must adopt the tax
able year of all partners who own an interest of at least 5 percent 
of the profits or capital of the partnership. Finally, if all 5 percent 
partners of the partnership do not have the same taxable year, 
then the partnership must adopt the calendar year as its taxable 
year. Domestic International Sales Corporations (DISCs), S corpora
tions, and personal service corporations must also generally adopt 
the taxable year of their shareholders.  

Generally under present law, a U.S. shareholder of a foreign per
sonal holding company is required to include as dividend income 
for the taxable year in which or with which the taxable year of the 
foreign personal holding company ends, his pro-rata share of the 
company's undistributed foreign personal holding company income 
earned during the taxable year. The amount of undistributed for
eign personal holding company income that is recognized as divi
dend income by the shareholder is deemed to be contributed by the 
shareholder to the capital of the company, and the accumulated 
earnings and profits of the company as of the end of the taxable 
year are correspondingly reduced. Any distributions made by the 
company subsequent to the end of such taxable year are considered 
to first be derived from its current earnings and profits for the 
year during which the distribution is made, and then from accumu
lated earnings and profits.8 6 If the amount of the distribution ex
ceeds both current and accumulated earnings and profits, such 
excess is generally treated as a return of capital.  

Under present law, certain taxpayers can avoid the result de
scribed in the preceding paragraph by utilizing a foreign corpora
tion with a different taxable year end than the foreign' personal 
holding company as the shareholder of such company.To illustrate 
this point, consider the following example. Assume that a U.S. citi
zen owns 100 percent of the stock of a foreign corporation that uses 

86 As such, the distribution will generally constitute taxable income to the recipient share
holder. This is in contrast to the case of a controlled foreign corporation, whose distributions are 
considered to be made first from earnings and profits which were previously taxed to the US.  
shareholder under subpart F, and are thus not again included in the grose income of the share
holder.



June 30 as its taxable year end, and that this first corporation 
owns 100 percent of the stock of a foreign personal holding compa
ny that has a December 31 taxable year end. Assume that the 
second corporation does not have any accumulated earnings and 
profits. If the first corporation also qualifies as a foreign personal 
holding company, then the second corporation could distribute by 
December 31 an amount which is clearly sufficient to eliminate its 
undistributed foreign personal holding company income for the 
year. On or before the following June 30, when the second corpora
tion's actual income has been accurately calculated, the first corpo
ration can then make a distribution to the individual in an amount 
equal to 100 percent of its earnings for that year (namely the 
amount of the distribution from the second corporation that consti
tuted a dividend) and thus ensure that it has no undistributed for
eign personal holding company income for that year.  

Reasons for Change 

The committee believes that present law allows an improper de
ferral of income to U.S. shareholders of certain controlled foreign 
corporations and foreign personal holding companies. Where 
present law allows subpart F income earned by a controlled foreign 
corporation, or undistributed foreign personal holding company 
income earned by a foreign personal holding company, to be sub
jected to Federal income tax in a taxable year later than that in 
which it was earned, the value of the income earned is understat
ed. Such a deferral of income generally is only available to certain 
taxpayers, resulting in preferential treatment of those taxpayers at 
the overall expense of others. The committee believes that requir
ing certain controlled foreign corporations and foreign personal 
holding companies to generally conform their taxable years to the 
taxable years of their U.S. shareholders will impose less of a 
burden on such corporations and their shareholders than other 
methods of eliminating the deferral.  

The committee understands that a foreign personal holding com
pany may prefer to distribute to its shareholders all current earn
ings and profits annually so as to avoid having any undistributed 
foreign personal holding company income for the year. The com
mittee is informed that prior to the close of a taxable year, howev
er, it may be difficult for a foreign personal holding company to ac
curately compute the amount of the distribution necessary to elimi
nate all of its current undistributed foreign personal holding com
pany income. In order to alleviate this difficulty, the committee be
lieves that it is appropriate to allow certain distributions which are 
made by a foreign personal holding company within a short period 
after the close of its taxable year to be treated as having been 
made during its prior taxable year, thus allowing the company to 
eliminate its undistributed foreign personal holding company 
income for the year, without permitting deferral that would be pos
sible absent the conforming taxable year provision.  

Explanation of Provision 
The bill generally requires the taxable year of a controlled for

eign corporation or a foreign personal holding company, more than
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50 percent of the total voting power or value of the stock of which 
is treated as owned by a U.S. shareholder (referred to collectively 
as "specified foreign corporations" in the bill), to conform to the 
taxable year of such U.S. shareholder (as that term is defined with 
respect to the particular type of specified foreign corporation at 
issue). However, in the case of a specified foreign corporation which 
is a controlled foreign corporation, such corporation may elect to 
use as its taxable year, a taxable year that begins one month earli
er than the taxable year of the majority U.S. shareholder. The tax
able year of a specified foreign corporation generally must be the 
same as the taxable year of each U.S. shareholder who on each 
testing day during the taxable year is considered to own more an 
fifty percent of the total voting power or value of the outstanding 
stock of the specified foreign corporation (as well as the taxable 
year of each U.S. shareholder who is not considered to own more 
than 50 percent of the stock of the specified foreign corporation, 
but whoae stock is treated as owned under the applicable attribu
tion rules by a more than 50 percent U.S. shareholder).3 7 If more 
than one U.S. shareholder is considered to own such a majority of 
the stock of the specified foreign corporation (or if a U.S. share
holder who is not a more than 50 percent shareholder owns stock 
which is treated as owned by a more than 50 percent U.S. share
holder), and all such U.S. shareholders do not have the same tax
able year, then the specified foreign corporation is required to 
adopt the required taxable year as the Secretary may prescribe by 
regulations. The committee anticipates that the regulations will 
provide that such required taxable year shall be the taxable year 
that results in the least aggregate deferral of income to the such 
U.S. shareholders. Generally, the aggregate deferral of income for 
a particular year is equal to the sum of the products determined by 
multiplying the months) of deferral for each such U.S. shareholder 
that would be generated by that year end, times each such share
holder's percentage stock interest for purposes of determining its 
pro-rata share of any deemed distribution by the corporation. The 
corporate tax year that produces the lowest such sum is the tax
able year that results in the least aggregate deferral of income to 
such U.S. shareholders. The committee intends that if the calcula
tion results in more than one taxable year qualifying as the tax
able year with the least aggregate deferral, then the corporation 
may select any one of those taxable years as its taxable year 
(unless its current taxable year is one of those years, in which case 
the corporation would be required to maintain its current taxable 
year).  

To illustrate the operation of the preceding paragraph, consider 
the following situations. Any specified foreign corporation, over 50 
percent of the value of whose stock is considered owned by a single 
U.S. shareholder, generally must adopt the taxable year of that 
shareholder as its taxable year.38 Alternatively, if a specified for

' More than one majority U.S. shareholder can exist with respect to a specified foreign corpo 
ration as a result o! the particular stock ownership attribution rules which are appicable to 
such corporation.  

3 If the specified foreign corporation is a controlled foreign corporation, it may alternatively 
use as its taxable year, a year which begins one month earlier than the taxable year of the 
majority U.S. shareholder.
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eign corporation has two more than fifty percent U.S. shareholders, 
the specified foreign corporation must adopt the taxable year of 
those shareholders if the shareholders both use the same taxable 
year (subject to the one-month exception in the case of a controlled 
foreign corporation). However, if one more than fifty percent U.S.  
shareholder has an October 31 year end and the other has a No
vember 30 year end, and each shareholder has an equal percentage 
stock interest in the controlled foreign corporation for purposes of 
determining its pro-rata share of any deemed distribution by the 
corporation, then the committee intends that the specified foreign 
corporation would be required to adopt October 31 as its taxable 
year end since that is the taxable year that will result in the least 
aggregate deferral of income to the more than 50 percent U.S.  
shareholders of the corporation.  

The bill provides that specified foreign corporations generally 
must test to determine whether they are using the required tax
able year on the first day of each new taxable year determined 
prior to the application of this provision for the current taxable 
year. For example, a specified foreign corporation that has histori
cally used the calendar year as its taxable year must perform the 
test on January 1, 1990 to determine whether a taxable year 
change is required. If based on this test the corporation is required 
to change its taxable year end to June 30, it will determine its 
income for the short period beginning on January 1, 1990 and 
ending on June 30, 1990. On July 1, 1990, the corporation will 
again be required to perform the test, since that date is the first 
day of the corporation's new taxable year.  

Additionally, the bill provides the Treasury authority to pre
scribe by regulations another day or days during a taxable year on 
which the test must be performed. The committee contemplates 
that such additional testing days may include days on which a sub
stantial change in U.S. ownership of the stock of a controlled for
eign corporation or a foreign personal holding company occurs. For 
example, in the case of a controlled foreign corporation, the com
mittee anticipates that the regulations might provide that a testing 
day will include any day on which either a person obtains a suffi
cient amount of the stock of such corporation to cause such person 
to qualify as a U.S. shareholder for purposes of applying the appli
cable subpart F income rules, or when a current U.S. shareholder 
acquires or disposes of any stock of the controlled foreign corpora
tion.  

The present law rules which determine whether a person is a 
U.S. shareholder of a controlled foreign corporation or a foreign 
personal holding company are not changed by the bill. Under those 
rules, stock of a foreign corporation that is owned by parties relat
ed to a U.S. person is attributed to that person under the rules of 
section 318(a) (with certain modifications as set forth in section 
958(b)) in the case of a controlled foreign corporation, and under 
the rules of section 554 in the case of a foreign personal holding 
company. The bill provides that in determining stock ownership for 
purposes of ascertaining the required taxable year of a specified 
foreign corporation, a U.S. shareholder shall be considered as 
owning any stock of a controlled foreign corporation which it owns 
directly or indirectly through the use of a foreign entity. For exam-
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ple, a shareholder shall be considered to own its proportionate 
share of stock of a controlled foreign corporation which is owned by 
a foreign corporation, foreign partnership, foreign trust, or foreign 
estate in which that shareholder owns an interest. A similar rule 
applies in the case of stock of a foreign personal holding company, 
except that stock owned indirectly through a foreign corporation 
which itself is a foreign personal holding company is not treated as 
being owned proportionately by a U.S. shareholder.  

The bill grants the Treasury authority to prescribe regulations to 
address the application of this provision to foreign corporations 
that earn related person insurance income. In the case of such a 
corporation, the determination of whether certain shareholders 
will be considered U.S. shareholders, and as a result, the corpora
tion will be considered a controlled foreign corporation for the tax
able year, is dependent upon the proportion of related person in
surance income to total insurance income earned by the corpora
tion during the taxable year.8 9 This determination cannot be made 
until the close of the corporation's taxable year. The committee an
ticipates that the regulations will provide that a foreign corpora
tion that earns related person insurance income will generally not 
be required to take into account non-10-percent U.S. shareholders 
(i.e., persons who are only U.S. shareholders by virtue of the spe
cial captive insurance rules (sec. 953(c)) to test on the first day of 
its taxable year to determine its required taxable year unless the 
corporation was treated as a controlled foreign corporation under 
the captive insurance rules for the immediately preceding taxable 
year. If for a taxable year, a corporation qualified as a controlled 
foreign corporation under the special captive insurance rule, the 
committee anticipates that the regulations will generally require 
such corporation to perform the test on the first day of its next tax
able year taking into account as U.S. shareholders those persons 
who would be treated as such with respect to related person insur
ance income earned by the corporation under the assumption that 
it will again qualify as a controlled foreign corporation under this 
special rule.  

For example, assume that a foreign corporation has twenty equal 
shareholders, all of whom are unrelated U.S. persons. The corpora
tion would not qualify as a controlled foreign corporation under the 
general rule applicable to foreign companies (or foreign insurance 
companies) because no U.S. persons are considered U.S. sharehold
ers. However, if the corporation earned related person insurance 
income, then it would be considered a controlled foreign corpora
tion unless the amount of related person insurance income it 
earned was de minimis (less than 20 percent of total insurance 
income). If in taxable year 1, the company earned a de minimis 
amount of related person insurance income (and thus the company 
was not considered a controlled foreign corration with respect to 
such income), then on the first day of taxable year 2, the corpora
tion would not be required to test to determine its required taxable 
year. Alternatively, if the related person insurance income earned 
in taxable year 1 was not de minimis (thus causing the company to 

89 If related person insurance income is lees than 20 percent of total insurance income for the 
year, then the special rule related to captive 'insurance companies will not apply.
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be a controlled foreign corporation), then the company would be re
quired to determine whether it is a specified foreign corporation on 
the first day of taxable year 2, and in making such determination, 
would be required to treat all U.S. persons owning its stock as U.S.  
shareholders.  

The committee anticipates that the regulations will provide guid
ance for companies that are controlled foreign corporations under 
both the generally applicable rule (including the general rule for 
insurance companies) and the special captive insurance company 
rule. In such an instance, the committee generally intends that in 
determining whether a company is a specified foreign corporation, 
the company must take into account all persons who would be U.S.  
shareholders under either rule.  

The committee understands that certain corporations that are re
quired to change their taxable years for U.S. tax purposes may not 
be able to make a conforming change of their taxable years for 
purposes of reporting taxable income in foreign countries. The com
mittee anticipates that the Treasury will exercise its authority to 
promulgate regulations necessary to address problems which may 
arise as a result of nonconforming tax years, including issues relat
ed to the determination of creditable foreign taxes for purposes of 
the deemed paid foreign tax credit, the high tax exception to the 
inclusion of subpart F income, the foreign tax credit separate limi
tation high-tax kick out rules, and the foreign tax redetermination 
rules.  

Additionally, the bill allows a foreign personal holding company 
to treat a district nation that is made on or before the fifteenth day of 
the third month after the close of its taxable year as having been 
made during such taxable year, but only to the extent that such 
distribution would offset its undistributed foreign personal holding 
company income for such year. Furthermore, this rule applies only 
if the distribution is made to a person who was a shareholder of 
record as of the last day of the foreign personal holding company's 
taxable year with respect to the stock for which such distribution is 
made. The amount of such distribution which under this provision 
is deemed to have been made during the previous taxable year of 
the foreign personal holding company is to be included in the gross 
income of the person treated as recipient shareholder under the 
principles of section 551(f) of the Code, as well as in the gross or 
distributable net income of any foreign entity described in section 
551(f) which actually receives such distribution from the foreign 
personal holding company, for such person's taxable year in which 
the taxable year of the foreign personal holding company ends.  

For example, assume that a U.S citizen owns 100 percent of the 
stock of a foreign personal holding company that has $100 of undis
tributed foreign personal holding company income as of the end of 
its taxable year. Under this provision, the com is allowed to 
make a distribution of up to $100 on or before te ftnth day of 
the third month following the close of such taxable year, which dis
tribution will be treated as made during its previous. taxable year, 
thus eliminating its undistributed foreign personal holding compa
ny income for such year. The distribution will be included in the 
income of the U.S. citizen in his taxable year which includes the
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final day of the foreign personal holding company's taxable year 
during which such distribution is deemed to occur under this rule.  

Effective Date 

The provision is effective for taxable years of controlled foreign 
corporations and foreign personal holding companies beginning 
after July 10, 1989. Information returns which are generally re
quired to be filed by certain U.S. shareholders of a specified foreign 
corporation will be required to be filed with respect to such a cor
poration for the short taxable year of the corporation resulting 
from this provision that begins with the first day of the first tax
able year beginning after July 10, 1989, and ending in accordance 
with the taxable year to which the corporation changes.  

The bill provides that a controlled foreign corporation or a for
eign personal holding company that changes to a taxable year re
quired by this provision will be treated as having made the change 
with the consent of the Secretary of the Treasury. Certain U.S.  
shareholders of a specified foreign corporation shall take the 
income that is deemed distributed to such shareholder for such 
short taxable year into account ratably over the first four taxable 
years (including the shareholder's year which would otherwise in
clude all the income from the entity's short taxable year) beginning 
after July 10, 1989. The ratable four year inclusion applies only in 
cases where the U.S. shareholder would otherwise be required to 
include deemed distributions of income from more than one taxable 
year of the specified foreign corporation in any one of its own tax
able years, and only if the short taxable year of such corporation is 
its first taxable year beginning after July 10, 1989.  
2. Resourcing income to prevent avoidance of foreign tax credit 

limitation rules (sec. 6402 of the bill and sec. 904 of the Code) 

Present Law 
Consolidation in general 

Members of an affiliated group of corporations may file (or be re
quired to file) a consolidated return. To be a member of an affili
ated group for this purpose, a corporation must be an "includible 
corporation," and a controlling percentage of the stock of the cor

o ration (unless it is the common parent) must be owned directly 
y an "includible corporation." Under section 1504(b), certain types 

of corporations do not qualify as includible corporations. Subjc t to 
certain exceptions, corporations that do not so qualify include gen
erally corporations exempt from tax under section 501 (for exam
ple, corporations organized and operated exclusively for charitable 
or educational purposes), insurance companies subject to taxation 
under the special rules applicable to life insurance companies, for
eign corporations, corporations electing the possession tax credit, 
regulated investment companies, real estate investment trusts, and 
domestic international sales corporations.  

Foreign tax credit rules 
The United States taxes U.S. corporations (including affiliated 

groups filing consolidated returns) and other U.S. persons on their
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worldwide income, including foreign income. U.S. persons may 
choose to reduce the U.S. tax on their foreign income by the 
amount of the foreign income taxes they pay on that foreign 
income. In order to prevent the use of foreign tax credits to offset 
U.S. tax on U.S. income, taxpayers are subject to foreign tax credit 
limitations in several separate categories, each of which generally 
varies directly with the ratio of foreign source taxable income sub
ject to that limitation to entire tax, ble income. If the foreign 
source taxable income in a particular foreign tax credit limitation 
category is zero or negative for a particular taxable year, then the 
foreign taxes on income subject to that limitation cannot be cred
ited against U.S. tax liability in that year.  

Where a U.S. person sustains an overall foreign loss in a taxable 
year, net tax on U.S. income will generally be less than the U.S.  
tax rate times U.S. income. Under the overall foreign loss recap
ture rule, a portion of foreign taxable income earned after an over
all foreign loss year is treated as U.S. taxable income for foreign 
tax credit purposes (sec. 904(fXl)-(4)). This rule is designed to pre
vent taxpayers from obtaining the double benefit of forgiveness of 
U.S. tax on a portion of current U.S. income, plus an allowance of 
a foreign tax credit with respect to the full amount of subsequent 
years' foreign income. In addition, the 1986 Act clarified that a net 
loss in a separate foreign tax credit limitation category, or in the 
general limitation category, would reduce any positive foreign 
source taxable income in each of the other categories. In effect, this 
means that foreign losses in a particular limitation category cannot 
reduce current U.S. tax on U.S. source income in a taxable year 
unless the aggregate of foreign source taxable income and foreign 
source losses in all limitation categories is negative.  

For any taxable year a U.S. person may forego any benefits of 
the foreign tax credit and instead take deductions for foreign 
income taxes. A taxpayer typically may find this alternative pref
erable when it has paid income taxes to a particular foreign coun
try but has relatively little or no foreign tax credit limitation. This 
might be the case where, for example, the taxpayer incurs losses 
from operations in a different foreign country, and these losses are 
both (a) equal to or greater than the income on which the taxpayer 
paid the tax to the first foreign country, and (b) subject to the same 
limitation as the income on which the tax was paid to the first for
eign country. Under these circumstances the taxpayer could get no 
current year benefit from the foreign tax credit with respect to 
that income category. Depending upon the taxpayer's income, 
losses, and foreign taxes subject to other foreign tax credit limita
tions, the usability of any foreign tax credit carryovers generated 
by electing the benefits of the credit provisions, and the anticipated 
future effect of the overall loss recapture rules, the taxpayer may 
find it preferable in this instance to elect the deduction.  

The taxpayer might also find it beneficial to forego the benefits 
of the credit provisions if the foreign losses in the above example 
are less than the income on which the taxpayer paid the tax to the 
first foreign country, but the, combined foreign losses and foreign 
income taxes are greater than the income that can be sheltered 
using foreign tax credits. For example, assume that a U.S. corpora
tion pays U.S. federal income tax at a 34 percent rate and has
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manufacturing operations in the United States and two other coun
tries. Assume one foreign operation earns $100 subject to $50 of for
eign income tax, and the other foreign operation loses $75. Assume 
the U.S. operation earns $25. Using the credit, the taxpayer would 
eliminate any net U.S. tax liability on its foreign income and would 
obtain a $41.50 foreign tax credit carryover, but would owe $8.50 of 
U.S. tax on its current U.S. income. Using the deduction, the tax
payer would reduce its taxable income to zero and thus incur no 
U.S. tax liability in the current year. Again depending on numer
ous past, present, and anticipated future factors, it may be prefera
ble for the taxpayer to forego the benefits of the credit and take 
the deduction instead.  

Interaction of consolidation and foreign tax credit rules 
An affiliated group filing a consolidated return (hereinafter re

ferred to as a "consolidated group") must choose the benefits of the 
foreign tax credit (as opposed to taking deductions for foreign 
income taxes) on a group-wide basis (Treas. Reg. sec. 1.1502-4(a)).  
Each foreign tax credit limitation to which a consolidated group is 
subject varies directly with the ratio of the foreign source taxable 
income of the group subject to that limitation to the entire taxable 
income of the group (Treas. Reg. sec. 1.1502-4(c) and (d)).  

For example, assume that one member of an affiliated group that 
files a consolidated return is a domestic corporation with a net for
eign source loss of $100 from manufacturing, and U.S. source tax
able income from manufacturing of $200. Assume that the income 
of the other members of the gup consists of $100 of foreign source 
shipping income subject to $34 of foreign income tax. This group 
has no net foreign source taxable income, no current foreign tax 
credit, and, assuming that the relevant U.S. rate is 34 percent, a 
U.S. tax liability of $68 which is equal to, appropriately, the 
amount of its U.S. source taxable income ($200) times its U.S. tax 
rate.  

Now assume that the members of the affiliated group own all of 
the stock of a foreign corporation or all of the interests in a part
nership. Assume that 21 percent of the stock of a domestic corpora
tion with a foreign loss is owned by this foreign corporation or 
partnership. Under this assumption n, then, the domestic corporation 
is still wholly owned by the affiliated group, albeit indirectly 
through a controlled entity that is not an includible corporation, 
but the domestic corporation with the foreign loss is not a member 
of the affiliated group for purposes of filing a consolidated return.  
The consolidated return filed by the remaining group of corpora
tions would show $100 of passive foreign source income and $34 of 
creditable foreign income tax subject to the separate foreign tax 
credit limitation on passive income, resulting in no net U.S. tax.  
The nonaffiliated domestic corporation with $200 of U.S. source 
income and $100 of foreign loss would pay only $34 of U.S. tax.  
That is, until there is a foreign loss recapture in a subsequent tax
able year, the controlled group pays half the U.S. tax that would be 
owed in the case where 80 percent or more of stock of the domestic 
corporation with the foreign loss is owned directly by an includible 
corporation.



109

Expense allocations 
The 1986 Act provided, in general, that the taxable income of an 

affiliated group is to be determined by allocating and apportioning 
all interest expenses as if all members of the group were a single 
corporation (Code sec. 864(e)). As is true of the tax liabilities result
ing from allocating separate limitation foreign losses among for
eign tax credit limitation categories, the tax liabilities resulting 
from allocating expenses using a one-taxpayer approach can 
change depending upon whether 80 percent or more of the stock of 
an "includible" corporation controlled by an affiliated group is 
owned directly by includible corporations or indirectly through en
tities other than includible corporations.  

The 1986 Act gave the Treasury authority to resource the income 
of any member of an affiliated group or modify the consolidated 
return regulations to the extent such resourcing or modification is 
necessary to carry out the purposes of section 864. In addition, the 
1984 Act gave the Treasury authority to prescribe such regulations 
as may be necessary or appropriate to prevent the avoidance of 
Code provisions dealing with the linking of borrowing to invest
ment, or diminishing risks, through the use of related persons, 
pass-thru entities, or other intermediaries (Code sec. 7701(f)). The 
temporary and proposed regulations under section 864(e) provide 
that certain corporations not within the general definition of an af
filiated group, such as any includible corporation if 80 percent of 
its stock is owned directly or indirectly by an includible corporation 
or by members of an affiliated group, will be considered to consti
tute affiliated corporations for purposes of the interest expense al
location rules (Treas. Reg. sec. 1.861-11T(dX6Xi)).  

Reasons for Change 
The committee believes that techniques for avoiding or lessening 

the impact of the foreign tax credit limitation and related rules 
have been eliminated over the past years, in particular in the 1986 
Act and the regulations issued thereunder, and believes that it 
would be inappropriate to allow taxpayers to negate the effects of 
the 1986 Act and prior acts merely by using the expedient of inter
posing entities other than includible corporations into the chain of 
ownership of includible corporations. To permit the use of such 
techniques might reward diligent tax planning, but promotes no ar
guably important policy objective, in the committee's view. While 
regulations issued under section 864(eX7) have appropriately pro
hibited the use of deconsolidation techniques to manipulate the in
terest allocation rules, the committee is concerned that the Secre
tary's authority to issue comparable regulations under the foreign 
tax credit rules is somewhat less clear.  

Explanation of Provision 

The bill gives the Treasury authority to issue regulations that 
would require a taxpayer to resource the income of any member of 
an affiliated group of corporations (as that term would be modified 
for these purposes by the bill), or to modify the consolidated return 
regulations, to the extent such resourcing or modification is neces-
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sary to prevent avoidance of the purposes of the foreign tax credit 
rules. Under the bill, generally only the income of includible corpo
rations (as that term is defined under current law) is subject to re
sourcing. However, under the bill the determination whether an in
cludible corporation is part of an affiliated group would be made by 
treating stock owned by attribution under the rules of section 1563 
as owned directly, and by disregarding the exclusions from 'he defi
nition of includiblee corporation" listed in section 1504(b). For ex
ample, where an includible corporation indirectly controls another 
includible corporation through an entity that is not an includible 
corporation, the Treasury is authorized to recharacterize by regula
tion foreign source income of the includible corporations as U.S.  
source income, so that the aggregate U.S. tax liability of those cor
porations is no less than the tax that would be imposed if, for for
eign tax credit pur , the includible corporations had joined in 
filing a consolidated return. In addition, the bill authorizes the Sec
retaryto prescribe regulations preventing the avoidance (through 
disaffiliation) of other provisions relating to the proper calculation 
of the foreign tax credit, such as the limitation imposed under sec
tion 907 with respect to certain oil and gas extraction taxes.  

As an example of a case that the regulations contemplated by 
the committee would reach, assume that a domestic parent corpo
ration owns indirectly (through entities that are not includible cor
porations) 80 percent or more of the stock of two domestic subsidi
ary corporations. One such domestic subsidiary corporation has 
$200 of U.S. source income and $100 of foreign source loss. The 
second has $100 of pre-tax foreign source taxable income, and has 
paid $34 of foreign income taxes. Assume that all income of the 
above domestic corporations is subject to U.S. tax at the 34 percent 
rate. Under the bill Treasury is authorized to recharacterize the 
income of the second domestic subsidiary corporation as U.S.  
source income, resulting in an aggregate U.S. tax liability of the 
two corporations of $68, which would be their tax liability if the 
parent corporation had owned the stock of the two subsidiaries di
rectly and the three corporations had been required to file a con
solidated return. (Under this example, the bill also eliminates the 
need to resource as domestic, under section 904(f), any foreign 
source income earned by the first domestic subsidiary corration 
in a later year to account for its overall foreign loss described 
above.) 

As another example, assume that in the above case the first do
mestic subsidiary corporation has $200 of U.S. source income, $100 
of foreign source loss from operations in one foreign country, and 
$100 of pre-tax foreign source income from operations in another 
foreign country, on which the corporation has paid $34 in foreign 
income tax. As in the above example, assume that the second do
mestic subsidiary corporation has $100 of pre-tax foreign income, 
and has paid $34 of foreign income taxes. Were the first subsidiary 
corporation permitted to separately elect to deduct its foreign 
income taxes while the second corporation took the credit, the com
bined U.S. tax liabilities of the two would be $56.44, or 34 percent 
of $166 (the U.S. tax liability of the first corporation) plus zero (the 
U.S. tax liability of the second corporation). By contrast, if both 
corporations were required to jointly elect either to deduct or credit



foreign taxes, then their combined current year U.S. tax liabilities 
would be $78.88 (using the deduction),4 0 or $68 (using the credit).  
Under the bill, the Treasury is authorized to preclude either do
mestic subsidiary corporation in such a situation from electing to 
deduct its foreign taxes at the same time that the other domestic 
subsidiary corporation takes the benefit of the foreign tax credit 
provisions.  

Effective Date 
The provision is effective for taxable years beginning after July 

10, 1989.  
3. Improve information reporting by U.S. subsidiaries and 

branches of foreign corporations (sec. 6403 of the bill and sec.  
6038A of the Code) 

Present Law 

The Treasury is authorized to distribute, apportion or allocate 
gross income, deductions, credits, or allowances between or among 
commonly controlled organizations, trades, or businesses as neces
sary to prevent the evasion of taxes or clearly to reflect income 
(Code sec. 482). Any corporation (U.S. or foreign) that conducts a 
trade or business in the United States and that is controlled by a 
foreign person must file an information return reporting all trans
actions with related foreign persons (sec. 6038A). "Control" for pur
poses of section 6038A requires 50-percent stock ownership by a 
single foreign person (including stock attributed to that person).  
Failure to comply with this reporting requirement carries an ini
tial monetary penalty of $1,000, and additional penalties are im
posed if the failure continues more than 90 days after the IRS noti
fies the taxpayer of the failure. The additional penalties are im
posed at the rate of $1,000 for each 30-day period (or fraction there
of) during which the failure continues after the 90th day after IRS 
notification, up to a maximum additional penalty of $24,000. Thus, 
the total penalty for each failure to comply with the requirements 
of section 6038A cannot exceed $25,000.  

Similarly, U.S. shareholders that control foreign corporations are 
required to report certain information with respect to such foreign 
corporations and all transactions with such foreign corporations.  
(sec. 6038). In addition to monetary penalties, noncompliance with 
the requirements of section 6038 can be sanctioned by the reduc
tion or elimination of foreign tax credits allowed to U.S. sharehold
ers that fail to report the required information (sec. 6038(c)).  

For the purpose of ascertaining the correctness of any return, 
making a return where none has been made, determining the li
ability of any person for any internal revenue tax or the liability at 
law or in equity of any transferee or fiduciary of any person in re
spect of any internal revenue tax, or collecting any such liability, 
the IRS is authorized (1) to examine any books, papers, records, 
and other data that may be relevant or material to such inquiry, 

40 The combined tax liabilities would be $56.44 for the first corporation (computed as above) 
plus $22.44, or 34 percent of $66, for the second corporation.
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(2) to summon the person liable for tax or required to perform the 
act, or any officer or employee of such person, or any person 
having possession, custody, or care of books of account containing 
entries related to the business of the person liable for tax or re
quired to perform the act, or any other person the IRS ma deem 
proper, to appear before the IRS at a time and place name in the 
summons and to produce such books, papers, records, or other data 
and to give such testimony, under oath, as may be relevant or ma
terial to such inquiry, and (3) to take such testimony of the person 
concerned, under oath, as may be relevant or material to such in
quiry (sec. 7602(a)). Thus, the statutory scope of IRS summons au
thority extends to certain persons that are not themselves subject 
to tax in the United States. Moreover, regarding constitutional due 
process limitations, a court in the United States may subject a for
eign person to personal jurisdiction in connection with the commer
cial activities the person has purposefully caused within the court's 
jurisdiction. See, e.g., World-Wide Volkswagen Corp. v. Woodson, 
444 U.S. 286 (1980).  

A foreign corporation that is engaged in trade or business within 
the United States is subject to U.S. corporate income tax on its tax
able income that is effectively connected with the conduct of a 
trade or business within the United States (sec. 882(a)). However, 
the deductions and credits available to a foreign corporation in con
nection with its corporate income tax liability are generally al
lowed only if the corporation files a timely, true, accurate, and 
complete income tax return (sec. 882(cX2)). Similar rules apply to 
the deductions and credits of nonresident alien individuals (sec.  
874).  

Reasons for Change 

IRS access to foreign materials 
In order to determine whether adjustments under section 482 (or 

otherwise) are appropriate in the course of a tax audit of a U.S.  
taxpayer controlled by a foreign person, it may be necessary for 
the IRS to examine books, records or other data in the custody of 
the foreign person. Summonses for such materials have been en
forced in U.S. courts against a foreign parent that sells goods in 
the United States through a U.S. subsidiary (United States v.  
Toyota Motor Corp., 561 F.Supp. 354 (C.D. Cal.) (memorandum opin
ion), 569 F.Supp. 1158 (C.D. Cal. 1983)). However, such summonses 
may not be practically or legally enforceable in all appropriate 
cases, especially where summoned materials are in the possession 
of a foreign person. For example, enforcement of the summonses in 
Toyota was based on several factors including the fact that the 
boards of directors of the foreign parent and the U.S. subsidiary 
had interlocking membership, and the fact that the foreign parent 
itself had significant business activities in the United States. In the 
absence of such factors, the courts have not clearly determined the 
standards for enforcement of summonses against foreign parents of 
U.S. subsidiaries.  

In addition, establishing jurisdiction to enforce a summons 
against a foreign parent may not be sufficient to obtain the sum
moned materials. One significant practical obstacle is that stand-
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ards of recordkeeping and preservation of documents vary from 
country to country, and enterprises of many countries do not ob
serve recordkeeping and document-preservation standards as rigor
ous as those imposed on U.S. taxpayers. Accordingly, documents or 
materials summoned from foreign parties may not exist by the 
time a summons is enforced. The committee believes that the un
availability of such documents and materials has substantially 
interfered with the ability of the Internal Revenue Service to ad
minister the U.S. tax laws.  

Reporting of transactions 
The committee believes that the reporting requirements of sec

tion 6038A should apply to a U.S. corporation or a foreign corpora
tion engaged in trade or business in the United States where such 
a corporation engages in transactions with substantial foreign 
stockholders, regardless of whether such stockholders own, directly 
or indirectly, 50 percent or more of the corporation's stock. For ex
ample, the committee is concerned that there may be U.S. corpora
tions owned by groups of unrelated foreign persons that may find it 
beneficial, for tax reasons, to engage in transactions with those 
substantial foreign stockholders that are not at arm's length. The 
committee believes that the IRS should have the same enforcement 
tools in eamining transactions with such stockholders as are 
available in connection with transactions involving 50-percent or 
greater foreign stockholders, and as are generally available in con
nection with purely domestic transactions.  

Sanctions 
Congress has long recognized that international transactions and 

foreign taxpayers present difficult tax administration problems.  
The particular circumstances of foreign taxpayers may make it dif
ficult to detect failures to comply with tax reporting and payment 
obligations. For this reason, the committee believes that strong and 
effective sanctions must apply to failures to comply with reporting 
obligations related to foreign taxpayers. The committee believes 
that a penalty of only $25,000 may not be sufficiently meaningful 
to encourage adequate compliance.  

Moreover, on the same principle that sections 882(cX2) and 874 
have conditioned the allowance of ordinary deductions and credits 
on full compliance with applicable reporting requirements, the 
committee believes that similar sanctions should apply in cases 
where the taxpayer fails to comply with applicable requirements to 
support the correctness of the amounts shown on the return in the 
course of examination.  

Finally, the committee believes that after these new provisions 
have been in operation for some reasonable period, it will be neces
sary to determine, based on the enforcement experience of the IRS, 
whether the bill's new rules are adequate to address the commit
tee's present concerns or whether additional legislative steps will 
be necessary.
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Explanation of Provisions 
Requirements imposed on taxpayers 

The bill expands the application of section 6038A, such that the 
reporting requirements of that section apply to those corporations 
("reporting corporations") that are owned by 25-percent foreign 
shareholders, and to those transactions ("reportable transactions") 
by such corporations that involve such shareholders or persons re
lated to such shareholders. The bill defines a 25-percent foreign 
shareholder as any foreign person that owns 25 percent or more of 
the total combined voting power of all classes of stock of the report
ing corporation that are entitled to vote, or 25 percent of the total 
value of all classes of stock. The bill also adds any 25-percent for
eign shareholder to the definition of a related party under section 
6038A.  

In addition, the bill provides that each reporting corporation 
shall maintain, in the location, in the manner, and to the extent 
prescribed by regulations, such records as the Secretary shall by 
regulations prescribe as being appropriate to determine the correct 
treatment of transactions of the reporting corporation with related 
parties (or shall cause another person to maintain such records as 
prescribed). The committee anticipates that under this provision, 
the Secretary may prescribe rules under which the reporting corpo
ration (or another person as directed by the reporting corporation) 
is required to obtain and compile, as well as maintain, such books, 
papers, and other records that are not already in its p ion.  

The committee anticipates that the regulations will generally re
quire such maintenance in the United States. However, the com
mitt.- - -o intends by this provision to g the Secretary flexibil
ity in scribing which records must be maintained in the United 
States Lind which may be maintained elsewhere. The Secretary will 
also have flexibility in identifying those classes of supporting docu
mentation relating to related party transactions that akre sufficient
ly important to warrant maintenance in thz United States in the 
general case, and that therefore will be generally required by regu
lation to be maintained in the United States. In the case of records 
so identified, the committee anticipates that regulations will 
permit the U.S. maintenance requirements to be satisfied by dupli
cate as well as original documents. Moreover, the committee antici
pates that translation into English of any documents required to be 
maintained in the United States mig ht not be required simulta
neously with the appearance of such documents in the United 
States, but only when specified in regulations.  

On the other hand, the committee anticipates that there may be 
classes of supporting documentation that do not warrant a general 
regulatory U.S. maintenance requirement. Moreover, even where a 
class of records is generally required to be maintained in the 
United States, the committee anticipates that there may be par
ticular circumstances that would warrant exceptions to the general 
rules. For example, the Treasury may permit certain records to be 
maintained outside the United States where it is satisfied that any 
such records would be submitted to the Internal Revenue Service 
promptly upon request. In addition, the committee anticipates that 
the Treasury might modify the level of required U.S. record main-
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tenance on a country-by-country or case-by-case basis, by agree
ment or otherwise, for example by entering into agreements under 
which taxpayers would be obligated to preserve specified records 
but not maintain them in the United States, and make them avail
able to the IRS promptly upon request. The committee also antici
pates that the Treasury may determine that the information ex
change procedures in place between the IRS and the tax authori
ties of a particular foreign country are operating in such a way as 
to assure ready access by the IRS to all relevant documents in the 
possession of related parties in that foreign country, and that as a 
result the Treasury may grant country-based exceptions to the gen
eral U.S. record maintenance rules. Finally, 'he committee antici
pates that even where the general U.S. record-maintenance re
quirements do not require the maintenance in the United States of 
a particular class of documents, the Treasury may identify specific 
circumstances where, because of enforcement problems, that class 
must be maintained in the United States by a particular reporting 
co ration or a particular class of reporting corporations.  

The committee recognizes that some related foreign corporations 
may consider such materials to be confidential with respect to the 
reporting corporation. Accordingly, the committee intends to make 
reporting corporations responsible to ensure that the specified ma
terials are maintained in the United States, but not to require that 
such materials be placed under the control of the reporting corpo
ration. Similarly, the committee intends; that any such materials 
would be treated as present in the United States solely for the pur
pose of determining the tax consequences of transactions involving 
the reporting corporation, and would not be subject (solely by 
reason of its presence for U.S tax purposes) to legal process in con
nection with nontax litigation involving a related foreign corpora
tion that is not otherwise present in the United States.  

In addition, the bill provides that in order to avoid the conse
quences of the noncompliance rules (discussed below) with respect 
to certain transactions between any reporting corporation and any 
related party, each foreign person that is a related party of a re
porting corporation must agree (in such manner and at such time 
as Treasury rules or regulations may specify) to authorize such cor
poration to accept service of process as its agent in connection with 
any request or summons by the IRS to examine books, records, or 
other materials, to produce such materials, or to take testimony re
lated to any reportable transaction, solely for the purpose of deter
mining the tax liability of the reporting corporation.4 1 This re
quirement will ensure that IRS examination requests and sum
monses with respect to related-party transactions involving U.S.  
taxpayers can be served on related foreign persons that do not di
rectly engage in trades or businesses in the United States.  

It is expected that where records of a related party are obtain
able on a timely and efficient basis under information-exchange 
procedures provided under a tax treaty, the Internal Revenue Serv
ice genery would make use of such procedures before issuing a 
summons to the designated agent on behalf of the related party.  

4 The committee intends that the agency relationship specified in the bill will not constitute 
an agency relationship for any other purpose under Federal or State law.
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However, the committee is cognizant of undue audit delays that 
have been caused by the Service's inability to quickly obtain rele
vant information through treaty procedures, and recognizes that 
exigent circumstances (for example, the imminent expiration of the 
limitations period) may arise that would make the use of a treaty 
procedure undesirable. Thus, as is the case currently, the commit
tee does not intend that the Service be required to attempt to use a 
treaty procedure before issuing a summons with respect to infor
mation that might be obtained under that treaty.  

The committee understands that a reporting corporation may not 
always be aware that a transaction involves a related party. Such 
cases may occur, for example, where a reporting corporation en
gages in a small or brief transaction on arm's length terms with a 
person that is related to a related party, but with no involvement 
of any person that is directly related to the reporting corporation.  
The committee expects that Treasury regulations, in such circum
stances, will allow a related party to retroactively authorize the re
porting corporation to accept service of process on its behalf with 
respect to such a transaction. However, if the related party in
volved in such a transaction refuses to retroactively authorize the 
reporting corporation to accept service of process on its behalf, the 
reporting corporation would generally be subject to the noncompli
ance rule with respect to transactions prior to which the reporting 
corporation was not aware that the requirements of section 6038A 
would apply.  

To relieve such a harsh result, the committee anticipates that 
Treasury regulations may allow a reporting corporation to be treat
ed as retroactively authorized to accept service of process on behalf 
of a related party (and thus in compliance with this requirement), 
solely for the purpose of avoiding the application of the noncompli
ance rule with respect to certain transactions, in exceptional cir
cumstances. Such circumstances may include a situation in which 
(1) neither the reporting corporation nor the other party to 'he 
transactions knew or had reason to know that the two parties were 
related at the time of the Lransactions, and (2) the taxpayer estab
lishes to the satisfaction of .he Secretary that all transactions be
tween the reporting corporation and the related party were on un
controlled, arm's-length terms that did not involve the participa
tion of any known related party. The committee views common 
control (at a 50-percent level) as one reason to know that tw'o par
ties are related under the bill, except where the common control is 
sufficiently attenuated. Such deemed compliance would apply only 
to reportable transactions entered into prior to the time when the 
reportable corporation knew or had reason to know that the relat
ed party was related. The noncompliance rule would apply to any 
transaction subsequent to that time with the same related party 
unless there was actual authorization to accept service of process.  

Applicable sanctions 
Enhancement of monetary penalty 

The bill increases the existing $1,000 penalty for failure to meet 
the requirements of section 6038A (as expanded by the bill) to 
$10,000, increases the amount of each addition to such penalty
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from the existing $1,000 to $10,000 per applicable 30-day period, 
and removes the ceiling (currently $24,000) on additions to such 
penalty.  

The bill provides an exception from liability for this monetary 
penalty, imposed for failure to comply with the reporting require
ments of section 6038A, in cases where the taxpayer demonstrates 
to the satisfaction of the Secretary that reasonable cause exists for 
the failure to furnish required information or maintain required 
records. The committee expects that such reasonable cause excep
tions will be allowed liberally in cases of small corporations that (1) 
had no knowledge of the requirements imposed by section 6038A, 
(2) have limited presence in and contact with the United States, 
and (3) promptly, fully and completely comply with all IRS re
quests (including requests to the corporation on behalf of any relat
ed foreign party) to furnish books, papers, records, and other data 
that may be relevant or material to any reportable transaction.  
The committee intends that the fact that a foreign jurisdiction 
would impose a civil or criminal penalty on the reporting corpora
tion (or any other person) for disclosing the required or requested 
materials shall not constitute reasonable cause.  

Noncompliance rule 
In addition to the enhanced monetary penalty, the bill provides 

for a new noncompliance rule designed to match more closely the 
degree of noncompliance with the stakes involved. This rule au
thorizes the Secretary to allow only the amount of (1) any deduc
tions otherwise allowable to the reporting corporation for amounts 
paid or incurred to the related party in connection with reportable 
transactions, and (2) the cost (including all components of the cost 
of goods sold) to the reporting corporation of any property acquired 
from the related party or transferred to the related party in con
nection with reportable transactions, as shall be determined by the 
Secretary in the Secretary's sole discretion, based on any informa
tion in the knowledge or possession of the Secretary or on any in
formation that the Secretary may choose to obtain. Thus under the 
bill the Secretary may conclude, in a case where the noncompli
ance rule applies, that claimed deductions or costs have not been 
sufficiently supported and may consequently disallow any amount 
(including all) of those claimed amounts. The committee intends 
that in such a case, where the IRS has been denied the requested 
access to records or testimony that it chooses to consider in the 
course of an examination, the Secretary may disregard any infor
mation or materials that have been submitted by the reporting cor
poration or the related party where, in the Secretary's sole discre
tion, such information or materials are insufficiently probative of 
the relevant facts.  

The noncompliance rule applies with respect to all transactions 
with a related party whenever a reporting corporation is not desig
nated by a related foreign person as its agent in applying sections 
7602, 7603, and 7604 with respect to any IRS request or summons 
within the authority provided by such Code sections, in connection 
with any reportable transaction.  

The bill also provides the IRS with authority to apply the non
compliance rule in the event that a reporting corporation and a
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foreign person related thereto fail to substantially comply in a 
timely manner with an IRS summons to produce any books, 
papers, records, or other data, or to take testimony, or for any 
other purpose authorized by section 7602 of the Code, in connection 
with the examination of a reportable transaction. Because the 
amount of the noncompliance penalty that may apply in such a 
case is determined largely based on the Secretary's discretion, and 
because the amount of any disallowance may properly be limited to 
the deductions or costs related to the particular records or testimo
ny which are the subject of the summons which has not been com
plied with (and may in some cases be affected by other factors that 
the Service chooses to take into consideration), the committee an
ticipates that the Service may, in its discretion, choose to forego ap
plication of the penalty in de minimis cases of noncompliance.  

The bill also provides the IRS with authority to apply the non
compliance rule in the event that (1) a reporting corporation fails 
to maintain (or cause another to maintain), any records required to 
be maintained under the record-maintenence requirements de
scribed above, and (2) by reason of that failure, the reporting corpo
ration does not comply with a summons for such record (or such a 
summons is quashed). In such an event, the noncompliance rule 
may be applied to any transaction to which such records relate.  

The committee intends that the noncompliance rules of the bill 
be applied separately with respect to each related party of a report
ing corporation that is not itself related to other related parties of 
the reporting corporation. For example, a reporting corporation is 
related to two foreign corporations, and these two foreign corpora
tions are not related to each other. In the event that the reporting 
corporation and one of the related parties fail to comply with a 
summons for the production of certain records of that related 
party, the noncompliance rules may be applied to all reportable 
transactions between the reporting corporation and that related 
party. However, such failure to comply will not cause the noncom
pliance rules to apply to reportable transactions between the re
porting corporation and the other related party.  

Judicial review 
To ensure that the noncompliance rules with respect to a sum

mons are only applied when the summons is properly issued by the 
IRS, the bill permits prompt judicial review of a summons (waiving 
the sovereign immunity and anti-injunction act defenses that 
would generally bar such review). The bill thus permits persons 
that receive a summons related to the examination of a reportable 
transaction to petition a federal court to quash the summons, not 
later than the 90th day after such summons is mailed. In the event 
that the recipient does not file such a petition and also fails to 
comply with the summons, the IRS (as under present law) may 
bring an action to enforce the summons. If a summons in connec
tion with an IRS examination of any reportable transaction is sub
ject to a timely petition to quash, the statute of limitations on the 
taxable year(s) at issue will be suspended during the pendency of 
the judicial action to quash the summons, and will expire not earli
er than 90 days after the conclusion of such action.
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In order to establish with finality the validity of a summons, the 
obligations imposed on the recipient by the summons, and the ap
plicability of sanctions for noncompliance with the summons, a tax
payer may file a timely petition to quash the summons or defend 
an IRS action to enforce the summons. Under the bill, these are a 
taxpayer's sole methods of preventing application of the noncompli
ance rule for noncompliance with a summons. Therefore, if a sum
mons is not quashed (whether because a petition to quash was un
successful, an action to enforce was successful, or simply because 
no judicial action was initiated), the noncompliance rule may be 
applied by the IRS irrespective of any collateral or subsequent judi
cial opinion (e.g., in the U.S. Tax Court) concerning the validity of 
the summons.  

The fact that compliance with the summons would lead to the 
imposition of civil or criminal penalties on the reporting corpora
tion (or a related party) under any foreign law will not constitute 
grounds for either quashing or refusing to enforce the summons.4 2 

Interaction with treaties 
The provisions of the bill will enable the IRS to gather the same 

type of information with respect to foreign-owned corporations as 
current law permits with respect to corporations controlled by U.S.  
persons. Accordingly, inasmuch as the purpose of the bill is to 
impose equivalent reporting obligations on U.S. corporations irre
spective of capital' ownership, while recognizing the unique tax ad
ministration problems presented where corporate stock is held by 
nonresidents, the committee believes that the provision does not 
discriminate against foreign-controlled U.S. corporations in viola
tion of any treaties. If the committee should be incorrect in its 
technical interpretation of the interaction between these provisions 
and U.S. treaties, however, it does not intend that any contrary 
treaty provision defeat its purpose in enacting these provisions.  

Report to Congress 
The bill requires the IRS to report to Congress on its efforts to 

audit U.S. taxpayers that are subsidiaries of or otherwise related to 
foreign corporations. The committee expects that this report, which 

4 Courts have taken several factors into consideration in determining whether an IRS sum
mons may be enforced in a case where compliance may violate foreign civil or criminal laws.  
See, e.g., United States v. Vetco, Inc., 691 F.2d 1281 (9th Cir.), cert. denied, 454 U.S. 1098 (1981); 
United States v. First National Bank of Chicago, 699 F.2d 341 (7th Cir. 1983). Courts similarly 
have considered under r what circumstances discovery sanctions may be appropriate where com
Sliance with the Jiscovery order may violate foreign civil or criminal laws. See, e.g., Societe 
Interationale pour Pbrticipations Industrielles et Commerciales v. Rogers, 357 U.S. 197 (1958).  

Notwithstanding any such cases or any factors or considerations relevant thereto, the committee 
intends that the fact that compliance with the summons may lead to the imposition of civil or 
criminal penalties on the reporting corporation (or a related party) under any foreign law will 
not constitute grounds for either quashing or refusing to enforce the summons.  

In addition, the committee understands that courts have not yet determined whether, or to 
what extent, the holding of mrst Security Bank of Utah v. Commissioner, 405 U.S. 394 (1972), 
may apply to laws or other legal pronouncements made by foreign governments. For example, 
courts have not yet considered the validity of Rev. Rul. 82-45, 1982-1 C.B. 89 (foreign law pro
hibiting the payment of technical assistance fees above a stated amount does not foreclose the 
IRS from treating the taxpayer, under section 482, as if technical assistance fees above the 
stated amount were paid). No inference is intended as to the validity of that ruling. The commit
tee intends, however, that the holding of Mrst Security Bank of Utah v. Commissioner, even if it 
is determined to be applicable to the laws or legal pronouncements of foreign governments, will 
not support quashing or refusing to enforce the summons.



120

must be submitted to Congress within five years after these provi
sions take effect, will include discussions of (a) compliance with the 
requirements of section 6038A as expanded by the bill, (b) the 
availability of related-party materials requested or summoned by 
the IRS, (c) the quality of the examination process respecting issues 
involving related foreign parties, (d) the application and effective
ness of the sanctions provided by the bill, and (e) recommendations 
for further improvements.  

Effective Date 
The provisions apply to taxable years of reporting corporations 

beginning after July 10, 1989.  

4. Treatment of certain scholarship or fellowship grants to non
resident aliens (sec. 6404 of the bill and secs. 873 and 1441 of 
the Code) 

Present Law 
Generally under the Code, the United States imposes tax, at ordi

nary rates, on the taxable income of a nonresident alien individual 
that is effectively connected with the conduct of a trade or business 
in the United States. Generally, deductions are permitted in com
puting such U.S. taxable income only if and to the extent that they 
are connected with income which is so effectively connected.  

A nonresident alien cannot use the standard deduction (sec.  
63(cX6XB)). A nonresident alien is permitted a deduction for person
al exemptions without regard to whether the deduction is connect
ed with effectively connected income. However, a nonresident alien 
is generally allowed only one personal exemption unless he or she 
is a resident of a contiguous country or a national of the United 
States (sec. 873(b)). By contrast, a U.S. citizen or resident (herein
after referred to as a "U.S. person") is entitled to an exemption for 
him- or herself; an additional exemption for a spouse if a joint 
return is not made and the spouse, for the year in which the tax
able year of taxpayer begins, has no gross income and is not the 
dependent of another taxpayer; and further additional exemptions 
for certain dependents (sec. 151). The term "dependent" excludes a 
spouse and generally also excludes any individual who is not a citi
zen or national of the United States unless the individual is a U.S.  
resident or a resident of a contiguous country (sec. 152(aX9) and 
(bX3)). In addition, no joint return may be made by a husband and 
wife if either is at any time during the year a nonresident alien, 
unless one spouse is a U.S. person, and the other elects to be taxed 
as a U.S. resident on all of his or her worldwide income (sec.  
6013(a) and (g)). Thus, while a married U.S. person whose spouse is 
also a U.S. person can either file a joint return claiming personal 
exemptions for both him- or herself and the spouse, or may file a 
separate return claiming personal exemptions for both where the 
spouse has no gross income (and may claim more exemptions if 
there are dependents), a married nonresident alien with U.S. effec
tively connected income generally must take no more than one per
sonal exemption in all cases (unless the spouse is a U.S. person and



the nonresident alien subjects his or her worldwide income to U.S.  
tax jurisdiction).  

Under the Code, a nonresident alien is generally subject to a 30
percent tax on gross amounts of fixed or determinable, annual or 
periodical income from U.S. sources that is not effectively connect
ed with the conduct of a trade or business in the United States.  
The payor of income subject to this gross-basis tax is generally re
quired to collect the tax by withholding at the full 30-percent rate.  

Generally gross income excludes certain amounts received as a 
qualified scholarship by an individual who is a candidate for a 
degree at an educational institution (sec. 117(a)). (Prior to the Tax 
Reform Act of 1986, the Code contained a broader exclusion con
cerning scholarship-related income.) In addition, U.S. source 
amounts that are received by a nonresident alien individual who is 
temporarily present in the United States under an F, J or M visa, 
and that are either (1) incident to a qualified scholarship to which 
section 117(a) applies (but includible in gross income), or (2) a schol
arship or fellowship for study, training, or research in the United 
States and received from a government, a 501(cX3) organization, or 
certain types of international, binational, or multinational organi
zations, are treated as effectively connected with the conduct of a 
trade or business within the United States and eligible for with
holding at a 14-percent rate.4 3 Finally, some U.S. income tax trea
ties provide for reductions in the U.S. tax that would otherwise be 
imposed under the Code on certain income of foreign persons, in
cluding the income of certain visiting foreign individuals such as 
scholars.  

Reasons for Change 
The committee believes that the general rule differentiating be

tween resident aliens and U.S. citizens, on the one hand, and non
resident aliens, on the other, in the allowance of the standard de
duction and personal exemption is appropriate in light of the fact 
that the United States exerts jurisdiction over the worldwide 
income of persons in the former group, but only over the U.S.  
income of persons in the latter group.44 However, the committee 
believes that, following the changes to the scholarship exclusion 
rules in the 1986 Act, there may be cases where a visiting foreign 
recipient of a scholarship or fellowship is subject to U.S. tax on the 
scholarship or fellowship provided by a federal, state, or local gov
ernment or public charity, yet in computing the tax on that 
income, the individual may be unable, as a nonresident alien, to 
take into account the deductions that a similarly situated U.S.  
person would be entitled to. The committee is concerned insofar as 
this may increase the cost of providing such scholarships or fellow

4 In Revenue Ruling 89-67, 1989-20 I.R.B. 4, the Service ruled that in certain circumstances, 
it would determine the source of income received to support or subsidize a recipient's research 
or study activities by reference to the residence of the payor.  

4 4 Compare section 2102(cX2XB), which provides a different unified credit against the U.S. tax 
on transfers of the taxable estate of a decedent nonresident alien than the unified credit against 
the U.S. tax on transfers of the taxable estate of a decedent U.S person, and provides that the 
credit in the nonresident alien case may in some cases be the credit applicable to the estates of 
US. decedents reduced to reflect the proportion of the decedent's entire estate that is situated 
in the United States.

-881 0-89--5
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ships, or reduce the value of such scholarships or fellowships to the 
individual, in cases where important national policies are served by 
provide such scholarships and fellowships. The committee is con
cerned that in some cases, the visitors subject to these rules may 
not be residents of countries that have entered into treaties that 
would relieve the current U.S. tax burden under the Code, and that 
such treaty relief may not realistically be foreseeable in the near 
future.  

Explanation of Provision 
The provision gives certain deductions, based on the standard de

duction and multiple personal exemptions, to offset certain U.S.  
source gross income of visiting foreign individuals received in the 
form of certain scholarships and fellowships. Further, the bill pro
vides that withholding on such income may be adjusted to take 
these deductions into account.  

In the case of a nonresident alien individual who is temporarily 
present in the United States under an F, J or M visa who receives 
or accrues any qualified scholarship or fellowship grant during the 
taxable year (hereinafter referred to as a "qualified nonresident 
alien individual"), the provision permits that individual the benefit 
of certain deductions (regardless of whether those deductions are 
connected with income which is effectively connected with the con
duct of a trade or business in the United States) up to the amount 
of the qualified scholarship or fellowship grants includible in gross 
income for the taxable year. Those deductions include the standard 
deduction and the personal exemptions allowed under the general 
personal exemption rules (i.e., the rules without regard to the one
exemption limitation in section 873(bX3)), subject to two modifica
tions. First, in determining who is a dependent of the nonresident 
alien, there will be no exclusion of a child or other individual, on 
the grounds of his or her failure to be a U.S. person or national, if 
that child or other individual is a member of the taxpayer's house
hold in the United States. Second, no exemption will be allowed for 
a spouse unless the spouse is a member of the taxpayer's household 
in the United States.  

As described above, the amount of the deductions allowed under 
the provision is limited by the amount of the nonresident alien's 

qualified scholarship or fellowship grants for the year. The term 
qualified scholarship or fellowship grant" is defined as any 

amount which is includible in the gross income of the nonresident 
alien for the taxable year, and which is granted as a scholarship or 
fellowship for study, training, teaching, research, or career develop
ment in the United States by a federal, state, or local government 
agency, or a tax-exempt U.S. organization described in section 
501(cX3). Thus, for example, the term does not include amounts ex
cluded from gross income under section 117(a) of the Code (e.g., cer
tain scholarships, to the extent not exceeding tuition and fees, re
ceived by degree candidates) or under a treaty.  

Finally, the bill provides that notwithstanding the 30-percent or 
14-percent statutory withholding rates that may be generally a 
cable to U.S. source income of a nonresident alien under the Coe, 
the Secretary shall have authority to provide for a reduction in the
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amount of withholding from any qualified scholarship or fellowship 
grant to take into account the reduction in a grant recipient's tax 
liability as a result of the provision.  

Effective Date 
The provision applies to taxable years beginning after December 

31, 1989.  
5. Modify definition of passive foreign investment company with 

regard to certain income of export trade corporations (sec.  
6405(a) of the bill and sec. 1296 of the Code) 

Present Law 
Certain export-related income derived by a controlled foreign cor

poration that is an export trade corporation (ETC) is exempt from 
the current U.S. taxation that would otherwise be imposed under 
subpart F (sec. 970 of the Code). Under the special rules of subpart 
G, the subpart F income of an ETC is reduced by certain amounts 
that constitute export trade income (as defined in section 971).  

No foreign corporation may qualify as an ETC unless it so quali
fied for a taxable year beginning prior to October 31, 1971, and has 
not failed to so qualify in any three consecutive years beginning 
after October 31, 1971 (sec. 971(aX3)). Code provisions allowing spe
cial treatment of export-related income of Domestic International 
Sales Corporations (DISCs) were enacted in 1971. At that time, ex
isting ETCs (and only existing ETCs) were permitted to continue 
using the rules of subpart G, and were also given the opportunity 
to transfer their assets (and the tax-deferred treatment of their ac
cumulated earnings) to a DISC. In the Tax Reform Act of 1984, spe
cial provisions regarding the export-related income of Foreign Sales 
Corporations (FSCs) were enacted and the DISC rules were substan
tially modified. At that time, existing ETCs were again permitted 
to continue using the rules of subpart G, and were also given a 
time-limited opportunity to transfer their assets tax-free to a FSC 
or to elect FSC status. Upon such a transfer to a FSC, the tax-de
ferred accumulated earnings of an ETC were eligible to be treated 
as previously taxed income (in effect, forgiving all deferred U.S. tax 
on such income). No portion of the untaxed income of an ETC that 
continued to use the rules of subpart G could be treated as previ
ously taxed income under the 1984 Act.  

The Tax Reform Act of 1986 provided special rules to end defer
ral of U.S. tax on income earned through certain predominantly 
passive foreign corporations referred to as passive foreign invest
ment companies (PFICs). A U.S. person's share of the income of 
any PFIC is generally subject either to current U.S taxation or to 
deferred taxation plus an interest charge attributable to the value 
of deferral (sec. 1291-1297). Generally, a PFIC is any foreign corpo
ration if (1) 75 percent or more of its gross income for the taxable 
year consists of passive income, or (2) 50 percent or more of the av
erage fair market value (or adjusted basis) of its assets consists of 
assets that produce, or are held for the production of, passive
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income (sec. 1296).4 For this purpose, passive income generally is 
defined as any income of a kind that would be foreign personal 
holding company income as defined in section 954(c), with certain 
exceptions relating to banking, insurance, and related-party income 
(sec. 1296(b)). Amounts that are passive income under the PFIC 
rules may also constitute export trade income under section 971.  

Reasons for Change 

In light of the fact that export trade corporations were permitted 
to retain their preexisting tax treatment upon the introduction of 
DISCs and FSCs, the committee believes that the tax benefits avail
able to export trade corporations should be reinstated in cases 
where such corporations would lose those benefits through the ap
plication of the PFIC rules of present law.  

Explanation of Provision 
The bill modifies the definition of "passive income" as that term 

is applied in determining whether a foreign corporation is a PFIC.  
Under the bill, the passive income of a foreign corporation, solely 
for the purpose of determining whether that foreign corporation is 
a PFIC, generally does not include any export trade income. The 
amount so excluded, however, is limited to the excess (if any) of (i) 
the amount by which the subpart F income of the ETC is reduced 
by export trade income under section 970(a), over (ii) the amount 
by which the subpart F income of the ETC would be reduced under 
section 970(a) by taking into account only such amounts of export 
trade income that would not constitute passive income (without 
regard to the provisions of the bill) under section 1296(b).  

For example, assume that a foreign corporation that qualifies as 
an ETC for the taxable year earns a total of $325 of income, all of 
which is subpart F income. The $325 total includes $200 of export 
trade income that is also classified under present law as passive 
income, $75 of export trade income that is not classified under 
present law as passive income, and $50 of passive income that does 
not qualify as export trade income. The total amount of export 
trade income ($275) does not exceed the limitation imposed by sec
tion 970(b) on the amount of export trade income that is permitted 
to reduce subpart F income. The corporation would be considered 
under present law to earn $250 of passive income as defined for 
PFIC purposes. Under the bill, such amount of passive income for 
PFIC purposes would be reduced by $200, namely, the excess of (a) 
the $275 of export trade income that reduces subpart F income, 
over (b) the $75 of export trade income that is not also passive 
income under present law. Thus, the passive income of the ETC for 
PFIC purposes would be $250 less $200, or $50.  

4* In addition, stock held by a taxpayer is generally treated as stock in a PFIC if, at any time 
during the holding period of the taxpayer with respect to such stock, the corporation (or any 
predecessor) was a PFIC which was not a qualified electing fund. By contrast, if the stock was 
the subject of an election to be treated as a qualified electing fund with respect to the taxpayer, 
that stock is only treated as PFIC stock, and the taxpayer is only subject to qualified electing 
fund inclusions with respect to that stock, for years during which the asset or income test set 
forth in the text were met.
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Effective Date 
The provision is effective for taxable years beginning after De

cember 31, 1988, for which a foreign corporation is treated as an 
export trade corporation.  

In addition, the bill provides an ETC that is a PFIC under 
present law additional time to elect to be treated as a qualified 
electing fund (under section 1295) and to elect to defer the payment 
of tax on the undistributed earnings of a qualified electing fund 
(under section 1294). Under the bill, the time for making either 
such election would not expire until at least 60 days after the en
actment of the bill. Thus, such an ETC may make an election 
under section 1295 at any time up to 60 days after the date of en
actment of the bill and, accordingly, avoid any treatment as a PFIC 
(with respect to years beginning after December 31, 1988) as a 
result of its PFIC status in prior years.  

In conjunction with the extension of time to make elections 
under sections 1295 and 1294, the bill extends the limitations 
period for assessing or collecting any underpayment of tax result
ing from such an election. In the case of either election, under the 
bill, the limitations period for such purposes will expire no earlier 
than the day which is three years after the date on which such 
election is made.  

6. Treatment of certain leased property under passive foreign in
vestment company rules (sec. 6405(b) of the bill and sec.  
1296(e) of the Code) 

Present Law 

Generally a passive foreign investment company (PFIC) is any 
foreign corporation if (1) 75 percent or more of its gross income for 
the taxable year consists of passive income, or (2) 50 percent or 
more of the average fair market value (or at the election of the for
eign corporation, the average adjusted bases) of its assets consists 
of assets that produce, or are held for the production of, passive 
income.46 Passive income generally is defined as any income of a 
kind that would be foreign personal holding company income as de
fined in section 954(c), with certain exceptions relating to banking, 
insurance, and related-party income (sec. 1296(b)).  

In 1988, the Internal Revenue Service in Notice 88-22, 1988-1 C.B.  
489, provided certain guidance regarding the computation of the 
PFIC asset test. For purposes of this test, asset value (or basis) is 
determined on a gross basis, without taking into account liabilities.  
The average fair market values (or bases) of assets for the taxable 
year of the foreign corporation are the average of the values (or 
bases) of the assets determined as of the end of each quarterly 
period during the corporation's taxable year. Generally, an asset is 
character as passive if it has generated (or is reasonably expect

46 In addition, stock held by a taxpayer is generally treated as stock in a PFIC if, at any time 
during the holding period of the taxpayer with respect to such stock, the corporation (or any 
predecessor) was a PFIC which was not a qualified electing fund. By contrast, if the stock was 
the subject of an election to be treated as a qualified electing fund with respect to the taxpayer, 
that stock is only treated as PFIC stock, and the taxpayer is only subject to qualified electing 
fund inclusions with respect to that stock, for years during which the asset or income test set 
forth in the text were met.
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Assets which generate both passive and nonpassive income in a 
taxable year are treated as partly passive and partly nonpassive 
assets in proportion to the relative amounts of income generated by 
those assets in that year.  

For purposes of performing the PFIC asset test, assets in which 
the foreign corporation holds a leasehold interest are not taken 
into consideration.  

Reasons for Change 
The committee understands that many service and certain other 

companies use few of their own assets in their active business oper
ations. It is common for these companies to lease rather than buy 
the physical assets necessary for operations. The committee has 
been informed that computer and peripheral equipment are assets 
frequently leased in these industries.  

The committee is concerned that the asset test for classification 
as a PFIC did not adequately reflect the business requirements of 
many service companies. Therefore, the committee believes it is ap
propriate to allow foreign corporations to account for leased equip
ment when performing the asset test.  

Explanation of Provision 

Generally under the bill, any computer or related peripheral 
equipment with respect to which a foreign corporation is the lessee 
under a lease with a term of at least six months is considered to be 
an asset that is actually owned by such corporation for purposes of 
applying the PFIC asset test. Thus, when applying the asset test, 
a foreign corporation will include the fair market value of any 
computer or related peripheral equipment in which it holds such a 
leasehold interest as of the end of each quarterly period of the cor
poration's taxable year. The leased asset's characterization as pas
sive, nonpassive, or partly passive and partly nonpassive is based 
on whether the asset produces passive income, or is held for the 
production of passive income, in the same manner as assets actual
ly owned by the corporation are so characterized.  

For example, assume that at the end of each quarter of a foreign 
corporation's taxable year, the corporation has $100 of passive 
assets and is the lessee of computer or related peripheral equip
ment (subject to a lease term of at least six months) that has a fair 
market value of $200. Further, assume that the leased equipment 
produces active income. In this case, the average value for the tax
able year of the corporation's passive assets constitutes only one
third of the average value of all of the assets of the corporation 
($100 divided by $300). Therefore, the corporation would not be a 
PFIC under the asset test for the taxable year.4 e 

As another example, consider the same facts as above, except 
that the corporation holds an interest in the leased assets at the 

4 Renewal options are disregarded in determining whether an asset has been leased for a 
period of at least six months.  

4* Of course, the corporation would still have to test for PFIC status under the PFIC income 
test.
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end of the first quarter of its taxable year, and not at the end of 
the other three quarters. In this case, the average value for the 
taxable year of the corporation's passive assets constitutes 67 per
cent of the average value of all of the assets of the corporation 
($100 divided by $150). Therefore, the corporation would qualify as 
a PFIC under the asset test for the taxable year.  

Under the bill, the term computer or related peripheral equip
ment has the same meaning as provided in section 168(iX2XB).  
Under that section, a computer means a programmable electroni
cally activated device which (1) is capable of accepting information, 
applying prescribed processes to the information, and supplying the 
results of these processes without human intervention, and (2) con
sists of a central processing unit containing extensive storage, logic, 
arithmetic, and control capabilities. Relatd peripheral equipment 
includes any auxiliary machine (whether on-line or off-line) which 
is designed to be placed under the control of the central processing 
unit of the computer. The term computer or related peripheral 
equipment specifically does not include (1) any equipment which is 
an integral part of other property which is not a computer, (2) 
typewriters, calculators, adding and accounting machines, copiers, 
duplicating equipment, and similar equipment, and (3) equipment 
of a kind used primarily for amusement or entertainment of the 
user.  

Under the bill, certain exceptions apply to preclude foreign cor
porations from taking certain leased equipment into account in ap
plying the PFIC asset test. First, in situations where the lessor of 
equipment is related to the lessee foreign corporation under the re
lated person rules of section 1296(bX2), such leased equipment will 
be disregarded. Second, if the lessee foreign corporation is also a 
sublessor of the leased equipment, such equipment will be disre
garded. Finally, a foreign corporation will be precluded from taking 
1 e equipment into consideration if a principal purpose of leas
ing the equipment was to avoid treatment as a PFIC.  

Effective Date 
The provision is effective for taxable years beginning after De

cember 31, 1988.  
7. Treatment of certain stock held by controlled foreign corpora

tions (sec. 6405(c) of the bill and section 958 of the Code) 

Present Law 

When a controlled foreign corporation earns subpart F income, 
including foreign personal holding company income or any other 
tax haven income, the corporation's U.S. shareholders generally 
are subject to current U.S. taxation on their pro rata shares of the 
subpart F income. The term foreign personal holding company 
income is defined generally to include, among other things, invest
ment-type income. The term controlled foreign corporation includes 
a foreign corporation more than 50 percent of either the voting 
power or the value of the stock of which is owned, directly, indi
rectly, or by attribution (within the meaning of Code section 958), 
by U.S. persons that each own (directly, indirectly, or by attribu-
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tion) at least 10 percent of the voting power on any day during the 
taxable year of the foreign corporation (sec. 957).  

Reasons for Change 
The committee understands that there may be an issue whether, 

and if so the extent to which, present law permits regulations to be 
issued regarding the definition or tax treatment of contracts that 
may be variable contracts, issued by controlled foreign corporations 
to nonresident aliens or other foreign persons. The committee be
lieves that if present law does provide such authority, it would also 
be appropriate for the Treasury to have the authority to issue cer
tain regulations under subpart F. These regulations might clarify 
the tax treatment under subpart F of an investment company, the 
shares of which are held by a controlled foreign corporation solely 
for the benefit of owners of such contracts, in a way that would be 
consistent with regulations (if any) regarding the definition or tax 
treatment of such contracts.  

The committee does not intend, however, to take a position on (a) 
whether regulations should be issued under this provision or other 
statutory provisions, or (b) whether regulations under other statu
tory provisions would be authorized under present law. Thus, to 
the extent that such regulations are not so authorized, the bill pro
vides no additional authority to issue them, nor does the committee 
intend to imply that the Treasury has no such authority.  

Explanation of Provision 
The bill provides that, solely for purposes of subpart F, the Secre

tary may, under regulations, provide that stock of an investment 
company shall not be treated as owned by a controlled foreign cor
poration to the extent that stock is held solely for the benefit of the 
foreign persons that are owners of variable contracts issued by the 
controlled foreign corporation.  

Either issuance or nonissuance of regulations under this provi
sion would be consistent with the committee's intent. The commit
tee intends that if regulations are issued, they may be limited in 
scope as the Secretary deems appropriate. For example, regulations 
need not apply to investment company stocks held for the benefit 
of all types of foreign persons that own contracts issued by the con
trolled foreign corporation, but could be limited, for example, to 
stock held for the benefit of one or more particular types of foreign 
persons, such as nonresident alien individuals. No inference is in
tended concerning whether (1) any controlled foreign corporation 
affected by any regulations is a life insurance company, (2) the 
income of such a controlled foreign corporation is life insurance 
income, or (3) any variable contracts affected by any regulations 
meet the definition of life insurance contract. Moreover, it is not 
intended that the regulatory authority granted by the provision 
extend to the resolution of the issues in the previous sentence; 
rather, this authority is limited only to the issue of ownership for 
purposes of subpart F if the Treasury Department, through an ex
ercise of existing regulatory authority, should reach this issue.
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Effective Date 
The provision applies to taxable years of foreign corporations be

ginning after December 31, 1989.  
8. Exclusion for certain overseas allowances received by certain 

Department of Defense personnel (sec. 6406 of the bill and 
sec. 912 of the Code) 

Present Law 

Civilian officers and employees of the State Department and Cen
tral Intelligence Agency (CIA) are exempt from tax on certain 
amounts received as allowances or otherwise (but not amounts re
ceived as post differentials) related to their overseas assignments 
(sec. 912(1XA) and (B)). The benefits entitled to tax exemption are 
those set forth in chapter 9 of title I of the Foreign Service Act of 
1980 (22 U.S.C. secs. 4081-4086), in the case of State Department of
ficers and employees, and in section 4 of the Central Intelligence 
Agency Act of 1949, as amended (50 U.S.C. sec. 403e), in the case of 
CIA officers and employees. Such benefits may include loans of 
household effects, health care, payment of certain work-related en
tertainment and representational expenses, and the payment of 
certain travel and related expenses of employees and their families, 
including expenses for travel and moving to and from assigned 
posts of duty, and travel for home leave, medical care, family visits, 
and the evacuation of families from dangerous foreign areas.  

Beginning with Intelligence Authorization Acts for fiscal years 
1982 and 1984 (Pub. Laws No. 97-89 and 98-215), the law has provid
ed that comparable benefits could be given to civilian Defense De
partment employees assigned to Defense Attache Offices and De
fense Intelligence Agency Liaison Offices outside the United States 
(10 U.S.C. sec. 1605) and to certain designated civilian and military 
Defense Department employees (generally National Security 
Agency personnel) assigned to special cryptologic activities outside 
the United States (section 9(b) of the National Security Agency Act 
of 1959, as amended (50 U.S.C. sec. 402 note)). The Code does not 
provide tax exemptions for these Defense Department employee 
benefits.  

Reasons for Change 
Insofar as civilian Defense Department officers and employees 

assigned to Defense Attache Offices and Defense Intelligence 
Agency Liaison Offices outside the United States, and to special 
cryptologic activities outside the United States, may receive bene
fits intended to be comparable to the benefits such employees 
would receive were they engaged in similar activities in the employ 
of the State Department or the CIA, the committee believes that it 
is appropriate to provide tax treatment of such benefits similar to 
the tax treatment they would receive were such benefits received 
by employees of the State Department or the CIA.
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Explanation of Provision 
The bill provides a tax exemption for those allowances and other 

items, comparable to the allowances and other items provided to ci
vilian State Department and CIA employees, which are provided 
(under 10 U.S.C. sec. 1605 or sec. 9(b) ofz the National Security 
Agency Act of 1959, as amended) to civilian employees and officers 
of the Defense Department assigned to Defense Attache Offices and 
Defense Intelligence Agency Liaison Offices outside the United 
States, or to special cryptologic activities outside the United States, 
in cases where such allowances or other items would be exempt 
under current law if received by civilian State Department or CIA 
employees.  

Effective Date 
The provision is effective for allowances received after December 

31, 1988, in taxable years ending after that date.



Subtitle E. Excise Tax Provisions 
1. Aviation excise taxes 

a. Repeal of reduction in aviation-related excise taxes (sec.  
6501 of the bill and sec. 4283 of the Code) 

Present Law 
The tax rates of certain of the excise taxes which fund the Air

port and Airway Trust Fund (AATF) generally will be reduced by 
50 percent as of January 1, 1990, because AATF appropriations for 
fiscal years 1989 and 1990 for airport improvement, facilities and 
equipment, and research, engineering and development programs 
were 79 percent, instead of at least 85 percent, of the amounts au
thorized for those fiscal years. The tax rate reductions are required 
under provisions of the Airport and Airway Revenue Act of 1987, 
because of the expressed concern by the Congress that the trust 
fund programs cited above were not being funded adequately.  

The present AATF excise taxes are scheduled to expire after De
cember 31, 1990.  

The AATF excise tax rates which are scheduled to be reduced by 
50 percent are: (1) 8 percent tax on air passenger transportation; (2) 
5 percent tax on air freight; and (3) 14 cents-per-gallon tax on jet 
fuel used in noncommercial aviation. The 3 cents-per-gallon addi
tional tax on gasoline used in noncommercial aviation (in addition 
to the basic 9 cents-per-gallon tax under sec. 4081) would be elimi
nated and 3 cents of the 9 cents-per-gallon gasoline tax would be 
refunded or credited to ultimate purchasers using the gasoline in 
noncommercial aviation. The $3 per person international departure 
tax is not scheduled to be reduced under present law. 4 9 

Reasons for Change 
The Administration proposed, in its budget recommendations, 

that the aviation tax reduction trigger be repealed. It also indicat
ed, in a letter to the Chairman of the Committee on Ways and 
Means of the House of Representatives, its support for increased 
spending for the airport improvement program, with expressed 
concern for capacity and security projects. The Committee on Fi
nance understands that the Administration continues to endorse 
that position.  

49 See, however, section 6502 of the bill (item 2, following), which increases the air passenger 
international departure tax to $6 per person, effective on January 1, 1990.  

(131)
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Explanation of Provision 
Repeal of tax reduction 

The 1990 reduction in AATF excise tax rates is repealed.  
Present-law excise tax rates relating to air passenger transporta
tion, air freight transportation, and gasoline and other fuels used 
in noncommercial aviation will therefore remain unchanged 
through 1990.  
Administration position 

The Administration proposed, in its budget recommendations, 
that the aviation tax reduction trigger be repealed. It also indicat
ed, in a letter to the Chairman of the Committee on Ways and 
Means of the House of Representatives, its support for increased 
spending for the airport improvement program, with expressed 
concern for capacity and security projects. The Committee on Fi
nance understands that the Administration continues to endorse 
that position.  

Effective Date 
The provision is effective on January 1, 1990.  

b. Modification of collection period for air passenger ticket 
tax (sec. 6504(a) of the bill and new sec. 6302(e) of the 
Code) 

Present Law 
An 8-percent excise tax is imposed on the value of air passenger 

transportation. Revenues collected under this and other aviation 
taxes are deposited in the Airport and Airway Trust Fund. This 
tax is effective through December 31, 1990.  

The air passenger tax is billed to the customer with the charge 
for air transportation and is considered to be collected from the 
customer during the second following semi-monthly period. The tax 
is collected by the air carrier (or its agent) which provides the 
transportation. The tax must be deposited in a Federal Reserve 
Bank or other authorized depository within 3 banking days after 
the end of the semi-monthly period for which the tax is considered 
to be collected.  

Reasons for Change 

The committee believes that it is important to have timely depos
it of tax receipts, and acceleration of the payment of AATF excise 
tax receipts imposes no additional cost burden on the service pro
viders charged with collecting the tax.  

Explanation of Provision 

Under the bill, the air passenger tax collected during a semi
monthly period will be considered as collected during the first 
week of the second following semi-monthly period. The bill requires 
that the tax be deposited within 3 banking days after the end of 
the week for which such tax is considered to be collected.
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Effective Date 
The provision is effective with respect to taxes considered collect

ed for semi-monthly periods beginning after June 30, 1990.  
c. Increase in international air passenger departure tax 

(sec. 6502 of the bill and sec. 4261(c) of the Code) 

Present Law 
The international air passenger departure tax is $3 per person.  

The tax is imposed when the air passenger ticket is purchased.  
Revenues from this tax are deposited in the Airport and Airway 

Trust Fund. The tax is scheduled to expire after December 31, 
1990.  

Reasons for Change 
The cost of providing air navigation, safety, and other aviation

related services to international air passengers has more than dou
bled since the international air departures tax was imposed. The 
committee believes that this is a modest, and only partial, recovery 
of the costs incurred by the United States for these purposes.  

Explanation of Provision 
The departure tax on international air passenger transportation 

is increased by $3 per person to $6 per person.  

Effective Date 
The provision is effective on January 1, 1990, with respect to 

international departures on and after that date.  

2. International departure tax on ship passengers (sec. 6503 of the 
bill and new secs. 4471 and 4472 of the Code) 

Present Law 

There are no Federal taxes or fees currently imposed on cruise 
or other ship passengers. Cruise ships using U.S. ports are subject 
to a .04 percent excise tax on the value of commercial cargo and 
passenger fares (sec. 4461). Revenues from this tax are deposited in 
the Harbor Maintenance Trust Fund.  

Under special rules, no harbor maintenance tax applies to cruise 
ships loading or unloading with respect to cruises to or from 
Alaska, Hawaii, or a U.S. possession, unless the Alaska, Hawaii, or 
U.S. possession port is only a stopover to a foreign destination.  

Reasons for Change 

The tax will meet partially the expenses incurred by the United 
States in providing navigation, safety and other services to cruise 
ships and their passengers.  

Explanation of Provision 

The bill imposes a tax of $3 per passenger on a covered voyage 
on a commercial passenger vessel having berth or stateroom ac-
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commodations for more than 16 passengers that embarks from a 
United States port on a voyage that extends over one or more 
nights. The tax also is imposed on a vessel transporting passengers 
engaged in gambling aboard the vessel beyond the territorial sea of 
the United States. The tax is assessed only once for each passenger 
on a covered voyage, either when a passenger first embarks or dis
embarks in the U.S.  

The tax is not imposed on a vessel on a voyage of less than 12 
hours between two points in the United States, or a vessel owned 
and operated by a State or a political subdivision of a State.  

Effective Date 
The provision is effective on January 1, 1990.  

3. Extension of the telephone excise tax (sec. 6505 of the bill and 
sec. 4251 of the Code); Modify collection period for the tele
phone excise tax (sec. 6504 of the bill and sec. 6302 of the 
Code); Telephone tax exemption certificates (sec. 6504 of the 
bill and sec. 4253 of the Code) 

Present Law 

Imposition of tax 
A 3-percent excise tax is imposed on amounts paid for local and 

toll (long-distance) telephone service and teletypewriter exchange 
service. The tax is collected by the provider of the service from the 
consumer (business and personal service). The tax is scheduled to 
expire after December 31, 1990.  
Collection of tax 

Under present law, the telephone tax billed to the customer in a 
semi-monthly period is considered to be collected from the custom
er during the second following semi-monthly period. Such tax must 
be deposited in a Federal Reserve Bank or other authorized deposi
tory within 3 banking days after the end of the semi-monthly 
period for which the tax is considered collected. (Rev. Proc. 76-45, 
1976-2 C.B. 668).  
Telephone tax exemption certificates 

Exemptions from the telephone excise tax are provided for inter
national organizations, the American Red Cross, servicemen in 
combat zones, nonprofit hospitals and educational organizations, 
State and local governments, and certain communications services 
furnished to news services for use in collection or dissemination of 
news services (except local telephone service to news services).  
Other exemptions include amounts paid for installations charges, 
certain calls from coin-operated telephones, and private communi
cations systems (e.g., certain dedicated lines leased to a single busi
ness user (sec. 4253).  

Under regulations, those claiming exemption are generally re
quired to file annual exemption certificates (Treas. Reg. 49.4253-11).



135

Reasons for Change 
The committee believes it is inappropriate to permit an existing 

revenue source to expire when the Federal government's financing 
needs are great. In addition, the committee believes it is important 
to have timely deposit of tax receipts and that accelerating collec
tion of the tephone excise tax imposes no additional cost burden 
on the service providers charged with collecting the tax.  

Elimination of the requirement for certain exempt organizations 
to file annual exemption certificates will reduce the administrative 
burden of filing the exemption certificates.  

Explanation of Provisions 
Extension of tax 

The 3-percent telephone excise tax is permanently extended.  

Collection of tax 
Under the bill, the tax for a semi-monthly period is considered 

collected during the first week of the second following semi-month
ly period. The tax is required to be deposited within 3 banking days 
after the end of the week for which such tax is considered to be 
collected.  
Telephone tax exemption certificates 

Under the provision, those communications service recipients 
exempt from the tax on communications (telephone) services by 
reason of being a qualified international organization, nonprofit 
hospital, nonprofit educational organization, or a State or local gov
ernment are relieved of having to file a certificate of exemption an
nually. Instead, such communications service recipients are grant
ed a continuing exemption. However, should the service recipient 
no longer qualify for exemption or should the information on 
which the original exemption was based change, the service recipi
ent must inform the service provider (who would collect the tax) 
within 30 days of such change in circumstances.  

Effective Dates 
The extension of the tax is effective on January 1, 1991. The 

change in the collection of the tax is effective with respect to taxes 
considered collected for semi-monthly periods beginning after June 
30, 1990. The change in filing of exemption certificates is effective 
to any claim for exemption made after the date of enactment. (Any 
annual exemption certificate effective on the date of enactment re
mains effective until the end of its annual period.) 

4. Petroleum excise tax for Oil Spill Liability Trust Fund (sec.  
6506 of the bill and sec. 4611 of the Code) 

Present Law 
The Internal Revenue Code establishes an excise tax of 1.3 cents 

par barrel on domestic crude oil and imported petroleum products 
(including imported crude oil) for the purpose of funding the Oil 
Spill Liability Trust Fund. However, the tax has not been imposed
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because qualified legislation authorizing expenditures from the 
Trust Fund has not yet been enacted.50 

The excise tax on domestic crude oil would be imposed on the op
erator of any United States refinery receiving such crude oil, while 
the tax on imported petroleum products would be imposed on the 
person entering the product into the United States for consump
tion, use, or warehousing. If domestic crude oil were used in, or ex
ported from, the United States before imposition of the tax on the 
operator of a refinery, the tax would be imposed on the user or ex
porter of the oil.  

Repayable advances could be made to the Trust Fund from the 
general fund of the Treasury in a maximum outstanding amount of 
$500 million. The maximum amount which could be paid from the 
Trust Fund for any single incident is $500 million, no more than 
$250 million of which could be used to pay for natural resource 
damage claims (sec. 9509(c)). Certain costs incurred by the Federal 
Government for oil spill removal are authorized by the Federal 
Water Pollution Control Act and the Intervention on the High Seas 
Act, and therefore are permissible Trust Fund expenditures. Al
though these expenditures are subject to appropriation, they do not 
require the enactment of the qualified authorizing legislation 
which is necessary to commence collection of the 1.3-cents-per
barrel excise tax.  

The Oil Spill Liability Trust Fund excise tax is scheduled to 
expire on December 31, 1991. The tax will terminate earlier than 
that date if the Secretary of the Treasury estimates that $300 mil
lion will be credited to the Trust Fund before January 1, 1992.  

Reasons for Change 
The committee believes it is important to begin to collect the pe

troleum excise tax to provide the necessary funds to clean up 
future oil spills. Because recent events have demonstrated the mag
nitude of such costs, the committee further believes it is appropri
ate to accelerate collection of the Trust Fund tax, so that funds are 
available to meet any significant future contingencies.  

Explanation of Provision 

The provision modifies present law to impose the petroleum 
excise tax at a rate of 3 cents per barrel, and to commence collec
tion of the tax. The balances accruing to the Trust Fund may be 
used for those expenditure purposes which do not require the en
actment of qualified authorizing legislation under present law.  
Upon the enactment of qualified authorizing legislation, Trust 
Fund amounts will be available for additional expenditure pur
poses. The bill also provides that, for the purpose of making avail
able additional expenditure purposes, qualified authorizing legisla
tion includes S. 686, "The Oil Pollution Liability and Compensation 
Act of 1989," as passed by the Senate on August 4, 1989. As under 
present law, collection of the tax will cease December 31, 1991, or 

o The Code (sec. 4611(0)) requires that the autho legislation must be subtantially identi
cal to subtitle E of title VI, or subtitle D of title VIm, of H.R. 5300 of the 99th Congress as 
passed the House of Representatives.
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earlier if the Secretary of the Treasury estimates that $300 million 
will be credited to the Trust Fund before that date.  

Effective Date 
The provision authorizes the collection of the excise tax to com

mence on January 1, 1990, with respect to domestic crude oil re
ceived at a refinery and with respect to imported crude oil and im
ported petroleum products entering into the United States.  
5. Excise tax on ozone-depleting chemicals (sec. 6507 of the bill 

and new sees. 4681 and 4682 of the Code) 

Present Law 
The use or manufacture of chemicals which deplete the earth's 

ozone layer is not subject to Federal tax under present law.  

Reasons for Change 
The committee finds compelling the growing evidence of deple

tion of the earth's ozone layer. The committee recognizes that the 
United States is a signatory to the Montreal protocol in which 
many industrialized nations have agreed to reduce their production 
and consumption of ozone-depleting chemicals. The committee be
lieves that economic incentives can enhance the conservation effort 
and speed the search for safe substitutes. Therefore, the committee 
believes it is important to complement the objectives of the Mon
treal protocol by taxing ozone-depleting chemicals (in proportion to 
the harm they cause the ozone layer) and to, thereby, permit 
market forces to aid the work of finding substitutes and fostering 
reduced use of ozone-depleting chemicals. In addition, the commit
tee believes the revenues raised are important in an era of large 
Federal budget deficits.  

Explanation of Provision 
In general 

The provision assesses an excise tax on the sale or use by a pro
ducer, manufacturer, or importer of certain ozone-depleting chemi
cals. The amount of tax is determined by multiplying a base tax 
amount by an "ozone-depleting factor." 

Ozone-depleting chemicals 
Ozone-depleting chemicals include: chlorofluorocarbons ("CFrs") 

(which generally are used as refrigerants, foam blowing agents, and 
solvents) and halons. The specific chemicals subject to tax are 
listed below.  

Ozone-depleting chemicals subject to tax 
CFC-11 
CFC-12 
CFC-113 
CFC-114 
CFC-115 
Halon-1211 
Halon-1301 
Halon-2402
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The chemicals subject to tax are those identified as ozone-deplet
ing under the Montreal protocol as in effect on the date of commit
tee action. Subsequent changes to the list of ozone-depleting chemi
cals under the Montreal protocol will not change the list of chemi
cals subject to tax without further Congressional action.  

Base tax amount 
For calendar year 1990, the base tax amount is $1.07 per pound 

of ozone-depleting chemical; for 1991, the base tax amount is $1.12 
per pound; for 1992, the base tax amount is $1.67 per pound; and 
for 1993 and beyond, the base tax amount is $3.15 per pound.  

Ozone-depleting factor 
The ozone-depleting factor reflects the potential ozone depletion 

which results from one kilogram of a given chemical compared to 
the ozone depletion which results from one kilogram of CFC-11 
(trichlorofluoromethane).5 1 The table below lists the ozone-deplet
ing factors for the ozone-depleting chemicals identified in the bill.  

Ozone
Ozone-depleting chemical depleting 

factor.  

CFC-11 .......................................... 1.0 
CFC-12 ................................... ....... 1.0 
CFC-113 .......................................... 0.8 
CFC-114 .......................................... 1.0 
CFC-115 .............................. ........ 0.6 
Halon-1211 ..................................... 3.0 
Halon-1301 ............................ ........ 10.0 
Halon-2402 ..................................... 6.0 

The ozone-depleting factors are those identified in the Montreal 
protocol as in effect on the date of committee action. Subsequent 
changes to the list of ozone-depleting factors under the Montreal 
protocol will not change the list of ozone-depleting factors for pur
pose of computation of the tax without further Congressional 
action.  

Exemptions and reduced rate of tax for certain chemicals or certain 
uses 

1990 exemption for production of rigid foam insulation and pro
duction of halons.-The bill provides that for calendar year 1990, 
the sale or use by a producer, manufacturer, or importer of halons 
or ozone-depleting chemicals used in the production of rigid foam 
insulation is exempt from the tax.  

Reduced rate of tax for ozone-depleting chemicals used in the pro
duction of rigid foam insulation.-The bill provides a reduced rate 
of tax for calendar years 1991 through 1993 for any ozone-depleting

51 CFC-11 is assigned an ozone depleting factor of 1.0.
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chemical which is otherwise subject to tax and used in the produc
tion of rigid foam insulation. The tax applicable to such chemicals 
is determined by multiplying the otherwise applicable tax rate by 
the applicable percentage. The applicable percentage is 23 percent 
for calendar year 1991; 16 percent for calendar year 1992; and 8 
percent for calendar year 1993.  

Reduced rate of tax for Halon 1211, Halon 1301, and Halon 
2402.-The bill provides a reduced rate of tax for calendar years 
1991 through 1993 for Halon 1211, Halon 1301, and Halon 2402.  
The tax applicable to such chemicals is determined by multiplying 
the otherwise applicable tax rate by the applicable percentage. The 
table below presents the applicable percentages.  

Applicable percentage 
Chemical 

1991 1992 1993 

Halon-1211 ........................ 7 5 3 
Halon-1301 .............. ....... 2 1 1 
Halon-2402 ........................ 4 2 1 

Exemption from tax for feedstock chemicals. The bill provides 
that ozone-depleting chemicals which are used as feedstock for the 
manufacture or production of other ozone-depleting or non-ozone
depleting chemicals will not be subject to the tax. The committee 
intends that this exemption apply only to ozone-depleting chemi
cals used as feedstock in such a way that the ozone-depleting chem
ical is used and entirely consumed in the production of another 
chemical. If production of another chemical involves releasing an 
ozone-depleting chemical into the atmosphere, this exception does 
not apply.  

Application for refund of overpayment of tax. If tax has been paid 
on ozone-depleting chemicals used in the production of rigid foam 
insulation or used in the production of another chemical at a rate 
higher than that required, the excess is credited or refunded (with
out interest) to the producer of such rigid foam insulation or other 
chemical.  

Imports 
The tax applies to any taxable ozone-depleting chemical which is 

imported into the United States and to any product or substance 
imported into the United States in which a taxable ozone-depleting 
chemical was used in the manufacture or production. The amount 
of tax imposed on such imported products is the amount of tax 
which would have been imposed on the ozone-depleting chemicals 
used in the manufacture or production of the product had the prod
uct been manufactured in the United States.  

For example, if each widget contains 15 ounces of CFC-11 and if 
in the production of each widget an additional ounce of CFC-11 es
capes into the atmosphere, then the widget upon its import is taxed
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as though it represents one pound of CFC-11.5 In circumstances 
where the importer provides insufficient information to determine 
the amount of ozone-depleting chemicals in a product, the Secre
tary shall impose a tax equal to 5 percent of the appraised value of 
the product.  

The bill provides that the Secretary may prescribe regulations 
exempting de minimis amounts of ozone-depleting chemicals from 
tax upon import. However, this de minimis exception does not 
apply with respect to any product in which any ozone-depleting 
chemical is used for purposes of refrigeration or air conditioning, 
creation of an aerosol or foam, or in the manufacture of electronic 
components.  

The committee understands that the following commonly import
ed products may contain ozone-depleting chemicals or may have 
ozone-depleting chemicals used in their manufacture: automobiles 
and light trucks; home refrigerators and home freezers; home air 
conditioners and air conditioner compressors; video cassette record
ers; radios; televisions; electronic typewriters; stereo tapes; stereo 
amplifiers; electronic calculators; copiers; telephones; clothes wash
ers and dryers; microwave ovens; electronic toys and games; cam
eras; computers; audio tape recorders; contact lenses; lenses for 
glasses; sterile packaging; dialysis components; artificial limbs and 
joints; circuit boards; semiconductors; silicon wafers; ball bearings; 
polyethylene sheets; and molded plastic parts.  

Exceptions 
Exception for recycling.-The tax imposed does not apply to any 

ozone-depleting chemical which is diverted or recovered in the 
United States as part of a recycling process. This exception does 
not apply to any ozone-depleting chemical recovered by the manu
facturer as part of the original manufacturing process.  

Exception for exported chemicals.-The bill provides that each 
producer of ozone-depleting chemicals may export a percentage of 
annual production tax-free. The percentage permitted is equal to 
that percentage of the producer's 1986 production of ozone-deplet
ing chemicals which was exported in 1986. The percentage for any 
year and that for 1986 is to be calculated as the ozone-depleting 
factor adjusted pounds of export divided by the ozone-depleting 
factor adjusted pounds of production. For example, if, in 1986, XYZ 
Company produced 100 pounds of CFC-12 (ozone-depleting factor of 
1.0) and 200 pounds of CFC-113 (ozone-depleting factor of 0.8) and 
exported 20 pounds of each chemical, the percentage of annual pro
duction which was exported in 1986 is determined as 20 pounds 
multiplied by 1.0 plus 20 pounds multiplied by 0.8, divided by 100 
pounds multiplied by 1.0 plus 200 pounds multiplied by 0.8, which 
equals 13.8 percent.5 3 If, in 1990, XYZ Company produces 100 

5s If the importer can certify to the Secretary that the imported product was manufactured 
with recycled ozone-depleting chemicals, the committee intends that the Secretary provide relief 
consistent with that provided for ozone-depleting chemicals recycled in the United States. See 
below for exception granted for recycling.  

*3 With this computation of percentage of exports, the committee intends to conform with the 
Environmental Protection Agency ("EPA") regulations implementing the Montreal protocol (see, 
40 CFR part 82).
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may export 24.84 ozone-depleting factor adjusted pounds of ozone
depleting chemicals free of tax.5 4 This means XYZ Company could 
export 24.84 pounds of CFC-12 free of tax, or it could export 31.05 
(24.84 divided by 0.8) pounds of CFC-113 free of tax, or it could 
export 18 pounds of CFC-12 and 8.55 pounds of CFC-113 free of 
tax, or any other combination such that the ozone-depleting factor 
adjtisted weight equals 24.84 pounds.  

In addition, any additional production allowance granted by the 
EPA (under existing regulations) under the condition that it will be 
exported 5 will be exempt from the tax upon export.  
Review of tax rates for 1993 and beyond 

The committee's goal is to induce conservation in the use of 
ozone-depleting chemicals and to speed the search for safe substi
tutes, as well as to raise revenue. The committee understands that 
with any new tax much uncertainty may surround the economic ef
fects of the tax. Consequently, the committee invites the Treasury 
to monitor the economic effects of the tax and make recommenda
tions for changes in the tax, either in chemicals subject to tax, the 
base rate of tax, or ozone-depleting factors. However, the commit
tee also believes that it is important to give the marketplace some 
time to respond to the incentives the tax creates. Year-to-year al
terations in the tax would confound the workings of the market
place. Since the provision would raise the base tax rate from $1.67 
per pound in 1992 to $3.15 per pound in 1993, any recommenda
tions the Secretary might care to make would be most useful if 
transmitted to the Committee on Ways and Means and the Com
mittee on Finance between April 1, 1992 and October 1, 1992. The 
committee also invites the Secretary to report on whether addition
al changes in the tax are needed to conform to the Montreal proto
col if subsequent amendments are made to that agreement.  

Effective Date 
The provision is effective for ozone-depleting chemicals sold or 

used after December 31, 1989. In addition, a floor stocks tax is im
posed on ozone-depleting chemicals held by a person other than the 
manufacturer or importer for sale or use on January 1, 1990. How
ever, the initial deposits of taxes due need not be made until April 
1, 1990. A floor stocks tax is also imposed on each subsequent 
change in the tax rate for any taxable chemical.  

5 XYZ Company's 1990 production adjusted for the ozone-depleting factors of its products is 
100 pounds multiplied by 1.0 plus 100 pounds multiplied by 0.8, which equals 180 pounds. XYZ 
Company's 1986 export percentage was 13.8, as determined above. Consequently, they may 
export 0.138 multiplied by 180 pounds, or 24.84 ozone-depleting factor adjusted pounds, free of 
tax.  

" See, sec. 82.9 of the EPA regulations.
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6. Excise tax for Wetlands Trust Fund (sec. 6508 of the bill and 
new secs. 4691, 4692, and 9511 of the Code) 

Present Law 
Excise taxes are imposed under present law with respect to cer

tain substances, such as crude oil, feedstock chemicals, and chemi
cal derivatives. Receipts from these excise taxes are appropriated 
to trust funds to pay costs incurred in the cleanup of hazardous 
wastes, oil spills, and leaking underground storage facilities.  

Internal Rvenue Code section 4611 establishes an excise tax of 
1.3 cents per barrel on domestic crude oil and imported petroleum 
products (including imported crude oil) for the purpose of funding 
the Oil Spill Liability Trust Fund (the "Oil Spl Fund"). However, 
under present law, the tax will not be imposed until qualified au
thorizing legislation is enacted.56 Oil Spill Fund expenditure pur
poses would include payment of removal costs of an oil spill and 
certain otherwise uncompensated claims. In addition, funds would 
be available to carry out specific provisions of other legislation re
lating to oil discharges and pollution. The Oil Spill Fund excise tax 
currently is scheduled to expire on December 31, 1991, or on an 
earlier date if the Secretary of the Treasury estimates that 
$300,000,000 will be credited to the Fund before January 1, 1992.  

The Offshore Oil Pollution Compensation Fund (the "Offshore 
Pollution Fund") is established by Title 43 U.S.C. section 1812. The 
Offshore Pollution Fund is financed by a fee not to exceed 3 cents 
per barrel on oil obtained from the outer Continental Shelf, which 
is imposed on the owner of the oil when it is produced, and by 
monies recovered by the Fund in actions against polluters. The Off
shore Pollution Fund is available to pay for offshore (and adjoining 
shoreline) cleanups and for damages resulting from an oil spill 
where the owner or operator of a vessel or offshore facility is in
capable of meeting its obligation. The fee authorized by 43 U.S.C.  
section 1812 may be modified to insure that the Offshore Pollution 
Fund is maintained at a level between $100,000,000 and 
$200,000,000.57 

Reasons for Change 
The committee believes it is appropriate to provide for the impo

sition of excise taxes on oil and natural gas obtained from the 
outer Continental Shelf in order to fund a Wetlands Trust Fund to 
be used to preserve, protect, enhance, and restore wetlands.  

Explanation of Provision 

An excise tax of 3 cents per barrel is imposed on oil obtained 
from the outer Continental Shelf (i.e., from offshore drilling) 5 for 
the purpose of financing a Wetlands Trust Fund. In addition, an 
excise tax of 2 cents per thousand cubic feet is imposed on natural 
gas obtained from the outer Continental Shelf, also for the purpose 

** See separate provision in this bill, item 4 above.  
"Pursuant to the discretion, the fee currently is not being imposed 
"For purposes of the provision, the term "outer Continental Shelf' has the meaning given 

such term by section 2(a) of the Outer Continental Shelf Lands Act (43 U.S.C. sec. 1331(a)).
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of financing the Wetlands Trust Fund. The person who owns the 
oil or natural gas at the time it is produced is liable for the pay
ment of the excise taxes imposed by the provision.  

Receipts collected from excise taxes imposed under this provision 
will be appropriated to the Wetlands Trust Fund and made avail
able for making expenditures to carry out the creation, restoration, 
protection, enhancement, and conservation of wetlands upon enact
ment of, and as provided in, qualified authorizing legislation sub
stantially similar to S. 1731 of the 101st Congress, as introduced in 
the Senate and, if necessary, any appropriations Acts. The excise 
taxes provided for by this provision will expire after December 31, 
1994.  

Effective Date 
The excise taxes provided for by the provision are effective on 

January 1, 1990.  
7. Acceleration of deposit requirement for gasoline excise tax (sec.  

6509 of the bill and secs. 6302(f) and 6504 of the Code) 

Present Law 
Deposits of gasoline excise tax liability are made monthly or 

semi-monthly, depending on the amount of tax to be deposited.  
Taxpayers must make monthly deposits of tax for any month in 

which they are liable for more than $100 of taxes, and the monthly 
deposits are due by the last day of the following month. Taxpayers 
liable for more than $2,000 of excise taxes for any month of a cal
endar quarter must make semi-monthly deposits in the following 
quarter 9 days after the end of a semi-monthly period which ends 
on the 15th or last day of a month. Taxpayers who deposit by elec
tronic wire transfers to a government depositary have until 14 days 
after the end of a semi-monthly period to make the transfer.  

Reasons for Change 
The committee believes that large depositors of excise tax collec

tions are able to make more frequent deposits of excise taxes with
out any harmful commercial Effects.  

Explanation of Provision 
Taxpayers which have more than $100 in any month of a calen

dar quarter of gasoline excise tax liability will make tax deposits 
four times in a month.  

Nine day and 14 day depositors will make tax deposits at those 
same intervals after the end of the tax period, but there will be 
four tax periods in each month. The tax periods will end on the 
7th, 14th, 21st, and last days of the month. Nine day taxpayers will 
deposit tax liabilities, with respect to the weekly tax periods on the 
16th, 23rd, 30th days, respectively, of the same month and on the 
9th day of the succeeding month. For the same tax periods, 14 day 
taxpayers will make their deposits on the 21st and 28th days, re
spectively, of the current month and on the 7th and 14th days of 
the succeeding month.



The following table also sets forth the payment schedules provid
ed in the bill.  

Days in tax period 9 day payers 14 day payers 

1st-7th ............. 16th day current 21st day current 
month. month.  

8th-14th........... 23rd day current 28th day current 
month. month.  

15th-21st ........... 30th day current 7th day current 
month. month.  

22nd-last ........... 9th day next month.... 14th day next 
month.  

Effective Date 

The provision is effective on January 1, 1990.  

8. Definition of wholesale distributors of diesel fuel (sec. 6510 of 
the bill and secs. 4092 and 4093 of the Code) 

Present Law 

The excise tax on diesel and special fuels was imposed at the pro
ducer or importer level under the Omnibus Budget Reconciliation 
Act of 1987 (OBRA), beginning on April 1, 1988. As a result, retail 
distributors would not be able to purchase the fuels tax-free, and 
off-highway users of the fuels (e.g., business, farmers, State and 
local governments, and airlines) would purchase the fuels tax-paid 
and apply for refunds.  

Congress amended the locus of tax imposition in the Technical 
and Miscellaneous Revenue Act of 1988 (TAMRA), and restored the 
ability of off-highway fuels users to purchase fuels tax-free.  

Under OBRA, the definition of a wholesale distributor was re
vised to include distributors who sell taxable fuels in bulk quanti
ties. In Notice 89-38, the Internal Revenue Service provided that a 
person who sells 70 percent or more of its fuel to tax-exempt users 
would qualify as a wholesale distributor who would be entitled to 
purchase and sell fuel tax free.  

In the course of the legislative process in 1988, Congress intended 
to revise how exempt diesel fuel users could purchase tax-free fuel.  

Reasons for Change 

There was some uncertainty about the timing of the changes 
that Congress was in the process of making in 1988 to the rules 
governing the imposition of the diesel fuel excise tax. The amend
ment is intended to make administrative allowances for dealers 
and distributors for the period from April 1, 1988, through Decem
ber 31, 1988.
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Explanation of Provision 

The bill provides that a sale of taxable fuel by a registered pro
ducer to a qualified person shall be exempt from the tax imposed 
by section 4091. A qualified person is liable for tax on its sales of 
taxable fuel for uses which are not described as exempt uses in sec
tion 4093(c), i.e., diesel powered trains, aircraft, and certain bus 
uses, as that provision was in effect on April 1, 1988, and aviation 
fuel sold for use, or used as, supples for vessels or aircraft.  

The term qualified person means any person who (1) elects to be 
treated as a qualified person, and (2) who meets the definition of 
wholesale distributor as in effect on January 1, 1989, for the pur
poses of section 4092(b). Section 4101 shall not apply to any quali
fied person.  

Effective Date 

The provision is effective as if included in the Omnibus Budget 
Reconciliation Act of 1987.  

9. Reduction in occupational tax on small retail alcoholic bever
age distributors (sec. 6511 of the bill and sec. 5121 of the 
Code) 

Present Law 

The occupational tax on retail dealers which sell alcoholic bever
ages is $250 per year. The occupational tax was increased from $54 
per year in the Omnibus Budget Reconciliation Act of 1987, and 
became effective on January 1, 1988.  

Reasons for Change 

The committee has learned that the $250 retail occupational tax 
is too high for certain small retail dealers, and the change is made 
to provide a slightly more articulated structure of occupational 
taxes which recognizes the proportionate burden of the tax on dif
ferent size business.  

Explanation of Provision 

The provision reduce the occupational tax on certain retail deal
ers which sell alcoholic beverages from $250 to $150 per year. The 
reduction applies to a dealer with annual gross receipts from the 
sale of alcoholic beverages less than $250,000 and in which at least 
one-third of the alcoholic beverages sold are consumed on the 
premises of the dealer.  

Effective Date 

The amendment providing for a reduced occupational tax for cer
tain small alcoholic dealers is effective for taxable years beginning 
after December 31, 1989.
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10. Prohibition on assessments or collections of occupational tax 
for taxable periods beginning before July 1, 1985 (sec. 6512 of 
the bill and sec. 5121 of the Code) 

Present Law 

The occupational tax on retail establishments which sell alcohol
ic beverages is $250 per year. The occupational tax was increased 
from $54 per year in the Omnibus Budget Reconciliation Act of 
1987, and became effective on January 1, 1980.  

Since the increase in the occupational tax and transfer of respon
sibility for administration of alcohol taxes to the Bureau of Alco
hol, Tobacco and Firearms (BATF), enforcement activities have 
been intensified in a systematic manner. As a result, some taxpay
ers were located who had not paid occupational taxes for a number 
of years, some for a large number of years. Many taxpayers ac
cused of tax delinquency claim to have not been aware of the exist
ence of the occupational tax. Nevertheless, they have been assessed 
for back taxes plus interest and penalties on the back taxes.  

Reasons for Change 
The committee believes that a three-year statute of limitations 

should apply.  

Explanation of Provision 
The bill establishes that payments due on unpaid occupational 

taxes arising from taxable periods beginning before July 1, 1985, 
will not be pursued. If such tax-due from taxable periods before 
July 1, 1985-was collected after December 31, 1987, the amount 
shall be credited or refunded.  

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

11. Allow expenditures from the Airport and Airway Trust Fund 
for essential air services (sec. 6513 of the bill and sec. 9502 of 
the Code) 

Present Law 

Excise tax receipts appropriated to the Airport and Airway Trust 
Fund (AATF) may be spent only for statutory purposes specified in 
section 9502 of the Internal Revenue Code. Generally, these pur
poses are (1) airport improvement, which includes airport develop
ment and planning, noise abatement at airports, and enhancing 
airport capacity; (2) airway systems improvement, which includes 
air navigation and communications facilities and equipment, and 
instrument landing systems; (3) portions of administrative expenses 
which are attributable to activities under points (1) and (2); and (4) 
research, engineering and development, and demonstrations, which 
include projects relating to such activities as air traffic control, air 
navigation, aviation weather, aviation medicine, aircraft safety, en
vironmental problems, and human factors.



147

Section 419 of the Federal Aviation Act of 1958, as amended, pro
vides for subsidization of essential air services to an eligible point 
which is more than 45 highway miles from an airport hub and 
which has lost what is determined by the Secretary of Transporta
tion to be essential air service. The Secretary is authorized to pro
vide a reasonable amount of compensation to an air carrier which 
is selected to provide air services to an eligible point. Guidelines for 
determining compensation are to "include expense elements based 
upon representative costs of air carriers providing scheduled air 
transportation of persons, property, and mail, using aircraft of the 
type determined by the Secretary to be appropriate for providing 
such service." 

Reasons for Change 

The committee believes that Airport and Airway Trust Fund ex
penditure purposes should reflect current provisions in the Federal 
Aviation Act of 1958, as amended to date.  

Explanation of Provision 

The bill amends the expenditure purposes of the Airport and 
Airway Trust Fund to include the essential air services program 
which is authorized in section 419 of the Federal Aviation Act of 
1958, as amended.  

Effective Date 

The provision applies to obligations incurred in fiscal years be
ginning after September 30, 1989.  
12. Providing tolerance limits for blending of gasohol (sec. 6514 of 

the bill and sec. 4081 of the Code) 

Present Law 

Gasohol blenders which produce a blend containing 10 percent 
alcohol and 90 percent gasoline may receive a credit or refund of 6 
cents per gallon of the 9 cents per gallon gasoline excise tax which 
is dedicated to the Highway Trust Fund.  

Blenders have found in practise that it is difficult to achieve pre
cisely the 10 percent alcohol content in a gasohol blend because of 
(1) mechanical imprecision in metering alcohol into a tankload of 
gasoline which can occur because the calibration of dispensing 
equipment may have become inexact during usage and (2) cut-off 
valves which do not respond instantaneously to mechanical or elec
tronic signals to cease dispensing.  

Reasons for Change 

The committee believes that providing an allowance for error in 
mechanical and electronic delivery and blending devices recognizes 
the imprecision that characterizes those aspects of the gasohol in
dustry.
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Explanation of Provision 

A range of tolerance of plus-or-minus one-tenth of one percent 
(+ / - 0.1%) is considered as meeting the requirements of a gasohol 
blend of 10 percent alcohol, so long as over a reasonable period of 
time the average ratio of alcohol to gasoline is 10.0 percent. The 
Secretary is instructed to provide regulations governing the admin
istration of this provision.  

Effective Date 

The provision is effective on January 1, 1990.  

13. Refund procedure for gasoline used on farms by crop dusters 
(sec. 6515 of the bill and sec. 6420 of the Code) 

Present Law 

Crop dusters, who make aerial applications to farmers' crops, do 
not have to pay the excise tax on gasoline because the gasoline is 
not used on highways. In order to avoid payment of the gasoline 
tax, however, crop dusters must obtain a waiver from the farmer 
which provides that the farmer does not want the excise tax ex
emption and that the crop duster may claim it, even though the 
off-highway use took place on the farmer's land.  

Crop dusters have found this procedure to be both burdensome 
and cumbersome, and have sought relief in favor of a process 
which allows them to claim an exemption for off-highway gasoline 
use directly without having to involve farmers in the process.  

Reasons for Change 
The committee believes that allowing crop dusters to apply for 

gasoline refunds directly will simplify administration of the gaso
line tax for crop dusters, farmers, and the Internal Revenue Serv
ice.  

Explanation of Provision 
The provision will allow crop dusters to apply for gasoline tax re

funds or purchase tax-free gasoline for off-highway farm use in 
aerial applications without having first to receive a waiver from a 
farmer.  

Effective Date 
The provision applies to gasoline purchased after December 31, 

1989.  

14. Alcohol fuels credit extended to production of ETBE (sec. 6516 
of the bill and sec. 40 of the Code) 

Present Law and Background 
Ethanol and methanol used in a mixture with gasoline or diesel 

or special fuels are eligible for a tax credit of 60 cents per gallon.  
The credit may be taken by a manufacturer who sells the alcohol 
for use as a fuel or uses the alcohol himself as a fuel. Alcohol quali-
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fying for the credit must be at least 190 proof and produced from 
substances other than petroleum, natural gas, or coal (including 
peat). A reduced credit of 45 cents per gallon is allowed for alconiol 
at least 150 proof but less than 190 proof. Adding any denaturant 
to alcohol is not treated as production of a gasohol mixture. The 
alcohol fuel credit and the reduced excise tax rates on gasohol mix
tures may not be taken with respect to the same gallon of alcohol.  

ETBE (ethyl tertiary butyl ether) has been developed for use as 
an alternative blending agent with gasoline and special fuels to 
produce an efficient and environmentally benign fuel mixture.  

Reasons for Change 
The committee believes that serious concerns about the dangers 

of environmental deterioration and the increasing U.S. dependence 
on imported oil require it to make available existing incentives to 
new technologies.  

Explanation of Provision 
Manufacturers of ETBE for use in making mixtures with gaso

line, diesel, and special fuels are eligible for the 60 cents per gallon 
alcohol credit. The credit is not available to blenders, and ETBE 
fuel mixtures are not eligible for the 6 cents per gallon excise tax 
credit or refund available for qualified gasohol mixtures.  

Effective Date 
The amendment applies to taxable years beginning after Decem

ber 31, 1989.  
15. Eliminate excise tax on inactivated polio vaccine (sec. 6517(a) 

of the bill and sec. 4132 of the Code) 

Present Law 
An excise tax is imposed on the sale of a taxable vaccine by a 

manufacturer, producer, or importer of such vaccine (sec. 4131).  
Four vaccines are subject to excise tax at different rates including 
polio vaccine which is subject to a tax of 29 cents per dose.  

The net revenues received from the excise tax on vaccines are de
posited into the Vaccine Injury Compensation Trust Fund.  
Amounts in the trust fund are available, as provided through ap
propriations, for payment of compensation for vaccine-related 
injury or death through the National Vaccine Injury Compensation 
program. In particular, injuries or death resulting from anaphylax
is or anaphylatic shock of which the first manifestation occurs 
within 24 hours of the administration of inactivated polio vaccine 
(IPV) may be eligible for compensation under the program.  

Reasons for Change 
The committee understands that the risk of injury resulting from 

the administration of IPV is significantly less than from other 
types of polio vaccine. Therefore, the committee believes that the 
excise tax on IPV should be eliminated. However, the committee 
recognizes the importance of maintaining the funding level in the
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Vaccine Injury Compensation Trust Fund and assuring that the 
burden of the excise tax is allocated fairly among different types of 
vaccines. Thus, the elimination of tax on IPV is effective only upon 
the elimination of IPV from the list of vaccines for which compen
sation may be payable under the National Vaccine Injury Compen
sation program.  

Explanation of Provision 

Inactivated poliovirus vaccine is excluded from the definition of 
polio vaccine for purposes of the excise tax on vaccines.  

Effective Date 

The provision is effective for vaccine sold on or after the date 
upon which any injuries or death resulting from the administration 
of IPV on and after such date are no longer eligible for compensa
tion under terms of the National Vaccine Injury Compensation pro
gram.  

16. Permit appropriations for administrative expenses from the 
Vaccine Injury Compensation Trust Fund (sec. 6517(b) of the 
bill and sec. 9510 of the Code) 

Present Law 

Amounts equivalent to the net revenues received in the Treasury 
from the excise tax imposed on certain vaccines (sec. 4131) are ap
propriated to the Vaccine Injury Compensation Trust Fund.  
Amounts from the Trust Fund are available, as provided in appro
priations Acts, for the payment of compensation for vaccine-related 
injury or death.  

Explanation of Provision 

The provision permits amounts (but not to exceed $6 million an
nually) from the Trust Fund to be available, as provided in appro
priations Acts, for the payment of administrative expenses of the 
National Vaccine Injury Compensation Program. The provision is 
effective for fiscal years beginning after September 30, 1989; actual 
payments are subject to the enactment of authorizing appropria
tions legislation.



Subtitle F. Certain Other Provisions 

A. Like-Kind Exchanges: Restrict certain like-kind exchanges in
volving related parties (sec. 6601 of the bill and sec. 1031 of 
the Code) 

Present Law 
An exchange of property, like a sale, generally is a taxable trans

action. However, no gain or loss is recognized if property held for 
productive use in a trade or business or for investment is ex
changed solely for property of a "like-kind" which is to be held 
either for productive use in a trade or business or for investment 
(sec. 1031).  

If related parties engage in a like-kind exchange that qualifies 
for nonrecognition treatment under section 1031, a subsequent dis
position of the property by the transferee generally will not affect 
the nonrecognition treatment of the original exchange. In contrast, 
present law prevents the use of related party sales to avoid current 
recognition of gain in the case of installment sales. Under section 
453 (relating to the installment method of reporting gain), if an in
stallment sale between related parties is followed by certain dispo
sitions of the property by the transferee, the gain reportable by the 
original seller will be accelerated.  

Reasons for Change 
Because a like-kind exchange results in the substitution of the 

basis of the exchanged property for the property received, related 
parties have engaged in like-kind exchanges of high basis property 
for low basis property in anticipation of the sale of the low basis 
property in order to reduce or avoid the recognition of gain on the 
subsequent sale. Basis shifting also can be used to accelerate a loss 
on retained property. The committee believes that if a related 
party exchange is followed shortly thereafter by a disposition of the 
property, the related parties have, in effect, "cashed out" of the in
vestment, and the original exchange should not be accorded non
recognition treatment.  

Explanation of Provision 

If a taxpayer exchanges property with a related party (as defined 
for purposes of sec. 267) and the taxpayer would otherwise be eligi
ble for nonrecognition treatment with respect to the exchange of 
such property under section 1031, and within two years of the date 
of the last transfer which was part of the exchange, either the re
lated party disposes of such property or the taxpayer disposes of 
the like-kind property received in the exchange from the related 
party, then the original exchange will not qualify for nonrecogni
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tion under section 1031. Any gain or loss not recognized by the tax
payer as of the date of the original exchange will, subject to the 
loss limitation rules of section 267, be recognized as of the date of 
the subsequent disposition. Adjustments to the basis of the proper
ties involved in the exchange also will be made as of the date of 
the subsequent disposition.  

A disposition of the property will not invalidate the nonrecogni
tion treatment of the original exchange if such disposition is due to 
the death of either party or the involuntary conversion of the prop
erty (within the meaning of section 1033), provided that the origi
nal exchange occurred before the threat or imminence of the con
version. A disposition also will not invalidate the nonrecognition 
treatment of the original exchange if it is established to the satis
faction of the Secretary of the Treasury that neither the exchange 
nor the disposition had as one of its principal purposes the avoid
ance of Federal income tax. It is intended that the non-tax avoid
ance exception generally will apply to: (i) a transaction involving 
an exchange of undivided interests in different properties that re
sults in each taxpayer holding either the entire interest in a single 
property or a larger undivided interest in any of such properties; 
(ii) dispositions of property in nonrecognition transactions; and (iii) 
transactions that do not involve the shifting of basis between prop
erties.  

A disposition includes indirect dispositions of the property, such 
as by means of the disposition of the stock of a corporation or inter
ests in a partnership that owns the property.  

Nonrecognition will not be accorded to any exchange which is 
part of a transaction or series of transactions structured to avoid 
the purposes of the related party rules. For example, if a taxpayer, 
pursuant to a prearranged plan, transfers property to an unrelated 
party who then exchanges the property with a party related to the 
taxpayer within two years of the previous transfer in a transaction 
otherwise qualifying under section 1031, the related party will not 
be entitled to nonrecognition treatment under section 1031.  

The running of the two-year holding period will be suspended 
during any period with respect to which a party's risk of loss with 
respect to the property is substantially diminished.  

Effective Date 
The provision applies to transfers after July 10, 1989, other than 

transfers pursuant to a written binding contract in effect on July 
10, 1989 and at all times thereafter before the transfer. For this 
purpose, a written contract which, on July 10, 1989, and at all 
times thereafter before the transfer, obligates the taxpayer to 
transfer the property to another party will not fail to qualify as a 
binding contract solely because it provides in the alternative for an 
exchange or a sale, or solely because the property to be received in 
the exchange was not identified on or before July 10, 1989.



B. Modifications to the Alternative Minimum Tax (sec. 6611 of the 
bill and secs. 53, 55-59 of the Code) 

Present Law 

Under present law, taxpayers are subject to an alternative mini
mum tax which is payable, in addition to all other tax liabilities, to 
the extent that it exceeds the corporation's regular income tax li
ability. The tax is imposed at a flat rate of 21 percent (20 percent 
in the case of corporations) on alternative minimum taxable 
income in excess of a phased-out exemption amount. Alternative 
minimum taxable income is the taxpayer's taxable income in
creased by the taxpayer's tax preferences and adjusted by deter
mining the tax treatment of certain items in a manner which ne
gates the exclusion or deferral of income resulting from the regular 
tax treatment of those items.  

Adjustments and preferences are provided for accelerated depre
ciation, mining exploration and development costs, certain long
term contracts, pollution control facilities, certain installment 
sales, certain itemized deductions, research expenses and circula
tion expenses of individuals, Merchant Marine Capital Construc
tion Funds, special insurance deductions, percentage depletion, 
excess intangible drilling costs over 65 percent of oil and gas 
income, certain debt reserves of financial institutions, tax-exempt 
interest on certain newly issued private activity bonds, and charita
ble deductions of appreciated property.  

In addition, in computing corporate alternative minimum tax
able income, for taxable years beginning before 1990, alternative 
minimum taxable income is increased by one-half of the amount by 
which the corporation's pre-tax book income exceeds the corpora
tion's alternative minimum taxable income (determined without 
regard to this adjustment and without regard to net operating 
losses). Book income generally is the amount that the corporation 
discloses on its financial statements prepared for creditors, share
holders, regulatory purposes, and so forth.  

For taxable years beginning after 1989, the adjustment for book 
income no longer applies, and, instead, alternative minimum tax
able income is increased by 75 percent of the amount by which ad
justed current earnings (ACE) exceed alternative minimum taxable 
income (determined without regard to this adjustment and without 
regard to net operating losses). In general, adjusted current earn
ings means alternative minimum taxable income as computed 
above with additional adjustments. These adjustments generally 
follow the rules presently applicable to corporations in computing 
their earnings and profits.  

Also, net operating losses, foreign tax credits, and investment tax 
credits cannot be used to offset, in the aggregate, more than 90 per
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cent of the pre-foreign tax credit tentative minimum tax which 
would otherwise be imposed.  

Where a taxpayer pays the alternative minimum tax, the 
amount of tax paid (to the extent attributable to timing differences 
with the regular tax) is allowed as a credit against the regular tax 
in future years. This credit (known as the minimum tax credit) 
cannot be used to reduce tax below the tentative minimum tax in 
subsequent years.  

Reasons for Change 
The committee bill makes several modifications to improve and 

simplify the alternative minimum tax.  

Explanation of Provisions 
The committee bill makes the following changes to the alterna

tive minimum tax: 
(1) The dividends-received deduction under ACE is extended to 

dividends (other than 100-percent dividends) received from 20-per
cent owned corporations (as defined in sec. 243(cX2)).  

(2) Gain on installment sales with respect to which interest is 
paid at the tax underpayment rate is reported on the installment 
method for adjusted current earnings purposes because appropriate 
interest is being paid for the right to defer payment of the tax.59 

(3) The bill provides that for corporate alternative minimum tax 
arising in taxable years beginning after December 31, 1989, the 
entire amount of alternative minimum tax (rather than only the 
amount of tax attributable to deferral preferences) may be taken 
into account in computing the amount of the alternative minimum 
tax credit available in future years.  

(4) The bill provides that the preference for gifts of appreciated 
property will not apply to gifts made during the taxpayer's taxable 
year beginning in 1990. (The preference will continue to apply to 
gifts made in taxable years beginning after 1990.) 

Effective Date 
Except as otherwise described above, the provisions apply to tax

able years beginning after December 31, 1989.  

5 In another provision of this bill, the regular tax treatment of installment sales of time
shares and residential lots by C corporations has been changed to provide for an interest charge 
at the tax underpayment rate for the right to defer the payment of tax on income from such 
sales.



C. Accounting Provisions 

1. Long-term contracts 

a. Repeal of the completed contract method of accounting 
for long-term contracts (sec. 6621 (a) of the bill and 
sec. 460 of the Code) 

Present Law 

Taxpayers engaged in the production of property under a long
term contract generally must compute income from the contract 
under either the percentage of completion method or the percent
age of completion-capitalized cost method. However, exceptions to 
these required accounting methods are provided for certain con
struction contracts of small businesses and certain home construc
tion contracts.  

Under the percentage of completion-capitalized cost method, a 
taxpayer generally must take into account 90 percent of the items 
under the contract under the percentage of completion method.  
The remaining 10 percent of the items under the contract must be 
taken into account under the taxpayer's normal method of account
ing (e.g., the completed contract method of accounting). Exceptions 
to the 90/10 requirement are provided for certain ship construction 
contracts (40 percent under the percentage of completion method 
and 60 percent under the taxpayer's normal method of accounting) 
and certain residential construction contracts other than home con
struction contracts (70 percent under the percentage of completion 
method and 30 percent under the taxpayer's normal method of ac
counting).  

Explanation of Proposal 

The percentage of completion-capitalized cost method of account
ing for long-term contracts would be repealed. The present-law spe
cial rules and exceptions for certain omstruction contracts of small 
businesses, qualified ship contracts, home construction contracts 
and residential construction contracts would be retained.  

Effective Date 

The proposal would apply to contracts entered into on or after 
July 11, 1989. However, the proposal would not apply to any con
tract entered into pursuant to a written bid or proposal submitted 
by a taxpayer to the other party to the contract before July 11, 
1989, if the bid or proposal could not have been revoked or amend
ed by the taxpayer at any time during the period after July 10, 
1989, and ending on the date that the contract was entered into.
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b. Modification of the percentage of completion method of 
accounting for long-term contracts and study of the 
treatment of long-term contracts (sec. 6621(b) of the 
bill and sec. 460 of the Code) 

Present Law 
Taxpayers engaged in the production of property under a long

term contract must compute income from the contract under either 
the percentage of completion method or the percentage of comple
tion-capitalized cost method. Exceptions to these required account
ing methods are provided for certain construction contracts of 
small businesses and certain home construction contracts.  

Under the percentage of completion method, a taxpayer must in
clude in gross income for any taxable year an amount that is based 
on the product of (1) the gross contract price and (2) the percentage 
of the contract completed as of the end of the taxable year. The 
percentage of the contract completed as of the end of a taxable 
year is determined by comparing costs incurred with respect to the 
contract as of the end of the year with the estimated total contract 
costs. In addition, under the percentage of completion method, 
costs allocable to the contract generally are taken into account for 
the taxable year in which incurred.  

Reasons for Change 
The committee is concerned that the percentage of completion 

method of accounting may require taxpayers to recognize income 
under a long-term contract even though little, if any, progress has 
occurred in manufacturing or constructing the items required to be 
provided under the contract. For example, the committee is con
cerned that under the percentage of completion method of account
ing, the mere delivery of materials or supplies that are to be used 
in manufacturing or constructing items under a long-term contract 
generally results in the recognition of income under the contract.  
To address this concern, the committee believes that taxpayers 
should be allowed to elect to postpone the recognition of income 
under a long-term contract and the deduction of costs allocable to 
the contract until the first taxable year as of the end of which at 
least 15 percent of the estimated total contract costs have been in
curred.  

In addition, the committee believes that the Treasury Depart
ment should be required to study the proper treatment of long
term contracts for Federal income tax purposes and to report the 
results of the study to the House Ways and Means Committee and 
the Senate Finance Committee by February 28, 1990.  

Explanation of Provisions 
Modification of the percentage of completion method of accounting 

for long-term contracts 
For purposes of the percentage of completion method of account

ing for long-term contracts, a taxpayer may elect not to recognize 
income under a long-term contract and not to take into account 
any costs allocable to such long-term contract for any taxable year
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if as of the end of the taxable year less than 15 percent of the esti
mated total contract costs have been incurred. For the first taxable 
year in which the 15-percent threshold is satisfied, all costs that 
have been incurred as of the end of the taxable year are to be 
taken into account in determining the percentage of the contract 
that has been completed and in determining the amount of allow
able deductions under the contract.  

The election not to recognize income under a long-term contract 
and not to take into account any costs allocable to such contract 
until the first taxable year as of the end of which at least 15 per
cent of the estimated total contract costs have been incurred is to 
apply for purposes of the look-back method,60 in determining alter
native minimum taxable income, and in determining adjusted cur
rent earnings under the alternative minimum tax. The election is 
not to apply, however, in determining whether an item normally 
requires more than 12 calendar months to complete for purposes of 
the definition of a long-term contract or in determining the produc
tion period for the allocation of interest.  

The election is to apply to all long-term contracts of a taxpayer 
that are entered into during the taxable year that the election is 
made and any subsequent taxable year that the election is in 
effect.61 The election, however, is not to apply to any long-term 
contract with respect to which the percentage of completion 
method of accounting is used only with respect to a portion of the 
items under the contract or with respect to which a simplified 
method of cost allocation is used. Once made, the election may be 
revoked only with the consent of the Secretary of the Treasury.  

Study of the treatment of long-term contracts 
The Treasury Department is required to study the revenue real

ization method of accounting for long-term contracts and possible 
improvements to the percentage of completion method of account
ing for long-term contracts. A report on the results of the study are 
to be submitted to the House Ways and Means Committee and the 
Senate Finance Committee by February 28, 1990.  

Effective Date 

The provision applies to contracts that are entered into after De
cember 31, 1989.  

60 Consequently, in allocating income under the contract on the basis of actual contract price 
and actual contract costs for purposes of the look-back method, costs are not to be taken into 
account for any taxable year if as of the end of the taxable year less than 15 percent of the 
actual total contract costs have been incurred. In addition, unlike present law, deductions under 
a contract are to be allocated to a different taxable year for purposes of the look-back method if 
the first taxable year as of the close of which 15 percent of the total actual contract costs have 
been incurred differs from the first taxable year as of the close of which 15 percent of the total 
estimated contract costs have been incurred.  

6 It is anticipated that the Treasury Department will provide guidance on the time and 
manner of making the election. In addition, it is anticipated that a taxpayer will be required to 
obtain the consent of the Internal Revenue Service in order to discontinue the use of the elec
tion for any taxable year for contracts entered into during such year and any subsequent year.
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2. Treatment of franchises, trademarks, and trade names (sec.  
6622 of the bill and sec. 1253(d) of the Code) 

Present Law 

A taxpayer that purchases an intangible asset (such as a patent, 
know-how, or a contract right) is generally allowed a deduction for 
the purchase price over a period no shorter than the useful life of 
the asset. If the life is not determinable or is perpetual, no deduc
tion is generally permitted. The useful life of an asset is a question 
of fact. If payments are made on a recurring basis over the life of 
an asset in a manner that does not distort income (e.g., contingent 
payments made under a fixed formula for the life of an asset), a 
deduction may be allowed as the payments are made.6 2 

A taxpayer that leases an asset and pays continuing rents or roy
alties (e.g., a recurring annual percentage of sales) is generally al
lowed a deduction as the rents or royalties are paid. If the lessee 
makes a payment of an initial fixed sum at the start of the lease, a 
deduction is generally allowed for the payment over the life of the 
lease. The life of the lease is also a question of fact.  

Section 1253(dX2) of the Code provides special rules for fixed-sum 
amounts paid to acquire a franchise, trademark, or trade name, in 
cases where the transferor is required to treat the payment as ordi
nary income (i.e., as similar to a lease payment) rather than as cap
ital gain (i.e., as a sale payment). In the case of a single payment 
made in discharge of a fixed-sum amount, section 1253(dX2XA) per
mits such payment to be deducted ratably over no more than 10 
taxable years, regardless of the life of the asset. As interpreted by 
the Internal Revenue Service,6" this provision also applies to a 
franchise that is transferred by a franchisee to another person, 
even though the transfer is considered the sale of a capital asset.  
In the case of a series of payments made in discharge of a fixed
sum amount, section 1253(dX2XB) allows a deduction as the pay
ments are made provided the payments are approximately equal 
and are made over the period of the transfer agreement or over a 
period of more than 10 taxable years.  

Generally, amounts allowed as a deduction that reduce the basis 
of assets are recaptured as ordinary income if the asset is disposed 
of for an amount in excess of the reduced basis. Amounts alowed 
as a deduction under section 1253(dX2) reduce basis under present 
law. However, it is unclear whether such deductions are required 
by the Code to be recaptured as ordinary income on disposition of 
the asset. It is also unclear to what extent judicially developed tax
benefit principles may require recapture.  

Section 1253(dX1) provides special rules for the deduction of cer
tain contingent amounts that are paid or incurred on account of 
the transfer of a franchise, trademark, or trade name. Under these 
rules, any amount paid or incurred for the transfer, sale, or other 
disposition of a franchise, trademark, or trade name that is contin
gent on the productivity, use, or disposition of the asset transferred 
is allowed as an ordinary and necessary business expense deduc

eSee, eig., Associated Patentees. Inc., 4 T.C. 979 (1945).  
*Rev. Rul. 88-24, 1988-1 C.B. 306.
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tion. The transferor of the franchise, trademark, or trade name 
must treat such amount as an amount that is received from the 
sale of property that is not a capital asset (sec. 1253(c)).  

Section 167(r), as added to the Code by the Technical and Miscel
laneous Revenue Act of 1988, provides that no depreciation or am
ortization deduction is permitted for costs of acquiring trademarks 
or trade names. In addition, several courts have held that costs of 
creating or acquiring trademarks or trade names are not amortiz
able on the grounds that such assets are indistinguishable from 
goodwill and generally do not have a determinable useful life.6 4 

Reasons for Change 

The committee believes that permitting a deduction for the cost 
of acquiring a franchise, trademark, or trade name over a period 
that is no longer than 10 years may be too favorable for franchises, 
trademarks, and trade names that in many instances may have a 
perpetual of indefinite useful life.  

Consequently, in the case of fixed-sum payments, the committee 
believes that the present-law 10-year rule is appropriate only in the 
case of a transfer where the fixed-sum amount is de minimis (for 
this purpose, under $100,000). In case of contingent payments, the 
committee believes it is appropriate to permit a deduction for such 
payments only if the payments are made over the period that the 
use of the franchise, trademark, or trade name occurs and only if 
the payments are made in a manner that does not distort income.  
The committee is concerned that some taxpayers may be deducting 
relatively short-term or front-loaded contingent payments in the 
year of payment rather than over the period that the use of the 
franchise, trademark, or trade name occurs.  

Finally, the committee believes that all payments made on ac
count of the transfer of a franchise, trademark, or trade name 
other than serial contingent payments that are allowed as a deduc
tion for the taxable year in which paid or incurred should be sub
ject to the recapture rules that generally apply upon the disposi
tion of an asset.  

Explanation of Provision 

The bill modifies the special rules that apply to the deduction of 
fixed-sum payments and contingent payments that are made on ac
count of the transfer of a tranchise, trademark, or trade name.  
First, the bill repeals the special treatment accorded payments in 
discharge of a fixed-sum amount where the fixed-sum amount for 
any transaction exceeds $100,000. This repeal applies regardless of 
whether the payments are made to a franchisor that is required to 
treat the payments as ordinary income by reason of section 1253(a) 
or to any other person. For purposes of determining whether the 
$100,000 threshold has been exceeded, all payments that are part of 
the same transaction (or a series of related transactions) are aggre
gated.  

4 See, e.g., Renziehausen v. Lucas, 280 U.S. 387 (1930); Norwich Pharmacal Co., 30 B.T.A. 326 
(1934); H.M Stiles, 26 T.C.M. 501 (1967); see also, Illinois Cereal Mills, Inc., 46 T.C.M. 1001 (1983).
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In addition, the bill modifies the rules that allow a deduction for 
contingent amounts that are paid or incurred on account of the 
transfer of a franchise, trademark, or trade name. Under the bill, a 
deduction is allowed for contingent amounts only if (1) the contin
gent amounts are paid as part of a series of payments that are pay
able at least annually throughout the term of the transfer agree
ment,6 5 and (2) the payments are substantially equal in amount 
(Le., the agreement requires a continuing payment of a substantial
ly equal amount annually throughout an unspecified period over 
which the use of the property will occur) or are payable under a 
fixed formula (i.e., a formula that provides for payment of an un
varying percentage of receipts over the entire term of the transfer 
agreement).  

Any fixed-sum or contingent amount that is not deductible under 
the foregoing rules is chargeable to capital account and is to be am
ortized over the useful life of the franchise, trademark, or trade 
name, to the extent otherwise allowed under present law.66 Alter
natively, a taxpayer may elect to amortize certain fixed-sum pay
ments and contingent payments that are chargeable to capital ac
count and that are part of the same transaction (or a series of re
lated transactions) over a 20-year period that begins with the tax
able year in which the transfer occurs. The fixed-sum payments 
that are eligible for 20-year amortization are to include only those 
payments that would be deductible under section 1253(dX2) but for 
the $100,000 limitation.  

The bill also provides that fixed-sum amounts that are allowed as 
a deduction under the special rules of section 1253(dX2) and 
amounts with respect to which an amortization deduction is al
lowed are subject to recapture as ordinary income on disposition of 
the franchise, trademark, or trade name. No inference is intended 
as to the recapture requirements of prior law.  

The term of the transfer agreement and the period of amortiza
tion is to be determined by taking into account all renewal options 
and any other period for which the parties reasonably expect the 
agreement to be renewed. No inference is intended as to the term 
-f the transfer agreement or the period of amortization under prior 
-aw.  

Finally, the bill repeals section 167(r). However, no inference is 
intended as to whether amortization or depreciation may be taken 
with respect to trademarks and trade names in the absence of that 
provision. It is expected that no deduction will be allowed for any 
amount chargeable to capital account for an asset that is indistin
guishable from a payment for goodwill or, except as otherwise per
mitted under the provision, for any amount that is payment for an 
asset with an indeterminate useful life.  

5 The term of the transfer agreement for this purpose is the entire period over which the 
franchise, trademark, or trade name, or rights to use or benefit from the franchise, trademark, 
or trade name, are transferred. For example, if a trademark is transferred for an unlimited 
period pursuant to an agreement that requires contingent payments for a limited period, the 
term of the transfer agreement is the entire period for which the trademark is transferred and 
not the period over which contingent payments are to be made. In such a case, the contingent 
payments would not be deductible under section 1253(d)1).  

Contingent payments that are not deductible under the foregoing rules are chargeable to 
capital account for the taxable year in which paid or incurred.
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Effective Date 

The provision applies to transfers that occur after October 2, 
1989, unless pursuant to a binding written contract in effect on 
that date and at all times thereafter until the transfer occurs.  

3. Treatment of certain payments received as a result of crop 
losses due to drought conditions (sec. 6623 of the bill and sec.  
451(d) of the Code) 

Present Law 

A cash method taxpayer who receives insurance proceeds as a 
result of the destruction of, or damage to, crops may elect to in
clude the proceeds in income for the taxable year following the 
year in which the destruction or damage occurs if, under the tax
payer's practice, income from such crops would have been included 
for a year following the year in which the destruction or damage 
occurred. For this purpose, payments received under the Agricul
tural Act of 1949, as amended, or Title II of the Disaster Assistance 
Act of 1988, as a result of the destruction of, or damage to, crops 
caused by drought, flood, or other natural disaster or the inability 
to plant crops because of such natural disaster are treated as insur
ance proceeds received as a result of the destruction of, or damage 
to, crops.  

Reasons for Change 

The committee understands that there is no significant economic 
difference between payments received under the Disaster Assist
ance Act of 1989 and payments received under the Agricultural Act 
of 1949 or Title II of the Disaster Assistance Act of 1988. The com
mittee therefore believes that they should be treated in the same 
manner.  

Explanation of Provision 

Payments received under the Disaster Assistance Act of 1989 
(P.L. 101-82) are treated in the same manner as payments received 
under the Agricultural Act of 1949 or Title II of the Disaster As
sistance Act of 1988.  

Effective Date 

The provision applies to payments received before, on, or after 
the date of enactment.  

4. Modify treatment of discharge of farm indebtedness for certain 
solvent farmers (sec. 6624 of the bill and sec. 108(g) of the 
Code) 

Present Law 

Gross income generally includes income from the discharge of in
debtedness (sec. 61(aX12)). If an insolvent taxpayer realizes income 
from discharge of indebtedness, however, the income is excluded 
and certain tax attributes of the taxpayer (including items such as 
net operating loss carryovers and basis in property) generally are
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reduced by the excluded amount. The exclusion is limited to the 
amount by which the taxpayer is insolvent. If an insolvent taxpay
er's discharge of indebtedness income (not in excess of the amount 
by which the taxpayer is insolvent) exceeds these tax attributes, 
the excess is forgiven, i.e., is not includible in gross income (sec.  
108).  

In the case of a solvent taxpayer who realizes income from the 
discharge by a "qualified person" of "qualified farm indebted
ness," 67 the taxpayer may exclude from gross income an amount 
of such discharge income not in excess of the sum of the taxpayer's 
loss and credit carryovers and the taxpayer's basis in property held 
for use in a trade or business or for the production of income. If 
there is any remaining discharge of indebtedness income after the 
taxpayer has reduced these tax attributes, income will be recog
nized.  

The exclusion of discharge of indebtedness income generally is 
not limited in cases of bankruptcy. Any capital gain realized by a 
taxpayer, however, is not excluded by reason of bankruptcy.  

Reasons for Change 
The committee believes that, by permitting certain solvent farm

ers to exclude discharge of qualified farm indebtedness income up 
to a specified dollar amount (rather than to the extent of a farm
er's tax attributes), such farmers will not be forced to declare bank
ruptcy solely to achieve more favorable tax treatment with respect 
to such discharge income.  

Explanation of Provisfon 
Farmers meeting certain requirements can exclude income from 

discharge of qualified farm indebtedness, but not in excess of 
$350,000. The provision applies to a taxpayer that meets all of the 
following requirements: (1) the taxpayer's adjusted gross income 
(with certain modifications) in 6 of the 10 taxable years preceding 
the year of discharge is less than the national median adjusted 
gross income for each of such years; (2) more than 50 percent of the 
taxpayer's gross receipts for 6 of the 10 taxable years preceding the 
year of discharge is attributable to the farming business, the sale 
or lease of assets used in farming, or both; (3) the taxpayer materi
ally participated in the farming business at the time the farm in
debtedness was incurred; (4) the amount of equity in all property 
held by the taxpayer after the discharge is less than the greater of 
(a) $25,000 or (b) 150 percent of the excess of the tax that would be 
due if section 108 of the Code did not apply, over the tax that 
would be due if section 108 did apply; (5) the taxpayer's indebted
ness both before and after the discharge is equal to 70 percent or 
more of the equity in all property held by the taxpayer; and (6) if 
the taxpayer transfers property to discharge the qualified farm in
debtedness, only farm property is transferred.  

*7 Qualified farm indebtedness is indebtedness incurred directly in connection with the oper
ation of a farming business by a taxpayer who satisfies a specified gross receipts test. A quali
fied person is one regularly engaged in the business of lending money and meeting certain other 
requirements.
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Thus, for example, a solvent farmer satisfying the requirements 
described above who realizes $400,000 of discharge of qualified farm 
indebtedness income and who has $200,QO of tax attributes, can 
exclude $350,000 of the discharge income under the provision. The 
farmer's tax attributes would be reduced to zero, and the farmer 
would recognize $50,000 of discharge of indebtedness income.  

The $350,000 limit is reduced by prior year exclusions of dis
charge of qualified farm indebtedness income under this provision.  

The provision does not modify the present-law rule that general
ly limits the exclusion of discharge of qualified farm indebtedness 
income to the sum of the taxpayer's loss and credit carryovers and 
the taxpayer's basis in certain property, in the case of a solvent 
farmer who does not satisfy the requirements described above. In 
addition, the provision does not provide for an exclusion of capital 
gain that may be realized by a farmer who transfers property to a 
creditor in exchange for the satisfaction of an indebtedness.  

Effective Date 
The provision applies to discharges of indebtedness occurring 

after December 31, 1986, in taxable years ending after such date.  

5. Contributions in aid of construction of alternative water sup
plies (sec. 6625 of the bill and sec. 118 of the Code) 

Present Law 
Contributions in aid of construction received by a public utility 

are treated as gross income of the utility and not as contributions 
to the capital of the utility. Consequently, a utility is required to 
include in gross income the value of any property (including 
money) that it receives to provide, or to encourage it to provide, 
services to, or for the benefit of, any person transferring property 
to the utility. A utility is considered as having received property to 
encourage the provision of services if the receipt of the property is 
a prerequisite to the provision of services, if the receipt of the prop
erty results in the provision of services earlier than would have 
been the case had the property not been received, or if the receipt 
of the property otherwise causes the transferor to be favored in 
any manner.  

Reasons for Change 

In order to encourage the provision of alternative water supplies 
as a means of remedying environmental contamination, the com
mittee believes that it is appropriate to provide favorable income 
tux treatment with respect to certain amounts received by certain 
public utilities from a Federal, State or local government.  

Explanation of Provision 
A contribution of money or other property by a Federal, State or 

local government (or a political subdivision thereof) o a regulated 
public utility that provides water or sewage disposal services is 
treated as a contribution to capital and not as an item of gross 
income if the contribution is a contribution in aid of construction
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with respect to property that will be used predominantly in fur
nishing alternative water supplies for purposes of remedying envi
ronmental contamination or protecting the health of individuals 
threatened by environmental contamination. This treatment is to 
apply only if the contribution (or any property acquired or con
structed with the contribution) is not included in the utility's rate 
base for ratemaking purposes and the contribution is used for the 
purposes specified above before the end of the second taxable year 
after the year in which the contribution is received.  

No deduction or credit is allowed with respect to any expenditure 
that constitutes a contribution to capital under the provision and 
the adjusted basis of any property acquired by such an expenditure 
is zero. Finally, the Treasury Department is to issue regulations 
that define the term contribution in aid of construction, but in no 
event is such term to include amounts paid as customer connection 
fees.  

Effective Date 
The provision is effective as if included in the Tax Reform Act of 

1986.  
6. Modify material participation for certain timber activities of in

dividuals under the passive loss rules (section 6626 of the bill) 

Present Law 
Present law, as amended by the 1986 Act, provides that deduc

tions from passive trade or business activities, to the extent they 
exceed income from all such passive activities (exclusive of portfo
lio income), generally may not be deducted against other income.  
Suspended losses are carried forward and treated as deductions 
from passive activities in the next year. Suspended losses are al
lowed in full when the taxpayer disposes of his entire interest in 
the activity to an unrelated party in a transaction in which all re
alized gain or loss is recognized. The provision applies to individ
uals, estates, trusts, and personal service corporations. A special 
rule limits the use of passive activity losses and credits against 
portfolio income and tax attributable to portfolio income in the 
case of closely held corporations.  

An activity generally is treated as passive if it is a rental activi
ty, or if the taxpayer does not materially participate in it, i.e., the 
taxpayer is not involved in the operations of the activity on a basis 
which is regular, continuous, and substantial.  

Under temporary and proposed Treasury regulations, a taxpayer 
may meet any of several tests for material participation, including 
a test based on all of the facts and circumstances (Temp. Treas.  
Reg. Section 1.469-5T(aX7)). If an individual participates in an activ
ity for 100 hours or less during the taxable year, the regulations 
provide that such individual shall not be treated as materially par
ticipating under the facts and circumstances test (Temp. Treas.  
Reg. section 1.469-5T(bX2Xiii)).  

The regulations further provide that an individual's services per
formed in the management of an activity shall not be taken into 
account in determining whether such individual is treated as mate-
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rially participating under the facts and circumstances test, unless, 
for such taxable year, (i) no person (other than such individual) 
who performs services in connection with the management of the 
activity receives compensation that is earned income in consider
ation For such services; and (ii) no individual performs services in 
connection with the management of the activity that exceed (by 
hours) the amount of such services performed by such individual 
(Temp. Treas. Reg. section 1.469-5T(bX2Xii)). The fact that an indi
vidual satisfies the requirements of any participation standard 
under any provision other than section 469 and the regulations 
thereunder also is not taken into account (Temp. Treas. Reg. sec
tion 1.469-5T(bX2Xi)).  

Reasons for Change 

The committee believes that the passive activity rules as de
scribed in Temp. Treas. Reg. Section 1.469-5T(bX2Xiii) are not ap
propriate in the case of certain timber activities. The growing of 
timber is a long process, often spanning many decades. It is a 
common practice among small woodlot owners to hire independent 
contractors for their technical expertise, manpower or specialized 
equipment to perform certain tasks necessary for efficient woodlot 
operation. The owner's tasks may not consume as much as 100 
hours in a particular year. Due to these special circumstances, the 
committee believes that individual woodlot owners should be per
mitted to determine material participation in a timber activity on 
the facts and circumstances basis regardless of whether they par
ticipate less than 100 hours during the year.  

Explanation of Provision 

Under the bill, an individual's material participation in certain 
timber activities may be determined under the facts and circum
stances test in the regulations even though the individual partici
pates in the activity for 100 hours or less during the taxable year.  

For this purpose, a timber activity means any activity that con
sists predominantly of holding qualified timber property as defined 
in section 194(cXl), i.e., a woodlot or other site located in the 
United States that will contain trees in significant commercial 
quantities and that is held by the taxpayer for the planting, culti
vating, caring for, and cutting of trees for sale or use in the com
mercial production of timber products.  

This provision may be illustrated as follows.  
For example, an individual owns an 80-acre tract of timber near 

her home. She hires the services of a professional forester to whom 
she delegates all responsibility for managing the timber. These re
sponsibilities include, from time to time, making and implementing 
decisions with respect to the harvest or sale of timber (including 
pricing and frequency of any sales), regeneration activities and pro
tective fire and pest control procedures. The forester carries out 
these responsibilities. After doing so, the forester regularly informs 
the individual of his decisions. She pays the expenses relating to 
the actions undertaken by the forester. Based upon these facts, the 
individual is not considered to materially participate in the timber 
growing activity.
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As an additional example, an individual owns 80 acres of timber.  
He is solely responsible for managing the timber property. His re
sponsibilities include making decisions with respect to the harvest 
or sale of timber (including pricing and frequency of any sales), re
generation activities and protective fire and pest control proce
dures. He performs periodic inspections of his property; during 
some periods, these inspections occur annually, while at other 
times during the timber's growing cycle, they may occur more or 
less frequently, depending upon the requirements of the property.  
He maintains records with respect to his property, and pays vari
ous expenditures in connection with his timber over a period of 
years, such as those for construction of fire breaks and mainte
nance of boundary lines, as appropriate. This work is carried out 
by independent contractors selected by the individual. He is consid
ered to materially participate with respect to the timber growing 
activity.  

In another example, B owns 1,000 acres of timber. B enters into a 
long-term lease contract with X, a corporation dealing in timber 
products. Pursuant to this agreement, X has the exclusive right to 
manage the property. Under the arrangement, X has the right to 
cut timber as it sees fit. X promises to return the property to B at 
the end of the term and warrants that it shall then contain as 
much or more timber as it did at the beginning of the term. X 
agrees to pay annual rental to B. B agrees to remain liable for, and 
pays, property taxes with respect to the leased property. B is not 
considered to materially participate with respect to this timber 
growing activity.  

Effective Date 

The provision is effective for taxable years beginning after De
cember 31, 1989.  

7. Treatment of certain crops under the annual accrual method of 
accounting (sec. 6627 of the bill and sec. 447(g) of the Code) 

Present Law 

Present law provides an exception to the uniform cost capitaliza
tion rules for certain corporations and qualified partnerships that 
are permitted to use the annual accrual method of accounting with 
respect to the trade or business of farming sugar cane. Under the 
annual accrual method of accounting, revenues, costs, and expenses 
are determined under an accrual method of accounting and the 
preproductive period expenses incurred during any taxable year 
are charged to harvested crops or are deducted in determining tax
able income for such year.  

Reasons for Change 

The committee believes that any taxpayer that has traditionally 
been allowed to use the annual accrual method of accounting with 
respect to any crop should be allowed to continue to use such 
method of accounting with respect to such crop.
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Explanation of Provision 
Any corporation or qualified partnership that, for its last taxable 

year ending before January 1, 1987, was allowed to use, and actual
ly used, the annual accrual method of accounting with respect to 
any crop is allowed to continue to use such method of accounting 
with respect to such crop. It is anticipated that any corporation or 
qualified partnership that changed its method of accounting for its 
first taxable year ending after December 31, 1986, and is permitted 
to use the annual accrual method of accounting only by virtue of 
this provision will be allowed to use the annual accrual method of 
accounting for such year by filing an amended return before the 
date that is one year after the date of enactment of the bill.  

Effective Date 
The provision is effective as if included in the Tax Reform Act of 

1986.  

8. Installment sales treatment of timeshares and residential lots 
sold by C corporations (sec. 6628 of the bill and secs. 56, 453, 
and 453A of the Code) 

Present Law 
A taxpayer who disposes of a timeshare or a residential lot on 

the installment plan generally may report income derived from 
such a disposition on the installment method if the taxpayer elects 
to pay interest on the amount of deferred tax that is attributable to 
the use of the installment method. Under this election, interest is 
required to be paid for any taxable year that payments are re
ceived under the installment obligation (other than the taxable 
year in which the sale occurs). The interest is imposed for the 
period that begins on the date of the sale of the timeshare or the 
residential lot and ends on the date that each payment is received.  
The interest rate used for this purpose is the applicable Federal 
rate (compounded semiannually) in effect at the time of the sale for 
debt instruments with the same maturity as the installment obliga
tion.  

A taxpayer whoelects to pay interest with respect to an install
ment sale of a timeshare or a residential lot may use the install
ment method in determining alternative minimum taxable income.  
However, for purposes of the adjusted current earnings provision of 
the alternative minimum tax, the installment method may not be 
used in determining income derived from an installment sale (in
cluding a nondealer installment sale of property) even though in
terest is required to be paid with respect to all or a portion of the 
deferred tax that is attributable to the use of the installment 
method. The adjusted current earnings provision of the alternative 
minimum tax applies to C corporations for taxable years beginning 
after December 31, 1989.  

Reasons for Change 

The committee believes that present law does not provide for an 
appropriate interest charge on the deferred tax that is attributable
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to the use of the installment method for dispositions of timeshares 
and residential lots. For this reason, the bill modifies the amount 
of interest that is payable by a C corporation that elects to use the 
installment method with respect to a disposition of a timeshare or 
a residential lot.  

In addition, the committee believes that if a taxpayer pays an ap
propriate amount of interest on the amount of deferred tax that is 
attributable to the use of the installment method, then the install
ment method should be available for all purposes of the alternative 
minimum tax including the adjusted current earnings provision of 
the alternative minimum tax.  

Explanation of Provision 

The bill modifies the amount of interest that is payable by a C 
corporation that elects to use the installment method with respect 
to an installment sale of a timeshare or a residential lot. Under the 
bill, the amount of interest for any taxable year is determined for 
all outstanding installment obligations with respect to which an 
election was made by multiplying the deferred tax with respect to 
all such obligations by the underpayment rate in effect for the 
month with or within which the taxable year ends.  

For any taxable year, the deferred tax for such obligations equals 
(1) the amount of gain under the obligations that has not been rec
ognized as of the close of the taxable year, multiplied by (2) the 
maximum rate of tax in effect for such taxable year for C corpora
tions.  

A C corporation, however, may elect with respect to all such in
stallments obligations to determine the deferred tax under an al
ternative procedure that is to be considered a method of accounting 
which must be consistently used from one taxable year to the next.  
Under this alternative procedure, the deferred tax is determined 
for a taxable year by first multiplying (1) the amount of gain under 
the obligations that has not been recognized as of the close of the 
taxable year reduced by the excess (if any) of the total allowable 
deductions for such year over the total income for such year, by (2) 
the maximum rate of tax in effect for such taxable year for C cor
porations. The result is then reduced by the excess (if any) of the 
amount of allowable nonrefundable income tax credits for such 
year over the amount of the regular tax liability for such year.  

Net operating loss carrybacks and credit carrybacks are not 
taken into account in determining the amount of the deferred tax 
for any year. Net operating loss carryovers and credit carryfor
wards, however, are taken into account in determining the amount 
of the deferred tax for any year.  

Any interest determined under the proposal is treated as a tax 
imposed for the taxable year following the year in which the inter
est is determined. The rtion of the interest, however, that is allo
cable to installment obligations that have not been outstanding for 
a two-year period as of the close of the taxable year or that are in 
default as of the close of the taxable year is not to result in an in
crease in tax for such taxable year. Instead, if such installment ob
ligations are not in default at the close of any taxable year after 
the end of the two-year period, the amount of interest that was de-
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termined under the proposal but was not added to tax is to be 
added to tax for the first taxable year following such year (together 
with additional interest at the underpayment rate for each year 
that the interest has not been added to tax). For this purpose, an 
installment obligation is to be considered in default if the install
ment obligation is considered to be wholly worthless under the bad 
debt provisions of section 166(aXl) of the Code.  

The interest determined under the proposal is treated as tax for 
purposes of the estimated tax provisions applicable to corporations.  

addition, the interest is to be considered accrued for the taxable 
year in which the interest is added to tax and is to be treated as an 
allowable deduction for such year in determining the deferred tax 
under the elective procedure.  

A C corporation that elects to pay interest under the proposal 
with respect to an installment sale of a timeshare or a residential 
lot is allowed to use the installment method for purposes of the ad
justed current earnings provision of the alternative minimum tax.  
In addition, for purposes of the adjusted current earnings provision 
of the alternative minimum tax, a taxpayer that is required to pay 
interest with respect to a nondealer disposition of property is al
lowed to use the installment method for the portion of the gain 
with respect to which interest is required to be paid.  

Effective Date 
The provision applies to dispositions occurring in taxable years 

beginning after December 31, 1989.  
9. Treatment of certain large family farm corporations (sec. 6629 

of the bill and sec. 447(i) of the Code) 

Present Law 

The Revenue Act of 1987 required a family corporation (or a 
partnership with a family corporation as a partner) to use an ac
crual method of accounting with respect to its farming business 
unless, for each prior taxable year beginning after December 31, 
1985, such corporation (and any predecessor corporation) did not 
have gross receipts exceeding $25 million.  

A corporation or partnership that is required to change to an ac
crual method of accounting as a result of the Revenue Act of 1987 
may establish a suspense account in lieu of taking the entire 
amount of the section 481 adjustment into income. The amount of 
the suspense account is limited to the lesser of (1) the section 481 
adjustment otherwise required to be taken into income or (2) the 
section 481 adjustment computed as if the change in method of ac
counting had occurred as of the beginning of the taxable year pre
ceding the year of change.  

The balance of the suspense account is reqtiired to be included in 
income for the year that the corporation ceases to be a family cor
poration or the year that the required level of control of the corpo
ration is transferred outside the family group that owned the cor
poration on December 15, 1987. Also, if the gross receipts of the 
corporation attributable to farming for any taxable year decline to 
an amount below the lesser of (1) the gross receipts attributable to
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accounting was not required or (2) the gross receipts attributable to 
farming for the most recent taxable year for which a portion of the 
suspense account was required to be included in income, a portion 
of the suspense account proportionate to such decline is taken into 
income.  

Reasons for Change 

In order to address the possibility that a significant portion of 
the suspense account of a family farm corporation may be included 
in gross income due solely to farm price reductions, the committee 
believes that it is appropriate to provide an elective method of 
taking into account the amount of the section 481 adjustment that 
results from changing to an accrual method of accounting due to 
the family farm provisions of the 1987 Act.  

Explanation of Provision 

A corporation or partnership that is required to change to an ac
crual method of accounting by reason of the family farm provisions 
of the Revenue Act of 1987 may elect for its first taxable year that 
it is required to use an accrual method of accounting to include the 
amount of the section 481 adjustment in gross income ratably over 
a 10-year period beginning with such taxable year. In the case of a 
corporation or partnership that ceases to exist prior to the end of 
the 10-year period, the balance of the section 481 adjustment is to 
be included in gross income for the last taxable year of the corpora
tion or partnership.  

It is anticipated that a corporation or partnership that has al
ready filed a return for the first taxable year that it is required to 
change to an accrual method of accounting by reason of the family 
farm provisions of the 1987 Act will be allowed to elect to include 
the amount of the section 481 adjustment in gross income over a 
10-year period by filing an amended return for such year on or 
before the date that is one year after the date of enactment of the 
bill.  

Effective Date 

The provision is effective as if included in the Revenue Act of 
1987.  
10. Treatment of gain or loss on sale of assets by cooperative as

sociations (sec. 6630 of the bill and sec. 1388 of the Code) 

'A Present Law 

In general 
A cooperative association is a corporation operating on a coopera

tive basis and allocating amounts to patrons on the basis of the 
business done with or for such patrons (Code sec. 1381). Unlike 
other corporations, a cooperative association is allowed to exclude 
from its taxable income any amounts of patronage dividends paid 
to its members or patrons or in redemption of a nonqualified writ
ten notice of allocation (sec. 1382). Additionally, cooperative asso-
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ciations may exclude income attributable to qualified per-unit 
retain certificates and amounts paid for redemptions of nonqual
ified per-unit retain certificates. A per-unit retain allocation is, in 
general, an amount retained by the cooperative association with re
spect to goods marketed by the cooperative association for the 
patron.  
Treatment of patronage dividends by members and patrons 

Members of a cooperative association who receive patronage divi
dends must treat the dividends as income, reduction of basis, or 
some other treatment that is appropriately related to the type of 
transaction that gave rise to the dividend. For example, where the 
cooperative association markets a product for one of its members, 
patronage dividends attributable to the marketing are treated like 
additional proceeds from the sale of the product and are includible 
in the recipient's income. Where the cooperative association pur
chases equipment for its members, patronage dividends attributa
ble to equipment purchases are treated as a reduction in the recipi
ent's basis in the purchased equipment (provided the recipient still 
owns the equipment).  

Definition of patronage dividend 
In general, a patronage dividend means an amount paid to a 

patron (1) on the basis of the quantity or value of business done 
with or for such patron, (2) under an obligation of the cooperative 
association to pay such amount, which obligation existed before the 
association received the amount so paid, and (3) which is deter
mined by reference to the net earnings of the organization from 
business done with or for its patrons. '. .. Such term does not in
clude any amount paid to a patron to the extent that such amount 
is out of earnings other than from business done with or for pa
trons, or such amount is out of earnings from business done with 
or for other patrons to whom no amounts are paid, or to whom 
smaller amounts are paid, with respect to substantially identical 
transactions. . . ." Sec. 1388(a) 

Definition of income derived from sources other than patronage 
The Treasury regulations provide that ". . 'income derived from 

sources other than patronage' means incidental income derived 
from sources not directly related to the marketing, purchasing, or 
service activities of the cooperative association. For example, 
income derived from the lease of premises, from investment in se
curities, or from the sale or exchange of capital assets, constitutes 
income derived from sources other than patronage." Treas. Reg.  
sec. 1.1382-3(cX2).  

Notwithstanding the language of the Treasury regulations, both 
the Internal Revenue Service and the courts have held that other 
types of income may constitute income derived from patronage 
sources. See, for example, Rev. Rul. 69-576, 1969-2 C.B. 166 (pa
tronage dividend from cooperative bank on loans used for patron
age business considered patronage source income because it ".  
facilitates the accomplishment of the cooperative's marketing, pur
chasing, and service activities.... "); Linnton Plywood v. United 
States, 410 F. Supp. 1100 (D. Ore. 1976) (dividends received from a



172

subsidiary corporation that made glue for the parent cooperative's 
plywood operation held to be patronage source income); Astoria 
Plywood Corporation v. United States, 79-1 U.S.T.C. par. 9197 (D.  
Ore. 1979) (income received from cancellation of a lease on a build
ing used by cooperative for patronage-sourced activities was patron
age source income); Land O'Lakes, Inc. v. United States, 675 F. 2d 
988 (8th Cir. 1982) (dividends from stock in bank whose purchase 
was necessary to receive financing for patronage activities held to 
be patronage source income); St. Louis Bank for Cooperatives v.  
United States, 624 F. 2d 1041 (Ct. Cl. 1980) (interest earned on 
short-term investment of temporary excess cash of a cooperative 
bank held to be patronage source income).  

The Internal Revenue Service has ruled that any gain treated as 
ordinary income under the depreciation recapture rules of section 
1245 is treated as patronage source income in the same portion 
that the depreciation deductions were taken. Rev. Rul. 74-84, 1974
1 C.B. 244. The ruling further held that any additional gain which 
is treated as capital gain is not patronage-sourced income. Notwith
standing the position of the Internal Revenue Service, the law re
mains unclear where the cooperative association has a gain from 
the sale of property.  

Reasons for Change 

The committee is concerned that the uncertainty of present law 
causes problems to both taxpayers and the Internal Revenue Serv
ice. Taxpayers need to know the amount of patronage-sourced 
income so that they can pay patronage dividends to patrons on a 
timely basis. Similarly, the Internal Revenue Service needs to 
know the amount of patronage-sourced income to insure that the 
income is properly taken into account in determining the taxable 
income of the cooperative and its patrons.  

In general, the committee believes that patronage-sourced 
income includes a portion of the gains and losses from assets used 
to facilitate the cooperative's conduct of business done with, or for, 
its patrons. However, the committee recognizes that the coopera
tive and its patrons may agree to a different arrangement. Accord
ingly, the committee bill provides that cooperatives may elect to 
treat such gains and losses as patronage-sourced income. Nonethe
less, the committee bill provides that the election is effective for 
the taxable year elected and the two succeeding years in order to 
prevent cooperatives from electing to treat gains as patronage
sourced, while treating losses as not patronage-sourced.  

Explanation of Provision 

In general 

Under the bill, a cooperative may elect to treat gain or loss on 
the sale or other disposition of certain assets as ordinary income or 
loss and to include such gain or loss in the determination of net 
earnings done with or for patrons.
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Assets to which provision applies 
The provision applies to any asset (including stock or any other 

ownership or financial interest in another entity) if such asset was 
used by the cooperative to facilitate the conduct of business done 
with, or for, its patrons. Where an asset was not used exclusively to 
facilitate the conduct of business done with, or for, its patrons, the 
provision applies only to the extent that the asset was used to fa
cilitate the conduct of business with, or for, its patrons. The 
method of allocating the usage of the asset between patronage and 
nonpatronage operations may be determined by any reasonable 
method.  

Rules applicable to election 
An election made under this provision applies to the year for 

which the election is made and the two succeeding taxable years.  

Effective Date 

In general, this provision of the bill is effective for taxable years 
ending after the date of enactment. In addition, the provision ap
plies to all taxable years beginning on or before the date of enact
ment, if the taxpayer so elects in its return for its first taxable 
year beginning on or before the date of enactment and ending after 
such date.  

11. Hedging transactions by real estate investment trusts (sec.  
6630A of the bill and sec. 856(c)(6)(G) of the Code) 

Present Law 

In order for an entity to qualify as a real estate investment trust 
("REIT"), at least 95 percent of its gross income generally must be 
derived from certain passive sources and real estate assets (the "95
percent test"). Also, with certain exceptions, less than 30 percent of 
the gross income of a REIT must be derived from the sale or ex
change of certain assets, including real property held for less than 
four years (the "30-percent test").  

For purposes of determining whether an entity qualifies as a 
REIT, the Code provides specific rules for the treatment of interest 
rate swap or cap agreements that protect the REIT from interest 
rate fluctuations on variable interest rate debt incurred to acquire 
or carry real estate assets. Such agreements are treated as securi
ties under the 30-percent test and payments under them are treat
ed as qualifying under the 95-percent test.  

Reasons for Change 

The committee believes that income from instruments that are 
similar to swap and cap agreements should be qualifying passive 
income for REIT qualification purposes. In addition, the committee 
believes that, for these purposes, the character of real estate mort
page investment conduit (REMIC) assets and indebtedness should 
pass through to the REIT.
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Explanation of Provision 

The present-law treatment of interest rate swap or cap agree
ments is extended to similar arrangements, such as forward rate 
agreements and futures contracts. In addition, in determining 
whether an arrangement hedges variable rate indebtedness, a 
REIT holding a residual interest in a real REMIC is treated as 
holding the REIT's proportionate share of the REMIC's assets and 
the REIT's proportionate share of the regular interests of the 
REMIC is treated as direct indebtedness of the REIT.  

Effective Date 
The provision is effective with respect to taxable years beginning 

after the date of enactment.  

12. Alternative recapture method for mutual savings banks and 
other thrift institutions changing from the reserve method to 
the specific charge-off method for bad debts (sec. 6630B of the 
bill and sec. 593 of the Code) 

Present Law 

Thrift institutions 
Under present law, a thrift institution (i.e., a building and loan 

association, mutual savings bank, or cooperative bank) is permitted 
a deduction for a reasonable addition to a reserve for bad debts if 
at least 60 percent of its assets are invested in qualified assets (in
cluding home mortgages) (Code secs. 593(aX2) and 7701(aX19)). The 
reasonable addition to the reserve for bad debts for a thrift institu
tion is an amount computed under the experience method or an 
amount equal to 8 percent of its otherwise taxable income. The 
amount of bad debt reserves are recaptured if the thrift institution 
is liquidated in a taxable transaction or makes dividend distribu
tions in excess of post-1951 earnings (Code sec. 593(e)).  

Commercial banks 
A commercial bank whose average adjusted bases of all assets 

does not exceed $500 million (i.e., a 'small bank") also is allowed a 
deduction for a reasonable addition to a reserve for bad debts. The 
reasonable addition to the reserve is an amount computed under 
the experience method (Code sec. 585)).  

A bank whose average adjusted bases of all assets exceeds $500 
million (i.e., a "big bank") is not permitted any deduction for an 
addition to a reserve for bad debts (code sec. 585(c)). Instead, such 
banks may deduct specific bad debts only in the year in which they 
become worthless or partially worthless (the "specific charge-off 
method"). In addition, big banks are required to recapture their ex
isting bad debt reserves under one of two methods. Under the first 
method (called the "4-year recapture method"), the balance of the 
reserve generally is recaptured at the following rates: 10 percent in 
the first year, 20 percent in the second year, 30 percent in the third 
year, and 40 percent in the fourth year (Code sec. 585(cX3XA)).  
Under the second method (called the "cut-off method"), specific bad 
debts on loans made before the change in method are charged to
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the reserve. Then, the balance of the reserve is recaptured as the 
reserve balance exceeds the amount of pre-change loans that 
remain outstanding (Code sec. 585(cX4)).  

Reasons for Change 
The committee believes that the specific charge-off method is 

preferable to the use of the reserve method of accounting for bad 
debts. First, the use of the reserve method for determining losses 
on bad debts results in deductions being taken currently for tax 
purposes for losses that statistically are expected to occur in the 
future. In this regard, a reserve for bad debts is inconsistent with 
the treatment of other deductions under the all events test. Second, 
the use of the reserve method allows deductions to be taken prior 
to the time that the losses actually occur and, therefore, allows de
ductions larger than the actual present value of the losses.  

To encourage the use of the specific charge-off method by thrift 
institutions, the committee believes it appropriate to afford such 
institutions a method of recapturing their reserves which is differ
ent from the recapture methods applicable to commercial banks.  

Explanation of Provision 
General recapture rule 

A mutual savings bank or other thrift institution that changes 
from the reserve method of accounting for bad debts to the specific 
charge-off method (a "nonqualifying thrift institution") may elect 
to recapture the so-called "experience portion" of its bad debt re
serves under the "4-year recapture method" applicable to commer
cial banks. If a nonqualifying thrift institution does not make an 
election under this provision, such institution will be subject to the 
rules of present law.  

The experience portion of a nonqualifying thrift institution's bad 
debt reserves is based on the institution s actual bad debts as a per
centage of its loans outstanding over a 6-year period, as calculated 
under sec. 585(bX3) of the Code with respect to commercial banks.  
If a nonqualifying thrift institution makes an election pursuant to 
this provision, this amount is taken into account by the nonqualify
ing thrift institution over a 4-year period as follows: 10 percent in 
the "disqualification year," 20 percent in the first year following 
the disqualification year, 30 percent in the second year following 
the disqualification year, and 40 percent in the third year following 
the disqualification year.66 A disqualification year means the first 
taxable year ending after the date of enactment of this provision in 
which an institution changes from the reserve method of account
ing for bad debts to the specific charge-off method.  

Subsequent losses 
If a nonqualifying thrift institution makes an election pursuant 

to this provision, losses with respect to specific loans held by the 

6 An electing nonqualifying thrift institution may take into account more than 10 percent of 
the experience portion of its bad debt reserves in the disqualification year and make appropriate 
ajustments to the percentages taken into account in the following three years in accordance 
with rules similar to those set forth in section 585(cX3XAXiii).
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nonqualifying thrift institution before the accounting method 
change ("pre-change loans") are generally deductible (and any re
coveries includible in income) under normal tax principles, subject 
to the restrictions set forth below.  

In lieu of a deduction for bad debts, a charge is made to the un
recaptured portion of the bad debt reserves to the extent that (1) 
the excess, if any, of current losses (less recoveries) on pre-change 
loans over current recapture, exceeds (2) the excess, if any, of cu
mulative recapture (not including the current year) over cumula
tive losses (less reserves) (not including the current year) on pre
change loans.  

Example 
The experience portion of the bad debt reserves of an electing 

nonqualifying thrift institution is $100. This amount is recaptured 
$10 in the disqualification year, $20 in the year following the dis
qualification year, $30 in the second year following the disqualifica
tion year, and $40 in the third year following the disqualification 
year. The institution has actual bad debts on pre-change loans as 
follows: $0 in the disqualification year, $25 in the year following 
the disqualification year, $10 in the second year following the dis
qualification year, and $110 in the third year following the dis
qualification year. In the disqualification year, the institution is en
titled to no deduction for bad debts and makes no charge-off 
against its bad debt reserves. In the year following the disqualifica
tion year, the institution is entitled to a bad debt deduction of $25 
and makes no charge-off against its bad debt reserves. In the 
second year following the disqualification year, the institution is 
entitled to a bad debt deduction of $10 and makes no charge-off 
against its bad debt reserves. In the third year following the dis
qualification year, the institution is entitled to a bad debt deduc
tion of $65 and makes a $45 charge-off against its bad debt re
serves.  

Any charge made to the bad debt reserves outlined above shall 
first reduce the nonexperience portion of the bad debt reserves.  
Any remaining amounts shall then be charged against any experi
ence portion of the reserve that has not yet been recaptured, in the 
reverse order that such reserves would otherwise be subject to re
capture. Finally, any such amounts in excess of total bad debt re
serves of the taxpayer are deductible.  

Other rules 
Any remaining bad debt reserves of an electing nonqualifying 

thrift institution are recaptured when excessive dividends are paid 
by the nonqualifying thrift institution or upon partial or complete 
liquidation of the nonqualifying thrift institution (under the rules 
of Code sec. 593(e)).  

An election made pursuant to this provision is irrevocable. Non
qualifying thrift institutions that make an election under this pro
vision would not be permitted to use the reserve method of ac
counting for bad debts in any subsequent year.



Effective Date 
The proposal would be effective for taxable years ending after 

the date of enactment.  

13. Restoration of income averaging for certain farmers (sec.  
6630C of the bill and sec. 1303 of the Code) 

Present Law 

Prior to the enactment of the Tax Reform Act of 1986, certain 
individuals could elect to compute their income tax liability for the 
current year based on a formula that took into account their 
income for the current year and their average income of the prior 
three years. This election was repealed by the Tax Reform Act of 
1986, effective for tax years beginning after December 31, 1986.  

Reasons for Change 
The committee believes that income averaging is appropriate for 

certain qualified farmers who may have little or no taxable income 
in one or more taxable years in the averaging period.  

Explanation of Provision 
The bill restores the income averaging rules that were repealed 

by the Tax Reform Act of 1986 for certain qualified farmers. Quali
fied farmers means those individuals (1) who materially participate 
(within the meaning of sec. 469(h)) in the trade or business of farm
ing (within the meaning of sec. 2032A(eX4) and (5) of the Code) for 
each of the preceding three taxable years; and (2) whose total 
annual gross receipts (including nonfarm gross receipts) for each 
year of the averaging period does not exceed $5 million ($2.5 mil
lion for married individuals filing separately).  

Effective Date 
The provision is effective for taxable years of individuals begin

ning December 31, 1989.



D. Employment Tax Provisions 

1. Income tax withholding on the wages of certain agricultural 
workers (sec. 6631 of the bill and sec. 3401(a)(2) of the Code) 

Present Law 

In general, wages paid by an employer to an employee are sub
ject to income tax withholding. Wages paid for agricultural labor 
are, however, exempt from income tax withholding (sec. 3401(aX2)).  

Certain cash wages paid for agricultural labor are subject to 
withholding for Federal Insurance Contributions Act (FICA) taxes 
(sec. 3121(aX8)). In general, agricultural workers are subject to 
FICA withholding if they earn at least $150 in annual cash remu
neration or are covered because of the employer FICA withholding 
test. The employer FICA withholding test generally subjects em
ployee wages to FICA withholding if the employer pays more than 
$2,500 during the year to all employees. Certain employees who are 
hand harvest laborers, are paid on a piece rate basis, commute 
daily to the farm from their permanent residence, and were em
ployed in agriculture less than 13 weeks during the prior year, are 
exempt from FICA withholding.  

Reasons for Change 

The committee believes that agricultural workers generally 
should be subject to the same system of income tax withholding 
that applies to other workers.  

Explanation of Provision 

If an agricultural worker's cash wages are subject to FICA with
holding, the agricultural worker's cash wages are also subject to 
income tax withholding. In addition, crew leader rules parallel to 
those utilized for FICA withholding purposes are to apply for 
income tax purposes (these rules specify who is the employer of cer
tain agricultural workers).  

Effective Date 

The provision is effec ive for wages paid after December 31, 1989.  

2. Payroll tax deposit speedup (sec. 6632 of the bill and sec. 6302 
of the Code) 

Present Law 

Treasury regulations have established the system under which 
employers deposit income taxes withheld from employees' wages 
and FICA taxes. The frequency with which these taxes must be de
posited increases as the amount required to be deposited increases.  
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Employers are required to deposit these taxes as frequently as 
eight times per month, provided that the amount to be deposited 
equals or exceeds $3,000. These deposits must be made within three 
banking days after the end of the eighth-monthly period.  

Reasons for Change 
The committee believes that it is appropriate for employers who 

are required to deposit large amounts of withheld income taxes and 
FICA taxes deposit those taxes more rapidly.  

Explanation of Provision 
Employers who are on the eighth-monthly system are required to 

deposit income taxes withheld from employees' wages and FICA 
taxes by the close of the next banking day (instead of by the close 
of the third banking day) after any day on which the business has 
an amount to be deposited equal to or greater than $250,000 (re
gardless of whether that day is the last day of an eighth-monthly 
period).  

Effective Date 
The provision is effective for amounts required to be deposited 

after July 31, 1990. A special rule is effective for 1991 and 1992.  
For 1991 and 1992, amounts required to be deposited under this 
provision must be deposited by the close of the third banking day 
(instead of the next banking day). The Treasury Department is 
given authority to issue regulations for 1995 and succeeding years 
to provide for similar modifications to the date by which deposits 
must be made in order to minimize unevenness in the receipts ef
fects of the provision.



E. Tax-Exempt Bond Provisions 

1. Modify rules concerning tax-exempt bonds issued by 501(c)(3) 
organizations (sec. 6641 of the bill and sec. 145 of the Code) 

Present Law 

The interest on State and local government bonds generally is 
exempt from tax if the bonds are issued to finance direct activities 
of these governments (Code sec. 103). Interest on bonds issued by 
these governments to finance activities of other persons, e.g., pri
vate activity bonds, is taxable unless a specific exception is includ
ed in the Code. One such exception is for private activity bonds 
issued to finance activities of charitable organizations described in 
Code section 501(cX3) ("section 501(cX3) organizations") when the 
activities do not constitute an unrelated trade or business (Code 
sec. 141(eX1XG)). 69 

Classification of section 501(c)(3) organization bonds as private ac
tivity bonds 

Under present law, a bond is a private activity bond if its pro
ceeds are used in a manner violating either (i) a private business 
test or (ii) a private loan test. The private business test is a con
junctive two-pronged test. First, the test limits private business use 
of government bonds to no more than 10 percent of the proceeds.70 

Second, no more than 10 percent of the debt service on the bonds 
may be derived from private business users of the proceeds. The 
private loan test limits to the lesser of five percent or $5 million 
the amount of governmental bond proceeds that may be used to fi
nance loans to persons other than governmental units.  

Special restrictions on tax-exemption for section 501(c) for organiza
tions bonds 

Present law treats section 501(cX3) organizations as private per
sons. Thus, bonds for their use may only be issued as private activi
ty "qualified 501(1)(3) bonds," subject to the restrictions of Code sec
tion 145. The most significant of these restrictions limits the 
amount of outstanding bonds from which a section 501(cX3) organi
zation may benefit to $150 million. In applying this "$150 million 
limit," all section 501(cX3) organizations under common manage
ment or control are treated as a single organization. The limit does 
not apply to bonds for hospital facilities, defined to include only 

"9 Prior to the enactment of the Tax Reform Act of 1986. States and local governments and 
501c(3) organizations both were defined as "exempt persons," and their bonds generally were 
subject to the same requirements.  

10 No more than 5 percent of bond proceeds may be used in a private business use that is 
unrelated to the governmental purpose of the bond issue. The 10-percent debt service test, de
scribed below, likewise is reduced to 5 percent in the case of such "disproportionate" private 
business use.  

(180)



acute care, primarily inpatient, organizations. A second restriction 
limits to no more than five percent the amount of the net proceeds 
of a bond issue that may be used to finance any activities (includ
ing all costs of issuing the bonds) other than the exempt purposes 
of the section (501XcX3) organization.  

In addition, existing residential r-'Atal property that is acquired 
by section 501(cX3) organizations with the proceeds of tax-exempt 
bonds must satisfy the same low-income tenant occupancy require
ments which apply to for-profit developers receiving tax-exempt 
private activity bond financing (sec. 142(dXl)).  

Other restrictions 
The Code imposes several restrictions on private activity bonds 

that do not apply to bonds used to finance direct State and local 
activities. Many of these restrictions also apply to qualified 501(cX3) 
bonds.  

No more than 2 percent of the net proceeds of a bond issue may 
be used to finance the costs of issuing the bonds, and these monies 
are not counted in determining whether the bonds satisfy the re
quirement that at least 95 percent of the net proceeds of each bond 
issue be used for the exempt activities qualifying the bonds for tax
exemption.  

The weighted average maturity of a bond issue may not exceed 
120 percent of the average economic life of the property financed 
with the proceeds.  

A public hearing must be held and an elected public official must 
approve the bonds before they are issued (or the bonds must be ap
proved by voter referendum).  

If property financed with private activity bonds is converted to a 
use not qualifying for tax-exempt financing, certain loan interest 
penalties are imposed.  

Both governmental and private activity bonds are subject to arbi
trage and other restrictions.  

Reasons for Change 
The committee believes a distinguishing feature of American so

ciety is the singular degree to which we maintain an independent 
sector of private institutions in the public service. The committee 
believes it is important to assist these private institutions in their 
advancement of the public good. The committee finds particularly 
inappropriate the restrictions of present law which place 501(cX3) 
organizations at a financial disadvantage to public institutions in 
providing essentially the same services. For example, a public uni
versity generialy has unlimited access to tax-exempt finance-while 
a private university is subject to a $150 million limitation. The 
committee is concerned that this and other restrictions inhibit the 
ability of our great private institutions to modernize their research 
laboratories and libraries and other facilities. The committee be
lieves it is appropriate to attempt to treat equally State and local 
governments and those private organizations which are engaged in 
the advancement of the public good.
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Explanation of Provision 
The bill amends the tax-exempt bond provisions of the Code to 

conform generally the treatment of section 501(cX3) organization 
bonds to finance the exempt purpose of the organization to that 
provided for bonds issued to finance direct State or local govern
ment activities.7 1 Certain restrictions, described below, that have 
been imposed on section 501(cX3) organization bonds (but not on 
governmental bonds) since 1985, and that address specialized policy 
concerns, are retained.  
Repeal of private activity bond classification for section 501(c)3) 

organization bonds 
The concept of an "exempt person" that existed under the Code 

bond provisions before 1986, is reenacted. An exempt person is de
fined as (i) a State or local governmental unit or (ii) a section 
501(cX3) organization when carrying out its exempt activities under 
Code section 501(a). Thus, bonds issued by a section 501(cX3) organi
zation to carry out its exempt activities are no longer classified as 
private activity bonds. Financing for unrelated business activities 
of such organizations continue to be treated as a private activity 
for which tax-exempt financing is not authorized.  

As exempt persons, section 501(cX3) organizations are subject to 
the same limits as States and local governments on using their 
bond proceeds to finance private business activities or to make pri
vate loans. Thus, no more than 10 percent of the bond proceeds 72 
can be used in a business use of a person other than an exempt 
person if the Code security interest test is satisfied, and no more 
than five percent ($5 million if less) can be used to make loans to 
such "nonexempt" persons.  

Repeal of most additional restrictions on section 501(c)(3) organiza
tion bonds 

The bill repeals present Code section 145, which establishes addi
tional restrictions on qualified 501(cX3) bonds. The bill also repeals 
the restriction on bond-financed costs of issuance for section 
501(cX3) organization bonds (Code sec. 147(h)). This repeal of Code 
section 145 eliminates the $150 million per institution limit on non
hospital bonds for section 501(cX3) organizations.  

Retention of certain specialized requirements for section 501(c)(3) 
organization bonds 

As stated above, the bill retains certain specialized restrictions 
on bonds for section 501(cX3) organizations. First, the bill retains 
the requirement that existing residential rental property acquired 
by a section 501(cX3) organization in a tax-exempt-bond-financed 
transaction satisfy the same low-income tenant requirements as 
similar housing financed for for-profit developers. Second, the bill 
retains the present-law maturity limitations applicable to bonds for 

7" For example, if as part of its regular curriculum a private university offered instruction in 
aviation, it would be permissible to use the proceeds of tax-exempt bonds to purchase trainer 
aircraft which present law would not permit under sec. 147(e).  

72 This limit would be reduced to five percent in the case of disproportionate private use as 
under the present law governmental bond disproportionate private use limit.
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501(cX3) organizations, and the public approval requirements appli
cable generally to private activity bonds. Third, the bill continues 
to apply the penalties on changes in use of tax-exempt bond-fi
nanced section 501(cX3) organization property to a use not qualified 
for such financing.  

Effective Date 
The bill applies generally to bonds issued after December 31, 

1989.  
An exception permits bonds for which a transitional exception 

was provided in the Tax Reform Act of 1986 to be issued under the 
rules currently applicable to those bonds, unless the issuers elected 
to be subject to the bill's provisions. Such an election is to be made 
on an issue-by-issue basis before the bonds are issued, and is irrevo
cable once made.  

2. Refinancings of certain bond issues (sec. 6642 of the bill) 

Present Law 
A bond (including refunding bonds) is a private activity bond if 

an amount exceeding the lesser of five percent or $5 million of 
bond proceeds is to be used (directly or indirectly) to make or fi
nance loans to any person other than a governmental unit.  

Reasons for Change 

The private loan rules restrict the ability of issuers to utilize tax
exempt bonds to make or finance loans to persons other than a 
governmental unit. The committee believes that a limited excep
tion from these rules is justified in the refunding case allowed 
under this provision.  

Explanation of Proposal 

The provision allows a current refunding on a tax-exempt basis 
to qualified issuers if the following restrictions are satisfied: (1) the 
amount of the refunding issue may not exceed the outstanding 
amount of the refunded bonds; and (2) the final maturity date of 
the refunding issue may not be later than six months following the 
scheduled final maturity date of the issue of which the refunded 
bond is a part. A qualified issuer must have issued the bonds to be 
refunded to provide financial assistance to a financially troubled 
issuer that is a separate political subdivision and that issued the 
bcids in order to alleviate the risk of default on the financial obli
gations of the financially troubled issuer.  

Effective Date 
The provision is effective on the date of enactment.
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3. Sports facility bonds (sec. 6643 of the bill and sec. 142 of the 
Code) 

Present Law 

Interest on State and local government bonds generally is tax
exempt (Code sec. 103). Interest on private activity bonds issued by 
such governments is taxable unless a specific exemption is provided 
in the Code. In addition, the availability of certain private activity 
tax-exempt bond financing is limited by the State annual private 
activity volume limitation. Specifically, the volume limitation ap
plies to (1) exempt-facility bonds (other than bonds for airports, 
docks and wharves, and certain governmentally .owned solid waste 
disposal facilities), (2) qualified mortgage bonds, (3) small-issue 
bonds, (4) qualified student loan bonds, and (5) qualified redevelop
ment bonds. Certain other private activity bonds for which tax-ex
emption specifically is provided in non-Code provisions also are 
subject to the new private activity bond volume limitations. While 
sports stadiums and convention facilities could be financed as 
qualified Industrial Development Bonds (IDBs) under prior law, 
they no longer fall within any category of exempt-facility bonds eli
gible for tax-exemption under present law.  

Reasons for Change 

The committee believes that sports facilities provide public bene
fits. Consequently, the committee believes it is appropriate to make 
tax-exempt financing available to such facilities. Because oi the 
benefits which can inure to private persons, the committee believes 
it is important to subject bonds for such facilities to the State pri
vate activity bond limitation and to insure that such facilities are 
publicly owned.  

Explanation of Provision 

The bill provides that sports facilities are an exempt facility and 
can be financed using tax-exempt bonds subject to the State private 
activity bond limitation.7 3 The bill provides that such facilities fi
nanced with tax-exempt bonds must be governmentally owned.  

Effective Date 

The provision is effective for bonds issued after December 31, 
1989.  

3 The provision does not alter the prohibition against the financing of skyboxes with the pro
ceeds of tax-exempt bonds Isec, 14sie1.



F. Insurance Provisions

1. Study relating to section 833 deduction (sec. 6651 of the bill) 

Present Law 
The Tax Reform Act of 1986 added a rule that an organization 

described in sections 501(cX3) or (4) of the Code is exempt from tax 
only if no substantial part of its activities consists of providing 
commercial-type insurance 501(m)). The 1986 Act provided special 
rules for certain health insurance providers subject to this provi
sion. In particular, the 1986 Act provided a special deduction for 
then-existing Blue Cross or Blue Shield organizations and other or
ganizations that meet certain requirements and substantially all of 
whose activities are providing health insurance.  

The special deduction is provided under Code section 833 to such 
organizations with respect to their health business, and is equal to 
(1) 25 percent of the claims and expenses incurred during the tax
able year, less (2) the adjusted surplus at the beginning of the year.  
This deduction is calculated by computing surplus, taxable income, 
claims incurred, expenses incurred, tax-exempt income, net operat
ing loss carryovers, and other items attributable to health business.  
The deduction may not exceed taxable income attributable to 
health business for the year (calculated without regard to this de
duction).  

In addition, the 1986 Act provided special rules for determining 
the accounting method, unearned premium reserves, and asset 
basis of such organizations, relating to their former tax exempt 
status.  

Reasons for Change 

The committee believes it is appropriate to review the operation 
of the section 833 deduction and the provisions determining eligi
bility for the deduction, as well as whether organizations meeting 
requirements similar to the eligibililty standards for the section 
833 deduction should be treated as a category of tax-exempt organi
zations.  

Explanation of Provision 

The Secretary of the Treasury or his delegate is required to con
duct a study of the standards for eligibility for, and the operation 
of, the special deduction provided under section 833 to certain ex
isting Blue Cross or Blue Shield organizations and other organiza
tions with respect to their health business. The study is to include 
an examination of whether organizations in existence on August 
16, 1986, which are similar to Blue Cross and Blue Shield organiza
tions should also be eligible for the section 833 deduction. The 
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study should also examine whether similar organizations that meet 
certain requirements such as continuous open enrollment and 
others indicating public purpose (including requirements similar to 
those described in section 833cy3)) should be eligible for tax
exempt status.  

Effective Date 

Not later than March 15, 1990, the Secretary of the Treasury is 
required to submit to the Finance Committee of the Senate and the 
Committee on Ways and Means of the House of Representatives a 
report on the study, together with such recommendations as the 
Secretary may deem advisable.  

2. Treatment of certain reserves under minimum premium plans 
(sec. 6652 of the bill) 

Present Law 

Under present law, a property and casualty insurance company 
is subject to tax on its underwriting income and its investment 
income. Underwriting income is defined for this purpose as the pre
miums earned on insurance contracts during the taxable year less 
losses incurred and expenses incurred.  

In calculating the amount of premiums earned on insurance con
tracts, 80 percent of the increase in unearned premiums during the 
year is deducted from gross premiums (less return premiums and 
premiums paid for reinsurance). The deduction for losses incurred 
includes losses paid during the year (adjusted for salvage and rein
surance recoverable), and the increase in discounted unpaid losses 
during the year.  

Under present law, it is unclear whether amounts set aside by an 
insurance company as a reserve pursuant to State law or regula
tion for future claim payments to be made upon the termination of 
a minimum premium plan are properly treated for Federal income 
tax purposes as unearned premiums, as unpaid losses, or as nonde
ductible amounts.  

Reasons for Change 

The committee believes that amounts set aside as a reserve pur
suant to State law or regulation for future claims payments upon 
the termination of a minimum premium plan should be treated for 
Federal income tax purposes as unearned premiums.  

Explanation of Provision 

The bill provides that, for purposes of section 832(bX4) of the 
Code (or any corresponding provision of prior law), the term "un
earned premiums" includes amounts set aside as a reserve pursu
ant to State law (or any rules or regulations thereunder) by an in
surance company for future claims payments upon the termination 
of a minimum premium plan, to the extent a premium or other 
consideration corresponding to such reserve has been included in 
the gross income of the company.
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Effective Date 
The provision applies to taxable years beginning before, on, or 

after the date of enactment of the bill.



G. Compliance Provisions 

1. IRS notice to taxpayers of underreporting of amounts withheld 
and statute of limitations for certain refund claims secss.  
6661-6662 of the bill and new sec. 7523 of the Code) 

Present Law 

Under procedures in effect for taxable years beginning before 
1987, the Internal Revenue Service did not notify taxpayers or 
make adjustments on income tax returns when it was determined 
that the amount reported as withheld on an income tax return was 
less than the amount reported on an information return. On March 
22, 1989, the Internal Revenue Service announced revisions in its 
procedures for the 1987 taxable year and thereafter. Under these 
revised procedures, discrepancies involving amounts reported as 
withheld on information returns will be adjusted in the same 
manner as discrepancies in amounts reported as withheld on 
Forms W-2 or W-2P. Such an adjustment may involve a correction 
of the return where information has been reported on the wrong 
part of the return. In other cases, the Internal Revenue Service's 
procedures require that the IRS contact the taxpayer to inform the 
taxpayer of the discrepancy.  

Reasons for Change 

The committee believes that the interests of taxpayers would be 
best protected if the Internal Revenue Service was required to 
notify taxpayers where it was determined that the amount of tax 
reported as withheld on an information return was $5 or more in 
excess of the amount of tax reported as withheld on an income tax 
return.  

In addition, the committee believes that taxpayers should have 
an additional year within which to file an amended return claim
ing a refund due to underreporting of withholding.  

Explanation of Provisions 

Underreporting of amounts withheld 
If, in connection with one or more information return matching 

programs, the Internal Revenue Service determines that the 
amount of tax shown on information returns as withheld for any 
taxable year exceeds by $5 or more the amount of tax shown on 
the income tax return as withheld for that taxable year, then the 
Internal Revenue Service is required to notify the taxpayer of such 
excess. In addition, the IRS notice must inform taxpayers of how to 
file a claim for a refund of these unreported withheld amounts.  
(This is identical to S. 811, introduced by Senator Bentsen.) 
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Amended returns -for certain refund claims 
In addition, the bill provides that a taxpayer may file an amend

ed return until April 15, 1990, for the taxable year ending Decem
ber 31, 1985, if the amended return relates to an overpayment of 
tax attributable to the taxpayer's failure to take proper credit for 
amounts of tax withheld by a payor from any income included in 
the taxpayer's gross income for that taxable year. (This is identical 
to S. 753, introduced by Senator Gore, Senator Pryor, and Senator 
Harkin.) 

Effective Date 

The provision applies to all information return matching that 
occurs after the date of enactment.  

2. Increase in refund review threshold for reports submitted to 
the Joint Committee on Taxation (sec. 6663 of the bill and 
sec. 6405 of the Code) 

Present Law 

No refund or credit in excess of $200,000 of any income tax, 
estate or gift tax, or certain other specified taxes, may be made 
until 30 days after the date a report on the refund is provided to 
the Joint Committee on Taxation (sec. 6405). A report is also re
quired in the case of certain tentative refunds. Additionally, the 
staff of the Joint Committee on Taxation conducts post-audit re
views of large deficiency cases and other select issues.  

Reasons for Change 

The committee believes that it is appropriate to increase the 
refund review thresh-ild, which has been set at $200,000 since 1976.  
This increase will accelerate the issuance of refunds between 
$200,000 and $1,000,000 to the taxpayers involved. In addition, this 
increase will free up significant resources of both the Internal Rev
enue Service and the staff of the Joint Committee on Taxation, 
without materially impairing the ability to monitor problems in 
the administration of the tax laws.  

Explanation of Provision 

The threshold above which refunds must be submitted to the 
Joint Committee for review is increased from $200,000 to 
$1,000,000.  

The committee expects that the staff of the Joint Committee on 
Taxation will continue to exercise its existing statutory authority 
to conduct a program of expanded post-audit reviews of large defi
ciency cases and other select issues. The committee expects that 
the IRS will fully cooperate in this expanded program.  

Effective Date 

The provision is effective on the date of enactment, except that 
the higher threshold will not apply to a refund or credit with re
spect to which a report was made before the date of enactment.



H. Exempt Organizations 

1. Cooperative service organizations for certain foundations (sec.  
6671 of the bill and new sec. 501(n) of the Code) 

Present Law 
Present-law section 501(cX3) requires that an organization be or

ganized and operated exclusively for an exempt purpose in order to 
qualify for tax-exempt status under that section.  

Section 501(f) provides that an organization shall be treated as 
organized and operated exclusively for charitable purposes if it is 
comprised solely of members that are educational institutions and 
is organized and operated to hold, commingle, and collectively 
invest (including arranging for investment services by independent 
contractors) in stocks and securities, the moneys contributed there
to by the members, and to collect income therefrom and turn over 
the entire amount thereof, less expenses, to such members.  

Reasons for Change 
The committee believes it is appropriate to extend to private 

foundations and community foundations present-law rules which 
permit educational institutions to form tax-exempt cooperative 
service organizations to provide for collective investment of their 
assets.  

Explanation of Provision 

Under the provision, a cooperative service organization com
prised exclusively of members which are tax-exempt private foun
dations or community foundations 74 is treated for purposes of sec
tion 501(cX3) as organized and operated exclusively for charitable 
purposes if: (1) it has at least 20 members; (2) no one member holds 
more than 10 percent (by value) of the interests in the organiza
tion; (3) no one member, by itself, controls the organization or con
trols any other member, (4) the members are permitted to dismiss 
the organization's investment adviser upon a vote of members hold
ing a majority of interest in the organization; and (5) the organiza
tion is organized and operated solely to hold, commingle, and col
lectively invest (including arranging for investment services by in
dependent contractors) in stocks and securities, the moneys contrib

"4 For Purposes of the provision, communityy foundations" are a form of charitable trust or 
fund (which generaly are eablished to attract large contributions of a capital or endowment 
nature for the benefit of a particular community or area) as to which section 170(bX1XA)-(vi) 
applies (s Treas. Reg. sec. 1.170A-9(eX10)).  
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uted by the members, and to collect income therefrom and turn 
over the entire amount thereof, less expenses, to such members.75 

A cooperative service organization meeting the criteria of the 
provision is subject to the present-law excise tax provisions applica
ble to private foundations (e.g., sec. 4941 rules governing self-deal
ing arrangements), other than sections 4940 and 4942. In addition, 
the proportionate share (whether or not distributed) of the net 
income of the cooperative service organization (including capital 
gains) of each member (other than certain exempt operating foun
dations) for any taxable year of the cooperative service organiza
tion is, for purposes of the excise tax imposed under present-law 
section 4940, treated as net investment income of the member for 
the taxable year of such member in which the taxable year of the 
cooperative service organization ends.  

Effective Date 

The provision applies to taxable years beginning after December 
31, 1989.  
2. Certain existing arrangements exempt from excise tax on self

dealing involving private foundations (sec. 6672 of the bill 
and sec. 4941 of the Code) 

Present Law 

Section 509(a) defines a private foundation as any tax-exempt or
ganization described in section 501(cX3) other than certain organi
zations described in section 170(bX1XA) (e.g., churches, educational 
institutions, and hospitals), organizations which meet the "public 
support" test of section 509(aX2) (i.e., organizations normally receiv
ing one-third of their support from gifts, grants, contributions, 
membership fees, and certain other permissible sources and also 
not receiving more than one-third of their support from gross in
vestment income and certain other business activities), and certain 
other organizations.  

Section 4941 provides for the imposition of excise taxes when pri
vate foundations engage in "self-dealing" transactions with certain 
disqualified persons. The transactions prohibited as "self-dealing" 
generally include (1) the sale, exchange, or leasing of property be
tween a private foundation and a disqualified person, (2) the lend
ing of money or other extension of credit between a private founda
tion and a disqualified person, and (3) payment of compensation by 
a private foundation to a disqualified person. For purposes of the 
section 4941 excise taxes, disqualified persons generally include 
substantial contributors " to private foundations, managers of pri
vate foundations, certain relatives of substantial contributors and 
foundation managers, and certain government officials (sec. 4946).  

7 A cooperative service organization described in the provision qualifies for tax-exempt status 
under section 501(cx3) only if the other relevant requirements of that section (e.g., limitations on 
political and lobbying activities) are satisfied.  

76 A "substantial contributor" is any person who contributed or bequeathed an aggregate 
amount of more than $5,000 to the private foundation, if such amount is more than two percent 
of the total contributions and bequests received by the foundation before the close of the taxable 
year of the foundation in which the contribution or bequest is received by the foundation from 
such person (secs. 507(dX2) and 4946(aX2)).
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Reasons for Change 
The committee believes it is appropriate to permit certain tax

exempt organizations that become private foundations after having 
qualified as public charities to avoid disruptions of their operations 
by continuing for a limited period certain business arrangements 
reflecting arm's-length transactions.  

Explanation of Provision 

The provision permits an organization that becomes a private 
foundation with respect to a taxable year after having met the 
public support tests of section 509(aX2) for a minimum of three 
prior years to continue (or to renew) certain qualified existing ar
rangements which are the result of arm's-length transactions. Such 
arrangements are exempted from the excise taxes imposed upon 
self-dealing transactions by section 4941 for a period not to exceed 
the longer of (1) the period provided by an existing binding contract 
entered into more than two years before the start of the taxable 
year with respect to which the organization becomes a private 
foundation, or (2) a five-year period beginning with the taxable 
year with respect to which the organization becomes a private 
foundation.  

For purposes of the provision, "qualified existing arrangements" 
include the continuance or renewal of the following arrangements 
if such arrangement were in effect during the period the organiza
tion satisfied the public support test of section 509(aX2): (1) the leas
ing by a disqualified person to a private foundation of office space 
in a building with other tenants who are not disqualified persons if 
the leasing is pursuant to a binding lease; (2) the furnishing of 
goods, services (including banking services), or facilities by a dis
qualified person to a private foundation; 77 (3) the sale of property 
from a private foundation to a disqualified person pursuant to a 
binding contract; and (4) to the extent provided by regulation, any 
other arrangement.  

Under the provision, existing arrangements may be continued or 
renewed only if they are the result of an arm's-length transaction 
(i.e., the terms of the transaction are not less favorable to the pri
vate foundation than if it had contracted with a member of the 
general public who was not a disqualified person). Any renewal or 
modification of an existing arrangement may not substantially 
modify such arrangement.  

The provision does not apply to any arrangement between a pri
vate foundation and a disqualified person who is a substantial con
tributor to the foundation within the meaning of section 4946(aX2).  
Such transactions between a private foundation and a substantial 
contributor continue to be governed by the present-law rules pro
hibiting self-dealing arrangements provided for by section 4941.  

"The ftrnishng of goods, services, or facilities by a disqualified person to a private founda
tion on an intermittent basis is permitted by the provision for a five-year period even though 
there is no binding contract requiring the continuation of the a ment, provided that the 
disqualified person previously had furnished substantially similar goodo, services, or facilities to 
the organization when it met the public support test of section 5092X2) and after the organiza
tion becomes a private foundation the arrangement reflects an arm's-length transaction.
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Effective Date 
The provision applies to taxable years beginning after the date of 

enactment.



I. Other Provisions

1. Adoption expense deduction (sec. 6681 of the bill and new sec.  
221 of the Code) 

Present Law 
The Tax Reform Act of 1986 (the "1986 Act") repealed the deduc

tion for adoption expenses associated with special needs children, 
effective for taxable years beginning on or after January 1, 1987.  
Under prior law, a deduction of up to $1,500 of expenses associated 
with the adoption of special needs children was allowed. The 1986 
Act provided for a new outlay program under the existing Adop
tion Assistance Program to reunburse expenses associated with the 
adoption process of these children. The group of children covered 
under the outlay program is somewhat broader than the group cov
ered by the prior deduction. Aid to Families with Dependent Chil
dren (AFDC) and Title IV-E Foster Care assistance outlay program 
provides assistance for adoption expenses for these special needs 
children as well as special needs children in private and State-only 
programs.  

One component of the Adoption Assistance Program requires 
States to reimburse certain costs incurred for special needs chil
dren. The Federal government shares 50 percent of these costs up 
to a maximum Federal share of $1,000 per child. Reimbursable ex
penses include those associated directly with the adoption process 
such as legal costs, social service review, and transportation costs.  

Reasons for Change 
The committee believes an individual who is willing to adopt a 

child with special needs will incur greater expenses in the process 
of the adoption than would an individual who will adopt a child 
without such special needs. It is appropriate public policy then to 
offset some of the expenses through available tax provision in 
order to encourage such individuals.  

Explanation of Proviston 
The proposal will allow a taxpayer to exclude from adjusted 

gross income (AGI) up to $8,000 of expenses incurred in the course 
of the adoption of a cild with special needs. This exclusion will be 
allowed as an "above-the-line' deduction. A child with special 
needs means any child who, as determined by a State, cannot or 
should not be returned to the home of the birth parents and cannot 
be placed with adoptive parents without providing adoption assist
ance.  

Eligible adoption expenses will be limited to those: (1) directly as
sociated with the adoption process and (2) that are of a type eligible 
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for reimbursement under the Adoption Assistance Program. These 
include reasonable and necessary court costs, legal expenses, and 
other expenses directly related to the legal adoption of a child.  

Effective Date 
The provision applies to taxable years beginning after December 

31, 1989.  
2. Tax pre-contribution gain on certain in-kind partnership distri

butions (sec. 6682 of the bill and sec. 704(c) of the Code) 

Present Law 
A partnership is not subject to tax at the partnership level, but 

rather, income and loss of the partnership is subject to tax at the 
partner level (Code sec. 701). A partner's distributive share of items 
of partnership income, gain, loss, deduction or credit generally may 
be determined by the partnership agreement if the allocations 
under the agreement have substantial economic effect. If partner
ship allocations do not have substantial economic effect, partners' 
distributive shares are required to be determined in accordance 
with the partners' interests in the partnership (determined by 
taking into account all facts and circumstances) (sec. 704(b)).  

Income, gain, loss, and deduction with respect to property con
tributed to the partnership by a partner is required to be shared 
among partners so as to take account of the variation between the 
basis of the property to the partnership and its fair market value 
at the time of contribution (sec. 704(c)). Thus, for example, if appre
ciated property that was contributed to the partnership is sold by 
the partnership, gain recognized on the sale is required to be allo
cated to the contributing partner to the extent he has not previous
ly taken the pre-contribution gain into account.  

A partner generally does not recogpize gain on a distribution of 
partnership property (except on a distribution of money in excess 
of a partner's basis in his partnership interest) (sec. 731). In addi
tion, a partnership does not recognize gain on a distribution of 
property to a partner. Thus, if appreciated property that was con
tributed by a partner is distributed to other partners (rather than 
sold by the partnership), the contributing partner may avoid recog
nizing the pre-contribution gain.  

Present law provides that a partnership is considered as termi
nated under certain circumstances, including the sale or exchange 
of 50 percent or more of the total interest in partnership capital 
and profits within a 12-month period (sec. 708(b)). Applicable Treas
ury regulations provide that in such a termination, the partnership 
property is deemed distributed to the partners and then is deemed 
recontributed to the partnership. The regulations do not provide 
specific rules for coordinating the effect of such a partnership ter
mination with the required sharing of partnership items under sec
tion 704(c).  

Another provision of present law provides, generally, that no 
gain or lose is recognized if property held for productive use in a 
trade or business or for investment is exchanged solely for property 
of a like kind which is to be held either for productive use in a
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trade or business or for investment (section 1031). Certain listed 
property does not qualify for nonrecognition treatment (sections 
1031(aX2) and (e)). In order for the nonrecognition rule to apply, the 
property received in the exchange must be (1) identified within 45 
days after the taxpayer transfers the relinquished property, and (2) 
received before the earlier of 180 days after the taxpayer transfers 
the relinquished property, or the due date (with regard to exten
sions) of the taxpayer's income tax return for the year the property 
was relinquished.  

Reasons for Change 
The committee believes that the present-law inconsistency in 

treatment of partnership sales and partnership distributions of 
property contributed by partners makes it possible for partners to 
circumvent the rule requiring pre-contribution gain on contributed 
property to be allocated to the contributing partner. Therefore, in 
order to limit the inconsistency and to reduce opportunities for cir
cumventing this rule, the committee believes that the contributing 
partner should recognize pre-contribution gain when property is 
distributed by the partnership to a partner other than the contrib
uting partner, if the distribution of the contributed property occurs 
less than 3 years after the contribution.  

The committee also believes that, in limited circumstances, 
where multiple properties of a like kind are distributed to part
ners, and the transaction would have been treated as a like-kind 
exchange had it occurred outside the partnership, the partners 
should receive treatment similar to like-kind exchange treatment.  

Explanation of Provision 
The bill provides that, in the case of a distribution of contributed 

property within three years of its contribution, the contributing 
partner is treated as recognizing gain or loss. Gain or loss recogni
tion is not required under the bill, however, to the extent partner
ship property is distributed to the partner who originally contribut
ed the property to the partnership. When gain or loss recognition is 
required by the provision, the amount the contributing partner is 
treated as recognizing is equal to the amount he would have had to 
take into account by reason of the variation between basis and 
value upon contribution of the property, had the property been sold 
by the partnership at its fair market value at the time of the distri
bution.  

For example, if a partner contributes property (e.g., a tract of 
raw land) with a basis of 20 and a value of 100, and the partnership 
distributes it to other partners within 3 years, at a time when the 
property's value is 150, the contributing partner is treated as recog
nizing a gain of 80 under the provision (i.e., the amount of the vari
ation between basis (20) and value (100) of the property at the time 
of contribution). If the partnership had sold the property at the 
time of distribution, the tnership's gain would have been at 
least this amount. Similarly, if the property had a value of 60 at 
the time of distribution to other partners, the contributing partner 
would be treated as recognizing a gain of 40 under the provision 
(i.e., the part of the amount of the variation between basis and



197

value that would have been recognized had the partnership sold 
the property at its fair market value at the time of distribution).  
These examples assume no intervening allocations were made or 
reared to be made to the contributing partner under section 

The character of gain or loss to the contributing partner is the 
same as the character to the partnership had the partnership sold 
the property to the distributee at the time of the distribution. As 
under present-law section 704(c), appropriate adjustments are re
quired to be made to the adjusted basis of the contributing part
ner's interest in the partnership and to the adjusted basis of the 
distributed property to reflect any gain or loss recognized under 
the provision. Thus, the contributing partner's adjusted basis for 
his partnership interest will be increased or decreased, espective
ly, to reflect any gain or loss he recognized under the provision 
upon the distribution of the property to another partner (or part
ners). Similarly, the partnership's adjusted basis for the distributed 
property will be increased or decreased, respectively, to reflect any 
gain or loss the contributor recognized under the provision upon 
the distribution, and this increase or decrease will be taken into ac
count in determining the distributee's adjusted basis for the distrib
uted property under the rules of section 732.  

The bill provides that the term contributing partner includes 
successor partners. Thus, for example, if the partner who originally 
contributed property to the partnership sells his interest to a suc
cessor partner, the successor is treated as recognizing gain or loss 
under the provision when the contributed property is distributed to 
other partners within 3 years of the date the selling partner con
tributed it. The provision does not affect the ability to adjust basis 
under present law pursuant to a section 754 election.  

Gain or loss is not recognized under the provision to the extent 
contributed property is distributed by the partnership to the con
tributing partner. A special rule provides that, under regulations, 
if property contributed by one partner (the "contributing partner") 
is distributed to another partner (the "distributee partner"), and 
other property of a like kind is distributed to the contributing part
ner within a limited time period, then, to the extent of the value of 
the property actually distributed to the contributing partner, the 
contributing partner is treated as receiving a distribution of prop
erty that he contributed. The limited time period is the period that 
is the lesser of (i) 180 days following the date of the distribution to 
the distributee partner, or (ii) the due date of the partner's tax 
return (with regard to extensions) for the taxable year of the distri
bution to the contributing partner. It is intended that the value of 
property distributed be determined in accordance with all the facts 
and circumstances (including, e.g., the purchase price of such prop
erty, or the value of cash, or other items contributed to the part
nership in exchange for interests in the partnership). The special 
rule does not apply to property described in sections 1031(aX2) or 
(e).  

It is intended that the rule of section 704(c), as amended by the 
bill, be coordinated with the rules governing partnership termina
tions (sec. 708). Coordination of this provision of the bill with 
present law on partnership terminations is intended to be limited
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in scope, and to provide the following results. First, pre-contribu
tion gain or loss otherwise required to be recognized under the pro
vision is not triggered by a constructi re termination under section 
708(b)1XB). Second, a constructive termination does not change the 
application of the sharing requirements of 704(c) (as amended by 
the bill) to pre-contribution gain or loss with respect to property 
contributed to the partnership before the termination. The ration
ale for this latter result is that a termination could otherwise cause 
a shift of pre-contribution built-in gain or loss away from the con
tributed property to other property, which is contrary to the pur
pose of this provision of the bill.  

It is intended, however, that the deemed contribution of property 
that occurs (under regulations) upon a constructive termination of 
the partnership will require the application of section 704(c) (as 
amended by the bill) to the partners shares of any increase or de
crease in the value of the partnership's assets occurring after those 
assets were acquired (whether by purchase or contribution) by the 
partnership and before the termination. As a result, partners will 
recognize gain or loss in connection with any subsequent distribu
tion of partnership property within 3 years of the date of the termi
nation, to the extent of their respective shares of the pre-termina
tion appreciation or depreciation in the value of the partnership 
property that is not already required to be allocated under 704(c) to 
the original contributor (if any) of the property.  

Gain or loss will not be triggered under the provision solely by 
reason of the election under section 761(a) of all the members of an 
unincorporated organization to exclude the organization from sub
chapter K. No inference is intended as to any of the tax conse
quences under present law of an election out of subchapter K 
under section 761(a).  

The provision applies only to a transfer of contributed property 
to a partner in a transaction that is properly characterized as a dis
tribution to that partner acting in his capacity as a partner for 
purposes of section 731. To the extent that a transfer of partner
ship property to a partner by the partnership in a purported distri
bution is part of a disguised sale, the tax consequences of that 
transfer are governed by the rules generally applicable to sales or 
exchanges of property (see section 707(a) and (b), and Reg. section 
1.731-1(cX3)).  

Effective Date 
The provision is effective with respect to property contributed to 

a partnership after October 3, 1989, in partnership taxable years 
ending after that date.  

3. Repeal net income limitation for percentage depletion on mar
ginal oil and gas production (sec. 6683 of the bill and sec.  
613A(c)(14) of the Code) 

Present Law 
Under present law, independent producers and royalty owners 

are permitted to claim percentage depletion on the production of 
domestic crude oil and domestic natural gas. Such allowance for de-
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pletion, however, is subject to several limitations. First, an inde
pendent producer or royalty owner can only claim percentage de
pletion on its combined average daily production of domestic crude 
oil and domestic natural gas that does not exceed 1,000 barrels (or 
an equivalent amount of natural gas). Second, percentage depletion 
is further limited (on a property by property basis) to an amount 
not in excess of 50 percent of the taxpayer's net taxable income 
from the property, computed without a deduction for depletion (the 
"net income limitation"). Finally, a taxpayer's overall deduction 
for percentage depletion is limited to an amount that is equal to 65 
percent of the taxpayer's pre-depletion taxable income for the tax
able year (the "taxable income limitation").  

Reasons for Change 

The committee understands that in many cases, the gross income 
generated from certain marginally producing oil and gas property 
is offset to a significant degree by associated operating costs. By op
eration of the net income limitation, owners of such property often 
receive little or no benefit from the percentage depletion deduction 
under present law. The committee understands that as a result of 
the minimal net income and lack of percentage depletion deduction 
which occur with respect to some marginal properties, in certain 
cases taxpayers have contended that it is not economically feasible 
to continue the operation of such properties. The committee fur
ther understands that once the operation of a marginal property is 
shut down, it is unlikely that production will be restored in the 
future.  

The committee believes that certain incentives should be provid
ed for marginal oil and gas properties so that the extraction of oil 
and gas reserves from such properties will continue. In particular, 
the committee believes that it is appropriate to repeal the net 
income limitation to permit greater percentage depletion deduc
tions for such taxpayers with respect to the operation of certain 
marginally producing oil and gas properties.  

Explanation of Provision 

Under the bill, independent producers and royalty owners are 
permitted to claim percentage depletion under rules identical to 
present law, except that with respect to certain marginal produc
tion of domestic crude oil and domestic natural gas, the net income 
limitation will not apply. The present-law net income limitation re
mains unchanged, under the bill, as it applies to the allowance for 
percentage depletion on production of oil and gas other than that 
designated under the bill as marginal.  

To illustrate this rule, consider the following example. Assume 
that a domestic property of an independent producer produces 
crude oil that generates $200 of gross income during a taxable year 
and has operating costs (before depletion) of $150. Further assume 
that the production from the property qualifies as marginal pro
duction under the bill. Under the present-law percentage depletion 
rate of 15 percent, the maximum amount of depletion which could 
be claimed on such property is $30 ($200 gross income multiplied 
by 15 percent). However, under present law, the allowable percent-
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age depletion deduction is limited to $25 because of the 50-percent 
net income limitation ($50 net income multiplied by 53 percent).  
Under the bill, the net income limitation is repealed for marginal 
production. Thus under the bill, the taxpayer would be allowed to 
claim a percentage depletion deduction of $30 (prior to considering 
other applicable limitations).  

Under the bill, the term marginal production includes (1) domes
tic crude oil and natural gas produced from a stripper well, and (2) 
domestic crude oil which is heavy oil (oil that has a weighted aver
age gravity of 20 degrees API or less corrected to 60 degrees Fahr
enheit). For purposes of this provision of the bill, a stripper well is 
any oil or gas well which produced an average of 15 or less equiva
lent barrels of oil and gas per production day duripg any 6-month 
period beginning after December 31, 1985.78 During the 6-month 
production period, production must occur at the well's maximum 
feasible rate of production as determined in accordance with recog
nized conservation practices designed to maximize the ultimate re
covery of crude oil or natural gas in order for the property to qual
ify as a stripper well. In the case of a unitization or pooling of mul
tiple wells, the bill requires that production shall be allocated to all 
unitized wells on the basis of sound engineering principles.  

Under the bill, for purposes only of computing percentage deple
tion, an oil or gas well which qualifies as a stripper well for any 
period will continue to be treated as a stripper well even if future 
production from that well exceeds the 15 equivalent barrels per 
day limit provided in the stripper well definition. However, the 50
percent net income limitation will apply to production from such 
property in excess of such limitation.  

The bill does not affect the 1,000 barrel average daily production 
limitation on the allowance or percentage depletion. Thus, if an in
dependent producer or royalty owner has marginal producing prop
erties (or a combination of marginal and non-marginal producing 
properties) that in total generate average daily production in 
excess of 1,000 barrels, the taxpayer will continue to be limited, as 
under present law, to the 1,000 barrel per day average for purposes 
of claiming percentage depletion.  

Effective Date 

The provision is effective for taxable years beginning after De
cember 31, 1990.  
4. Treatment of tuxedos held for rental (sec. 6684 of the bill and 

sec. 168 of the Code) 

Present Law 
Tuxedos held for rental are assigned a class life of 9 years under 

the accelerated cost recovery system as modified by the Tax 
Reform Act of 1986. Consequently, the depreciation deduction for 
rental tuxedos generally is determined by using a 5-year recovery 

TO Equivalent barrels is computed as the sum of (1) the number of barrels of crude oil pro
duced, and (2) the number of cubic feet of natural gas produced divided by 6,000. If a well pro.  
duced 10 barrels of crude oil and 12,000 cubic feet of natural gas, its equivalent barrels produced 
would equal 12 (i.e., (10 + (12,000 / 6,000))).
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period, the applicable convention, and the 200-percent declining 
balance method switching to the straight-line method for the tax
able year in which the depreciation deduction would be maximized.  

Reasons for Change 

In response to a statutory mandate to monitor and analyze 
actual experience with respect to all depreciable assets, the Depre
ciation Analysis Division of the Office of Tax Analysis of the De
partment of Treasury issued a report during July of 1989 that rec
ommended a class life of 2 years for tuxedos held for rental.  

Explanation of Provision 
Tuxedos held for rental are assigned a class life of 2 years. Con

sequently, the depreciation deduction for rental tuxedos is to be de
termined by using a 3-year recovery period, the applicable conven
tion, and the 200-percent declining balance method switching to 
the straight-line method for the taxable year in which the deprecia
tion deduction would be maximized. Alternatively, a taxpayer may 
elect under the alternative depreciation system to determine the 
depreciation deduction for rental tuxedos by using a 2-year recov
ery period, the applicable convention, and the straight-line method.  

Effective Date 
The provision applies o rental tuxedos placed in service after 

December 31, 1989.  
5. Treatment of certain capital expenditures incurred in order to 

assist the disabled (sec. 6685 of the bill and sec. 190 of the 
Code) 

Present Law 

A taxpayer may elect to deduct qualified architectural and trans
portation barrier removal expenses that are paid or incurred 
during any taxable year in lieu of capitalizing such expenses and 
recovering the expenses over the recovery period of the property to 
which the expenses relate. The deduction allowed under this provi
sion for any taxable year is limited to $35,000. For this purpose, an 
architectural and transportation barrier removal expense is any 
expenditure for the purpose of making any facility, or public trans
portation vehicle, owned or leased by the taxpayer for use in con
nection with a trade or business of the taxpayer more accessible to, 
and usable by, handicapped and elderly individuals. A qualified ar
chitectural and transportation barrier removal expense generally is 
any architectural and transportation barrier removal expense that 
satisfies standards contained in Treasury regulations.  

Reason for Change 

The committee believes that businesses should be encouraged to 
invest in structures, facilities, and equipment that assist disabled 
customers and employees. For this reason, the bill expands the 
types of expenditures that will qualify for expensing. In order to
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make the provision revenue neutral, however, the bill reduces the 
annual amount that is eligible for expensing.  

Explanation of Provision 
The definition of qualified architectural and transportation bar

rier removal expense is expanded to include amounts chargeable to 
capital account that are paid or incurred in connection with a 
trade or business in order to provide auxiliary aids and services or 
reasonable accommodations to individuals with disabilities. In addi
tion, the annual limitation on the deduction allowed for qualified 
architectural and transportation barrier removal expenses is re
duced to $25,000.  

Effective Date 
The provision applies to taxable years beginning after December 

31, 1989.  
6. Tax exemption for Overseas Private Investment Corporation 

(sec. 6686 of the bill and sec. 501(1) of the Code) 

Present Law 

The Foreign Assistance Act of 1961 established the Overseas Pri
vate Investment Corporation (OPIC) as an agency of the United 
States under the foreign policy guidance of the Secretary of State.  
The purpose of OPIC is to facilitate the participation of United 
States private capital and skills in the economic development of 
less developed countries by conducting insurance, reinsurance, 
guarantee, and financing operations on a self-sustaining basis for 
OPIC-approved overseas investment projects of U.S. citizens.  

The Foreign Assistance Act of 1961, as amended, specifically pro
vides that OPIC is exempt from all Federal, State, and local taxes 
(22 U.S.C. sec. 2199(J)).  

The International Cooperation Act of 1989, H.R. 2655 (reported 
by the House Committee on Foreign Affairs on June 16, 1989, H.  
Rep. 101-90, and passed by the House on June 29, 1989), would 
amend and recodify the Foreign Assistance Act of 1961, including 
the provisions governing OPIC, but would not specifically provide 
that OPIC is exempt from Federal income taxes.  

The Internal Revenue Code of 1986 provides that a corporation 
organized under an Act of Congress which is an instrumentality of 
the United States is exempt from Federal income tax only if the 
exemption is provided under such Act as amended and supplement
ed before July 18, 1984, or if the exemption is provided in the Inter
nal Revenue Code or a revenue Act (Internal Revenue Code sec.  
501(cX1)).  

Reasons for Change 

The committee believes that it is appropriate to codify in the In
ternal Revenue Code the existing exemption from Federal income 
taxes provided for OPIC.
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Explanation of Provision 
The Internal Revenue Code is amended to specifically provide 

that OPIC is exempt from Federal income taxes.  

Effective Date 
The provision is effective on the date of enaL!,ment.  

7. Denial of retroactive certifications for work incentive (WIN) 
tax credit (sec. 6687 of the bill) 

Present Law 
Under prior law, the work incentive (WIN) credit provided a tax 

credit to employers for the employment of certain qualified individ
uals. Prior to the Economic Recovery Tax Act of 1981 (ERTA), the 
WIN credit did not specifically require certification of an employee 
as a qualified individual prior to the date of employment. In 1981, 
ERTA modified the WIN credit by merging it with the targeted 
jobs credit. ERTA also required that certification of an individual 
as a member of a targeted group must be obtained or requested 
before the date an individual begins work. This change was made 
generally effective on July 23, 1981, to avoid the potential for sub
stantial revenue losses.  

The law is unclear as to whether the requirement that the re
quest for certification be made contemporaneously with employ
ment applies only to the new targeted jobs credit or to the prior 
separate WIN credit. The Internal Revenue Service took the posi
tion that retroactive certifications under the prior-law WIN credit 
are not valid.79 The Tax Court recently held that retroactive certi
fications are valid for purposes of claiming the prior-law WIN 
credit.80 

Reasons For Change 

The committee believes that the allowance of the WIN credit for 
retroactive certifications clearly undermines the incentive effect in
tended under the credit. Past congressional action has been in con
formance with this belief but recent judicial action has injected 
some uncertainty as to the operation of present law. In some in
stances employers attempt to claim the WIN credit either on audit 
or through amended tax returns several years after the eligible em
ployee was hired. The committee believes that this provision will 
eliminate any uncertainty and, by preventing further retroactive 
certifications, reduce a drain -on the Federal Treasury that would 
result from future reliance on the Tax Court case. This provision 
was passed by the House in 1987 with an effective date of March 
11, 1987.81 This effective date was retained in order to serve the 
goals of the provision without creating undue administrative com
plexity.  

O Gnera Council Memorandum 39604, 2/26/87.  
soLuhy Stoa Inc. v. Commissioner, No. 35251-86, 92 T.C. No. 75, 5/3/89.  

H.. 8545 (100th Congres). -
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Explanation of Provision 
The provision clarifies that certifications for the WIN credit (sec.  

50B(hXl) of the Code as in effect for taxable years beginning before 
January 1, 1982) must be made on or before the day the individual 
begins work.  

Effective Date 
.The provision is effective for WIN credits first claimed after 

March 11, 1987.  
8. Treatment of income from personal injury awards for minor 

children (sec. 6688 of the bill and sec. 1(1) of the Code).  

Present Law 

As a result of the Tax Reform Act of 1986, the unearned income 
of a child under age 14 generally is taxed at the top marginal rate 
of his or her parents.  

Reasons for Change 
Unearned income of minor children is taxed at the marginal rate 

of the parents in order to reduce shifting of income producing 
assets among family members and in recognition of the fact that a 
family is, in a sense, a single economic unit. The committee con
cluded that personal injury awards were not susceptible to income 
shifting and when such awards could not satisfy an obligation of 
support, they did not enrich the family.  

Explanation of Provision 
Income attributable to lump sum damages received by a child on 

account of personal injuries or sickness would be taxed at the 
child's rate if such income accrues in a custodial account and is 
prohibited from being used to satisfy an obligation of support.  

Effective Date 
The provision is effective for taxable years beginning after De

cember 31, 1986.



J. Estate and Gift Tax Provisions 

1. Estate tax inclusion related to valuation freezes (sec. 6691 of 
the bill, and sees. 2036(c) and 2207B of the Code) 

Present Law 
If a person holds a substantial interest in an enterprise and in 

effect transfers property having a disproportionately large share of 
the potential appreciation in such person's interest in the income 
of, or rights in, the enterprise, and retains an interest in the 
income of, or rights in, the enterprise, then the transferred proper
ty is includible in such person s gross estate (sec. 2036(c)). The 
estate is entitled to recover from the person receiving the property 
a portion of the estate tax attributable to the inclusion (sec. 2207B).  

Reasons for Change 
The committee was concerned that the statute's complexity, 

breadth, and vagueness posed an unreasonable impediment to the 
transfer of family businesses. The committee was also concerned 
about the difficulties taxpayers and the Treasury Department en
countered in interpreting the statute.82 Many taxpayers uncertain 
about the scope of these rules have refrained from legitimate intra
family transactions.  

The current rules are overinclusive because they apply if the 
transferor retains virtually any retained interest in the income 
from, or rights in, the enterprise. The Technical and Miscellaneous 
Revenue Act of 1988 responded to these concerns by enacting a 
number of safe-harbors and by allowing a correction period for 
compliance with the statute. The committee believes, however, that 
this response was not sufficient to deal fully with the statute's over 
inclusiveness.  

The committee is convinced that additional technical and sub
stantive modifications to the current rules would exacerbate rather 
than solve the current problems with the statute. The committee is 
concerned, however, about the potential for abuse in this area. As a 
result, the committee is studying various alternative ways of ad
dressing this problem and believes that an appropriate solution 
must be targeted narrowly to prevent egregious valuation abuses.  

Explanation of Provision 
Code sections 2036(c) and 2207B are repealed.  

s The committee agrees with the Treasury Department and others who contend that many of 
the statute's operative terms are neither adequately defined in the statute nor susceptible to 
generally accepted interpretation. Notice 89-99, (August 31, 1989).  

(205)
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Effective Date 
The repeal of sections 2036(c) and 2207B is retroactive from their 

date of enactment.  

2. $2 million exclusion from generation-skipping transfer tax to 
grandchildren (sec. 6692 of the bill and sec. 1433(bX3) of the 
Tax Reform Act of 1986) 

Present Law 

The Tax Reform Act of 1986 imposed a generation-skipping 
transfer tax (GST) on direct transfers to grandchildren. However, 
a person may make direct skip transfers of up to $2 million to a 
Fandchild prior to January 1, 1990, without incurring this tax (the 

$2 million exclusion"). A transfer to a trust qualifies for the $2 
million exclusion only if (1) the grandchild is the only beneficiary; 
(2) the property will be includible in the grandchild's gross estate; 
and (3) trust income must be distributed annually after the grand
child attain age 21 (the "distribution requirement").  

Reasons for Change 
The GSTT is designed to tax transfers to grandchildren as if the 

property passes through the child's estate. As a result, it is imposed 
at the maximum estate tax rate. The imposition of this tax is war
ranted where the intervening generation has a significant interest 
in the property (i.e., a life estate or term of years). The Committee 
believes that it is appropriate to continue to impose the GSTT on 
taxable terminations and taxable distributions, while providing dif
ferent tax treatment for outright transfers to skip persons (or 
transfers in trust for the skip person's exclusive benefit).  

The Committee believes that the primary problem with respect 
to generation-skipping transfers relates to transfers in trust rather 
than direct transfers. Prior to 1976, taxpayers could avoid the 
estate tax by setting up complicated trusts that gave successive life 
estates to their children, grandchildren, and great-grandchildren.  
This technique allowed the individuals in the lower generations to 
enjoy the property but did not require the property to be included 
in their estates. However, in the case of an outright transfer to a 
grandchild, the child receives no economic benefit from the trans
fer. In light of these considerations, the committee believes that 
the current law treatment of direct transfers must be modified.  

Explanation of Provision 
The $2 million exclusion for direct transfers is made permanent.  

In addition, the distribution requirement is eliminated.  

Effective Date 
The provision is effective for transfers made after October 8, 

1989.
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3. Joint purchase of term and remainder interest in property (sec.  
6693 of the bill and sec. 167 of the Code) 

Present Law 
The purchaser of a term interest in property is, for income tax 

purposes, entitled to amortize the cost of the interest over its ex
pected life. The purchaser of a remainder interest in property gen
erally does not include currently in income increases in the value 
of the interest.  

On the other hand, a person who divides an interest in property 
into two parts cannot create an amortizable asset where none pre
viously existed. Thus, a person who retains a term interest in prop
erty while transferring the remainder in that property cannot am
ortize the cost of the term interest.8 3 

Reasons for Change 
A common method of deferring income tax is for two related per

sons to purchase jointly a term and remainder interest in property.  
Typically, a parent will purchase an income interest in property 
while, at the same time, a child purchases the remainder interest 
in that same property. Joint purchases can be made of many types 
of property.  

Under present law, the parent reduces taxable income from the 
term interest by the amortization deduction of the cost of the term 
interest. The child has gain on the remainder interest when the 
property is sold or exchanged.  

For example, assume that interest rates are 10 percent and that 
a parent purchases for $435.53 a 6-year term interest in land that 
has a fair market value of $1,000 and rental income of $100 per 
year. At the same time, the parent's child purchases the remainder 
interest in the land for $564.47. The parent receives the income of 
$100 per year, but is allowed a deduction of $72.59 ($435.53 divided 
by 6) per year. If the value of the land does not change, the child 
will recognize gain of $435.53 ($1,000 minus $564.47) on its sale.  

If the parent had purchased the land outright for $1,000 and 
then given the remainder interest in the land to the child, the 
parent would have been currently taxed on the $100 of rental 
income, without any amortization deduction. The child would rec
ognize gain only if the amount realized from the sale of the land 
exceeded $1,000.  

The committee understands that the deferral implicit in a joint 
purchase results from the fact that the remainderman is not taxed 
currently on the increase in value of the remainder interest.  
Present law limits the tax reduction possibilities inherent in such 
deferral by denying the creator of a term interest an amortization 
deduction. Denial of the deduction to the creator substitutes for 
taxing the remainderman. The committee believes that such substi
tute taxation is appropriate whenever related persons own both the 
term and remainder interests.  

as See, e.g.. Lomas Santa Fe, Inc. v. Commissioner, 74 T.C. 662, 682-83 (19801; United States v.  
Georgia RR. & Banking Co.. 348 F.2d 278, 288-89 i5th Cir. 1965j, cert. denied, 382 U.S. 973 41966).
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Explanation of Provision 

No depreciation or amortization deduction is allowed for a term 
interest in property for any period during which the remainder in
terest in such property is held (directly or indirectly) by a related 
person. The provision does not otherwise change the depreciation 
of the underlying property. For example, the provision would not 
affect the depreciation allowed to an income beneficiary of a gift 
made in trust. See sec. 167(h).  

When the term interest terminates, the taxpayer is treated as 
having a loss from the sale or exchange of such interest no greater 
than the deductions disallowed by the provision. 8 ' 

A term interest in property is a life interest in property, an in
terest in property for a term of years, or an income interest in a 
trust. A related person is any person bearing a relationship to the 
taxpayer described in section 267(b) or 267(e). In determining 
whether persons are related, the constructive ownership rules of 
section 267(c) apply.  

The Secretary of the Treasury shall prescribe such regulations as 
may be necessary to carry out the purposes of the provision, includ
ing regulations preventing avoidance of the provision through 
cross-ownership arrangements or otherwise. Such regulations shall 
prevent avoidance of the provision by one family owning a term in
terest in one property and a remainder interest in a second proper
ty, while another family owns a remainder interest in the first 
property, and a term interest in the second property. Such regula
tions would also prevent avoidance through the joint purchases of 
interests in substantially similar property. For example, a parent 
could not avoid the provision by purchasing a life interest in stock 
of a corporation while a child purchases a remainder interest in 
other stock of the same corporation.  

The committee intends that the Treasury regulations prevent the 
avoidance of the provision through the use of property or proper
ties in which the term interest terminates over time, such as inter
est in a shrinking portion of property. In appropriate circum
stances, such regulations might defer any loss until the taxpayer's 
interest in the entire property (or all properties) terminates.  

The committee does not intend to affect the taxation of a 
stripped bond under section 1286 or transactions in which the 
lessor is imputed income under section 467(f).  

Effective Date 
The provision applies to life or terminable interests acquired 

after July 27, 1989, in taxable years ending after such date.  

"4 The exact amount of the loss is to be determined by Treasury Regulations. The committee 
expects that in the joint purchase of land described in the above example, the parent would 
receive a lose equal to $435.53 in year six.
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4. Waiver of right of recovery for certain marital deduction prop
erty (sec. 6694 of the bill and sec. 2207A of the Code) 

Present Law 

For estate and gift tax purposes a marital deduction is allowed 
for qualified terminable interest property (QTIP). Such property 
generally is includible in the estate of the surviving spouse. The 
surviving spouse's estate is entitled to recover the portion of the 
estate tax attributable to the inclusion of such property in the sur
viving spouse's gross estate from the person receiving the property, 
unless the spouse directs otherwise by will. Thus, a will requiring 
that all taxes be paid from probate property may have the effect of 
waiving the right to recovery.  

Reasons for Change 
The committee understood that persons utilizing standard testa

mentary language were often inadvertently waiving the right of re
covery. Accordingly, the committee decided that the right of recov
ery should not be waived absent specific reference to that right.  

Explanation of Provision 
The right of recovery with respect to qualified terminable inter

est property applies unless the spouse otherwise directs in a provi
sion of the will specifically referring to this provision, i.e., a specific 
reference to section 2207A.  

Effective Date 

The provision is effective for decedents dying after date of enact
ment.  

5. Inclusion in gross estate of gifts made within three years of 
death (sec. 6695 of the bill and section 2035 of the Code) 

Present Law 

If property is transferred within three years of the decedent's 
death from a revocable trust which would be includible in the dece
dent's estate under section 2038, the value of the gross estate in
cludes the value of the property so transferred (sec. 2035). This rule 
could be interpreted to include in the transferor's gross estate 
transfers of less than $10,000 that qualified for the annual exclu
sion.  

Reasons for Change 
Many persons use revocable trusts as a substitute for wills. By 

including transfers from such a trust made three years prior to 
death in the gross estate, present law penalizes such persons. The 
committee determined that the transfer tax consequences of 
making a gift from such a trust should be no different than if such 
gift was made directly.
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Explanation of Provision 
Section 2035 would not apply to any transfer from a trust with 

respect to which the decedent retained the right to revoke unless 
section 2035 would apply to such transfer if made d-rectly by the 
decedent. In addition, the provision makes clarifying changes to 
section 2035.  

Effective Date 
The provision is effective for decedents dying after the date of en

actment.  
6. Definition of qualified terminable interest property (sec. 6696 

of the bill and secs. 2056(b)(7) and 2523(f) of the Code) 

Present Law 
Since December 31, 1981, a marital deduction has been allowed 

for qualified terminable interest property (QTIP). In order to qual
ify as qualified terminable interest property, the surviving spouse 
must have a qualifying income interest for life, which in turn re
quires that the spouse be entitled to all of the income from the 
property, payable annually or at more frequent intervals. Property 
qualifying under the QTIP rule generally is includible in the gross 
estate of the surviving spouse for Federal estate tax purposes.  

Under proposed regulations, an income interest will not fail to 
constitute a qualifying income interest for life solely because 
incor , tween the last distribution date nd the date of the sur
vivinb cause's death is not required to be ustributed to the surviv
ing spouse or the surviving spouse's estate. See Prop. Reg. secs.  
20.2056(b)-7(cX1), 25.2523(f)-1(b). Contrary to the regulations, the 
United States Tax Court has held that in order to satisfy the QTIP 
requirements, income accumulated between the date of the last dis
tribution and the date of the spouse's death (the "accumulated 
income") must be paid to the spouse's estate or be subject to a 
power of appointment held by the spouse. See Estate of Howard v.  
Commissioner, 91 T.C. 329, 338 (1988).  

Explanation of Provision 
Under the bill, an income interest does not fail to qualify as 

qualified income interest for life solely because income for the 
period after the date of the last distribution and before the date of 
the surviving spouse's death is not required to be distributed to the 
surviving spouse. Where the marital deduction is allowed, however, 
the income for such period is includible in the gross estate of the 
surviving spouse for Federal estate tax purposes.  

No inference with respect to present law is to be drawn from the 
provision.  

Effective Date 
The provision applies to decedents dying, and gifts made, after 

October 3, 1989. The proposal would not require the inclusion in 
the surviving spouse's gross estate of property for which no marital 
deduction was claimed.
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The estate of a surviving spouse dying after October 3, 1989, is 
required to include property transferred prior to that date for which a marital deduction was in fact allowed even though the ac
cumulated income from the property was not required to be paid to 
the surviving spouse.



Subtitle G. Revision of Civil Penalties 
1. Information reporting penalties secss. 6711-6715 of the bill and 

new secs. 6721-6724 of the Code and secs. 6011 and 6038 of 
the Code) 

Present Law 
In general 

Any person that fails to file an information return with the In
ternal Revenue Service on or before the prescribed filing date is 
subject to a $50 penalty for each failure, with a maximum penalty 
of $100,000 per calendar year. Information returns relating to in
terest and dividends are subject to this $50 penalty for each failure, 
but without any cap on the total amount of penalty that may be 
imposed. In addition, any person that fails to provide a copy of an 
information return (a payee statement") to a taxpayer on or 
before the prescribed due date is subject to a penalty of $50 for 
each failure, with a maximum penalty of $100,000 per calendar 
year. If a person fails to include all of the information required to 
be shown on an information return or a payee statement or in
cludes incorrect information, then a penalty of $5 may be imposed 
with respect to each such failure, with a maximum penalty of 
$20,000 per calendar year. Stricter penalty provisions apply in the 
case of interest and dividend returns and in the case of intentional 
failures to comply with the information return requirements.  

A penalty may also be imposed for each failure to include a cor
rect taxpayer identification number on a return or statement and 
for each failure to furnish a correct taxpayer identification number 
to another person. The amount of the penalty that may be imposed 
is either $5 or $50 for each failure, depending on the nature of the 
failure.  

Foreign provisions 

Income of foreign persons subject to withholding 
Persons having control, receipt, custody, disposal, or payment of 

certain types of U.S. income of foreign persons are required to 
deduct and withhold U.S. tax from such income under chapter 3 of 
the Code's income tax provisions (secs. 1441-1464). Generally, any 
person required to serve as a withholding agent under chapter 3 
must provide each income recipient an annual withholding state
ment (Form 1042S) and must file all required Forms 1042S with the 
IRS accompanied by a return (Form 1042) summarizing the infor
mation on the Forms 1042S (Reg. sec. 1.1461-2). As described above, 
the Code generally provides penalties for each failure to file a re
quired information return with the IRS and each failure to provide 

(212)



213

a required payee statement. These penalties do not apply, however, 
to each failure with respect to Forms 1042S.  

Information reporting 
Generally, every U.S. person is required to report certain infor

mation concerning any foreign corporation that such person con
trols and information relating to transactions between the corpora
tion and certain specified persons. Failure to provide such informa
tion subjects the U.S. person to a monetary penalty plus a denial of 
foreign tax credits (sec. 6038). These information reporting require
ments and this penalty do not specifically refer to all types of infor
mation needed to determine tax liabilities with respect to con
trolled foreign corporations.  

Reasons for Change 
The committee believes that the present-law penalties should be 

modified to encourage persons to file correct information returns 
even though such returns are filed after the prescribed filing date.  
The committee believes that it is important to give taxpayers an 
incentive to correct their errors as rapidly as possible.  

Explanation of Provisions 

Overview 
The bill modifies the information return penalties provided 

under present law in order to encourage persons to file correct in
formation returns even though such returns are filed after the pre
scribed filing date. The committee has established a three-tier pen
alty structure in which the amount of the penalty varies with the 
length of time within which the taxpayer corrects the failure. The 
committee believes that this structure will give taxpayers an incen
tive to correct their errors as rapidly as possible. The committee 
also provides that taxpayers may correct a de minimis number of 
errors and avoid penalties entirely. The bill makes uniform the re
porting requirements applicable to magnetic media and requires a 
study of service bureaus, which file information documents on 
behalf of other persons.  

Failure to file correct information returns 
Under the bill, any person that fails to file a correct information 

return with the Internal Revenue Service on or before the pre
scribed filing date is subject to a penalty that varies based on 
when, if at all, the correct information return is filed. If a person 
files a correct information return after the prescribed filing date 
but on or before the date that is 30 days after the prescribed filing 
date, the amount of the penalty is $15 per return, with a maximum 
penalty of $75,000 per calendar year. If a person files a correct in
formation return after the date that is after 30 days after the pre
scribed filing date but on or before August 1, the amount of the 
penalty is $30 per return, with a maximum penalty of $150,000 per 
calendar year. If a correct information return is not filed on or 
before August 1 of any year, the amount of the penalty is $50 per 
return, with a maximum penalty of $250,000 per calendar year.
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The committee chose this initial 30-day period for filing correct 
information returns with a smaller penalty because it believes that 
it is vital to the integrity of the self-assessment system that taxpay
ers receive their payee statements on a timely basis (generally, 
these must be provided by January 31). The preparation of these 
payee statements given to taxpayers is integrally connected with 
the preparation of the parallel information returns given to the 
IRS. The committee believes that this initial 30-day period gives 
filers of these information returns an appropriate amount of time 
within which to correct failures with respect to documents pre
pared for the IRS without jeopardizing the provision of the payee 
statements directly to taxpayers on a timely basis. Similarly, the 
committee chose the August 1 date because this is approximately 
the date on which the IRS begins intensive processing and use of 
this data. Consequently, submission of the data after this date is 
effectively equivalent to not providing the data at all. The commit
tee expects that in future years advancements in available technol
ogy may permit the IRS to utilize this data earlier in the year. If 
this proves to be the case, the committee expects the IRS to request 
that the Congress consider modifying this deadline legislatively.  

The bill also provides a special rule for de minimis failures to in
clude the required, correct information. This exception applies to 
incorrect information returns that are corrected on or before 
August 1. Under the exception, if an information return is original
ly filed without all of the required information or with incorrect 
information and the return is corrected on or before August 1, then 
the original return is treated as having been filed with all of the 
correct required information. Thp number of information returns 
that may qualify for this exception for any calendar year is limited 
to the greater of (1) 10 returns or (2) one-half of one percent of the 
total number of information returns that are required to be filed 
by the person during the calendar year.  

The use of 10 returns for this purpose effectively provides a spe
cial small-business rule in this penalty. According to IRS statistics, 
approximately 84 percent of payors who file information returns 
with the IRS file 10 or fewer forms. Thus, these payors will have 
until August 1 to correct without penalty errors of omission or 
commission on information returns that were originally timely
filed with the IRS. If the total number of returns corrected by the 
taxpayer exceeds the de minimis threshold, only the number ex
ceeding the threshold is subject to penalty. This specific de minimis 
rule in no way restricts the ability of the IRS or the courts to grant 
a waiver based on reasonable cause (discussed below). The reasona
ble cause waiver is applied before the de minimis rule is applied.  

In addition, the bill provides special, lower maximum levels for 
this penalty for small businesses. Small businesses are defined as 
firms having average annual gross receipts for the most recent 8 
taxable years that do not exceed $5 million. The maximum penal
ties for small businesses are: $25,000 (instead of $75,000) if the fail
ures are corrected on or before 30 days after the prescribed filing 
date; $50,000 (instead of $150,000) if the failures are corrected on or 
before August 1; and $100,000 (instead of $250,000) if the failures 
are not corrected on or before August 1.
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The bill also incorporates into this general structure the penalty 
for failure to provide information reports to the IRS or statements 
to payees relating to pension payments.  

The committee intends that taxpayers who correct errors in 
payor statements filed with IRS also make any necessary parallel 
corrections to payee statements provided to taxpayers. In addition, 
the committee intends that the substance of the current IRS tem
porary regulations (Treas. Reg. sec. 301.6723-1T(b)), providing an 
exception from penalty for inconsequential omissions and inaccura
cies, be continued and expanded to apply to information returns, 
payee statements, and failures to comply with other information 
reporting requirements (new secs. 6721, 6722, and 6723).  

In addition, the committee notes that the IRS permits taxpayers 
to request extensions of time to file information returns (such as by 
Form 8809). The committee approves of the existence of adminis
trative procedures to consider requests for extension and expects 
that these types of procedures will continue to be available to 
payors.  

The bill maintains the present-law rules for failures that are due 
to intentional disregard of the filing requirement. Failure to cor
rect information returns within a reasonable time after being re
quested to do so by the IRS could be considered to be intentional 
disregard. In addition, some have expressed to the committee the 
belief that the overiI caps on these penalties are inappropriate, in 
that payors who are required to file large number of information 
returns or payee statements may ignore the requirements to do so 
and pay the maximum penalty as a "cost of doing business" where 
it is less than the cost of compliance would be. The committee be
lieves that the general caps serve an important function and 
should be retained. The committee believes that behavior such as 
ignoring filing requirements in the manner just described is inten
tional disregard of those requirements, and that payors who engage 
in such behavior should be subject to the higher penalties (without 
caps) that apply in cases of intentional disregard.  

Failure to furnish correct payee statements 
Under the bill, any person that fails to furnish a correct payee 

statement to a taxpayer on or before the prescribed due date is sub
ject to a penalty (as under present law) of $50 per statement, with 
a maximum penalty of $100,000 per calendar year. If the failure to 
furnish a correct payee statement to a taxpayer is due to intention
al disregard of the requirement, the bill generally provides a penal
ty of $100 per statement or, if greater, 10 percent" of the amount 
required to be shown on the statement, with no limitation on the 
maximum penalty per calendar year. The committee has not al
tered the present-law deadline by which these payee statements 
must be furnished, because it believes that it is vital to the integri
ty of the self-assessment system that taxpayers receive their payee 
statements on a timely basis. Many taxpayers rely on the timely 
receipt of these payee statements so that these taxpayers can com
plete their own tax returns on a timely basis.

'5 Five percent for several types of statements.
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Failure to comply with other information reporting requirements 
Under the bill, any person that fails to comply with other speci

fled information reporting requirements on or before the prescribed 
date is subject to a penalty of $50 for each failure, with a maxi
mum penalty of $100,000 per calendar year. The information re
porting requirements specified for this purpose include any require
ment to include a correct taxpayer identification number on a 
return or statement and any requirement to furnish a correct tax
payer identification number to another person. The bill coordinates 
this penalty with the penalty for failure to file correct information 
returns and the penalty for failure to file correct payee statements 
by making this penalty inapplicable to failures penalized under 
those provisions.  

Waiver, definitions, and special rules 
The bill consolidates the waiver standards relating to informa

tion reporting into one provision. The bill provides that any of the 
information reporting penalties may be waived if it is shown that 
the failure to comply is due to reasonable cause and not to willful 
neglect. If a payor correctly reports information that the payor re
ceived from a payee, the payor is not subject to penalty for errors 
that the payee made in reporting the information to the payor (pro
vided that the payor had no reason to believe that the information 
was incorrect). The committee intends that for this purpose, rea
sonable cause exists if significant mitigating factors are present, 
such as the fact that a person has an established history of comply
ing with the information reporting requirements."6 The separate, 
higher waiver standard under present law for interest and divi
dends is repealed. Interest and dividend returns and statements 
are consequently subject to this general waiver standard. The com
mittee intends that payors of interest and dividends that comply 
with the present-law due diligence standards be considered (for 
purposes of this bill) to have established reasonable cause.  

Foreign provisions 

Penalties for failure to file withholding statements 
The bill integrates the penalty for failure to file Form 1042S and 

failure to provide Form 1042S to the payee into the general penalty 
structure. Thus, the bill treats each Form 1042S required to be 
filed with the IRS and provided to a payee as an information 
return and as a payee statement, respectively, as those terms are 
defined in section 6724. Accordingly, each failure to file any re
quired Form 1042S will be subject to a separate penalty under sec
tion 6721, and each failure to provide a payee any required Form 
1042S will be subject to a separate penalty under section 6722.  

8* In addition, the committee intends that reasonable cause generally be considered to exist 
for failures due to (a) catastrophes such as equipment and software failures or fires, storms, or 
other casualties, or (b) statutory or regulatory changes (i) that have a major, direct impact upon 
data processing and (ii) that are made so close to the time that the information reporting ia 
required that, for all practical purposes, the changes cannot be complied with.
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Penalties for failure to report Information with respect to cer
tain foreign corporations 

The bill clarifies the reporting requirements and penalties im
posed by section 6038 by expressly applying those provisions to fail
ures to provide certain information with respect to related parties, 
such as controlled foreign corporations of which the person subject 
to the requirements is a U.S. shareholder.  

Uniform requirements for returns on magnetic media 
The bill provides that uniform magnetic media requirements 

apply to all information returns filed during any calendar year.  
The bill accomplishes this by making statutory the requirement 
currently contained in IRS regulations that persons filing more 
than 250 information returns file those returns on magnetic media.  
The bill makes this requirement applicable to all types of informa
tion returns. Thus, the bill repeals the provision of present law 
that requires persons filing more than 50 information returns re
lating to payments of interest, dividends, and patronage dividends 
to file all such returns on magnetic media. The committee also in
tends that the IRS. permit payors to file in as many formats as is 
feasible, and that IRS requirements keep pace with technological 
advances. The bill provides that the penalty for failing to file infor
mation returns on magnetic media when required to do so applies 
only to the number required to be so filed that exceeds 250. The 
penalties for failure to file on a timely basis correct information re
turns would apply to the first 250 returns.  

The bill provides that the IRS is to take into account (among 
other factors) the ability of the taxpayer to comply at a reasonable 
cost with the magnetic-media filing requirements. The committee 
intends that the IRS take into consideration other instances of 
undue hardship, such as temporary equipment breakdowns or de
struction of magnetic media equipment, in granting one-year or 
multi-year exemptions from this requirement.  

Study of procedures to prevent mismatching 
The bill requires the General Accounting Office, in consultation 

with the Treasury Department, to conduct a study on whether, if 
the name and taxpayer identification number of any person that is 
set forth on an information return do not correspond to the name 
and taxpayer identification number of such person contained on 
the records of the IRS, the IRS should be permitted to disclose to 
the person that has filed such information return such information 
as may be necessary to determine the correct name and taxpayer 
identification number. The study should also consider (1) alterna
tive means of correcting the mismatch between names and taxpay
er identification numbers that involve the least amount of disclo
sure of confidential taxpayer identity information, (2) what exact 
information it is that M has in its records that would help resolve 
mismatches, (3) how the IRS can better process in a timely manner 
name change information (for example due to marriage or divorce) 
received initially by the SSA, which IRS uses to revise its records, 
and (4) how taxpayers can best inform the IRS of a name or ad
dress change, prior to waiting until the next tax return filing date.

-41 0-8--8
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A report on the study, together with any recommendations, is to be 
submitted to the tax-writing committees of the Congress by June 1, 
1990. In the interim, the IRS should establish a procedure and con
tact point within the IRS where taxpayer, themselves (or informa
tion return filers who obtain an exception from the taxpayer) can 
obtain a listing of the names that the as recognizes as valid when 
matching information returns with a particular taxpayer identifi
cation number.  

Study of service bureaus 
The bill requires the General Accounting Office, in consultation 

with the Treasury Department, to conduct a study of whether serv
ice bureaus engaged in the business of transmitting information re
turns or other documents to the IRS on behalf of other persons 
should be subject to registration or other regulation. A report on 
the study, together with any recommendations, is to be submitted 
to the tax-writing committees of the Congress not later than July 
1,1990.  

The committee is concerned that some service bureaus may not 
be effectively communicating with their customers as to difficulties 
the IRS has encountered with the data the service bureau has 
transmitted on behalf of payors. This failure of communication 
may increase the difficulty that both the actual payor and the IRS 
have in resolving problems with the transmitted data. In addition, 
it may be difficult for payors to assess the relative competence of 
individual service bureaus, in that the IRS cannot legally state 
whether or not it has encountered problems with a particular serv
ice bureau. The GAO study should consider problems such as these.  

Effective Dates 
The information reporting provisions of the bill generally apply 

to information returns and payee statements the due date for 
which (determined without regard to extensions) is after December 
31, 1989.  

2. Accuracy penalties (sec. 6721 of the bill and new secs. 6662-665 
of the Code and sees. 6621(c), 6653, 6659, 6659A, 6660, and 
6661 of the Code) 

Present Law 

Negligence penalty 
If any part of an underpayment of tax required to be shown on a 

return is due to negligence or disregard of rules or regulations, a 
penalty may be imposed equal to 5 percent of the total amount of 
the underpayment. An underpayment of tax that is attributable to 
a failure to include on an income tax return an amount shown on 
an information return is treated as subject to the negligence penal
ty absent clear and convincing evidence to the contrary.  

Fmaud penalty 
If any part of an underpayment of tax required to be shown on a 

return is due to fraud, a penalty may be imposed equal to 75 per-
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cent of the portion of the underpayment that is attributable to 
fraud.  

Substantial understatement penalty 
If the correct income tax liability of a taxpayer for a taxable 

year exceeds that reported by the taxpayer by the greater of 10 
percent of the correct tax or $5,000 ($10,000 in the case of most cor
porations), then a substantial understatement exists and a penalty 
may be imposed equal to 25 percent of the underpayment of tax 
attributable to the understatement. In determining whether a sub
stantial understatement exists, the amount of the understatement 
is reduced by any portion attributable to an item if (1) the treat
ment of the item on the return is or was supported by substantial 
authority, or (2) facts relevant to the tax treatment of the item 
were adequately disclosed on the return or on a statement attached 
to the return. Special rules apply to tax shelters.  

Valuation penalties 
If an individual, personal service corporation, or closely held cor

poration underpays income tax for any taxable year by $1,000 or 
more as a result of a valuation overstatement, then a penalty may 
be imposed with respect to the amount of the underpayment that is 
attributable to the valuation overstatement. A valuation overstate
ment exists if the valuation or adjusted basis of any property 
claimed on a return is 150 percent or more of the correct value or 
adjusted basis. The amount of the penalty that may be imposed in
creases from 10 to 20 to 30 percent of the underpayment attributa
ble to the valuation overstatement as the percentage by which the 
valuation claimed exceeds the correct valuation increases. Similar 
penalties may be imposed with respect to (1) an underpayment of 
income tax that is attributable to an overstatement of pension H
abilities and (2) an underpayment of estate or gift tax that is at
tributable to a valuation understatement.  

Reasons for Change 
The committee believes that the number of different penalties 

that relate to accuracy of a tax return, as well as the potential for 
overlapping among many of these penalties, causes confusion 
among taxpayers and leads to difficulties in administering these 
penalties by the IRS. Consequently, the committee has revised 
these penalties and consolidated them. The committee believes that 
its changes will significantly improve the fairness, comprehensibil
ity, and administrability of these penalties.  

Explanation of Provisions 

Overview 
The bill consolidates into one part of the Internal Revenue Code 

all of the generally applicable penalties relating to the accuracy of 
tax returns. The penalties that are consolid are the negligence 
penalty, the substantial understatement penalty, and the valuation 
penalties. These consolidated penalties are also coordinated with 
the fraud penalty. The bill repeals the present-law versions of these
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penalties. The bill reorganizes the accuracy penalties into a new 
structure that operates to eliminate any stacking of the penalties.  
The bill is effective for returns the due date for which is after De
cember 31, 1989.  
Accuracy-related penalty 

The accuracy-related penalty, which is imposed at a rate of 20 
percent, applies to the portion of any underpayment that is attrib
utable to (1) negligence, (2) any substantial understatement of 
income tax, (3) any substantial valuation overstatement, (4) any 
substantial overstatement of pension liabilities, or (5) any substan
tial estate or gift tax valuation understatement.  

(1) Negligence 
If an underpayment of tax is attributable to negligence, the neg

ligence penalty is to apply only to the portion of the underpayment 
that is attributable to negligence rather than, as under present 
law, to the entire underpayment of tax. This is a significant change 
from present law. Under present law, if any portion of an under
payment is attributable to negligence, the negligence penalty ap
plies to the entire underpayment (both the portion attributable to 
negligence and the portion not attributable to negligence). Thus, 
under present law, a taxpayer who has an underpayment, only a 
small portion of which was attributable to negligence, is subject to 
the same penalty as a taxpayer with the same underpayment, all 
of which is attributable to negligence, even though the behavior of 
the first taxpayer is arguably less culpable than the behavior of the 
second taxpayer. The bill rectifies this inequity by applying the 
negligence penalt y only to the portion of the underpayment attrib
utable to negligence.  

Negligence includes any careless, reckless, or intentional disre
gard of rules or regulations, as well as any failure to make a rea
sonable attempt to comply with the provisions of the Code. In addi
tion, the bill repeals the present-law presumption under which an 
underpayment is treated as attributable to negligence if the under
payment is due to a failure to include on an income tax return an 
amount shown on an information return. As a practical matter, 
even in the absence of a statutory presumption, evidence of such a 
failure is still strong evidence of negligence.  

(2) Substantial understatement of Income tax 
The accuracy-related penalty that applies to the portion of an 

underpayment that is attributable to a substantial understatement 
of income tax is the same as the substantial understatement penal
ty provided under present law with three principal modifications.  
First, the rate is lowered to 20 percent. Second, the committee ex
pands the list of authorities upon which taxpayers may rely (cur
rently contained in Treasury regulations) to include proposed regu
lations, private letter rulings, technical advice memoranda, actions 
on decisions, general counsel memoranda, information or press re
leases, notices, and any other similar documents published by the
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IRS in the Internal Revenue Bulletin.8 7 In addition, the list of au
thorities is to include General Explanations of tax legislation pre
pe by the Joint Committee on Taxation (the "Blue Book").  

T the bill requires the IRS to publish not less frequently than 
annually a list of positions for which the IRS believes there is no 
substantial authority and which affect a significant number of tax
payers. The purpose of this list is to assist taxpayers in determin
ngwhether a position should be disclosed in order to avoid the 

sub trial understatement penalty. Thus, if a taxpayer takes a po
sition that is enumerated on this list, the taxpayer could choose to 
disclose that position to avoid imposition of the substantial under
statement component of the accuracy-related penalty. However, in
clusion of a position on this list is not conclusive as to whether or 
not substantial authority exists with respect to that position and 
no inference is to be drawn that there is (or could be) substantial 
authority for a position that is not on the list. If, however, there is 
litigation as to whether there is substantial authority, and the 
court concludes that the IRS is correct in the belief that there is 
not substantial authority for the position, then this penalty would 
apply. The committee believes that this list will be useful to tax
payers, in that it will assist taxpayers in determining whether sub
stantial authority exists with respect to a particular issue on the 
list. Although the list is not exclusive, the committee intends that 
the IRS make the list as comprehensive as practical, which will 
make it more useful to taxpayers and their advisors. The commit
tee intends that there should be no inference that substantial au
thority exists with respect to positions that are not included on this 
list. Disclosure of a position for purposes of this penalty does not 
necessarily prevent imposition of the negligence penalty. Thus, for 
example, if a taxpayer discloses a frivolous position, the imposition 
of the negligence penalty could be appropriate.  

(3) Substantial valuation overstatement 
The penalty that is to apply to the portion of an underpayment 

that is attributable to a substantial valuation overstatement is gen
erally the same as the valuation overstatement penalty provided 
under present law with five principal modifications. First, the bill 
extends the penalty to all taxpayers. The committee believes that 
this modification increases the fairness of this component of the ac
curacy-related penalty, in that the penalty is imposed upon pro
scribed behavior, regardless of who engages in it. Second, a sub
stantial valuation overstatement exists if the value or adjusted 
basis of any property claimed on a return is 200 percent or more of 
the correct value or adjusted basis. Third, the penalty is to apply 
only if the amount of the underpayment attributable to a valuation 
overstatement exceeds $5,000 ($10,000 in the case of most corpora

8 The committee's intent is to broaden the list of authorities upon which taxpayers may rely.  
The committee would, however, permit the Treasury to issue regu' Ations providing that specific 
items on the committee's list of additional authorities (except for proposed regulations not yet 
superseded or "Blue Books") that were issued prior to the date of enactment of this bill may not 
be considered to be substantial authority, For example, Treasury regulations could provide that 
private letter rulings issued prior to the date they began to be publicly disseminated are not 
substantial authority. Any such limitation should, however, be as narrow as practicable, in 
order to further the committee's general intent that the list of authorities on which taxpayers 
may rely should be broadened.
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tions). This increases five-fold the threshold below which the penal
ty does not apply to individuals. Fourth, the amount of the penalty 
for a substantial valuation overstatement is 20 percent of the 
amount of the underpayment if the value or adjusted basis claimed 
is 200 percent or more but less than 400 percent of the correct 
value or adjusted basis. Fifth, as explained below, the bill provides 
that the rate of this penalty is doubled if the value or adjusted 
basis claimed is 400 percent or more of the correct value or adjust
ed basis. The bill retains the special rules in present law that apply 
to charitable deduction property. The committee believes that rais
ing both the threshold and the minimum percentage will eliminate 
from the penals scope a number of instances of good-faith valu
ation disputes that may be subject to penalty under present law.  
As under present law, valuation misstatements that do not fall 
within the scope of this or the following elements of the accuracy
related penalty may still be subject to penalty if they are attributa
ble to negligence or fraud or give rise to a substantial understate
ment of income tax.  

(4) Substantial overstatement of pension liabilities 
The accuracy-related penalty also applies to substantial over

statements of pension liabilities. This penalty is derived from the 
present-law penalty in section 6659A. The committee has, however, 
modified the present-law penalty by providing that the taxpayer is 
subject to this component of the accurac7-related penalty only if 
the actuarial determination of pension liabilities (taken into ac
count for purposes of computing the deduction under paragraph (1) 
or (2) of section 404(a)) is 200 percent or more of the amount deter
mined to be correct (under present law, the penalty applies to 
claims 150 percent or more in excess of the amount determined to 
be correct). As under present law, this penalty applies only if the 
underpayment attributable to the valuation overstatement exceeds 
$1,000.  

(5) Substantial estate or gift tax valuation understatement 
The accuracy-related penalty also applies to substantial estate or 

gift tax valuation understatements. This penalty is derived from 
the present-law penalty in section 6660. The committee has, howev
er, modified the present-law penalty by providing that the taxpayer 
is subject to this penalty only if the value of any property claimed 
on an estate or gift tax return is 50 percent or less of the amount 
determined to be correct. (Under present law, the penalty applies 
to claims that are 66 2/3 percent or less of the amount determined 
to be correct.) In addition, the committee has modified the present
law penalty by increasing five-fold the threshold below which the 
penalty does not apply, rom $1,000 to $5,000. The committee be
h'eves that raising both the threshold and the minimum percentage 
will eliminate from the penalty's scope a number of instances of 
good-faith valuation disputes that may be subject to penalty under 
present law.  

(6) Gross valuation misstatements 
The bill provides that the rate of the general accuracy penalty is 

to be doubled (to 40 percent) in the case of gross valuation misstate-
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ments. There are three types of gross valuation misstatements. The 
first is the same as the substantial valuation overstatement compo
nent of the accuracy-related penalty, except that the doubling is to 
apply only to valuation overstatements claimed on a return that 
are 400 percent or more of the amount determined to be the cor
rect amount. The second is the same as the substantial overstate
ment of pension liabilities component of the accuracy-related pen
alty, except that the doubling is to apply only to overstatements of 
pension liabilities that are 400 percent or more of the amount de
termined to be the correct amount. The third is the same as the 
substantial estate or gift tax valuation understatement component 
of the accuracy-related penalty, except that the doubling is to apply 
only to valuations claimed on the estate or gift tax return that are 
25 percent or less of the amount determined to be the correct 
amount.  

Fraud penalty 
The fraud penalty, which is imposed at a rate of 75 percent, ap

plies to the portion of any underpayment that is attributable to 
faud.  

The committee has retained the special rule in present law that 
determines the portion of the understatement that is attributable 
to fraud. The bill provides that, if the IRS establishes that any por
tion of an underpayment is attributable to fraud, the entire under
payment is treated as attributable to fraud, except with respect to 
any item that the taxpayer establishes is not attributable to fraud.  
The committee has clarified the taxpayer's burden of proof in es
tablishing the items not attributable to fraud (present law is un
clear on this issue). The committee has provided that the taxpayer 
must establish the items not attributable to fraud by a preponder
ance of the evidehce. The committee has not altered the present
law burden of proof imposed on the IRS in establishing fraud ini
tially; the IRS must continue to meet its burden of proof by clear 
and convincing evidence. The committee believes that it is appro
priate that the burden imposed on the IRS be higher than the 
burden imposed on a taxpayer in these circumstances.  

Under the bill, the accuracy-related penalty is not to apply to 
any portion of an underpayment on which the fraud penalty is im

. (Under present law, the fraud penalty is coordinated in this 
manner with the negligence penalty, but not with the other compo
nents of the accuracy-related penalty.) However, the accuracy-relat
ed penalty may be applied to any portion of the underpayment that 
is not attributable to fraud.  

Definitions and special rules 
The bill provides special rules that apply to each of the penalties 

imposed under the new structure. First, the bill provides standard
ized exception criteria for all of these accuracy-related penalties.  
The bill provides that no penalty is to be imposed if it is shown 
that there was reasonable cause for an underpayment and the tax
payer acted in good faith. The enactment of this standardized ex
ception criterion is designed to permit the courts to review the as
sertion of penalties under the same standards that apply in review
ing additional tax that the Internal Revenue Service asserts is due.
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By applying this unified exception criterion to all the accuracy-re
lated penalties, the committee believes that taxpayers will more 
easily understand the standard of behavior that is required. The 
committee also believes that this unified exception criterion will 
simplify the administration of these penalties by the IRS.  

The committee is concerned that the present-law accuracy-relat
ed penalties (particularly the penalty for substantial understate
ments of tax liability) have been determined too routinely and 
automatically by the IRS. The committee expects that enactment 
of standardized exception criterion will lead the IRS to consider 
fully whether imposition of these penalties is appropriate before 
determining these penalties.  

In addition, the committee has designed this standardized excep
tion criterion to provide greater scope for judicial review of IRS de
terminations of these penalties. Under the waiver provision con
tained in present law, the Tax Court has held that it can overt irn 
an IRS determination of the substantial understatement penalty on 
reasonable cause and good faith grounds only if the Tax Court 
finds that the IRS abused its discretion in asserting the penalty.  
The committee believes that it is appropriate for the courts to 
review the determination of the accuracy-related penalties by the 
same general standard applicable to their review of the additional 
taxes that the IRS determines are owed. The committee believes 
that providing greater scope for judicial review of IRS determina
tions of these penalties will lead to greater fairness of the penalty 
structure and minimize inappropriate determinations of these pen
alties.  

The committee believes that the application of standardized ex
ception criteria to the negligence component of the accuracy-relat
ed penalty will result in several consequences that are beneficial to 
taxpayers. First, the complete, item-specific disclosure of a non-friv
olous position on a tax return may generally be considered to 
permit an exception from the negligence penalty insofar as such 
disclosure would tend to demonstrate that there was no intentional 
disregard of rules or regulations. Disclosure must be full and sub
stantive, parallel to the disclosure required under the substantial 
understatement component of the accuracy-related penalty; com
pleting and filing' in a tax form is by itself insufficient disclosure 
or this purpose. In addition, the disclosure must be clearly identi

fied as being made to avoid the imposition of the accuracy-related 
penalty. Imposition of the negligence component of the accuracy-re
lated penalty would not be eligible for exception due to disclosure 
where the taxpayer fails to keep proper books and records or to 
substantiate items properly. Second, the application of standardized 
exception criteria to the negligence component of the accuracy-re
lated penalty may also ,permit a taxpayer to avoid imposition of 
that penalty where the taxpayer makes a good-faith challenge to 
the validity of an IRS regulation, if the taxpayer discloses (in the 
manner just described) that the taxpayer is taking the position and 
makes specific reference to the regulation being challenged. As 
under present law, frivolous challenges to IRS regulations would be 
subject to penalty. The committee intends that the terms "reasona
ble cause" and "good faith" be interpreted under the bill as those 
terms are interpreted under present law.
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Second, the bill provides that an accuracy-related or fraud penal
ty is to be imposed only if a return has been filed. This is intended 
to improve the coordination between the accuracy-related penalties 
and the failure to file penalties. Under present law, the courts have 
dealt with a number of difficult interpretative issues on the rela
tionship between the penalty for failure to file a tax return and the 
accuracy-related penalties. The committee determined that it 
would clarify the law if the penalty for failure to file were entirely 
separate and distinct from the accuracy-related penalties. (The bill 
also provides for an increase in the failure to file penalty where 
that failure is due to fraudulent failure to file.) 

Third, the bill provides a standard definition of underpayment 
for all of the accuracy-related penalties. This standard definition is 
intended to simplify and coordinate the definitions in present law; 
it is not intended to be substantively different from present law.  

The bill retains the general rule of present law that interest on 
these penalties commences with the date the return was required 
to be filed. The committee believes this rule is appropriate because 
the behavior being penalized is reflected on the tax return, so that 
imposition of interest from this date will reduce the incentives of 
taxpayers and their advisors to "play the audit lottery." 

Repeal of present-law penalties 
The bill repeals the present-law penalties for negligence and 

fraud,88 substantial understatements of liability, 89 valuation over
statements,"o and valuation understatements for purposes of estate 
or gift taxes.9 1 The bill also repeals the special negligence rules ap
plicable to straddles 92 and to amounts shown on information re
turns.9 3 The committee believes that, by repealing the special rule 
applicable to information returns, the burdens on taxpayers will be 
reduced. Finally, the bill repeals the higher interest rate that ap
plies to substantial underpayments that are attributable to tax-me
tivated transactions. 94 

Effective Date 
The accuracy provisions of the bill generally apply to returns the 

due date for which (determined without regard to extensions) is 
after December 31, 1989.  

** Present-law section 6653. The portion of 6653 applicable to stamp taxes is retained.  
"* Present-law sec. 6661.  
0o Present-law secs. 6659 and 6659A.  
"1 Present-law sec. 6660.  
91 Present-law sec. 6653(f.  
** Present-law sec. 6653(g).  
*4 Present-law sec. 6621(c).
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3. Preparer, promoter, and protester penalties secss. 6731-6738 of 
the bill and .new sec. 6673 of the Code and secs. 6672, 6694, 
6695, 6700, 6701, 6702, 7216, and 7407 of the Cede) 

Present Law 
Returr preparer penalties 

An income tax return preparer is also subject to a penalty of $25 
for each failure to (1) furnish a copy of a return or claim for refund 
to the taxpayer; (2) sign the return or claim for refund; or (3) fur
nish his or her identifying number.  
Penalty for promoting abusive tax shelters 

Any person who organizes, assists in the organization of, or par
ticipates in the sale of any interest in, a partnership or other 
entity, any investment plan or arrangement, or any other plan or 
arrangement, is subject to a nalty if in connection with such ac
tivity the person makes or 'nhes a false or fraudulent state
ment or a gross valuation overstatement. The amount of the penal
ty equals the greater of $1,000 or 20 percent of the gross income 
derived or to be derived by the person from the activity. It is un
clear under present law whether the term "activity" refers to each 
sale of an interest in a tex shelter or whether it refers to the over
all activity of promoting an abusive tax shelter.  
Penalty for aiding and abetting the understatement of tax liability 

Any person who aids, asists in, procures, or advises with respect 
to the preparation or presentation of any portion of a return or 
other document under the tax laws which (1) the person knows will 
be used in connection with any material matter arising under the 
tax laws, and (2) the person knows will (if so used) result in an un
derstatement of the tax liability of another person is subject to a 
penalty equal to $1,000 for each return or other document ($10,000 
in the case of returns and documents relating to the tax of a corpo
ration).  

Frivolous income tax return penalty 
Any individual who files a frivolous income tax return is subject 

to a penalty of $500.  
Sanctions and costs awarded by courts 

If it appears to the Tax Court that (1) proceedings before it have 
been instituted or maintained primarily for delay, (2) the taxpay
er's position is frivolous, or (3) the taxpayer has unreasonably 
failed to pursue administrative remedies, the Court may award 
damages not to exceed $5,000 to the United States.  
Authority to counterclaim for balance of penalty in partial refund 

suits 
Taxpayers may pay a portion of the penalties for failure to col

lect and pay over tax, for understatement of a taxpayer's liability 
by an income tax return preparer, for promoting abusive tax shel
ters, and for aiding and abetting the understatement of tax liabil
ity. By doing so, they may obtain judicial review of the imposition
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of these penalties. Present law may prohibit the Federal Govern
ment from counterclaiming for the balance of the penalty in the 
same lawsuit.  
Bonding requirement 

Return preparers may post a bond, thereby preventing any pro
ceeding by the Federal Government under section 7407 seeking to 
enjoin a return preparer from engaging in prohibited conduct.  
Disclosure of certain information by return preparers 

In general, return preparers are subject to penalty for disclosing 
tax return information that is furnished to the return preparer in 
connection with the preparation of tax returns. The IRS may by 
regulation provide exceptions to this general prohibition.  

Reasons for Change 
The committee believes that it is appropriate to reconsider, in 

the context of the entire penalty structure, these specific penalties.  
These penalties have been enacted and modified on a piecemeal 
basis, and have not been subject to comprehensive review.  

Explanation of Provisions 
Return preparer penalties 

The return preparer penalties that apply to each failure to (1) 
furnish a copy of a return or claim for refund to the taxpayer, (2) 
sign the return or claim for refund, (3) furnish his or her identify
ing number, and (4) file a correct information return, are made 
uniform. The penalty is $50 for each failure and the total penalties 
imposed for any single type of failure for any calendar year are 
limited to $25,000.  

The committee intends that imposition of the present-law prepar
er penalty (contained in section 6694) not lead automatically to any 
disciplinary action, or any initiation of contact with a practitioner, 
by the Internal Revenue Service Director of Practice. In addition, 
when the Director of Practice initiates contact with a practitioner 
but does not yet have sufficient information to determine whether 
a basis for discipline exists, the committee believes it is important 
that the Director of Practice inform the practitioner that the con
tact does not imply any finding of wrongdoing.  

Penalty for promoting abusive tax shelters 
Under the bill, the amount of the penalty imposed for promoting 

abusive tax shelters equals $1,000 (or, if the person establishes that 
it is less, 100 percent of the gross income derived or to be derived 
by the person from such activity). In calculating the amount of the 
penalty, the organizing of an entity, plan or arrangement and the 
sale of each interest in an entity, plan, or errangement constitute 
separate activities. The committee has made these modifications 
because the courts have differed in their interpretations of the pro
visions of present law. The committee believes that its modifica
tions will eliminate confusion for cases arising in the future. The 
bill also clarifies that the penalty applies to direct or indirect ac-
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tions. The bill provides a six-year statute of limitations for this 
penalty.  

The committee is concerned about the large number of old tax 
shelter cases that await resolution. The committee recognizes that 
the Tax Court has, in the last several years, made sigmfi'cant 
progress in reducing its inventory of old tax shelter cases. The com
mittee expects the Tax Court as well as the IRS to redouble their 
efforts to resolve or encourage settlement of old tax shelter cases.  
The committee realizes that delay is often caused by the litigants 
themselves. The committee encourages the Tax Court to use every 
means within its disposal, including the sanctions on litigants and 
attorneys imposed under this bill, to encourage litigants to resolve 
their disputes as expeditiously as possible. Similarly, the committee 
encourages the IRS to make every effort to resolve old tax shelter 
cases, through means such as additional settlement initiatives, 
better caseload management, and better utilization of the appeals 
process.  

The committee wishes to clarify that, under present law, "invest
ment plan or arrangement" and "other plan or arrangement," as 
those terms are used in section 6700 of the Code, include obliga
tions issued by or on behalf of State or local governments which 
are represented to be described in section 103(a) of the Code 
("bonds").95 Therefore, the penalty imposed by section 6700 may 
apply to bond counsel, investment bankers and their counsel, issu
ers (and beneficiaries of "conduit" bonds) and their counsel, finan
cial advisors, feasibility consultants and engineers, and other per
sons, who (1) are involved in the organization or sale of such State 
or local government bonds and (2) know or have reason to know 
that their opinions, offering documents, reports, or other state
ments (or material on which they relied in making such state
ments) are false or fraudulent as to any matter material to the tax 
exemption of the interest on the bonds. A person who makes a 
statement facilitating the issuance or sale of State or local govern
ment bonds (including a sale occurring subsequent to the issuance 
of the bonds) is involved in the organization or sale of such bonds.  

Whether a person who makes or furnishes or causes another 
person to make or furnish a statement in connection with the orga
nization or sale of bonds (including a statement that interest on the 
bonds is exempt from taxation), knows or has reason to know that 
such person's statement is false or fraudulent as to any material 
matter depends upon that person's role in the organization or sale.  
For example, bond counsel, issuer's counsel, and underwriters' 
counsel would be entitled to reply upon a feasibility study conduct
ed by an engineermg firm reputed to be expert in the subject 
matter and area of the study, unless such counsel independently 
knew or had reason to know information bringing into question the 
results of that study. Absent that, counsel would not be required to 
question the assumptions underlying, or results reached by, the 
study. Similarly, bond counsel would be able to rely, as to matters 

9 For purposes of determining whether an obligation is represented as so described, qualifica
tions or conditions with respect to the opinion of the bond counsel for the issue which are com
monly accepted in the marketplace are not to be considered. For example, an obligation could 
still be represented to be described in section 103(a), even though bond counsel's opinion as
sumed continuing compliance with certain requirements of the Code (e.g., arbitrage rebate).
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of fact or expectation relevant to his or her opinion, on information 
provided by other parties (including the issuer) absent actual 
knowledge or a reason to know of its inaccuracy or the use of state
nents not credible or reasonable on their face. On the other hand, 

bond counsel must draw their own legal conclusions from that in
formation. For example, bond counsel may rely on an engineer's 
description of a facility as to its physical characteristics, oper
ations, functions, and performance, but would not be able to rely 
on such certification for counsel's legal conclusion that the facility 
qualified under section 142 of the Code. Similarly, an investment 
banking firm organizing or assisting in the organization of the 
bonds holding itself out as expert in the particular subject area of 
the financing would have reason to question the conclusion of a 
feasibility consultant if that consultant's report omitted consider
ation of a principal factor typically discussed in feasibility reports 
used in such financings (e.g., competition for a project's source of 
supply of materials).  

In addition, section 6700 applies even if the Service has insulated 
bondholders from the effect of a declaration of taxability of a bond 
sold as tax-exempt by entering into a closing agreement with the 
issuer of the bonds.96 Furthermore, so long as there has been a de
termination that a false or fraudulent statement (which may in
clude a conclusion of law based on a false or fraudulent statement) 
has been utilized, action under section 6700 is not precluded by fail
ure of the Service to enter into a closing agreement, to declare tax
ability, or otherwise to penalize the issuer or owners of the bonds 
in question. In addition, action may be taken under section 6700 
prior to delivery of bonds if a false or fraudulent statement is being 
used in their offering.  

Penalty for aiding and abetting the understatement of tax liability 
The bill amends the penalty for aiding and abetting the under

statement of tax liability by imposing the penalty in cases where 
the person aids, assists in, procures, or advises with respect to the 
preparation or presentation of any portion of a return or other doc
ument if (1) the person knows or has reason to believe that the 
return or other document will be used in connection with any ma
terial matter arising under the tax laws, and (2) the person knows 
that if the portion of the return or other document were so used, 
an understatement of the tax liability of another person would 
result.  

In addition, the bill provides that a penalty for promoting abu
sive tax shelters is not to be imposed on any person with respect to 
any document if an aiding and abetting penalty is imposed on such 
person with respect to the same document. Both penalties may 
however be imposed with respect to separate documents, such as, 
for example, when a promoter furnishes promotional material at 
the time of sale and subsequently provides partnership schedules 
(Forms K-1) to the investors. The committee believes that this pen

96 closIng agreements generally provide that the Service will not tax the interest earned 
by the bondholders in exchange for certain actions by the issuer, including in some cases pay
ment designed to compensate the Federal Government for all or an appropriate percentage of 
lost tax revenues.
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alty should not be used as a means of avoiding the procedural re
quirements of a John Doe summons under section 7609(f).  

The bill also provides a six-year statute of limitations for this 
penalty.  

Frvolous Income tax return penalty 
The bill deletes the special provision in present law permitting 

taxpayers who contest the imposition of this penalty to pay 15 per
cent of the penalty, which halts further collection proceedings until 
final judicial resolution of the dispute. Thus, taxpayers who wish to 
contest imposition of this penalty must pay the full penalty before 
seeking judicial review of imposition of the penalty. The committee 
believes that repealing this special 15-percent rule places taxpayers 
who contest this penalty by way of a refund action in the same po
sition as taxpayers who contest the assertion that they owe addi
tional tax to the IRS. By repealing this special rule, the bill makes 
suits for refund of this penalty permissible only under the general
ly applicable rules on suits for refunds. Suits contesting the imposi
tion of this penalty may be brought only in the district courts and 
the Claims Court.  

Sanctions and costs awarded by courts 
The bill authorizes the Tax Court to impose a penalty not to 

exceed $25,000 if a taxpayer (1) institutes or maintains a proceed
ing primarily for delay, (2) takes a position that is frivolous, or (3) 
unreasonably fails to pursue available administrative remedies.  
The committee intends that the increased penalty (above $5,000) 
apply primarily (but not exclusively) to tax shelter cases, where the 
$5,000 maximum provided under present law appears to be ineffec
tive in deterring taxpayers from taking frivolous positions.  

The committee has explicitly chosen to call these awards "penal
ties", rather than "damages" (as under present law), so that it is 
clear that specific damages incurred by the United States need not 
be proved before the court may impose this penalty. The committee 
believes that dealing with these frivolous lawsuits wastes scarce ju
dicial resources and delays the resolution of legitimate disputes.  
The committee expects that its modifications to this provision will 
further decrease frivolous lawsuits. The committee also intends to 
monitor the use of this penalty to ensure that it continues to be 
used, as it has in the past, only in situations in which its use is 
appropriate. The committee has also called these awards "penal
ties" rather than "damages" in the parallel provisions applicable 
to other courts. The committee has provided that any monetary 
sanctions, penalties, or costs awarded in a tax case by one of these 
other courts may be assessed and collected in the same manner as 
a tax. This permits these sanctions, penalties, and costs, when 
awarded by one of these other courts, to be collected in the same 
manner as if they were awarded by the Tax Court.  

The committee has eliminated the last sentence from present law 
section 6673(a) (relating to assessment and payment) because, in 
light of the use of the term "penalty", the purpose of that last sen
tence is accomplished by section 6671(a). The committee intends 
that no substantive modication be made to the assessment and 
payment procedures because of the deletion of this last sentence of 
section 6673(a).
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The bill also authorizes the Tax Court to require any attorney or 
other person permitted to practice before the Court to pay excess 
costs, expenses, and attorney's fees that are incurred because the 
attorney or other person unreasonably and vexatiously multiplied 
any proceeding before the Court. If the attorney is appearing on 
be of the Commissioner of Internal Revenue, the United States 
is to pay these costs in the same manner as an award of these costs 
by a district court. This provision is comparable to the authority 
already provided to district courts under 28 U.S.C. section 1927.  
Authority to counterclaim for balance of penalty in partial refund 

suits 
The bill clarifies that, where taxpayers utilize the provisions of 

present law (other than with respect to frivolous income tax re
turns) that permit partial (rather than full) payment of certain 
penalties to obtain judicial review of the imposition of these penal
ties, the United States may counterclaim as part of the same law
suit for the remainder of the penalty. Present law may prohibit a 
counterclaim of this nature; thus, an additional lawsuit must be 
brought even if the taxpayer loses the case brought after partial 
payment of the tax. The committee believes that multiple court 
cases with respect to the same issue wastes scarce judicial re
sources. Consequently, the committee permits all issues relating to 
these penalties to be considered in one lawsuit.  

Repeal of bending requirement 
The bill repeals the provision permitting return preparers to post 

a bond and thereby prevent any proceeding by the Federal Govern
ment under section 7407 seeking to enjoin a return preparer from 
engaging in prohibited conduct. The committee believes that return 
preparers should not be able to prevent judicial resolution of the 
issue of whethe\* the return preparer has engaged in prohibited 
conduct.  

Disclosure of certain Information by return preparers 
The bill provides that the IRS regulations relating to the use of 

tax information by return preparers are to provide that a return 
preparer may disclose tax information to another return preparer 
solely for purposes of quality or peer reviews. The purpose of this 
provision is to enable a return preparer to obtain the benefits of 
having another return preparer review the first preparer's work.  
The bill does not permit disclosure of this information by the IRS 
for these purposes.  

Effective Dates 
The modifications to the return preparer penalties apply to docu

ments prepared after December 31, 1989. The modifications to the 
penalty for promoting abusive tax shelters and the aiding and abet
ting penalty apply to activities after December 31, 1989. The modi
fication to the frivolous income tax return penalty applies to re
turns filed after December 31, 1989. The modifications to the court
awarded sanctions apply to proceedings pending on, or commenced 
after, December 31, 1989. The provision relating to counterclaims is 
effective on the date of enactment. The provision repealing t e 
bon i requirement for return preparers is effective for actions or 
proceedings commenced after December 31, 1989. The provision re-
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lating to disclosures by return preparers is effective on the date of 
enactment.  
4. Delinquency penalties secss. 6741-6743 of the bill and new sec.  

6656 of the Code and secs. 1463 and 6651 of the Code) 

Present Law 

Failure to file 
A taxpayer who fails to file a tax return on a timely basis is sub

ject to a penalty equal, to 5 percent of the net amount of tax due 
for each month that the return is not filed, up to a maximum of 5 
months or 25 percent. The net amount of tax due is the excess of 
the amount of the tax required to be shown on the return over the 
amount of any tax paid on or before the due date prescribed for the 
payment of tax.  

Failure to make timely deposits of tax 
If any person who is required to deposit taxes imposed by the In

ternal Revenue Code with a government depositary fails to deposit 
such taxes on or before the prescribed date, a penalty may be im
posed equal to 10 percent of the amount of the underpayment, 
unless it is shown that such failure is due to reasonable cause and 
not willful neglect. The amount of the underpayment for this pur
pose is the excess of the amount of the tax required to be deposited 
over the amount of the tax, if any, deposited on or before the pre
scribed date.  

Failure to withhold on income of foreign persons 
As described above, persons havmg' control, receipt, custody, dis

posal, or payment of certain types of U.S. income of foreign persons 
are required to deduct and withhold U.S. tax from such income 
under chapter 3 of the Code's income tax provisions secss. 1441
1464). The amount withheld is credited against the U.S. tax liabil
ity of the foreign income recipient.  

Where a tax on the U.S. income of a foreign recipient was re
quired to be withheld but the withholding agent failed to do so, and 
instead the tax is paid by the income recipient, a penalty may be 
imposed on the recipient or the withholding agent for failure to 
pay the tax only if the failure was fraudulent and for the purpose 
of evading payment (sec. 1463). By contrast, where a U.S. employer 
fails to withhold income tax from an employee's wages but the em
ployee pays the tax due, the employer remains liable for any penal
ties and additions to tax otherwise applicable (sec. 3402(d)).  

Reasons for Change 
The committee believes that the flat 10-percent penalty for fail

ure to deposit taxes is very unfair, in that the same penalty applies 
whether the taxpayer is one day or one year late in making a de
posit. The committee believes that it is important to give taxpayers 
an incentive to correct as rapidly as possible any failure to deposit.  

Explanation of Provisions 
Faiare to file 

The bill modifies present law by providing that the fraud and 
negligence penalties are not to apply in the case of a negligent or
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fraudulent failure to file a return. Instead, the bill provides that in 
the case of a fraudulent failure to file a return, the failure to file 
penalty is to be increased to 15 percent of the net amount of tax 
due for each month that the return is not filed, up to a maximum 
of 5 months or 75 percent. The burden of proof on the fraud ele
ment of this increased portion of the penalty is on the IRS (sec.  
7454(a)). If the IRS does not sustain its burden, and if the IRS de
termined in the alternative in the notice of deficiency that the tax
payer is liable for the basic failure to file penalty under section 
651(aX1), then the Court could consider the basic penalty and the 
burden of proof in respect thereof would be on the taxpayer. On 
the other hand, if the IRS does not sustain its burden on the fraud 
element and failed to make an alternative determination on the 
notice but did in its answer or other pleading assert that the tax
payer is liable for the basic penalty, then the Court could also con
sider that penalty but the burden of proof in respect thereof would 
be on the IRS. Finally, if the IRS does not sustain its burden on the 
fraud element and failed to either make an alternative determina
tion in the notice or assert the basic penalty in its answer, the 
Court could not consider that penalty and the taxpayer would not 
be liable for any failure to file penalty.  

The committee has made this modification to improve the coordi
nation of the failure to file penalty with the accuracy-related pen
alties. The committee intends that the courts and the IRS should 
consider the same elements when considering the imposition of this 
new aspect of the penalty as is done under present law when con
sidering imposition of the 6653 penalty where there has been a fail
ure to file a return. Thus, the actions or behavior that trigger the 
penalty under the bill are to be the same as those under present 
laiw.  

Failure to make timely deposits of tax 
The bill also modifies the penalty for the failure to make timely 

deposits of tax in order to encourage depositors to correct their fail
ures. The committee has established a four-tiered penalty structure 
in which the amount of the penalty varies with the length of time 
within which the taxpayer corrects the failure. Under the bill, a 
depositor is subject to a penalty equal to 2 percent of the amount of 
the underpayment if the failure is corrected on or before the date 
that is 5 days after the prescribed due date. A depositor is subject 
to a penalty equal to 5 percent of the amount of the underpayment 
if the failure is corrected after the date that is 5 days after the pre
scribed due date but on or before the date that is 15 days after the 
prescribed due date. A depositor is subject to a penalty equal to 10 
percent of the amount of the underpayment if the failure is cor
rected after the date that is 15 days after the due date but on or 
before the date that is 10 days after the date of the first delinquen
cy notice to the taxpayer (under sec. 6303). Finally, a depositor is 
subject to a penalty equal to 15 percent of the amount of the un
derpayment if the failure is not corrected on or before the date 
that is 10 days after the date of the first delinquency notice to the 
taxpayer (under sec. 6303). This will mean that, on average, a tax
payer will generally have approximately 40 days from the due date 
of the quarterly return that reconciles liability with amounts de-
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posited to make up any shortfall in deposits before the rate of the 
penalty increases from 10 to 15 percent. This time period could be 
significantly shorter in cases of jeopardy. In cases of jeopardy, the 
15-percent rate applies if the taxes are not deposited on or before 
the date on which notice and demand for immediate payment is 
given under section 6861, section 6862, or the last sentence of sec
tion 6331(a). For purposes of this penalty, "deposit" means that 
payment must be made in accordance with the instructions of the 
IRS.  

This penalty structure gives the taxpayer an incentive to correct 
any underpayments before the IRS discovers the underpayment 
and demands payment. The committee recognizes the importance 
of a penalty for failure to deposit taxes, since many of the taxes 
subject to this penalty are trust fund taxes (i.e., amount withheld 
from employee wages), held in trust by the depositor on behalf of 
the employee and the Federal Government. The committee believes 
that the present-law 10-percent. penalty applicable to all failures to 
deposit tax is too harsh in-some circumstances and that depositors 
complying with the law on or before 15 days after the prescribed 
due date should pay a penalty significantly less than 10 percent 
(i.e., 2 percent or 5 percent). In contrast, the committee believes 
that those depositors who have not made required deposits on or 
before the date that is 10 days after the date of the first delinquen
cy notice to the taxpayer should pay a more substantial penalty 
(i.e., 15 percent). As under present law, no penalty is to be imposed 
if the failure to make a timely deposit is due to reasonable cause 
and not willful neglect. The committee intends that this penalty 
not apply in circumstances in which the estimated tax penalties 
(secs. 6654 and 6655) apply. The bill also repeals the present-law 25 
percent penalty on overstated deposit claims.  

Failure to withhold on income of foreign persons 
The bill provides that in cases where a tax on the U.S. income of 

a foreign person was required to be withheld under chapter 3 but 
was not in fact withheld, and the person who would have been enti
tled to a credit for any withholding tax paid instead satisfies its 
own proper tax liability, the withholding agent remains liable for 
any penalties and additions to tax otherwise applicable for failure 
to withhold. Thus, under the bill these withholding agents are sub
ject to the same general approach applicable to U.S. employers who 
withhold income taxes from employees' wages.  

Effective Dates 

The modification to the failure to file penalty applies to returns 
the due date for which (determined without regard to extensions) is 
after December 31, 1989. The modification to the penalty for the 
failure to make timely deposits of tax applies to deposits that are 
required to be made after December 31, 1989. The modification to 
the rules on liabilities of withholding agents applies to failures to 
deduct and withhold taxes after December 31, 1989.



Subtitle H. Technical Corrections Provisions

Amendments to the Technical and Miscellaneous Revenue Act of 
1988 

1. Corporate provisions 

a. Method of computing net unrealized built-in gain or loss 
(sec. 6811(b)(4) of the bill, secs. 1006(d)(22) and 
1006(f)(5)(A) of the 1988 Act and secs. 382(h)(6) and 
1374(d)(5) of the Code) 

Present Law 

Under present law, for purposes of sections 382, 384, and 1374, 
the computation of net unrealized built-in gain and net unrealized 
built-in loss does not include certain items of income or loss unless 
such items are recognized within the recognition period.  

Explanation of Provision 

Items of income or loss that would be treated as built-in gain or 
built-in loss if recognized within the recognition period are includ
ed in the computation of net unrealized built-in gain or net unreal
ized built-in loss, without regard to when or whether such items 
are actually recognized within the recognition period. The provi
sion also clarifies that a net operating loss or capital loss carryfor
ward is not treated as a separate item of built-in deduction but 
simply offsets recognized built-in gain to the extent otherwise per
mitted under the applicable section.  

b. Modification of conforming amendment relating to S 
corporations engaged in banking operations (sec.  
6811(b)(6) of the bill, sec. 1006(f) of the 1988 Act and 
sec. 1361(b)(2)(B) of the Code) 

Present Law 

Under present law, a corporation cannot be an S corporation if 
the corporation is a bank or a thrift institution, regardless of 
whether or not that corporation can claim any deduction for bad 
debts under the reserve method.  

Explanation of Provision 

Prior to the Tax Reform Act of 1986 (the "1986 Act"), a corpora
tion could not be an 8 corporation if the corporation's deductions 
for bad debts could be taken under the reserve method as a bank 
(under Code sec. 585) or as a thrift institution (under sec. 593). The 
1986 Act disallowed the use of the reserve method for bad debts for

(235)
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large banks (sec. 901(aXl) of the 1986 Act). As a conforming amend
ment, the 1986 Act provided that a corporation could not be an S 
corporation if the corporation was a bank or a thrift institution, re
gardless of whether or not that corporation could claim any deduc
tion for bad debts under the reserve method (sec. 901(dX4XG) of the 
1986 Act).  

The provision modifies the conforming amendment in the 1986 
Act such that a corporation is not eligible to be an S corporation if 
the corporation could claim a deduction for bad debts under the re
serve method as a bank if it were a small bank.  

c. Reduction in S corporation income taxed to shareholders 
by the amount of built-in gains tax paid (sec. 6811(b)(7) 
of the bill, sec. 1006(f) of the 1988 Act and sec. 1366(f) 
of the Code) 

Present Law 

The amount of net recognized built-in gain of an S corporation 
subject to tax for any taxable year is limited by the taxable income 
of such corporation. Net recognized built-in gain in excess of such 
corporation's taxable income is treated as net recognized built-in 
gain in succeeding years and is subject to tax in such succeeding 
years. Under present law, the amount of S corporation income 
taxed to shareholders for any taxable year is reduced by the 
amount of built-in gains tax imposed on the S corporation.  

Explanation of Provision 

The provision clarifies that the amount of any built-in gains tax 
paid by an S corporation reduces the amount of S corporation 
income that is taxed to the S corporation shareholders.  

d. Reduction in built-in gains tax by minimum tax credit 
carryovers (sec. 6811(b)(8) of the bill, sec. 1006(f) of the 
1988 Act and sec. 1374(b) of the Code) 

Present Law 

Under present law, it is unclear whether minimum tax credit 
carryovers of an S corporation, arising in a taxable year for which 
the corporation was a C corporation, may offset the built-in gains 
tax of such S corporation.  

Explanation of Provision 

The provision provides that any minimum tax credit carryover of 
an S corporation arising from a year the corporation was a C corpo
ration may reduce the built-in gains tax of the S corporation.
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e. Determination of tax basis of property transferred to 
Alaska Native Corporations (sec. 6815(b) of the bill and 
sec. 5021(e) of the 1988 Act) 

Present Law 
No provision in any law may affect the date on which a transfer 

to an Alaska Native Corporation is made for purposes of determin
ing basis for Federal tax purposes.  

Explanation of Provision 
The 1988 Act states that no provision in any law (whether en

acted before, on, or after the date of enactment of the 1988 Act) 
shall affect the date on which a transfer to an Alaska Native Cor
poration is made for purposes of determining basis for Federal tax 
purposes. The amendment removes any retroactive effect of this 
provision in the 1988 Act and permits Alaska Native Corporations 
to rely on provisions of law that were in effect prior to the 1988 
Act with respect to determining the tax basis of their property. No 
inference is intended regarding the interpretation of such prior 
law.  

2. Minimum tax provisions (sec. 6811(c) of the bill and secs. 53-59 
of the Code) 

a. Tax benefit rule 

Present Law 
The Tax Reform Act of 1986 provided that the Treasury Depart

ment may prescribe regulations providing proper adjustments 
where the taxpayer will not receive a tax benefit from an item for 
any taxable year.  

Explanation of Provision 

The provision clarifies that this rule applies whether the tax ben
efit will result in the current year or in another year.  

The bill also clarifies that the repeal of section 58(h) of prior law 
by the Tax Reform Act of 1986 did not affect the authority of the 
Secretary of the Treasury or his delegate to take into account pref
erences arising in taxable years beginning before January 1, 1987, 
in determining tax liabilities for taxable years beginning after De
cember 31, 1986.  

b. Minimum tax credit 

Present Law 

Present law allows a minimum tax credit for the minimum tax 
paid in prior years by reason of deferral preferences.  

Explanation of Provision 

The provision clarifies that the minimum tax credit includes any 
minimum tax imposed in prior years by reason of the 90-percent 
limitation on the use of the alternative minimum tax foreign tax
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credit. This position is consistent with the position taken by the In
ternal Revenue Service in its forms and accompanying instructions.  
(Under present law, the minimum tax credit includes any mini
mum tax previously paid because of the 90-percent limitation on 
the use of net operating loss deductions.) 

c. Incentive stock options 

Present Law 

Under present law, for purposes of the individual minimum tax, 
stock acquired pursuant to the exercise of an incentive stock option 
is treated without regard to the rules of section 421. Instead, the 
rules of section 83 apply.  

Explanation of Provision 

The bill clarifies that the minimum tax rules applicable to a dis
qualifying disposition of stock acquired pursuant to the exercise of 
an incentive stock option where the amount realized is less that 
the value at the time of exercise follows the regular tax rules of 
section 422A(cX2) where the stock is disposed of in the same tax
able year the income is taken into account for minimum tax pur
poses. Thus the amount included in alternative minimum taxable 
income will not exceed the amount realized on the sale or exchange 
of the stock over the adjusted basis of the stock.  

d. Treatment of acquisition expenses of life insurance com
panies 

Present Law 

In determining adjusted current earnings, acquisition expenses of 
life insurance companies are required to be capitalized and amor
tized in accordance with the treatment required under generally 
accepted accounting principles, as if such treatment were required 
for all prior taxable years.  

Explanation of Provision 

The committee wishes to clarify that to the extent that life insur
ance reserves are relevant in determining the amortization sched
ule under generally accepted accounting principles, tax reserves 
(instead of reserves determined under generally accepted account
ing principles) are to be used. This clarification is considered neces
sary in order to treat acquisition expenses consistently under the 
book income preference and the ACE provision, and should not be 
considered as establishing a connection between the tax reserve 
method for a life insurance contract and the income tax treatment 
of acquisition costs relating to such contract.
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3. Accounting provisions 
a. Treatment of long-term contracts secss. 6811(d) and 

6815(e) of the bill, secs. 1008 and 5041 of the 1988 Act, 
and sec. 460 of the Code) 

Present Law 
Taxpayers engaged in the production of property under a long

term contract must compute income from the contract under either 
the percentage of completion method or the percentage of comple
tion-capitalized cost method. Exceptions to these required account
ing methods are provided for certain construction contracts of 
small businesses (generally, those taxpayers with no more than $10 
million in average annual gross receipts for the three taxable years 
preceding the taxable year in which the contract is entered into) 
and certain home construction contracts.97 

Under the percentage of completion method, a taxpayer must in
clude in gross income for any taxable year an amount that is based 
on the product of (1) the gross contract price and (2) the percentage 
of the contract completed as of the end of the taxable year. The 
percentage of the contract completed as of the end of a taxable 
year is determined by comparing costs incurred with respect to the 
contract as of the end of the year with the estimated total contract 
costs.  

At the time that a contract reported under the percentage of 
completion method is completed (or, in the case of amounts that 
are received or accrued after the completion of the contract, at the 
time that the amounts are received or accrued), a determination is 
made whether the taxes paid with respect to the contract for each 
year of the contract were greater than or less than the amount 
that would have been paid if gross income had been computed by 
using the actual gross contract price and actual total contract 
costs, rather than the anticipated contract price and costs. Interest 
must be paid by the taxpayer if, after applying this "look-back" 
method, there is an underpayment of tax by the taxpayer with re
spect to the taxable year. Similarly, interest must be paid to the 
taxpayer by the Internal Revenue Service if there is an overpay
ment of tax with respect to the taxable year.  

In applying the look-back method, amounts that are received or 
accrued after the completion of the contract are to be taken into 
account by discounting such amounts to their present value as of 
the completion of the contract. A taxpayer may elect with respect 
to any contract not to discount amounts received or accrued after 
the completion of the contract.  

Under the percentage of completion-capitalized cost method, a 
taxpayer must take into account 90 percent of the items under the 
contract under the percentage of completion method. The remain
ing 10 percent of the items under the contract must be taken into 
account under the taxpayer's normal method of accounting (e.g., 

91 A contract is treated as a home construction contract only if 80 percent or more of the 
estimated total contract costs (as of the close of the taxable year in which the contract is en
tered into) are reasonably expected to be attributable to the building, construction, reconstruc
tion, or rehabilitation of certain dwelling units or certain improvements to real property direct
ly related to such dwelling units.
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the completed contract method of accounting). Exceptions to the 
90/10 requirement are provided for certain ship construction con
tracts (40 percent under the percentage of completion method and 
60 percent under the taxpayer's normal method of accounting) and 
certain residential construction contracts (70 percent under the 
percentage of completion method and 30 percent under the taxpay
er's normal method of accounting).  

-Explanation of Provisions 

The bill contains several modifications and clarifications with re
spect to the present-law treatment of long-term contracts.  

First, the bill provides that, except for purposes of applying the 
look-back method, all of the income under a long-term contract 
must be taken into account no later than the taxable year that fol
lows the taxable year in which the contract is completed. This rule 
is to apply even though all of the estimated total contract costs 
have not been incurred as of the end of that taxable year. Because 
this provision does not apply for purposes of the look-back method, 
a taxpayer may be entitled to receive interest under the look-back 
method if costs properly allocable to the contract are actually in
curred after the end of that taxable year.  

In addition, the bill clarifies the exception to the long-term con
tract rules for certain construction contracts of taxpayers whose 
average annual gross receipts for the prior three taxable years do 
not exceed $10 million. Under the bill, the gross receipts of any 
predecessor of the taxpayer (and certain related persons) are to be 
taken into account in determining whether this exception applies.  

The bill also clarifies that the cost of installing any integral com
ponent to real property (e.g., a heating or air conditioning system) 
is to be considered a qualifying cost for purposes of the definition of 
home construction contract and residential construction contract.  

The bill contains two clarifications with respect to the look-back 
method. First, the bill provides that interest payable by a taxpayer 
under the look-back method is to be treated as an increase in tax 
for purposes of subtitle F of the Code (other than the estimated tax 
provisions). Consequently, in the case of a failure to timely pay the 
interest due under the look-back method, interest and any applica
ble penalties would apply. Second, the bill provides for a reapplica
tion of the look-back method if costs are properly taken into ac
count after the completion of the contract or if an adjustment is 
made to the estimated total contract costs after the completion of 
the contract. In applying the look-back method, costs under a con
tract that are taken into account after the completion of a contract 
are to be treated for purposes of discounting in the same manner 
as items of income.  

Finally, the bill clarifies that the regulatory authority granted to 
the Secretary of the Treasury to prevent the avoidance of the long
term contract rules applies to qualified ship contracts.
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b. Treatment of certain installment sales by nondealers 
(sec. 6815(g) of the bill, sec. 5076 of the 1988 Act, and 
sec. 453A of the Code) 

Present Law 
Under present law, special installment sale rules apply to non

dealer sales of property with a sales price in excess of $150,000, 
other than property used or produced in the trade or business of 
farming, and timeshares and residential lots with respect to which 
interest is paid. First, an interest charge is imposed on the tax that 
is deferred under the installment method to the extent attributable 
to the amount by which the deferred payments arising from all dis
positions of such property during any year exceed $5 million.  
Second, if any indebtedness is secured directly by an installment 
obligation that arises out of the disposition of such property, the 
net proceeds of the secured indebtedness are treated as a payment 
on such installment obligation.  

Explanation of Provision 

The bill provides that the sale of personal use property by an in
dividual is not subject to the special installment sale rules that 
generally apply to a nondealer sale of property with a sales price 
in excess of $150,000. For this purpose, personal use property is de
fined as any property substantially all the use of which by the tax
payer is not in connection with a trade or business of the taxpayer 
or an investment activity.  

c. Exceptions to the uniform cost capitalization rules (sec.  
6816(b) of the bill, sec. 6026 of the 1988 Act, and sec.  
263A of the Code) 

Present Law 

The Technical and Miscellaneous Revenue Act of 1988 contains 
two exceptions to the uniform cost capitalization rules. First, the 
Act provides an exception to the uniform cost capitalization rules 
for any otherwise deductible expense that is paid or incurred by an 
individual that is engaged in the business of being a writer, photog
rapher, or artist.  

Second, the Act provides an exception to the uniform cost capi
talization rules for any otherwise deductible expense that is in
curred by a taxpayer in connection with the production of animals 
in any farming business other than a farming business of a corpo
ration, partnership or tax shelter that is required to use an accrual 
method of accounting. Prior to the Act, the uniform cost capitaliza
tion rules applied to the cost of producing an animal with a prepro
ductive period of more than two years, unless an election was made 
to use the alternative depreciation system with respect to property 
used in the farming business. A taxpayer that made such an elec
tion for a taxable year beginning before January 1, 1989, is allowed 
to revoke the election for the first taxable year beginning after De
cember 31, 1988, without the consent of the Treasury Secretary.
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Explanation of Provisions 

Exception for free-lance authors, photographers, and artists.-The 
bill clarifies that the exception to the uniform cost capitalization 
rules for certain free-lance authors, photographers, and artists also 
applies to certain expenses incurred by certain corporations owned 
by such persons.  

Exception for certain producers of animals.-In addition, the bill 
clarifies that only taxpayers engaged in a farming business that in
volves the production of animals having a preproductive period of 
more than two years may revoke prior elections to use the alterna
tive depreciation system with respect to property used in the farm
ing business.  

d. Treatment of interest expense under the uniform cost 
capitalization rules (sec. 6831(c) of the bill, sec. 803 of 
the 1986 Act, and sec. 263A of the Code) 

Present Law 

Under the uniform cost capitalization rules, certain interest costs 
and taxes incurred in connection with the production of propert:
are required to be capitalized and, generally, are recovered over 
the applicable recovery period of the property to which the costs 
relate. In general, interest costs are required to be capitalized if the 
indebtedness to which the interest relates is directly attributable to 
production expenditures incurred in producing certain long-lived 
property or property with an extended production period. Addition
al interest costs are required to be capitalized if the interest costs 
could have been avoided if the production expenditures had not 
been incurred. For this purpose, production expenditures are de
fined as all costs required to be capitalized or included in inventory 
under the uniform cost capitalization rules, including interest that 
was capitalized in a prior taxable year.  

The law in effect before the enactment of the uniform capitaliza
tion rules (sec. 189) required the capitalization of certain construc
tion period interest and taxes. These capitalized costs were general
ly amortized over a 10-year period.  

The uniform cost capitalization rules and the repeal of prior law 
are effective for costs incurred after December 31, 1986, in taxable 
years ending aft-: such date. Property produced by a taxpayer for 
use by the taxpayer, however, is not subject to the uniform cost 
capitalization rules if substantial construction occurred before 
March 1, 1986. Instead, such property remains subject to the rules 
of prior law. In addition, certain transition property is excluded 
from the interest capitalization provisions of present law.  

Explanation of Provision 

The bill clarifies that interest incurred after December 31, 1986, 
is subject to capitalization under present law even though attribut
able to costs incurred prior to January 1, 1987. The costs incurred 
before January 1, 1987, that are taken into account in determining 
the amount of interest to be capitalized, however, are limited to 
those costs that (1) were required to be capitalized under prior law 
and (2) would have been taken into account in determining the
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amount of interest to be capitalized under prior law. This clarifica
tion does not alter the treatment of certain property that was pro
vided transition relief under the 1986 Act or the treatment of prop
erty produced by a taxpayer for use by the taxpayer if substantial 
construction occurred before March 1, 1986. In addition, this clarifi
cation does not alter the amortization of interest and taxes that 
were capitalized under the law in effect before the 1986 Act.  

In addition, the bill clarifies that certain property that was pro
vided transition relief under the 1986 Act is subject to the capitali
zation rules of prior law with respect to interest and subject to the 
uniform cost capitalization rules of present law with respect to 
other costs, including taxes.  
4. Foreign tax provisions 

a. Special rules for transportation income (sec. 6811(h)(8)
(10) of the bill, sec. 1012(e) of the 1988 Act, and secs.  
872, 883, and 887 of the Code) 

Present Law 
Gross basis tax 

The 1986 Act generally imposed a four percent tax on the U.S.  
source gross transportation income of foreign persons. As amended 
by the 1988 Act, U.S. source gross transportation income means 
gross income, not effectively connected with the conduct of a trade 
or business in the United States, but attributable to transportation 
which either begins or ends (but that does not both begin and end) 
in the United States. The gross basis tax was not intended to over
ride U.S. income tax treaties with foreign countries. Therefore, a 
foreign person entitled to a treaty exemption is not subject to the 
tax.  

For a foreign person's transportation income (other than leasing 
income) to be effectively connected with the conduct of a trade or 
business in the United States, the 1986 Act provided that (1) the 
foreign person must provide regularly scheduled transportation 
into, out of, or within the United States; (2) substantially all of the 
person's U.S. source gross transportation income must be attributa
ble to the regularly scheduled transportation; and (3) the foreign 
person must maintain a fixed place of business in the United 
States through which the foreign person conducts its U.S. transpor
tation business. Thus, for example, an occasional flight or voyage 
to the United States will not allow foreign persons to treat them
selves as being engaged in a U.S. trade or business and thereby 
avoid the gross basis tax. For a foreign person engaged in the leas
ing of ships or aircraft to derive effectively connected transporta
tion income, the foreign person must maintain a fixed place of 
business in the United States and substantially all of the person's 
U.S. source gross transportation income must be attributable to the 
fixed place of business.  
Reciprocal exemption 

As amended by the Tax Reform Act of 1986, the Code provides 
an exemption from U.S. tax on certain types of transportation 
income earned by a corporation that is organized in, or a nonresi-
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dent alien that is resident in, a foreign country that grants an 
equivalent exemption to corporations that are organized in the 
United States or individual residents of the United States. The 
classifications of income that qualify for the reciprocal exemption 
are (1) income from the international operation of a ship or ships, 
(2) income from the international operation of aircraft, and (3) cer
tain earnings from payments for temporary use of railroad rolling 
stock.  

Countries treating foreign-organized corporations as domestic 
Certain countries, for purposes of their internal tax laws, gener

ally treat as domestic a corporation organized in a foreign country 
(such as the United States) if the corporation's primary location for 
tax jurisdiction purposes (e.g., its place of management and control) 
is in fact in that country, rather than its place of organization.  
Treasury has exchanged notes on exemption from tax on transpor
tation income with numerous countries. Generally, in establishing 
the criteria for the reciprocal tax exemption on transportation 
income in the 1986 Act, Congress did not intend to condition the 
exemption of corporations organized in any particular country on 
that country's grant of an equivalent exemption covering corpora
tions which are properly treated as residents of that foreign coun
try under its tax laws. Thus, a foreign country could be viewed as 
generally providing U.S. corporations a tax exemption even if it 
does not exempt from tax corporations organized the United States, 
but treated as residents of that country under its laws, assuming 
those laws would treat a U.S. corporation as a local resident only 
on the basis that such corporation's center of management or con
trol, or comparable attribute, was in that foreign country.  

Possessions of the United States 
When Congress enacted the four percent tax on U.S. source gross 

transportation income, Congress anticipated that this tax, by in
creasing U.S. taxation of persons from foreign countries that have 
not provided reciprocal exemptions to U.S. persons, would encour
age those foreign countries to amend their tax laws to provide such 
reciprocal exemptions.  

The income tax laws of the United States are currently in effect, 
completely or partially, in Guam, the Commonwealth of the North
ern Mariana Islands ("CNMI"), the U.S. Virgin Islands, and Ameri
can Samoa as their own income tax systems. These jurisdictions 
are termed "possessions" of the United States for tax purposes. To 
transform the Code into a local tax code, each possession, in effect, 
substitutes its name for the name "United States" where appropri
ate in the Code. The possessions generally are treated as foreign 
countries for U.S. tax purposes. Similarly, the United States gener
ally is treated as a foreign country for purposes of possessions tax
ation. This word-substitution system is known as the "mirror 
system." As a result of changes brought about by the 1986 Act, in
dividual possessions are able to take steps that would permit them 
to amend their tax laws internally. As of this time, certain posses-
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sions have taken the necessary steps to permit such internal 
amendment, but others have not.98 

Thus, for example, a U.S. corporation operating a transportation 
business traversing a route between a possession on the mirror 
system and the United States would generally be subject in the 
possession to the four percent tax on the possession source gross 
transportation income, unless United States law provides an ex
emption from the equivalent tax for corporations organized in the 
possession. Similarly, a corporation organized in that possession op
erating on the same route would generally be subject in the United 
States to the four percent tax on the U.S. source gross transporta
tion income, unless the possession's internal law provides an ex
emption from the equivalent tax to U.S. corporations.  

Assuming that the internal laws of both the United States and 
any possession on the mirror system did impose the four percent 
tax on mirror possession persons and on U.S. persons, respectively, 
then a mirror possession currently without authority to amend its 
internal tax laws would be deprived of the power to eliminate that 
tax on a reciprocal basis. On the other hand, if the internal laws of 
the United States do not impose the four percent tax on corpora
tions organized in a mirror possession, or individual citizens and 
residents of a mirror possession, the exemption is necessarily recip
rocal by virtue of the mirror system, thus accomplishing the in
tended result of the 1986 Act.  

Explanation of Provision 

Gross basis tax 
The bill clarifies the 1986 Act's special rules for determining 

whether transportation income is treated as effectively connected 
with the conduct of a trade or business in the United States, by 
providing that those rules only apply to U.S. source gross transpor
tation income, and not transportation income generally. Thus, 
under the bill, failure to have substantially all of a taxpayer's U.S.  
source transportation income attributable to regularly scheduled 
transportation (or, in the case of income from the leasing of a 
vessel or aircraft, attributable to a fixed place of business in the 
United States) would not automatically prevent transportation 
income other than U.S. source gross transportation income from 
being treated as effectively connected with the conduct of a trade 
or business in the United States if the general rules would treat 
such other transportation income as so effectively connected.  

Reciprocal exemption 

Countries treating foreign-organized corporations as domestic 
The bill clarifies that in general a foreign country may be treat

ed as providing a reciprocal exemption for transportation income to 
corporations organized in the United States even if the laws of 

9 Under the 1986 Act, Guam, CNMI, and American Samoa are eligible to amend their inter
nal comee tax laws independently of the Code as mirrored, upon the effective date of an "im
plem nting agreement" between the poceeion and the United States. To date, American 
Samoa has an implementing agreement in effect, and Guam has entered into such an agree
ment effective 1991.
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such foreign country would not provide an exemption to a corpora
tion which, although organized in the United States, would be sub
ject to tax on a residence basis by the foreign country. The commit
tee intends that a foreign country not be treated as providing an 
exemption triggering the Code's reciprocal exemption provisions, 
however, if the laws of the foreign country would tax U.S. corpora
tions on a residence basis even though the corporation is not pri
marily based in that foreign country. Nor does the committee 
intend that an exemption apply to corporations organized in a for
eign country that imposes residence-based taxation in a manner 
that would, in practice, deprive a U.S. corporation of a type of tax 
benefit that a comparably situated corration organized in the for
eign country would enjoy under U.S. law, assuming that the recip
rocal exemption provisions of the Code applied to such corporation.  
The Treasury is authorized to prescribe those characteristics of res
idence-based taxation systems which will qualify the exemptions 
provided by such systems to U.S. corporations as "equivalent ex
emptions" adequate to trigger the Code's reciprocal exemption pro
visions.  

Possessions of the United States 
The bill clarifies that the term "U.S. source gross transportation 

income" does not include any income taxable in a possession of the 
United States under the provisions of the Code as made applicable 
in that possession. By operation of the mirror system, the bill clari
fies the existence of an equivalent exemption of U.S. persons from 
taxation by a possession on the mirror system of their possession 
source gross transportation income. Thus the bill clarifies that a 
corporation organized in a possession on the mirror system, operat
ing a transportation business traversing a route between the pos
session and the United States, is not subject in the United States to 
the four percent tax on the gross U.S. source transportation 
income. Under the internal law of that possession, by the same 
token, a U.S. corporation operating a transportation business tra
versing the same route is not subject in the possession to the four 
percent tax on the possession source gross transportation income of 
foreign persons.  

For purposes of providing reciprocal exemptions from U.S. tax on 
the transportation income of foreign persons, the bill authorizes 
the Treasury to treat U.S. possessions as foreign countries. Thus 
the bill clarifies that Treasury may initiate agreements pursuant 
to which, in cases where a possession is not strictly on the mirror 
system, corporations organized in that possession, and individual 
residents of that possession, may be entitled on the same basis as 
residents of foreign countries to U.S. tax exemption on their trans
portation income.  

b. Exception for same-country interest, dividends, rents and 
royalties (sec. 6811(h)(3) of the bill, sec. 1221(a)(1) of 
the 1986 Act, and sec. 954(c)(3) of the Code) 

Present Law 

When a controlled foreign corporation earns subpart F income, 
including foreign personal holding company income or any other
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tax haven income, the corporation's U.S. shareholders are general
ly subject to current U.S. taxation on their pro rata shares of the 
subpart F income. The term foreign personal holding company 
income is defined generally to include dividends and interest 
income as well as rents and royalties (sec. 954(cX1XA)). The term 
excludes, however, certain dividends and interest received from a 
related person that (1) is created or organized under the laws of the 
same foreign country as the recipient controlled foreign corpora
tion, and (2) has a substantial part of its assets used in its trade or 
business located in such same foreign country (sec. 954(cX3XAXi)).  
The term also excludes certain rents and royalties received from a 
related person for the use of, or for the privilege of using, property 
within the country under the laws of which the controlled foreign 
corporation is created or organized (sec. 954(cX3XAXii)).  

The 1986 Act provided a rule to prevent deductible intercompany 
payments that benefit from the same-country exception from re
ducing the total tax haven income of a group of related companies.  
Under the rule enacted in 1986, interest payments do not qualify 
for the exception to the extent that such payments reduce the sub
part F income of the payor (sec. 954(cX3XB)).  

Under the literal terms of subpart F, the term "related person" 
includes pass-through entities such as partnerships and trusts (sec.  
954(dX3)). In the 1986 Act, Congress expanded the definition of the 
term "related person" in order to end an abuse by which income 
that would be subpart F income if received from a subsidiary was 
routed through an entity, e.g. a partnership, that was not included 
in the definition of a related person. H.R. Rep. 99-426, 99th Cong., 
1st Sess. 403 (1985). Congress did not intend by that amendment to 
permit intercompany payments to reduce the tax haven income of 
a related group, for example, by the payment of interest by a relat
ed pass-through entity which was created or organized in the same 
country as the interest recipient, or by the payment of rents or roy
alties by a pass-through entity for the use of property in such coun
try, where the pass-through entity is not the type of person that is 
subject to subpart F taxation. Nor did Congress intend that pass
through entities be used as devices for transferring the benefit of 
the same-country exception to payments effectively made by per
sons from which direct payments would not satisfy the require
ments of the same-country exception.  

Explanation of Provision 

The bill provides that the exception from treatment as foreign 
personal holding company income for dividends or interest received 
from a related person that is created or organized under the laws 
of the same country as the recipient only applies to payments re
ceived from a related person that is a corporation. Thus, the bill 
clarifies that if, for example, two related corporations organize a 
partnership in a country in which neither partner was created or 
organized, and if the partnership borrows from a related same
country controlled foreign corporation, the same-country exception 
will not apply to the interest income received by the controlled for
eign corporation from the partnership.
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The bill also provides that the exception from treatment as for
eign personal holding company income for rents or royalties re
ceived from a related person for the use of, or for the privilege of 
using, property within the country under the laws of which the re
cipient is created or organized only applies to payments received 
from a related person that is a corporation. Thus, the bill clarifies 
that if, for example, two related corporations organize a partner
ship, and the partnership leases or licenses property from a related 
controlled foreign corporation, the same-country exception will not 
apply to the rent or royalty income received by the controlled for
eign corporation from the partnership.  

c. Dual consolidated losses of insurance companies that are 
controlled foreign corporations (sec. 6816(k) of the bill, 
sec. 6135(a) of the 1988 Act, and sec. 953(d) of the Code) 

Present Law 

A foreign corporation that would qualify to be taxed as an insur
ance company if it were a domestic corporation may, under certain 
circumstances, elect to be treated as a domestic corporation (sec.  
953(d)).  

Under the 1986 Act, a dual consolidated loss is not allowed to 
reduce the taxable income of any other member of an affiliated 
group. Generally, the term "dual consolidated loss" is defined as 
any net operating loss of a domestic corporation which is subject to 
an income tax of a foreign country without regard to whether such 
corporation's income is from sources inside or outside of such for
eign country, or is subject to tax on a residence basis (sec. 1503(d)).  
The Treasury has authority to provide by regulations that the term 
"dual consolidated loss" does not include any loss which, under the 
foreign income tax law, does not offset the income of any foreign 
corporation (sec. 1503(dX2XB)).  

Typically, a foreign corporation that makes the section 953(d) 
election is a resident of a foreign country, and if it is subject to 
income tax in that country on a world-wide or residence basis, its 
losses are dual consolidated losses unless excepted from that defini
tion by regulations. However, the 1988 Act specifically provided 
that if such an electing corporation is treated as a member of an 
affiliated group for purposes of filing a consolidated return, any 
loss of such an electing corration is treated as a dual consolidat
ed loss as defined in the dual consolidated loss provisions of the 
1986 Act (sec. 953(dX3)). The Treasury generally does not have au
thority to promulgate regulations making the loss of an electing 
corporation not a dual consolidated loss.  

Explanation of Provision 

The bill clarifies that an7 loss of a foreign corporation electing to 
be treated as a domestic insurance company will be treated as a 
dual consolidated loss and will therefore not .be allowed to reduce 
the taxable income of any other member of the affiliated group for 
the taxable year or any other taxable year. Thus, the bill clarifies 
that the treatment of electing corporation losses as dual consolidat
ed losses under section 953(d) precludes any contrary treatment
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under regulations that may provide exceptions from the definition 
of dual consolidated losses.  

d. Withholding tax paid by partnerships with respect to for
eign partners (sec. 6811(h)(6) of the bill, sec.  
1012(s)(1)(A) of the 1988 Act, and secs. 1446 and 1463 of 
the Code) 

Present Law 
Partnerships that conduct a trade or business in the United 

States are required to pay a withholding tax with respect to a for
eign partner's distributive share of the partnership's effectively 
connected taxable income. The 1988 Act requires partnerships to 
pay this tax in the manner and at the time prescribed by regula
tions. The amount of the tax is the applicable percentage (which is 
dependent on corporate or noncorporate status of the foreign part
ners) of the effectively connected taxable income of the partnership 
that is allocable under section 704 to foreign partners. The applica
ble percentage is the highest rate of tax to which each foreign part
ner is subject.  

A foreign partner is allowed a credit against its tax liability for 
its share of the withholding tax paid by the partnership. An 
amount of cash equal to this credit is treated as having been dis
tributed to the foreign partner by the partnership on the last day 
of the partnership's taxable year for which the tax was paid, thus 
reducing the partner's basis in the partnership. The Treasury has 
provided by Revenue Procedure that if the foreign partner disposes 
of its interest in the partnership prior to the last day of the part
nership's taxable year, the partner will be treated as having re
ceived this cash distribution on the date of disposition of its part
nership interest (Rev. Proc. 89-31, sec. 9.01, 1989-20 I.R.B. 136, 
143).  

The Treasury has provided that the withholding tax generally 
must be paid in four installments during the taxable year of the 
partnership in which the effectively connected taxable income is 
derived (Rev. Proc. 89-31, sec. 7.014). A partnership that is required 
to pay this tax, but fails to do so, may be liable for the payment of 
the tax and any applicable penalties or additions including inter
est. Generally, taxpayers liable for tax under chapters 1 and 2 
(secs. 1-1403) must make estimated tax payments for the current 
year at least quarterly, and penalties are imposed for underpay
ment of estimated tax (secs. 6654 and 6655). The withholding tax 
paid by a partnership with respect to a foreign partner's share of 
effectively connected income is a chapter 3 (secs. 1441-1464) tax, 
and thus failure to pay this tax does not trigger underpayment of 
estimated tax penalties.  

Explanation of Provision 

Rate of tax 
The bill clarifies that with respect to foreign corporate partners, 

the applicable percentage for computing the amount of withholding 
tax is the highest rate of tax to which corporations generally are 
subject, currently a4 percent.
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Deemed distributions 
The bill provides that, except as provided in regulations, a for

eign partner's share of withholding tax paid by a partnership is 
treated as distributed to the partner on the date which is the earli
er of (1) the date that the tax is actually paid by the partnership to 
the Internal Revenue Service, or (2) the last day of the partner
ship's taxable year for which the tax is paid. Assume, for example, 
that a U.S. partnership has as its taxable year a calendar year and 
has one foreign partner. The foreign partner also is a calendar year 
taxpayer. On June 15, 1990, the partnership pays withholding tax 
of $100 on behalf of the foreign partner related to effectively con
nected taxable income of the partnership earned during 1990.  
Under the bill, the foreign partner is treated as having received a 
distribution of $100 from the partnership on June 15, 1990, thereby 
causing a $100 reduction in the basis of its interest in the partner
ship. Further assume that on April 15, 1991, the partnership pays 
an additional withholding tax of $200 on behalf of the foreign part
ner related to the partnership's 1990 effectively connected taxable 
income. As a result of this additional payment of withholding tax, 
the foreign partner is treated under the bill as having received a 
$200 distribution from the partnership on December 31, 1990 (the 
last day of the partnership's taxable year for which the tax is paid).  

The committee contemplates that this rule may be appropriately 
altered by regulations to provide for earlier deemed distributions 
and reductions of basis in circumstances such as those involving 
mid-year dispositions of partnership interests. Assume that in the 
foregoing example the foreign partner disposed of its interest in 
the partnership on December 15, 1990. The committee anticipates 
that the Treasury may treat such a partner as having received a 
distribution of $200 (corresponding to the April 15, 1991 tax pay
ment) on December 15, 1990, thus reducing the partner's basis in 
its partnership interest for purposes of determining its gain or loss 
resulting from the disposition.  

Penalties, interest, and other additions 
Under the bill, the Treasury is authorized to impose penalties for 

failure to satisfy withholding tax liabilities, which penalties would 
be similar to those imposed on corporations for failure to pay esti
mated tax under section 6655. For purposes of imposing such penal
ties, the bill provides the Treasury authority to treat the withhold
ing tax as a tax imposed by section 11 and to treat any partnership 
required to pay such tax as a corporation. In addition, the Treasury 
may provide appropriate adjustments in applying the rules of sec
tion 6655 to any underpayments of the withholding tax by a part
nership. For example, section 6665 contains an exception which 
limits a corporation's required annual payment of estimated tax to 
the lesser of 90 percent of its current year's tax or 100 percent of 
its preceding year's tax. The committee does not intend that a part
nership which fails to satisfy its obligation under section 1446, but 
that owed no prior year withholding tax, would be excused from 
the penalty. However, the committee contemplates that a rule 
similar to the section 6655 rule allowing a corporation to determine 
its required installment of estimated tax on the basis of annualized
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income could also be made available to partnerships by the Treas
ury..  

Generally, penalties, interest, and other additions to tax paid by 
a partnership as a result of failure to pay withholding tax on 
behalf of a foreign partner will not be creditable by such partner 
against its substantive tax liability. However, in order to avoid the 
assessment of underpayment of estimated tax penalties against 
both the partnership and the foreign partner with respect to the 
same item of income (i.e., the foreign partner's distributive share of 
the partnership's effectively connected taxable income), the com
mittee anticipates that the Internal Revenue Service may allow the 
foreign partner a reduction of its estimated tax underpayment pen
alty attributable to partnership income, in the amount of any esti
mated tax underpayment penalty paid by the partnership with re
spect to failure to pay withholding tax on income that is allocable 
to that partner.  

e. Excise tax on insurance premiums paid to foreign insur
ers and reinsurers (sec. 6811(h)(11) of the bill, sec.  
1012(q)(13) of the 1988 Act, and sec. 4371 of the Code) 

Present Law 
In certain cases, an excise tax is imposed (sec. 4371) on each 

policy of insurance, indemnity bond, annuity contract, or policy of 
reinsurance issued by any foreign insurer or reinsurer to or for or 
in the name of a domestic corporation or partnership, or a U.S.  
resident individual, with respect to risks wholly or partly within 
the United States, or to or for or in the name of any foreign person 
engaged in business within the United States with respect to risks 
within the United States. The excise tax is imposed at the rate of 
(1) 4 cents on each dollar (or fraction thereof) of the premium paid 
on a policy of casualty insurance or indemnity bond; (2) 1 cent on 
each dollar (or fraction thereof) of the premium paid on a policy of 
life, sickness, or accident insurance, or annuity contract on the life 
or hazards to the person of a U.S. citizen or resident, unless the in
surer is subject to tax under section 842(b) (relating to the taxation 
of foreign insurance companies); and (3) 1 cent on each dollar (or 
fraction thereof) of the premium paid on a policy of reinsurance 
covering any of the contracts taxable under (1) or (2). Present law 
exempts any amount which is effectively connected with the con
duct of a trade or business within the United States from the 
excise tax on insurance and reinsurance premiums, unless that 
amount is exempt from net-basis taxation pursuant to a treaty obli
gation of the United States.  

If a foreign company would, were it domestic, be subject to the 
Code's insurance company tax provisions, and that company carries 
on an insurance business within the United States, then its income 
effectively connected with the conduct of a trade or business in the 
United States is subject to U.S. income tax rules applicable to the 
income of domestic insurance companies (sec. 842(a)). Thus, the 
excise tax by its terms applies only to premiums the income from 
which is not subject to the incmee. tax. No less than a certain re
quired amount of the foreign insurance company's net investment 
income must be treated as income effectively connected with the
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conduct of a trade or business in the United States (sec. 842(b)).  
Life, sickness, accident, and annuity premiums paid to a foreign in
surance company are not subject to the excise tax if the company is 
subject to taxation under this rule for measurmg U.S. effectively 
connected net investment income. However, if a foreign insurance 
company carries on an insurance business within the United States 
and collects casualty insurance premiums both effectively connect
ed and not effectively connected with the conduct of that business, 
then the effectively connected premiums are exempt from the 
excise tax, but the non-effectively connected premiums on policies 
covering U.S. risks are subject to the excise tax.  

Prior to the 1988 Act, the excise tax did not have a general ex
emption for U.S. effectively connected amounts. Instead, the Code 
provided a general exemption from the excise tax in the case of 
policies signed or countersigned by an officer or agent of the insur
er in a state or the District of Columbia, within which such insurer 
is authorized to do business. 99 During the pre-1988 Act period, the 
special excise tax exemption for life, sickness, accident, and annu
ity premiums could in some cases exempt from the excise tax pre
miums effectively connected with a U.S. insurance business, which 
premiums otherwise would arguably not have been exempted by 
the general exemption for policies signed or countersigned in 
places where the company was authorized to do business. See Nep
tune Mutual Association, Ltd., of Bermuda v. United States, 862 
F.2d 1546 (Fed. Cir. 1988). Moreover, during that period any foreign 
life insurance company (as contrasted with a non-life company) car
rying on a life insurance business within the United States was 
subject to special U.S. taxing rules.100 Since the 1988 Act, however, 
the special excise tax exemption for life, sickness, accident, and an
nuity premiums paid to foreign insurance companies subject to the 
rules for imposing income tax on net investment income can only 

" Prior to the Foreign Investors Tax Act of 1966, the Code did not generally impose income 
tax on foreign insurers and reinsurers carrying on an insurance business in the United States 
by reference to whether or not the income of such companies was effectively connected with the 
conduct of a trade or business in the United States. Rath r, such companies (other than life 
insurance companies) were generally subject to U.S. tax only on their income from sources 
within the United States.  

100 Prior to the 1966 Act any foreign lije insurance company carrying on a life insurance busi
ness within the United States was generally subject to a special rule taxing its U.S. insurance 
income in the same manner as a domestic life insurance company. Beginning with the Life In
surance Company Income Tax Act of 1959, certain adjustments not applicable to U.S. life insur
ance companies were made applicable to the income of foreign life insurance companies subject 
to such U.S. income taxation. Corresponding to the special rules for the imposition of U.S.  
income tax on foreign life insurance companies carrying on a life insurance business in the 
United States, the Code prior to the 1966 Act had a special exemption from the excise tax for 
life, sickness, accident, and annuity policy premiums paid to any foreign life insurance company 
subject to the special income tax rule.  

Since the 1966 Act the Code has contained rules (amended from time to time, most notably 
recently by the enactment of section 842(b) in the Omnibus Budget Reconciliation Act of 1987) 
designed to ensure that no less than a certain required amount of a foreign life insurance com
pany's worldwide investment income is deemed effectively connected with the company's U.S.  
insurance business and thus is taxed by the United States. In the 1987 Act these rules were 
strengthened and made applicable to all foreign insurance companies carrying on an insurance 
business within the United States. Since the 1966 Act the excise tax has been inapplicable to 
life, sickness, and accident insurance policy premiums, and annuity contract premiums, with re
spect to the lives or hazards to the person of citizens or residents of the United States, paid to 
foreign companies subject to these special rules for computing U.S. effectively connected income.  
(By contrast, when in 1987 the special rules for computing U.S. effectively connected income 
were extended to foreign non-life insurance companies, Congress did not enact a corresponding 
exemption from the excise tax for premiums on casualty insurance policies covering U.S. risks 
paid to foreign companies engaged in a U.S. insurance business.)
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exempt from excise tax premiums paid to a company all or part of 
the premium income of which is also exempt from the excise tax 
pursuant to the general exemption for non-treaty-protected 
amounts effectively connected with the conduct of a trade or busi
ness within the United States.  

Explanation of Provision 

The bill repeals the special exemption from excise tax for life, 
sickness, accident, and annuity premiums paid to foreign compa
nies subject to tax under the special income tax rules setting the 
required minimum amount of net investment income treated as ef
fectively connected with the conduct of a trade or business in the 
United States. Under the bill, any premium received by such a 
company which is effectively connected with its conduct of a trade 
or business in the United States would continue to be exempt from 
excise tax under the general exemption as amended by the 1988 
Act. On the other hand, if a company carries on an insurance busi
ness in the United States and also collects premiums not effectively 
connected with its U.S. business on policies of life, sickness, or acci
dent insurance, or annuity contracts, with respect to the lives or 
hazards to the person of citizens or residents of the United States, 
then under the bill these premiums are subject to the excise tax. In 
this respect, therefore, the bill conforms the treatment of life, sick
ness, accident, and annuity premiums with the treatment of casual
ty premiums.  

f. Foreign currency gains and losses (sec. 6811(h)(7) of the 
bill, secs. 1012(v) and 6130 of the 1988 Act, and sec. 988 
of the Code) 

Present Law 

In order to resolve uncertainties and to reduce discontinuities 
arising under the prior law that applied to exchange gains and 
losses, Congress in the Tax Reform Act of 1986 provided uniform 
source and character rules for certain gains and losses from foreign 
currency-related "section 988 transactions." Certain gains and 
losses from such transactions are referred to under the Act as "for
eign currency gains and losses." The general rule under the Act is 
that the character of foreign currency gain or loss is ordinary.  

The Act allows flexibility to alter the character of exchange gain 
or loss in appropriate circumstances. For example, as amended by 
the 1988 Act, the term "section 988 transaction" generally includes 
certain foreign currency-related transactions such as, among other 
things, entering into or acquiring any forward contract, futures 
contract, option, or similar financial instrument. However, the 
term generally excludes regulated futures contracts and nonequity 
options which would be marked to market under section 1256 if 
held on the last day of the taxable year, unless the taxpayer elects 
not to have this exclusion apply (sec. 988(cXlXBXiii) and 988(cX1.XD) 
(i) and (ii)). In a case where the election is made, gain or loss from
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a foreign currency-related section 1256 contract 101 may therefore 
be foreign currency gain or loss, and treated as ordinary income or 
loss (sec. 988(aX1XA)). Previously, in the Tax Reform Act of 1984 
Congress enacted a provision stating that, for purposes of the Code, 
gain or loss from trading of section 1256 contracts shall generally 
be treated as gain or loss from the sale or exchange of a capital 
asset (sec. 1256(fX3XA)). In extending section 988 ordinary income 
and loss characterization to gains and losses from section 1io con
tracts in certain cases in the 1986 and 1988 Acts, Congress did not 
intend that such characterization be defeated by reference to the 
language of the 1984 Act regarding gains and losses from trading 
section 1256 contracts.  

Explanation of Provision 

The bill clarifies that the income and loss characterization rules 
in section 988 apply without regard to other income tax provisions 
in the Code. Thus, where ordinary income and loss characterization 
applies, pure aant to the terms of section 988, to gains and losses 
from trading section 1256 contracts, the bill clarifies that such 
gains and losses are not to be considered gain or loss from the sale 
or exchange of a capital asset pursuant to section 1256(f(3).  

g. Tax-exempt shareholders of DISCs (sec. 6811(h)(12) of 
the bill, sec. 1012(bb)(6) of the 1988 Act, and sec. 995 of 
the Code) 

Present Law 

In the 1988 Act, Congress provided that when a tax-exempt 
entity that is a shareholder of a Domestic International Sales Cor
poration (DISC) is deemed to receive a distribution from a DISC, ac
tually receives a distribution from a DISC of previously untaxed 
income, or realizes gain from disposition of DISC shares which is 
treated as a dividend, then that income is treated as derived from 
the conduct of an unrelated trade or business (sec. 995(g)). This 
treatment was intended to prevent taxable entities from seeking to 
exempt active business income from tax by assigning DISC stock to 
controlled tax-exempt entities such as their pension or profit-shar
ing plans.  

The provision applies to organizations described in the principal 
Code provisions that impose tax on unrelated business income 
(secs. 511(aX2) and (bX2)). Generally, sections 511(aX2) and (bX2) de
scribe certain organizations exempt front tax (other than tax on 
income from an unrelated trade or business) by reason of section 
501(a) (e.g., qualified pension plans described in section 401(a) and 
public charities described in section 501(cX3)), state colleges and 
universities and related organizations, and certain exempt trusts.  
Congress did not intend that taxable entities be enabled to exempt 
active business income from tax by assigning DISC stock to other 
generally tax-exempt entities which are subject to taxation on their 

101 The term "section 1256 contract" is defined in section 1256(b) and includes slatedd fu
tures contracts" and "nonequity contracts" as those terms are defined in section 125%) (1) and 
(3).
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unrelated business income but may not be described in sections 
511(aX2) and (bX2).  

Explanation of Provision 

The bill clarifies that if a tax-exempt entity is either described in 
sections 511(aX2) or (bX2), or is otherwise subject to tax under sec
tion 511, then income of that entity in the form of deemed DISC 
distributions, actual DISC distributions of previously untaxed 
income, and gain from the disposition of DISC shares which is 
treated as a dividend, is treated as derived from the conduct of an 
unrelated trade or business. Thus, the bill clarifies that if for ex
ample an individual retirement account wee to own stock in a 
DISC, such an account being subject to tne unrelated business 
income tax pursuant to section 408(eXl), then that account would 
be subject to tax on income from the DISC in the same manner as 
if the account were instead a pension plan trust described in sec
tion 401(a). Similarly, under the bill any other person of any de
scription that owns DISC stock and is subject to the tax on unrelat
ed business income must treat any DISC-related income as income 
from the conduct of an unrelated trade or business in the same 
manner as would a pension plan, charity, or other organization 
exempt from taxation by reason of section 501(a).  

5. Estate and gift tax provisions 

a. Treatment of survivor annuities under QTIP rules (sec.  
6816(l) of the bill, sec. 6152 of the 1988 Act, and sec.  
2056(b)(7)(C) of the Code) 

Present Law 

A marital deduction is allowed for Federal estate tax purposes 
for an interest in property passing to a spouse if that interest is not 
terminable (i.e., the property does not pass to a person other than 
the spouse on termination of the interest). A special rule, applica
ble to qualified terminable interest property (QTIP), allows a mari
tal deduction where the surviving spouse has only an income inter
est in the property if an election is made which results in the in
clusion of the property in his or her estate. Under the 1988 Act, 
unless otherwise elected, the transfer to a surviving spouse of an 
interest in a survivor annuity in which only the spouse has the 
right to receive any payment during that spouse's life qualifies for 
the marital deduction for Federal estate tax purposes under the 
QTIP rule.  

Explanation of Provision 

A joint and survivor annuity would be treated as qualifying 
under the QTIP rule under the 1988 Act only if the annuity is in
cludible in the decedent's estate as an annuity. Thus, an annuity 
created by the decedent's will does not qualify under the amend
ment made in the 1988 Act.



256

b. Rates and unified credit (sec. 6815(c) of the bill, sec. 5032 
of the 1988 Act, and sec. 2101(b) of the Code) 

Present Law 
The Federal estate and gift taxes are unified, so that a single 

progressive rate schedule is applied to an individual's cumulative 
gifts and bequests. For decedents dying prior to 1993, the gift and 
estate tax rates begin at 18 percent on the first $10,000 of taxable 
transfers and reach 55 percent on taxable transfers over $3 million.  

U.S. citizens and resident noncitizens are allowed a unified credit 
of $192,800 in determining the net tax payable. Nonresident nonci
tizens are allowed by statute a unified credit of $13,000. However, 
some treaties allow the estate of a nonresident noncitizen the same 
unified credit allowed a U.S. citizen multiplied by the proportion of 
the gross estate situated in the United States.  

The estate and gift tax rate for transfers in excess of $10 million 
is increased by five percent until the benefit of the unified credit 
and graduated brackets is recaptured. The additional five percent 
rate for decedents dyin and gifts made before 1993 is imposed 
upon cumulative taxable transfers between $10,000,000 and 
$21,040,000. This additional five percent rate has the effect of phas
ing out the graduated brackets and unified credit of $192,800. An 
estate of a nonresident noncitizen is subject to this five percent ad
dition even if it did not receive a unified credit of $192,800.  

Explanation of Provision 
Appropriate adjustments are made in the additional five percent 

rate imposed to reflect the actual credit allowed the nonresident 
noncitizen. Under the provision, the additional five percent rate ap
plies to the taxable transfers of a nonresident noncitizen in excess 
of $10 million only to the extent necessary to phase out the benefit 
of the graduated rates and unified credit actually allowed, either 
by statute or by treaty.  

c. Joint tenancies (sec. 6815(d)(16) of the bill, sec. 5033 of 
the 1988 Act, and sec. 2040 of the Code) 

Present Law 
The creation of a joint tenancy in property is generally treated 

as a completed gift. Prior to the 1988 Act, such gift between 
spouses qualified for the marital deduction from the estate and gift 
tax. Only one-half of the jointly held property was included in the 
estate.  

Effective July 14, 1988, the 1988 Act repealed the marital deduc
tion for gifts made to a noncitizen spouse. That Act also provided 
that jointly held property was includible in the estate, reduced b 
the portion of the property for which consideration was received 

In determining estate tax, the value of gifts includible in the 
gross estate effectively is reduced by the value of the taxable gift 
when made. Thus, for a joint tenancy created after the 1988 Act, 
the amount included in the estate effectively is reduced by the 
amount transferred when the tenancy was created. For a joint ten
ancy created prior to the 1988 Act, there is no such reduction be-
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cause the gift was not taxable, (i.e., it qualified for the marital de
duction).  

Explanation of Provision 

A gift made by creating a joint tenancy in property prior to July 
14, 1988, is treated as consideration belonging to the surviving 
spouse for purposes of determining the value of the tenancy includ
ible in the decedent spouse's estate. Accordingly, the amount of 
joint tenancy property included in the spouse's estate is reduced 
proportionately by the amount of the gift.  

d. Marital deduction for property passing to noncitizen 
spouses (sec. 6815(d) of the bill, sec. 5033 of the 1988 
Act, and secs. 2056(d), 2056A and 2523(i) of the Code) 

Present Law 
In general 

A deduction generally is allowed for Federal estate and gift tax 
purposes for the value of property passing to a spouse. Except in 
specified situations, no deduction is allowed if the interest passing 
to the spouse is terminable (i.e., will terminate upon a lapse of 
time, the occurrence of a contingency, or on the failure of an event 
or contingency to occurXsecs. 2056(b), 2523(b)).  
Annual exclusion and marital deduction for property passing to 

noncitizen spouse 
The marital deduction is generally disallowed for the value of 

property passing to noncitizen spouse. The first $100,000 per year 
of gifts from a U.S. citizen or resident to a noncitizen spouse, how
ever, is not subject to gift tax. In addition, property passing at 
death to a noncitizen spouse may qualify for the marital deduction 
so long as it satisfies the requirements of section 2056(b) and passes 
in a qualified domestic trust (QDT). Property passing to the spouse 
o, .9ide the probate estate is treated as passing in a QDT if it is 
transfer red to such trust before the.estate tax return is filed.  

Definition of qualified domestic trust (QDT) 
To be a QDT, a trust must meet four conditions. First, the trust 

instrument must require that all trustees be U.S. citizens or domes
tic corporations. Second, the surviving spouse must be entitled to 
all the income from the property in the trust, payable annually or 
at more frequent intervals. Third, the trust must meet the require
ments of Treasury regulations prescribed to ensure collection of the 
estate tax imposed upon the trust. Finally, the executor must elect 
to treat the trust as a QDT.  
Estate tax on QDT 

An estate tax is imposed upon distributions from a QDT made 
prior to the surviving spouse's death and upon the value of proper
ty remaining in a QDT upon that spouse's death. The tax, however, 
is not imposed on distributions of income, as defined under local 
law. The tax is also imposed upon the trust property if a person 
other than a U.S. citizen or domestic corporation becomes a trustee
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of the trust or if the trust ceases to meet the requirements of 
Treasury regulations prescribed to ensure collection of the estate 
tax.  

The amount of the estate tax is the additional estate tax which 
would have been imposed had the property subject to the tax been 
included in the decedent spouse's estate. If the estate tax for the 
decedent spouse's estate has not been finally determined, a tenta
tive tax is imposed using the highest estate tax rate in effect as of 
the date of the decedent's death. When the decedent spouse's estate 
tax liability is finally determined, the excess of the tentative tax 
over the additional estate tax that would have been imposed had 
the property been included in the decedent's taxable estate is al
lowed as a credit or refund.  

Credit for tax previously paid 
If the marital deduction is denied solely because the spouse is a 

noncitizen at the time of the decedent's death, the estate of the sur
viving spouse who is a U.S. citizen or resident at death generally is 
entitled to a credit with respect to estate tax paid on property pass
ing from the decedent. This credit is applied against property treat
ed as passing from the decendent's estate determined without 
regard to when the decedent spouse died. The credit is also allowed 
for the estate tax imposed against the QDT. For purposes of deter
mining the amount of the credit, the net value of property treated 
as passing from the decedent's estate to the surviving spouse is re
duced by the amount for which a marital deduction was allowed.  

Explanation of Provisions 

Gift tax on amounts passing to noncitizen spouse 
The bill clarifies that the $100,000 annual exclusion for transfers 

by gift to a noncitizen spouse is allowed only for transfers that 
would qualify for the marital deduction if the donee were a U.S.  
citizen.102 For example, a gift in trust does not qualify for the 
$100,000 annual exclusion unless it is within one of the exceptions 
to the terminable interest rule.  

The bill also provides that a nonresident noncitizen is entitled to 
a marital deduction or annual exclusion for gift tax purposes in the 
same circumstances as a U.S. citizen or resident. Thus, gifts from a 
nonresident noncitizen to a U.S. citizen spouse qualify for the mari
tal deduction. In addition, each year the first $100,000 in gifts from 
a nonresident noncitizen to a noncitizen spouse is not taxed, so 
long as the gifts would qualify for the marital deduction if the 
donee were a U.S. citizen. The deduction and annual exclusion 
apply only if the property passing to the spouse is subject to U.S.  
gift tax.  

Marital deduction for bequests to noncitizen spouse 
Under the bill, the estate tax marital deduction is allowed for 

property passing to a noncitizen spouse if the spouse becomes a 
U.S. citizen before the estate tax return is filed, so long as the 
spouse was a U.S. resident at the date of the decedent's death and

10 This change is made effective for gifts after June 29, 1989.
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at all times before becoming a U.S. citizen. In addition, all proper
ty, probate and nonprobate, passing to a noncitizen spouse qualifies 
for the marital deduction if the property is transferred or irrevoca
bly assigned 10 3 to a QDT before the estate tax return is filed.10 4 

Property passing from decedents dying before enactment of the bill 
is treated as qualifying for the marital deduction if transferred or 
assigned to a QDT within one year of enactment. The bill also con
firms that property passing from a nonresident noncitizen to a non
citizen spouse qualifies for the estate tax marital deduction if it 
passes in a qualified domestic trust.  
Definition of QDT 

The bill retains the present-law requirement that property pass
ing to a noncitizen spouse satisfy requirements generally applicable 
to the marital deduction such as section 2056(b) in order to qualify 
for the marital deduction. The bill modifies the independent re
quirements a trust must meet in order to qualify as a QDT. Under 
the bill, only one trustee is required to be a U.S. citizen or domestic 
corporation, so long as no distribution may be made from the trust 
without the approval of that trustee. In addition, the bill elimi
nates the independent requirement that the surviving spouse have 
an income interest in a QDT.o 5 This change allows a trust that 
meets the terminable interest rule but in which the spouse is not 
entitled to all the income to qualify as a QDT.  

The bill also contains provisions allowing reformation of a trust 
to meet the independent QDT requirements. 'he determination of 
whether a trust is a QDT is made either (1) when the estate tax 
return is filed, or (2) if a reformation suit to conform to the QDT 
requirements is commenced before the return is filed, when 
changes pursuant to the suit are made. If a reformation suit is ini
tiated before the return is filed, the statute of limitations with re
spect to the decedent's estate does not lapse until one year after 
the Secretary of the Treasury is notified of the resolution of the 
suit.  

Estate tax on QDT 

When imposed 
Under the bill, lifetime distributions from a QDT and the proper

ty remaining in the trust on the surviving spouse's death remain 
subject to an estate tax based on the decedent's rates and unified 
credit. The tax is imposed if the trust fails to meet the require
ments regarding citizenship of trustees or the regulatory require
ments designed to ensure collection. The tax ceases to be imposed if 
the surviving spouse subsequently becomes a U.S. citizen so long as 
either (1) the spouse was a U.S. resident at the date of the dece

10 The Committee understands that, pursuant to the regulatory authority described below, 
the Secretary of the Treasury will provide rules regarding the treatment of property that is as
syned to a but not transferred to the QDT within a fixed period of time. Such regulations 
might treat the failure to transfer the property as a distribution .'--im the trust subject to the 
estate tax or as giving rise to disallowance of the marital deduction.  

104 In addition, as under present law, there is no requirement that the QIT be created by the 
decedent. Thus, the QDT may be created by the executor or the surviving spouse.  

105 To qualify under the terminable interest rule, however, the spouse might be required to 
have an income interest. See I.R.C. sec. 2050(bX6), (7).
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dent's death and at all times thereafter, or (2) the spouse elects to 
treat any distribution upon which tax was imposed as a taxable 
gift made by (and any unified credit allowed against such a distri
bution as unified credit allowed to) such spouse for purposes of de
termining future estate and gift tax liability with respect to the 
spouse.  

Amount subject to tax 
Under the bill, income distributions to the surviving spouse con

tinue to be exempt from the estate tax on distributions. The Secre
tary of the Treasury is granted regulatory authority to modify the 
definition of income for purposes of determining the amount sub
ject to the tax. The committee intends that such regulations define 
income so as to prevent avoidance of the estate tax.  

The committee understands that authority distinguishing income 
and corpus under section 643(b) would not necessarily be determi
native for purposes of the estate tax. The committee also under
stands that these regulations may clarify the characterization of 
items that are presently unclear. The committee expects, for exam
ple, that the Secretary of the Treasury will provide rules for deter
mining when payments under an annuity would be treated as 
income for purposes of the estate tax on distributions. The commit
tee expects that payments under an annuity would be treated as 
corpus to the extent of the value of the annuity when acquired by 
the QDT.  

The bill exempts from the distribution tax amounts paid to the 
surviving spouse on account of hardship. The bill also provides that 
payment of the estate tax on distributions is itself a distribution 
subject to the tax.  

Availability of estate tax benefits 
The bill allows charitable and marital deductions against the 

deathtime tax on QDTs so long as that property is includible in the 
surviving spouse's gross estate (or would have been includible had 
the surviving spouse been a U.S. citizen) and the requirements of 
those deductions are otherwise met. The bill also allows the bene
fits of alternate valuation, special use valuation, capital gains 
treatment of redemptions of stock to pay estate tax, and extension 
of time to pay estate tax with respect to the deathtime tax on 
QDTs if such benefits would be allowed to the surviving spouse's 
estate.  

Treatment of multiple QDTs; tentative tax 
The bill provides that the refund of tentative tax imposed pend

ing final resolution of estate tax liability bears interest. The bill 
also provides rules for the taxation of multiple QDTs. If there is 
more than one QDT, the tax rate on each QDT is the highest estate 
tax rate in effect when the decedent died, unless, pursuant to a des
ignation made by the decedent's executor, a U.S. citizen or domes
tic corporation is responsible for filing all estate tax returns with 
respect to the QDTs and meets such requirements as the Secretary 
may prescribe. The Committee intends that these requirements 
ensure the collection of the estate tax.
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Recipient's basis in distributed property 
Property distributed during the surviving spouse's life from a 

QDT receives a carryover basis. The basis of property is increased 
(but not above fair market value) by the amount of the estate tax 
allocable to the appreciation in the value of the property occurring 
after the decedent's death.  

Due date of returns 
The return for the estate tax imposed on QDT property on the 

death of the surviving spouse is due nine months after date of 
death. The return for the estate tax imposed on distributions from 
a QDT during the calendar year in which the spouse dies is due no 
later than that date.  

Credit for previous estate tax 
The credit for estate tax previously paid by the decedent spouse 

is allowed to a surviving spouse who is a nonresident noncitizen at 
the time of death. In determining the amount of the credit for 
estate tax imposed against a QDT, the value of property treated as 
having passe to the surviving spouse is not reduced by the amount 
that qualified for the marital deduction.  

Regulatory authority 
The Secretary of the Treasury is directed to prescribe regulations 

necessary or appropriate to carry out the purposes of the provi
sions, including regulations treating an annuity includible in dece
dent's gross estate as a QDT. Such regulations might treat distribu
tions from a qualified plan as qualifying for the marital deduction 
even if not assigned to a QDT if the payor of the annuity withholds 
an amount equal to the distribution tax and meets other conditions 
designed to ensure collection of the tax.  

e. Effect of repeal of marital deduction for noncitizen 
spouses on treaties (sec. 6815(d)(14) of the bill, sec. 5033 
of the 1988 Act, and sec. 2056(d) of the Code) 

Present Law 
The 1988 Act 

Prior to the 1988 Act, the Code allowed a marital deduction for 
property passing from a U.S. citizen or resident ("U.S. person") to a 
surviving spouse but not for property passing from a nonresident 
noncitizen to a surviving spouse. In 1988, Congress amended the 
Code to deny the marital deduction for property passing from a 
U.S. person to a noncitizen spouse (unless the property passes in a 
qualified domestic trust) and to allow a marital deduction for prop
erty passing from a noncitizen to a U.S. citizen spouse.  

Existing treaties 
The United States has bilateral treaties in effect with over 15 

countries for the avoidance of double taxation and fiscal evasion 
with respect to one or more of the taxes on estates, inheritances, 
gifts, and generation-skipping transfers. Generally these treaties 
provide that property passing from residents of one contracting
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state will not be subject to transfer taxes in the other state except 
in specified circumstances, such as the transfer of real property lo
cated in the contracting state other than the residence country of 
the donor or decedent.  

Imposition of U.S. estate, gift, and other taxes on nationals of 
countries with which the U.S. has entered into a tax treaty (either 
an income tax treaty or an estate and gift tax treaty) is generally 
limited by so-called nondiscrimination clauses which typically pro
vide that the United States will not impose on treaty-country citi
zens any taxes (or any requirements connected therewith) different 
from, or more burdensome than, those to which similarly situated 
U.S. citizens are subject. For example, article 8 of the estate and 
gift tax treaty between the United States and the United Kingdom 
provides that property passing from a U.K. domiciliary or national 
which may be taxed in the United States qualifies for a U.S. mari
tal deduction to the extent that a marital deduction would have 
been allowable if the decedent or transferor had been domiciled in 
the United States.  

Prior to the 1988 Act, the United States entered into at least two 
bilateral treaties providing a marital deduction to domiciliaries of 
the treaty countries. Article 11 of the treaty currently in force be
tween the United States and France with respect to taxes on es
tates, inheritances, and gifts provides that, under certain circum
stances, French domiciliaries may, in computing their U.S. estate 
and gift tax, take the marital deduction that would be allowed to a 
U.S. domiciliary on November 24, 1978, the date the treaty was 
signed. When this treaty was negotiated, ratified, and signed, a 
U.S. citizen or resident was generally entitled to a marital deduc
tion computed by reference to 50 percent of the adjusted gross 
estate or 50 percent of the amount of gifts made to the spouse.106 

Article 10 of the treaty between the United States and the Feder
al Republic of Germany with respect to taxes on estates, inherit
ances, and gifts, similarly to the French treaty, generally provides 
that property which passes to the spouse of a domiciliary of one of 
the countries and which is subject to situs country taxation is sub
ject to tax in the situs country only to the extent that the value of 
the property passing to the spouse exceeds 50 percent of the total 
value of the property subject to tax in that country.  

Relationship of 1988 Act to treaties 
If an actual conflict exists between an earlier treaty and a later 

statute, as properly construed, the statute prevails (Sen. Rep. No.  
100-445, 100th Cong., 2d Sess. 316-28 (1988)). This is true even 
without an explicit statement of congressional intent to override 
the treaty (id at 325). The legislative history of the 1988 Act indi
cates that Congress did not believe that the 1988 Act marital de
duction provisions violated nondiscrimination provisions of existing 
tax treaties (H.R. Rep. No. 100-795, 100th Cong., 2d Sess. 593 
(1988)). In addition, the marital deduction provision contained in 

106 Article 11 also provided that if the benefit of the marital deduction under U.S. law is sub
stantially reduced, the tax authorities of the two countries will consult on whether this provi.  
sion should be modified or terminated.
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the 1988 Act also prevails over conflicting marital deduction provi
sions contained in prior treaties.  

Explanation of Provision 

The French and German treaty provisions granting a marital de
duction for property passing from nonresident noncitizens were ne
gotiated and ratified on the assumption that such property did not 
qualify for the marital deduction. The 1988 Act did not alter this 
assumption with respect to property passing to a noncitizen spouse.  
In consideration of this fact and the policies underlying those pro
visions, the committee believes that the limitations of the 1988 Act 
should not apply to such property.10 7 

Accordingly, the bill provides that for property passing from a 
nonresident noncitizen domiciled in a country with which the U.S.  
has an estate or gift tax treaty, the amendments made by the 1988 
Act do not apply to the extent inconsistent with a marital deduc
tion provided by the treaty. Thus, property passing from a nonresi
dent noncitizen domiciled in France or the Federal Republic of Ger
many is allowed the marital deduction provided under those trea
ties. 108 

The bill allows no additional benefits under the U.K. treaty, how
ever, since that treaty merely puts U.S. and U.S. persons on an 
equal footing.  

6. Generation-skipping transfer tax 

a. Disallowance of double deductions of expenses (sec.  
6811()(3) of the bill, sec. 1014 of the 1988 Act, and sec.  
642(g) of the Code) 

Present Law 

In determining the Federal estate tax, a deduction generally is 
allowed for administration expenses, indebtedness and taxes. Simi
lar deductions are allowed in determining the generation-skipping 
transfer tax on taxable distributions and taxable terminations.  

Generally, administration expenses, indebtedness and taxes that 
are deducted in determining the estate tax are not also deductible 
in determining the income tax of the estate. The estate may, how
ever, elect to deduct such amounts in determining its income tax if 
such amounts are not also deducted in determining the estate tax.  

Explanation of Provision 

Rules similar to those governing the deduction of administration 
expenses, indebtedness and taxes for income and estate tax pur
poses are adopted with respect to items deductible in determining 
the taxable amount for taxable distributions and taxable termina

107 In contrast, by denying the marital deduction to property passing from a U.S. person to a 
noncitizen, the 1988 Act altered the assumption underlying treaties entered into prior to 1988 
with respect to U.S. persons domiciled abroad. The committee does not believe that this change 
in U.S. internal law should be frustrated by treaty provisions that when adopted provided a 
marital deduction no better than that available under U.S. internal law.  

10 Moreover, when treaty benefits are not claimed, property passing from such persons to 
U.S. citizens will be eligible for the statutory marital deduction to the extent provided in the 
1988 Act.
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tions. Thus, those amounts generally are not deductible in deter
mining taxable income, unless an election is made not to deduct 
those amounts in determining the taxable amount subject to gen
eration-skipping tax.  

b. Basis adjustments (sec. 6811(i)(2) of the bill, sec. 1014 of 
the 1988 Act, and sec. 2654(a) of the Code) 

Present Law 

The basis of property acquired by gift is its basis in the hands of 
the donor. This basis is increased, but not above the fair market 
value of the property, by the amount of gift tax paid allocable to 
appreciation in the value of the gift while held by the donor. The 
basis of property transferred in a generationski pping transfer is 
generally increased (but not above the fair mar ket value of the 
property) by an amount equal to the portion of generation-skipping 
transfer tax attributable to the excess of the fair market value of 
the property over its adjusted basis before the transfer.  

Explanation of Provision 

The basis adustment for generation-skipping transfer tax is ap
plied after the basis adjustment for gift tax paid. Thus, the bill con
firms that the two adjustments combined cannot increase the basis 
in the property above its fair market value.  

c. Valuation date for transfer for which gift tax return not 
required (sec. 6811(i)(4) of the bill, sec. 1014 of the 1988 
Act, and sec. 2642(b) of the Code) 

Present Law 

If an allocation of GST exemption is made on a timely filed gift 
tax return required under the Federal gift tax, the value of proper
ty for generation-skipping transfer tax purposes is the same as its 
value for gift tax purposes, and the allocation is effective on and 
after the date of transfer. No gift tax return is required to be filed 
for gift tax purposes for a transfer of less than $10,000.  

Explanation of Provision 

The requirement that GST exemption be allocated on a gift tax 
return required for gift tax purposes is eliminated. The gift tax 
return must nonetheless be timely. Thus, under the bill, if an allo
cation to a transfer in trust of less than $10,000 is made on a gift 
tax return that would be timely filed were a return required, the 
value of property for generation-skipping transfer tax purposes is 
the same as its value for gift tax purposes and the allocation is ef
fective on and after the date of transfer.  

7. Estimated taxes of trusts and estates (sec. 6811()(5), (6) of the 
bill, sec. 1014 of the 1988 Act, and sec. 6654(1) of the Code) 

Present Law 

Trusts and estates generally are required to pay estimated taxes 
in the same manner as individuals. Estates, however, do not pay
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estimated taxes for taxable years ending within two years of the 
decedent's death. Likewise, a grantor trust that receives the resi
due of the probate estate under the grantor's will is exempted from 
payment of estimated taxes with respect to such taxable years. No 
exemption is available if no will is admitted to probate.  

Explanation of Provision 

If no will is admitted to probate, a grantor trust that is primarily 
responsible for paying taxes, debts and expenses of administration 
is not required to pay estimated taxes for taxable years ending 
within two years of the decedent's death.  

8. Insurance provisions 

a. Treatment of modified endowment contracts (sec. 6815(a) 
of the bill, sec. 5012 of the 1988 Act, and secs. 72 and 
7702A of the Code) 

Present Law 

Under present law, amounts received under modified endowment 
contracts are treated first as income and then as recovered basis.  
In addition, loans under modified endowment contracts and loans 
secured by modified endowment contracts are treated as amounts 
received under the contract. Finally, an additional 10-percent 
income tax is imposed on certain amounts received under modified 
endowment contracts to the extent that the amounts received are 
includible in gross income.  

A modified endowment contract is defined as any contract that 
satisfies the definition of a life insurance contract but fails to satis
fy a 7-pay test. A contract fails to satisfy the 7-pay test if the cumu
lative amount paid under the contract at any time during the first 
7 contract years exceeds the sum of the net level premiums that 
would have been paid on or before such time had the contract pro
vided for paid-up benefits after the payment of 7 level annual pre
miums.  

Explanation of Provision 

Distribution rules 
In determining whether an amount not received as an annuity 

under a modified endowment contract is includible in gross income, 
all modified endowment contracts issued by the same insurer (or 
affiliates) to the same policyholder during any 12-month period are 
aggregated. A similar aggregation rule applies to an amount not 
received as an annuity under an annuity contract. The bill pro
vides that contracts under qualified nsion plans are not subject 
to the aggregation rules that genezy apply to modified endow
ment contracts and annuity contracts. n addition, the bill provides 
that the aggregation rules are to apply only to those modified en
dowment contracts (or annuity contracts) that are issued by the 
same insurer (or affiliates) to the same policyholder during any cal
endar year.  

The aggregation rules are not to apply to an immediate annuity 
contract. In addition, the committee did not intend to address the
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treatment of "combination" or "split" annuities in providing the 
Treasury Department with the authority to provide regulations 
that are necessary or appropriate to prevent avoidance of the dis
tribution rules contained in section 72(e). No inference is intended 
with respect to whether the Treasury Department may treat com
bination or split annuities as a single contract under its general au
thority to prescribe such rules and regulations as may be necessary 
to enforce the income tax laws.  

Material change rules 
If there is a material change in the benefits or other terms of a 

contract that was not reflected in any previous determination 
under the 7-pay test, the contract is considered a new contract that 
is subject to the 7-pay test as of the date that the material change 
takes effect and adjustments are made in the application of the 7
pay test to take into account the cash surrender value of the con
tract as of the date of the material change.  

The bill clarifies that an increase in the charge for a qualified 
additional benefit is not a material change in the benefits under a 
contract, and, consequently, the 7-pay test is not to be reapplied at 
such time. An addition of, or an increase in, a qualified additional 
benefit, however, is a material change in the benefits under the 
contract and requires a reapplication of the 7-pay test, unless the 
addition of, or increase in, the qualified additional benefit is not 
considered a material change under the one of the exceptions to 
the material change rules.  

Under one exception, a material change does not include an in
crease in the death benefit or a qualified additional benefit provid
ed under a contract if the increase is attributable to (1) the pay
ment of premiums necessary to fund the lowest level of the death 
benefit and qualified additional benefits payable in the first 7 con
tract years (and certain prescribed death benefit increases), or (2) 
the crediting of interest or other earnings (including policyholder 
dividends) with respect to such premiums. For this purpose, a 
death benefit increase may be considered as attributable to the 
payment of premiums necessary to fund the lowest death benefit 
payable in the first 7 contract years or the crediting of interest or 
other earnings with respect to such premiums if each premium 
paid prior to the death benefit increase is necessary to fund the 
lowest death benefit payable in the first 7 contract years. Any 
death benefit increase that is not considered a material change 
under the preceding sentence, however, is to be considered a mate
rial change as of the date that a premium is paid that is not neces
sary to fund the lowest death benefit payable in the first 7 contract 
years.  

The bill also clarifies that, to the extent provided in regulations, 
a material change does not include a death benefit increase attrib
utable to a cost-of-living adjustment that is based on an established 
broad-based index specified in the contract if the increase is funded 
ratably over the remaining period during which premiums are re
quired to be paid under the contract (rather than over the remain
ing life of the contract).  

Finally, it is intended that a contract which is materially 
changed is not to be considered a modified endowment contract if
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the calculation of the 7-pay premium after the material change re
sults in a negative amount provided that no additional premiums 
are paid during the first 7 years after the material change.  

Effective date 
The modified endowment contract provisions generally apply to 

contracts entered into on or after June 21, 1988. In determining 
whether a contract is entered into on or after June 21, 1988, for 
purposes of this effective date, if the death benefit under a contract 
increases by more than $150,000 over the death benefit under the 
contract as of October 20, 1988, the material change rules apply as 
of the date that the death benefit exceeds the threshold. In deter
mining whether the death benefit increase constitutes a material 
change, the death benefit payable under the contract as of October 
20, 1988, increased by $150,000 is to be taken into account rather 
than the lowest death benefit payable during the first 7 contract 
years.  

A contract is not to be considered entered into on or after June 
21, 1988, under this $150,000 increase provision, if, as of June 21, 
1988, the terms of the contract required at least 7 level annual pre
mium payments and under which the policyholder makes at least 7 
level annual premium payments. If a policyholder fails to make at 
least 7 level annual premium payments as required under the 
terms of the contract, the material change rules are to apply to the 
contract as of the later of (1) the last day of the contract year in 
which the policyholder failed to make a required level premium 
payment or (2) the date that the death benefit exceeds the thresh
old. In determining whether the death benefit increase constitutes 
a material change, the death benefit payable under the contract as 
of October 20, 1988, increased by $150,000 is to be taken into ac
count rather than the lowest death benefit payable during the first 
7 contract years.  

Finally, the 7-pay premium for an insurance contract that is en
tered into before June 21, 1988, and that is exchanged on or after 
such date for another contract or that is otherwise treated under 
the effective date provisions as entered into on or after such date is 
to be reduced by the cash surrender value of the contract in the 
same manner as a contract that is materially changed.  

b. Treatment of certain workers' compensation funds (sec.  
6816(h) of the bill and sec. 6076 of the 1988 Act) 

Present Law 
Under the Technical and Miscellaneous Revenue Act of 1988, a 

qualified group self-insurers' fund is not to be assessed a deficiency 
(and, if assessed, the collection of the deficiency is not to occur) for 
taxable years beginning before January 1, 1987, to the extent that 
the deficiency is attributable to the timing of the deduction for pol
icyholder dividends. For taxable years beginning on or after Janu
ary 1, 1987, a fund's deduction for policyholder dividends is allowed 
no earlier than the date that the State regulatory authority deter
mines the amount of the policyholder dividend that may be paid by 
the fund.
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Explanation of Provision 

The bill provides that if, for the first taxable year beginning on 
or after January 1, 1987, a qualified group self-insurers' fund 
changes its treatment of policyholder dividends to take into ac
count such dividends no earlier than the date that the State regu
latory authority determines the amount of the policyholder divi
dend that may be paid, then such change is to be treated as a 
change in method of accounting and no section 481(a) adjustment is 
to be made with respect to such change in method of accounting 
(i.e., a fresh start is provided with respect to the deduction of pol
icyholder dividends of a qualified group self-insurers' fund if the 
change in method of accounting is made for the first taxable year 
of the fund beginning on or after January 1, 1987). It is anticipated 
that a qualified group self-insurers' fund will be allowed to adopt 
such a method of accounting for its first taxable year beginning on 
or after January 1, 1987, by filing an amended return for such year 
on or before the date that is six months after the date of enactment 
of the bill.  

c. Special estimated tax. payments (sec. 6816(i) of the bill, 
sec. 6077 of the 1988 Act, and sec. 847 of the Code) 

Present Law 

Any insurance company that is required to discount unpaid 
losses for Federal income tax purposes is allowed an additional 
income tax deduction in an amount that is not to exceed the 
amount of unreversed discount (i.e., the excess of (1) the amount of 
undiscounted, unpaid losses attributable to losses incurred after 
December 31, 1986, over (2) the amount of related discounted, 
unpaid losses). This deduction is allowed only to the extent that the 
amount of the unreversed discount was not taken into account in 
determining the amount of the deduction for an earlier taxable 
year. In addition, this deduction is allowed only if timely special es
timated tax payments are made equal to the tax benefit of the de
duction.  

An insurance company that is allowed a deduction under this 
provision also must establish a special loss discount account which 
is to be increased by the amount of the deduction. The special loss 
discount account is to be reduced as the discount with respect to 
which a deduction was allowed reverses and the amount of such re
duction is to be included in the gross income of the insurance com
pany. Special estimated tax payments are to be applied against the 
amount of tax, if any, that is required to be paid as the result of 
the inclusion of an amount in gross income due to a reduction to 
the special loss discount account. To the extent that special esti
mated tax payments are not used to offset additional tax due for 
any of the first fifteen years beginning after the year for which the 
special estimated tax payments were made, such special estimated 
tax payments are treated as section 6655 estimated tax payments 
for the sixteenth year after the year for which the payments were 
made.
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Explanation of Provision 

The bill contains several modifications and clarifications with re
spect to the special estimated tax payment provision of present 
law.  

First, the bill provides that the amount of the deduction for un
reversed discount is to be determined by considering losses in
curred in taxable years beginning after December 31, 1986, rather 
than losses incurred after December 31, 1986.109 

In addition, the bill clarifies that a deduction is allowed for unre
versed discount only to the extent that the deduction results in a 
tax benefit for the taxable year of the deduction or a prior carry
back year. This clarification ensures that special estimated tax pay
ments equal to the tax benefit of the deduction are made for the 
taxable year that the deduction is allowed.  

The bill also provides that special estimated tax payments are to 
be made on or before the due date (determined without regard to 
extensions) for filing the return for the taxable year for which the 
deduction is allowed. This provision is necessary in order to clarify 
the due date of such payments for any taxable year for which a de
duction for unreversed discount is allowed due solely to the carry
back of a net operating loss. This provision is not intended to affect 
the revenue neutral nature of the provision, including the amount 
of interest payable to or by the Federal government where special 
estimated tax payments are timely made. 10 

The bill clarifies that any amount added to the special loss dis
count account must be subtracted from such account and included 
in gross income no later than the 15th year after the year for 
which the amount was added to the account. As under present law, 
special estimated tax payments are to be applied against the 
amount of tax, if any, that is required to be paid as a result of this 
inclusion.  

The bill also clarifies that the authority of the Secretary of the 
Treasury to prescribe such regulations as may be necessary or ap
propriate to carry out the purposes of the special estimated tax 
provision includes the authority to prescribe rules that apply in 
cases where the deduction allowed for any year is less than the un
reversed discount as of the close of such year. In addition, it is an
ticipated that these regulations will provide guidance on the oper
ation of the special estimated tax payment provision in the case of 
net operating loss carryovers and credit carryforwards.  

The bill provides that the earnings and profits of an insurance 
company is not to be reduced by the additional deduction for unre
versed discount or increased by inclusions required due to reduc

1on In this regard, it is intended that any reasonable addition to a reserve that occurs in tax
able years beginning after December 31, 1986, is to be taken into account in determining the 
amount of unreversed discount to the extent that the addition is subject to the discounting re
quirements of section 846.  

to For example, in the case where a deduction for unreversed discount results in a refund of 
taxes paid in an earlier taxable year, if the insurance company makes the required aeial esti
mated tax payments on or before the date that the refund is paid and the Inte Revenue 
Service is not reuired to pay interest with respect to the refund, no interest or penalty is to be 
imposed on the nurance company. To the extent that the special estimated tax payment is 
made after the payment of the refund, interest and penalties will apply only from the date that 
the refund is paid (or, if applicable, the first date with respect to which the Internal Revenue 
Service was required to pay interest).
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tions to the special loss discount account. For purposes of the alter
native minimum tax, however, the adjusted current earnings of a 
corporation is to be reduced b the additional deduction for unre
versed discount and increased by the inclusions required due to re
ductions to the special loss discount account.  

Finally, the bill provides that the deduction for unreversed dis
count is not subject to the section 1503(c) limitations on the use of 
losses in consolidtion.  
9. Pension Provisions 

a. Treatment of churches under certain deferred compensa
tion programs (sec. 6816(f) of the bill, sec. 6064 of the 
1988 Act, and sec. 457 of the Code) 

Present Law 

Under present law, unfunded deferred compensation plans main
tained by an eligible employer are subject to certain special rules 
(sec. 457). Eligible employers include State or local governments 
and nongovernmental tax-exempt organizations. The 1988 Act con
tained a provision that was intended to exempt church plans from 
the application of section 457.  

Explanation of Provision 

As originally enacted, the 1988 Act provision did not accompl;'h 
the intent of exempting church plans from section 457. The provi
sion clarifies the exemption from the application of section 457 for 
such plans. Under the provision, churches are exempt from the def
inition of eligible employer.  

b. One-time election with respect to elective deferrals (sec.  
6811(f) of the bill, sec. 1011 of the 1988 Act, and sec.  
402(g) of the Code) 

Present Law 

Under present law, elective deferrals are subject to certain re
strictions. An elective deferral is generally defined as (1) any em
ployer contribution under a qualified cash or deferred arrangement 
(sec. 401(k)) to the extent not includible in gross income under sec
tion 402(aX8), (2) an employer contribution not includible in income 
under section 402(hX1XB), and (3) employer contributions to a tax
sheltered annuity (sec. 403(b)) under a salary reduction agreement.  
An employer contribution is not treated as an elective deferral to a 
tax-sheltered annuity if it is made pursuant to a one-time irrevoca
ble election made by the employee at the time of initial eligibility 
to participate in the agreement or is made pursuant to a similar 
arrangement specified in regulations.  

Explanation of Provision 

The provision clarifies the regulatory authority in the exception 
to the definition of elective deferrals (sec. 402(gX3)) to provide that 
a contribution is not treated as an elective deferral if, under the 
salary reduction agreement, the contribution is made pursuant to
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(1) a one-time irrevocable election made by the employer at the 
time of initial eligibility to participate in the agreement or (2) a 
similar arrangement involving a one-time irrevocable election spec
ified in regulations. As under present law, the regulatory authority 
does not apply to arrangements other than tax-sheltered annuities.  

c. Effective date with respect to deductibility of certain con
tributions by self-employed individuals (sec. 6812 of the 
bill and sec. 4972 of the Code) 

Present Law 

A nondeductible 10-percent excise tax applies to nondeductible 
contributions to a qualified employer plan (sec. 4972). This provi
sion was as added by the 1986 Act. The 1988 Act provided that con
tributions required to meet the minimum funding rules are not 
subject to the excise tax, even if the contributions exceed the 
earned income of the self-employed individual. The 1988 Act provi
sion was effective as if included in the Pension Protection Act of 
1987.  

Explanation of Provision 

The provision clarifies that the 1988 Act rule relating to the de
duction rules for self-employed individuals is effective as if includ
ed in the 1986 Act, rather than as if included in the Pension Pro
tection Act of 1987.  

d. Deduction for payments relating to standard termina
tions (sec. 6841(b) of the bill and sec. 404(g) of the 
Code) 

Present Law 

Present law provides special rules for the deduction of employer 
liability payments (sec. 404(g)).  

Explanation of Provision 

The deduction rule relating to employer liability payments treat
ed as contributions to qualified plans is amended to clarify that the 
rule applies in the case of standard terminations, effective for pay
ments made after January 1, 1986, in taxable years ending after 
that date.  

e. Tax treatment of transfers of interests in individual re
tirement accounts and qualified governmental and 
church plans (sec. 6841(a) of the bill and secs. 408 and 
414(p) of the Code) 

Present Law 

Present law permits a transfer of an interest in an individual re
tirement account (IRA) to be treated as a nontaxable transfer if the 
transfer is to a former spuse pursuant to a divorce decree.  

Special tax rules apply under present law to the transfer of an 
interest in a qualified plan pursuant to a qualified domestic rela
tions order (QDRO). These tax rules do not apply to the transfer of
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interest in governmental or church plans because the QDRO rules 
do not apply to such plans.  

Explanation of Provision 

The rule relating to transfers of interests in an IRA incident to a 
divorce is amended to conform to the treatment generally of such 
transfers under qualified plans pursuant to the Retirement Equity 
Act of 1984. The provision permits a transfer of an interest in an 
IRA to be treated as a nontaxable transfer if the transfer is to a 
spouse or former spouse under a divorce or separation decree.  

The tax rules relating to transfers of interests in a governmental 
or church plan are also amended to conform generally to the tax 
rules applicable to other qualified plans pursuant to the Retire
ment Equity Act. Under the provision, the same tax rules applica
ble to transfers pursuant to a QDRO apply to transfers of interests 
in a governmental or church plan pursuant to a domestic relations 
order as defined in section 414(pXl) (without regard to section 
414(pXlXA)).  

The provisions are effective for transfers after the date of enact
ment in taxable years ending after the date of enactment. No infer
ence is intended with respect to whether a transfer of an interest 
in a governmental or church plan could meet the QDRO require
ments under present law.  

f. Definition of compensation for purposes of IRA deduc
tion limit (sec. 6841(c) of the bill and sec. 219 of the 
Code) 

Present Law 

Under present law, the maximum deduction limit for contribu
tions to an individual retirement account (IRA) is the lesser of 
$2,000 or 100 percent of compensation.  

Explanation of Provision 

The provision provides that compensation for purposes of the 
maximum deduction limit includes the earned income and wages of 
individuals who are not subject to FICA or SECA taxes because of 
their religious beliefs. The provision is effective for contributions 
after the date of enactment.  

10. Excise tax provision: Undenatured distilled spirits (sec. 6816(j) 
of the bill and sec. 5276 of the Code) 

Present Law 

Educational institutions are exempt from the occupational excise 
tax on distilled spirits to the extent they procure 25 gallons or less 
annually of specially denatured distilled spirits. Such acquisitions 
are for laboratory research purposes.  

Explanation of Provision 

The provision corrects an omission in the exemption for educa
tional institutions from the distilled spirits occupational tax to
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apply to procuring less than 25 gallons of distilled spirits free of 
tax, as well as specially denat distilled spirits. Usually, alcohol 
used for laboratory research purposes must be free of denaturants 
and impurities.  

Effective Date 
This provision is effective on the date of enactment.  

11. Tax-exempt bond provisions 

a. Disregard of certain financings in determination of qual
ification for small-issuer exception (sec. 6816(n) of the 
bill, sec. 6183 of the 1988 Act, and sec.  
148(f)(4)(C)(H)(II) of the Code) 

Present Law 
Under the Tax Reform Act of 1986, an exception is provided from 

the arbitrage rebate requirement for small governmental units.  
The exception is available only if the governmental unit and all 
subordinate entities reasonably expect to issue no more than $5 
million of tax exempt bonds (other than private activity bonds) 
during the calendar year.  

The 1988 Act clarified the treatment of subordinate entities: (1) 
An issuer, and all entities which issue bonds on behalf of that 
issuer, are to be treated as one issuer. The 1988 Act also made 
other clarifications regarding the small issuer exception.  

Explanation of Provision 
The provision amends Code section 148(fX4XCXiiXII) as enacted 

by section 6183 of the 1988 Act to clarify that bonds issued by a 
governmental unit "to make loans to," rather than "on behalf of," 
other qualifying governmental units do not count in the determina
tion of whether the issuing governmental unit has exceeded $5 mil
lion in total annual bond issuance.  

b. Application of future legislation to transitioned bonds 
(sec. 6831(d) of the bill, sec. 1318 of the 1986 Act, and 
secs. 103 and 103A of the Code) 

Present law 
The statutory basis for the tax exemption of interest on qualified 

bonds was primarily contained in sections 103 and 103A of the 1954 
Code prior to the Tax Reform Act of 1986. Section 1301 of the 1986 
Act contained the reformation of the law involving tax-exempt 
bonds including the enactment of significant new provisions. The 
1986 Act also contained transition relief where appropriate.  

Explanation of Provision 
The provision clarifies that generally in the case of any bond to 

which the amendments made by section 1301 of the Tax Reform 
Act of 1986 do not apply by reason of any provision of the Tax 
Reform Act of 1986, any amendment of the 1986 Code (and any 
other provision applicable to such Code) included in any law en-
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acted after the date of enactment of the Tax Reform Act of 1986 
shall be treated as included in section 103 and section 103A (as ap
propriate) of the 1954 Code with respect to such bond. Exceptions 
are provided (1) if such law expressly provides that such amend
ment (or other provision) shall not apply to such bond, or (2) if such 
amendment (or other provision) applies to a provision of the 1986 
Code for which there is no corresponding provision in section 103 
and 103A (as appropriate) of the 1954 Code and which is not other
wise treated as included in such sections 103 and 103A with respect 
to such bond.  

The provision is effective as if included in the Tax Reform Act of 
1986.  

c. Treatment of certain property subject to use restrictions 
due to financing with qualified 501(c)(3) bonds (sec.  
6815(f) of the bill, sec. 5053 of the 1988 Act, and sec.  
145(d) of the Code) 

Present Law 

If the proceeds of bonds issued after October 21, 1988, by a 
501(cX3) organization are used to acquire existing residential rental 
property for family units, then, to be qualified 501(cX3) bonds, the 
property must satisfy the low-income tenant occupancy require
ment of section 142(dX1). This requirement does not apply to bonds 
used to finance construction or substantial rehabilitation of resi
dential rental property, the original use of which commences with 
the beneficiary of the bonds. In addition, this requirement does not 
apply to any bond issued to refund a bond issued prior to July 15, 
1988, if the average maturity date of the refunding issue is not 
later than the average maturity date of the refunded bonds, if the 
amount of the refunding bonds does not exceed the outstanding 
amount of the refunded bond, and if the proceeds of the refunding 
bond are used to redeem the refunded bond within 90 days of issu
ance of the refunding bonds.  

Explanation of Provision 

The provision clarifies two circumstances in which property ac
quired with the proceeds of qualified 501(cX3) bonds will be treated 
as new property for purposes of section 145(dX2XA) and, thereby, 
not subject to the income targeting requirements of section 142(d).  

First, if the housing is financed by sources other than tax-exempt 
debt and is later refinanced with tax-exempt debt, the facility is 
nut considered "existing" housing for purposes of section 145(d) if 
there was a reasonable expectation that the facility would be so re
financed and the facility was in fact so refinanced within a reason
able period.  

Second, if, for the purpose of a tax-exempt financing to replace a 
taxable financing, the initial use of the property was pursuant to 
taxable financing and, at the time of the taxable financing, State 
law prohibited tax-exempt financing for the property so financed, 
then the property will be treated as new property.
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12. Research tax credit provision: election of reduced credit (sec.  
6814(d) of the bill, sec. 4008 of the 1988 Act and secs. 41 and 
280C of the Code) 

Present Law 

Present law, as amended by the 1988 Act, provides that the 
amount of any deduction allowable to a taxpayer under section 174 
or any other provision for qualified research expenditures is re
duced by an amount equal to 50 percent of the taxpayer's research 
credit determined for that year (sec. 280C(c)). However, a taxpayer 
is permitted to avoid a reduction of the section 174 deduction for a 
taxable year by electing to forgo entirely its section 41 research 
credit for the year (sec. 41(h)).  

Explanation of Provision 

The provision permits a taxpayer to avoid a reduction of the sec
tion 174 deduction by electing to reduce its section 41 research 
credit by the amount of tax saved (assuming the taxpayer is in the 
highest corporate tax bracket) by not making a reduction of its sec
tion 174 deduction. An election by a taxpayer to have this provision 
apply to a taxable year shall be irrevocable and may be made not 
later than the time for filing the taxpayer's return for such year 
(including extensions), except that if the taxpayer's return for a 
taxable year must be filed before 75 days after the date of enact
ment of this provision, then the election under this provision may 
be made at any time before 75 days after such enactment.  

13. Low-income housing tax credit (sec. 6831(b) of the bill, sec.  
252 of the 1986 Act, and sec. 42 of the Code) 

Present Law 

A tax credit is provided to owners of certain low-income rental 
housing. Property eligible for the credit need not be owned directly 
by the taxpayer but may be held indirectly through a pass-through 
entity like a partnership. However, to be eligible for the credit, 
such housing must be available to the general public and not used 
for special populations (e.g. employee housing, dormitories or hospi
tals).  

The credit is available for 10 years after the building is placed in 
service in proportion to the amount of low-income housing provid
ed. No credit is available for buildings unless an allocation of State 
credit authority is made for that building.  

Explanation of Provisions 

(1) The operation of the credit in the case of trusts and estates is 
clarified. Specifically, the amount of credit and any penalty with 
respect to the credit is apportioned between beneficiaries and a 
trust or estate on the basis of income allocable to each.  

(2) The provision clarifies that students in governmentally sup
ported job training programs, defined as the Job Partnership 
Training Act and similar Federal, State or local programs, are
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deemed to be eligible tenants for purposes of the credit, subject to 
other income targeting rules.  

(3) The provision clarifies that, in the case of a disposition of an 
ownership interest during the course of a calendar year, the credit 
is to be allocated pro rata between the seller and purchaser accord
ing to the number of days of ownership.  

(4) In order to carry out legislative intent, the provision author
izes the Treasury Department to issue regulations permitting hous
ing credit agencies to correct administrative errors and omissions 
with respect to allocations.  

(5) The provision clarifies that a person purchasing an interest in 
a building (including an interest in a partnership owning credit 
property) steps into the shoes of the previous owner of such inter
est for purposes of the credit. This provision does not alter the ap
plication of the recapture and bond posting requirements as in 
effect under present law.



Amendments to the Revenue Act of 1987 

1. Accounting provisions 
a. Installment sales (sec. 6821(a) of the bill, sec. 10202 of 

the 1987 Act, and secs. 26, 453 and 453A of the Code) 

Present Law 

Under present law, a taxpayer may elect to use the installment 
method with respect to certain sales of residential lots and time
shares if interest is paid on the amount of tax that is deferred 
under the installment method. In addition, for certain sales of 
property with a sales price in excess of $150,000, interest is re
quired to be paid on the tax that is deferred under the installment 
method to the extent attributable to the amount by which the de
ferred payments arisig from all dispositions of such property 
during any year exceed $5 million.  

A taxpayer is subject to the alternative minimum tax for a tax
able year to the extent that the tentative minimum tax for such 
taxable year exceeds the regular tax for such taxable year. The 
regular tax is defined as the tax imposed by chapter 1 of the Inter
nal Revenue Code with exceptions for certain taxes and with reduc
tions for certain credits. There is no exception under present law 
for the interest that is imposed with respect to certain installment 
sales.  

Explanation of Provision 

In order to ensure that a taxpayer who is otherwise subject to 
the alternative minimum tax does not avoid the payment of inter
est that is imposed with respect to certain installment sales, the 
bill provides that the term "regular tax" does not include such in
terest.  

b. Required payments of certain entities (sec. 6821(b) of the 
bill, sec. 10206 of the 1987 Act, and sec. 7519 of the 
Code) 

Present Law 

Partnerships and S corporations generally are required to con
form their taxable years to that of their owners, effective for tax
able years beginning after December 31, 1986. Partnerships and S 
corporations may elect a taxable year other than a required tax
able year if certain required payments are made to the Internal 
Revenue Service. The amount of the required payments for an elec
tion year is phased in over a four-year period beginning with elec
tion years that begin in 1987 as a means of approximating the four
year spread of income that was provided to certain partners and S 

(277)
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corporation shareholders that owned an interest in a partnership 
or S corporation that was required by the 1986 Act to change to a 
new taxable year.  

Explanation of Provision 

The bill provides that the phase-in rule is not to apply for tax
able years beginning after 1988 unless more than 50 percent of the 
net income of the partnership or S corporation for the short tax
able year that otherwise would have resulted had the election not 
been made is allocable to partners or shareholders who would have 
been eligible to include such income over a four-year period.  

2. Corporate provision: Adjustments to earnings and profits and 
to basis of stock of a subsidiary (sec. 6821(c) of the bill, sec.  
10222(a) of the 1987 Act and sec. 1503(e)(2)(A)(H) of the Code) 

Present Law 

The rules requiring certain adjustments to earnings and profits 
and to the basis of stock of a subsidiary, for purposes of determin
ing gain or loss on disposition of such stock, may not apply where 
the corporation disposing of the stock of a former member of an af
filiated group is itself a former member of the group.  

Explanation of Provision 

The provision clarifies that the rules requiring certain adjust
ments to earnings and profits and to the basis of stock of a subsidi
ary, for purposes of determining gain or loss on disposition of such 
stock, apply where the corporation disposing of the stock of a 
former member of an affiliated group is itself a former member of 
the group. The provision is not intended to apply to the extent such 
adjustments have already been made with respect to a prior dispo
sition.  

3. Required meals for crews of certain vessels (sec. 6841(d)(18) of 
the bill and sec. 274 of the Code) 

Present Law 

Under present law, the amount allowable as a deduction for cer
tain expenses for food, beverages, and entertainment is limited to 
80 percent of the expense. This 80-percent limitation does not apply 
to expenses for food or beverages required by Federal law to be pro
vided to crew members of a commercial vessel.  

Explanation of Provision 

The provision clarifies that the exception to the 80-percent limi
tation applies to food or beverages required by any Federal law (in
cluding but not limited to 46 U.S.C. sec. 10303).



Other Pension-Related Technical Corrections

1. Amendments Related to the Tax Reform Act of 1986 (sec. 6861 
of the bill) 

a. Vesting standards (sec. 1113 of the Reform Act, sec. 411 
of the Code, and sec. 203 of ERISA) 

Present Law 

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

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

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

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

Explanation of Provision 

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

(279)
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Plans that fall within the above category are to apply a special 
rule to any employee who (1) has an hour of service before the 
adoption of any amendment eliminating class-year vesting; (2) has 
an hour of service on or after the first day of the first plan year for 
which the repeal of class-year vesting is applicable to such employ
ee with respect to the plan; and (3) has not incurred a 5-year break 
in service immediately before performing the hour of service de
scribed in (2). Under this special rule, for the year described in (2) 
above and any subsequent year, the employee's nonforfeitable right 
to the employee's accrued benefit derived from employer contribu
tions is to be determined under the class-year vesting schedule that 
was eliminated if such schedule would yield a larger nonforfeitable 
right than the new vesting schedule. Compliance with this rule will 
not cause the plan to fail the minimum participation rule (sec.  
401(aX26).  

In addition, the bill clarifies that a matching contribution is not 
treated a forfeitable merely because the contribution is forfeitable 
if the contribution it matches is an excess contribution (sec.  
401(kX8XB)), an excess deferral (sec. 402(gX2XA)), or an excess ag
gregate contribution (sec. 401(mX6XB)).  

b. Coordination of present and prior law 

Present Law 
The Act contained several provisions to facilitate compliance 

with the provisions of the Act. Under one such provision, the Act 
generally allowed plans that operated in compliance with the new 
requirements of Title XI of the Reform Act to delay the correspond
ing plan amendments to a specified time.  

Under present and prior law, benefits and contributions under a 
qualified plan may not discriminate in favor of highly compensated 
employees. Under prior law, a plan was not considered discrimina
tory merely because an employee's benefits under the plan were re
duced in accordance with certain requirements to take into account 
the employee's social security benefits (sec. 401(1)).  

The Act modified the integration rules to limit the permitted dis
parity between benefits for highly and nonhighly compensated em
ployees. The Act's rules are -generally effective for plan years be
ginning after December 31, 1988. The Act contemplated that the 
Secretary would prescribe rules coordinating the benefits provided 
under the rules of prior law and the Act. In the case of a final pay 
defined benefit pension plan that is frozen as of January 1, 1989, 
and that was integrated in accordance with prior law, prop 
Treasury regulations generally have the effect of precluding bene
fits from being calculated based on the final average pay of the 
participant when the participant retires (rather than the date the 
plan was frozen).  

Explanation of Provision 

The bill delays the time by which required amendments are to be 
made for an additional year, so that plan amendments are general
ly not required until before the first plan year beginning on or 
after January 1, 1990. The same conditions that originally applied
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to the delayed amendment rules continue to apply. Thus, for exam
ple, the plan must be operated in accordance with applicable re
quirements.  

The bill also provides the same delayed amendment rules (other 
than those relating to a model amendment to be prescribed by the 
Internal Revenue Service) with respect to the plan amendments re
quired by Title XVIII of the Act (the technical corrections title) or 
by the bill itself or by the technical corrections to the Act. These 
changes further the intent of Congress to ease the administrative 
burdens on employers that maintain plans by delaying the date re
quired for certain amendments so that, in general, all required 
amendments can be made in a single year.  

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

The committee intends that the Secretary further facilitate the 
coordination between prior and present law by prescribing rules 
that permit a defined benefit pension plan that has frozen accruals 
to calculate benefits based on final average pay in accordance with 
a benefit formula in existence on the effective date of the Act's in
tegration rules (and at all times during the existence of the plan 
or, if a shorter period of time, since 1986) if appropriate conditions, 
as prescribed by the Secretary, are satisfied. It is intended that 
among the conditions to be imposed, the Secretary will include a 
requirement that the employer maintain a nonintegrated plan in 
years after 1988 that provides a minimum benefit level (i.e., 1 per
cent of compensation), the employer does not maintain any top
heavy plans, and the benefit formula in effect prior to 1988 would 
satisfy the 50-percent offset requirement in present law.  

c. Health care continuation rules (sec. 1895 of the Reform 
Act, sec. 4980B of the Code, and secs. 602 and 607 of 
ERISA) 

(1) Covered employees 

Present Law 
The health care continuation rules generally require that em

ployers provide qualified beneficiaries with the opportunity to con
tinue to participate for a specified period in the employer's health 
plan despite the occurrence of a qualifying event that otherwise 
would have terminated such participation. In general, qualified 
beneficiaries are defined to include certain "covered employees" 
and certain family members of covered employees.  

Explanation of Provision 

Under the bill, the definition of covered employee includes any 
individual who is (or was) provided coverage under a group health 
plan by virtue of the performance of services by the individual for

.. , ^ I .
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1 or more persons maintaining the plan. Thus, the term "covered 
employee" can include an individual by virtue of the individual's 
performance of services as, for example, an independent contractor 
for a third party or as a partner for his or her partnership.  

Pursuant to this provision, for purposes of the health care con
tinuation rules, references to employer or employee in the statute 
are considered to include persons receiving or performing services 
other than in an employer-employee relationship. In addition, per
sons receiving services are subject to the employer aggregation 
rules of section 414(t) and the employee leasing rules of section 
414(n) to the same extent as if such persons were employers with 
respect to the service performer.  

The changes made by this provision are mandated by national 
health policy and concerns, are limited solely to the health care 
continuation rules, and are not intended to alter or change in any 
manner the current statutory and common law relationship be
tween an individual and the person for whom the individual per
forms services.  

This provision applies to plan years beginning after December 
31, 1989.  
(2) New coverage 

Present Law 
Under the health care continuation rules, continuation coverage 

may be terminated upon the occurrence of certain events. One such 
event is the coverage of the qualified beneficiary under the group 
health plan of an employer other than the employer providing the 
continuation coverage.  

Explanation of Provision 

The bill deletes the provision allowing continuation coverage to 
be terminated upon the coverage of the qualified beneficiary under 
the group health plan of an employer other than the employer pro
viding the continuation coverage.  

This provision is intended to carry out the purpose of the health 
care continuation rules, which was to reduce the extent to which 
certain events, such as the loss of one's job, could create a signifi
cant gap in health coverage The fact that a qualified beneficiary 
receiving group health coverage from another employer is willing 
to pay up to 102 percent of the applicable premium for continu
ation coverage (which he or she may be required to pay by the em
ployer providing the continuation coverage) is a strong indication 
that the new employer group health coverage has left a significant 
gap in the qualified beneficiary's health coverage. This is especially 
true when the new employer group health coverage excludes cover
age for a preexisting condition that is covered by the continuation 
coverage.  

This provision generally applies to events occurring after Decem
ber 31, 1989. In addition, the provision applies to qualified benefici
aries who elect continuation coverage in 1989, and who pay for and 
continue to pay for continuation coverage. Thus, the provision 
would prohibit the termination of continuation coverage other than
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in accordance with the provision in the case of qualified benefici
aries who receive continuation coverage at any time after GCtober 
3, 1989. The provision would not apply, however, to a qualified ben
eficiary who was receiving continuation coverage in 1989, and 
whose coverage terminated before October 4, 1989, except to the 
extent the beneficiary had paid for the coverage.  

(3) Payment 

Present Law 

Under the health care continuation rules, if a qualified benefici
ary elects continuation coverage under a plan, the plan is to permit 
payment for continuation coverage during the period preceding the 
election to be made within 45 days of the date of the election.  

Explanation of Provision 

The bill clarifies that a plan may not require the payment of any 
premium before the day which is 45 days after the day on which 
the qualified beneficiary made the initial election for continuation 
coverage. This delayed due date for the initial premium does not 
prevent the collection of a premium for the period of delay.  

The provision is effective for plan years beginning after Decem
ber 31, 1989.  
(4) Multiple qualifying events 

Present Law 

Under present law, the maximum period of continuation cover
age depends on the nature of the qualifying event. For example, if 
the qualifying event is the death of the covered employee or the 
covered employee's becoming entitled to medicare, the maximum 
period is 36 months. On the other hand, if an individual obtains 
health care continuation rights by virtue of a reduction of hours or 
separation from service of the covered employee, the maximum 
period of continuation coverage is 18 months.  

If a qualified event that gives rise to 18 months of coverage is 
followed within the period of continuation coverage by an event 
that gives rise to 36 months of coverage, the period of coverage is 
extended to 36 months from the date of the original event. In addi
tion, if the individual obtains health care continuation rights by 
virtue of a reduction of hours of the covered employee and the cov
ered employee separates from service with 18 months following the 
reduction in hours, the maximum period of continuation coverage 
is 36 months from the date of reduction of hours even though both 
events give rise to only 18 months of continuation coverage.  

Explanation of Provision 

it is inappropriate to extend the period of continuation coverage 
to 36 months when a separation from service occurs following re
duction in hours because the maximum period of coverage follow
ing either event is only 18 months.  

Under the bill, if an individual obtains health care continuation 
rights by virtue of a reduction of hours and then, within 18
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months, the employee separates from service, the maximum period 
of continuation coverage is 18 months from the date of the reduc
tion of hours.  

Under present law, if a covered employee who is still working is 
entitled to medicare coverage and then separates from service or 
has a reduction of hours, the separation or reduction in hours may 
be treated as the qualifying event. Thus, the spouse and depend
ents of the covered employee would only be entitled to 18 months 
of continuation coverage rather than 36 months as was intended.  
The provision provides that if a covered employee is entitled to 
medicare and within 18 months of such entitlement, separates from 
service or has a reduction in hours, the duration of continuation 
coverage for the spouse and dependents is 36 months from the date 
the covered employee became entitled to medicare.  

The committee intends that if a covered employee has a qualify
ing event that results in 18 months of coverage and the covered 
employee becomes entitled to medicare coverage before the expira
tion of the 18 months, a qualified beneficiary (other than the cov
ered employee) who is at that time covered under the group health 
plan is entitled to continuation coverage for a total of 36 months 
from the date of the original qualifying event. Thus, this rule is the 
same as if, for example, a reduction in hours were followed by the 
death of the employee. Failure to comply with this rule is not a 
good faith interpretation of the continuation coverage rules.  

The provision is effective for plan years beginning after Decem
ber 31, 1989.  

d. Technical corrections to the Retirement Equity Act of 
1984 (sec. 1898 of the Reform Act, sec. 417 of the Code, 
and sec. 205 of ERISA) 

Present Law 

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

Explanation of Provision 
The bill clarifies that the notice period in the case of a partici

pant who separates from service before age 35 overrides any other 
period during which notice might be required. In such a case, the 
bill provides that the notification period is a reasonable period
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after separation from service without regard to any other required 
notice periods.  

This provision is effective for distributions after the date of en
actment of the bill.  
2. Amendments Related to the Omnibus Reconciliation Act of 

1986 (sec. 6871 of the bill, secs. 9202 and 9203 of the Reconcil
iation Act of 1986, sec. 411(a)(8) of the Code, and sec. 3(24)(B) 
of ERISA) 

Present law 

Under present law, for purposes of the qualified plan rules, the 
term "normal retirement age" means the earlier of (1) normal re
tirement age under the plan, or (2) the latest of (a) age 65, (b) in 
the case of a participant who commences participation in the plan 
within 5 years before attaining normal retirement age under the 
plan, the 5th anniversary of the commencement of participation, or 
(c) in the case of a participation not described in (b), the 10th anni
versary of the commencement of participation.  

Explanation of Provision 

Under the bill, normal retirement age is defined to mean the 
later of (1) age 65, or (2) the 5th anniversary of the time a plan par
ticipant commenced participation in the plan.  

3. Amendments Related to the Pension Protection Act (sec. 6881 
of the bill) 

a. Minimum funding standard and deductions 

i. Modifications of minimum funding standard (sec. 9303 of the 
Pension Protection Act, secs. 404 and 412 of the Code, and 
sec. 302 of ERISA) 

(1) Deficit reduction contribution 

Present Law 

Under the Act, additional minimum funding requirements apply 
to defined benefit plans (other than multiemployer plans) if the 
assets of the plan are less than 100 percent of current liability. For 
such plans, the amount otherwise required to be charged to the 
funding standard account is increased by the sum of (1) the excess 
of (a) the deficit reduction contribution over (b) certain charges and 
credits to the funding standard account, plus (2) the unpredictable 
contingent event amount. The deficit reduction contribution is 
equal to the sum of (1) the unfunded old liability amount, and (2) 
the unfunded new liability amount.  

Unfunded old liability generally includes unfunded liabilities as 
of the beginning of the first plan year beginning after December 
31, 1987 (determined without regard to plan amendments after Oc
tober 16, 1987). The unfunded old liability amount is increased by 
the amount necessary to amortize over 18 plan years the unfunded 
existing benefit increase liability, which in general is certain in
creases in liabilities due to benefit increases under collective bar-
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gaining agreements ratified before October 17, 1987. Unfunded ex
isting benefit increase liability is unfunded current liability deter
mined by (1) taking into account only liabilities attributable to the 
benefit increase, and (2) by reducing plan assets by the plan's cur
rent liability determined without regard to the benefit increase.  

Unfunded new liability is the unfunded current liability deter
mined without regard to the unamortized po tion of the unfunded 
old liability and the liability with respect to any unpredictable con
tingent event benefits (without regard to whether or not the event 
has occurred).  

The Act's new funding rule for unpredictable contingent event 
benefits is effective with respect to plan years beginning after De
cember 31, 1988. However, the new rule does not apply to benefits 
with respect to which the event on which the benefit is contingent 
occurred before October 17, 1987. Such benefits are funded under 
the pre-Act rules; that is, generally as an experience loss.  

Explanation of Provision 

Under the bill, as under the Act, unfunded existing benefit in
crease liability is unfunded current liability determined by (1) 
taking into account only liabilities attributable to the benefit in
crease, and (2) by reducing plan assets by the plan's current liabil
ity determined without regard to the benefit increase. The bill 
clarifies that the calculation in (2) does not reduce plan assets 
below zero.  

Under the bill, unfunded new liability is the unfunded current 
liability determined without regard to (1) the unamortized portion 
of the unfunded old liability, (2) the unamortized portion of the un
funded existing benefit increase liability, and (3) the liability with 
respect to any unpredictable contingent event benefits (without 
regard to whether or not the event has occurred). The bill thus con
forms the treatment of unamortized existing benefit increase liabil
ity to the treatment of unamortized old liability for purposes of de
termining unfunded new liability.  

The bill provides that the new funding rule for unpredictable 
contingent event benefits applies to such benefits with respect to 
which the event on which the benefit is contingent occurs in a plan 
year beginning after December 31, 1988. Benefits with respect to 
which the contingency occurs in a plan year beginning before Jan
uary 1, 1989, are subject to the otherwise applicable funding rules, 
generally as an experience loss. This change in the effective date is 
made to eliminate issues arising with respect to transition from the 
pre-Act funding rule to the Act's funding rule for benefits with re
spect to which the contingency occurs after October 16, 1987, and 
before a plan year beginning after December 31, 1988.  

(2) Current liability 

Present Law 

The Act provides that, in determining current liability, certain 
preparticipation service is to be disregarded. Unfunded current li
ability is the excess of the plan's current liability over plan assets.
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For this purpose, plan assets are reduced by any credit balance in 
the funding standard account.  

Explanation of Provision 

In accordance with the legislative history, the bill provides that 
the rule disregarding certain preparticipation service does not 
apply with respect to a participant who does not, at the time of be
coming a participant, have years of service in excess of the years 
required for plan eligibility.  

The bill also provides that the rule disregarding preparticipation 
service is elective. The rule was intended to provide relief for em
ployers in certain situations, for example, if the employer estab
lishes a new plan that takes into account past service. The rule 
does not need to be imposed where the employer does not need 
such relief. The bill provides that the election not to take advan
tage of the rule .may be revoked only with the consent of the Secre
tary. Of course, if an employer does disregard preparticipation 
service, such service is disregarded for all purposes in calculating 
current liability. Thus, for example, it would be disregarded for 
purposes of the deduction rules as well as the minimum funding 
rules.  

The bill provides that assets are to be reduced by any credit bal
ance in the funding standard account for purposes of the new fund
ing requirements (sec. 412(1)), and that, in other places where the 
term "unfunded current liability" is used, the Secretary may pro
vide for such a reduction. Unfunded current liability is relevant 
not only for purposes of the new minimum funding requirements, 
but also for a number of other purposes under the Act. In calculat
ing unfunded current liability, it is appropriate to reduce assets by 
any credit balance in the funding standard account for some pur
poses (such as the new funding rules) but not for others.  

It is anticipated that no reduction will be made for purposes of 
the rule permitting deductions up to the amount of unfunded cur
rent liability (Code sec. 404(aX1XD)), the lien on missed contribu
tions (Code sec. 412(n)), the security requirement for certain benefit 
increases (Code sec. 401(aX29)), or the additional Pension Benefit 
Guaranty Corporation (PBGC) premium (ERISA sec. 4006(aX3XE)).  

(3) Valuations 

Present Law 
Present law provides that a determination of experience gains 

and losses and a valuation of the plan's liability is to be made not 
less frequently than once every 3 years, except that such determi
nation is to be made more frequently to the extent required in par
ticular cases under regulations prescribed by the Secretary.  

Explanation of Provision 
The bill provides that plan valuations are to be made not less 

frequently than annually. Annual valuations are necessary under 
the Act's minimum funding rules and the new full funding limit 
because the minimum and maximum contributions for a plan year 
depend on the plan's funded status for that year.
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(4) Steel employee plans 

Present Law 

The Act provides a special funding transition rule with respect to 
steel employee plans. The contribution required under this special 
rule is, in general, the sum of (1) the required percentage of the 
current liability of the plan, plus (2) a portion of the unpredictable 
contingent event benefit liability. The required percentage depends 
in part on the plan's funded current liability percentage. In calcu
lating the funded current liability percentage for this purpose, the 
unpredictable contmg'ent event benefit liability and contributions 
relating to such liability are disregarded.  

Explanation of Provision 

For purposes of calculating the funded current liability percent
age under the steel employee plan rule, the bill provides that un
predictable contingent event benefit liability, contributions relating 
to such liability, and income on such contributions are disregarded.  
The exclusion of income on such contributions is consistent with 
the Act's intent to provide a separate funding rule for unpredict
able contingent event benefit liability.  

ii. Time for contributions (sec. 9304 of the Pension Protection 
Act, see. 412(c) and (m) of the Code, and sec. 302(c) and (e) of 
ERISA) 

Present Law 

The Act requires that installment payments of estimated contri
butions be made throughout the plan year. This requirement ap
plies to plans subject to the minimum funding standards other 
than multiemployer plans.  

A special installment payment rule applies with respect to un
predictable contingent event benefits. Under this rule, the other
wise required installment is increased by the greater of (1) the 
amount of unpredictable contingent event benefits paid during the 
3-month period preceding the month in which the installment is 
due, and (2) 25 percent of the amount which would be determined 
for the plan year if the unpredictable contingent event benefit li
abilities were amortized in equal annual installments over 7 plan 
years.  

If a required installment is not paid in full by the due date for 
the installment, then the funding standard account is charged with 
interest on the underpayment at the rate that is the greater of (1) 
175 percent of the applicable Federal mid-term rate, or (2) the plan 
rate in effect under section 412(bX5).  

The Act clarifies that the employer is required to notify plan 
participants and beneficiaries and the PBGC if the employer fails 
to make required contributions with respect to a plan.  

The Act provides that a lien arises if required contributions are 
not paid and the unpaid balance of required contributions exceeds 
$1 million. The lien provision is effective with respect to plan years 
beginning after December 31, 1987. Contributions originally due 
before the effective date, including contributions that would have
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been due before the effective date but were waived, are not subject 
to the lien, but are taken into account in determining whether the 
$1 million threshold is met.  

Explanation of Provision 

The bill clarifies that the installment payment requirement ap
plies only to defined benefit plans (other than multiemployer plans) 
that are subject to the minimum funding requirements. Thus, 
under the bill, the installment payment requirement does not 
apply to money purchase pension plans. This is consistent with the 
general purpose of the pension provisions of the Act, which is to 
address problems associated with single employer defined benefit 
pension plans.  

The bill modifies the special installment payment rule with re
spect to unpredictable contingent event benefits to conform the 
rule to the funding rule for such benefits. Under the bill, the other
wise required installment (determined without regard to unpredict
able contingent event benefits) is increased by the greater of (1) the 
unfunded percentage (as determined under sec. 412(lX5XA)) of un
predictable contingent event benefits paid during the 3-month 
period preceding the month in which the installment is due, or (2) 
25 percent of the amount required to be contributed for the plan 
year under the amortization rule for such benefits (sec.  
412(lX5XAXii)).  

The bill adds a sanction for failure to notify plan participants 
and beneficiaries of the failure to make required contributions.  
Under the bill, a court may require an employer who fails to 
comply to pay the affected participants and beneficiaries up to $100 
per day from the date of the failure. This sanction is consistent 
with the existing sanctions under ERISA for failure to provide par
ticipants and beneficiaries with required information.  

The bill conforms the Act to the legislative history by providing 
that the notice requirement with respect to participants and bene
ficiaries is effective with respect to plan years beginning after De
cember 31, 1987.  

The bill clarifies that the interest rate on underpayments of re
quired installments is the greater of (1) 175 percent of the applica
ble Federal mid-term rate, or (2) the rate of interest used under the 
plan to determine costs (including any adjustments required for 
plans subject to the new funding rules under section 412(1)). Thus, 
under the bill, the interest rate on underpayments will be at least 
equal to the interest rate the plan is using under the minimum 
funding rules.  

iii. Funding waivers secss. 9306 and 9307 of the Pension Protec
tion Act, see. 412(f) of the Code, and sec. 303 of ERISA) 

Present Law 
Under the Act, the interest rate on waived contributions in the 

case of a plan other than a multiemployer plan is the greater of (1) 
150 percent of the applicable Federal mid-term rate, or (2) the rate 
of interest used under the plan in determining costs.
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Prior to the Act, a funding waiver could not be granted with re
spect to a plan for more than 5 of any 15 consecutive plan years.  
Under the Act, a waiver cannot be granted with respect to a plan 
for more than 3 of any 15 consecutive plan years. This provision of 
the Act applies to any waiver application submitted after Decem
ber 17, 1987, and any waiver granted pursuant to such an applica
tion. In applying the Act's new limit on the number of waivers, the 
number of waivers which may be granted pursuant to applications 
submitted after December 17, 1987, is to be determined without 
regard to waivers granted with respect to plan years beginning 
before January 1, 1988.  

Explanation of Provision 
The bill provides that, for purposes of determinng the interest 

rate on waived contributions, adjustments required or plans sub
ject to the new funding rules under section 412(1) are taken into 
account in calculating the plan's interest rate. Thus, under the bill, 
the interest rate on waived contributions will be at least equal to 
the interest rate the plan is using under the minimum funding 
rules.  

Under the bill, the reduction in the number of waivers that can 
be granted within a 15-year period is effective with resp to waiv
ers for plan years beginning after December 31, 1987. In determin
ing whether the new frequency requirement is satisfied, waivers 
granted with respect to plan years beginning before January 1, 
1988, are not taken into account. Waivers for plan years beginning 
before January 1, 1988, are subject to the pre-Act frequency limit.  
Under the effective date provisions of the Act with respect to fre
quency of waivers, it would be possible to obtain a waiver that did 
not count for purposes of the pre-Act frequency limit or the Act's 
frequency limit. These changes address this situation.  

iv. Limitation on interest rate (sec. 9307(e) of the Pension Protec
tion Act, sec. 412(b) of the Code, and sec. 302(b) of ERISA) 

Present Law 
Under the Act, the interest rate used for certain purposes under 

the minimum funding rules is required to be (1) within a specific 
permissible range, and (2) within that range, consistent with the in
terest rate which would be used by an insurance company to estab
lish the amount it would charge an employer to satisfy the liabil
ities under the employer's plan. The permissible range under the 
Code is, in general, not more than 10 percent above and not more 
than 10 percent below the weighted average of the rates of interest 
on 30-year Treasury securities during a 4-year period.  

Explanation of Provision 
To reflect the legislative history, the bill provides that these spe

cial interest rate rules apply for purposes of determining current 
liability and for purposes of determining a plan's required contri
bution under the funding rules applicable to plans with assets less 
than current liability. Thus, the bill clarifies that these special 
rules do not apply for all purposes under the minimum funding
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rules. For purposes for which these special rules do not apply, the 
plan's interest rate is required to be reasonable in light of the expe
rience of the plan and reasonable expectations.  

The bill conforms the definition of the permissible range in 
ERISA to the Code definition of the permissible range.  
v. Effective date of changes relating to amortization periods (sec.  

9307(f) of the Pension Protection Act) 

Present Law 
In the case of plans other than multiemployer plans, the Act re

duced the period for amortizing experience gains and losses from 
15 years under prior law to 5 years. This change is effective for 
years beginning after December 31, 1987. In Notice 89-52, the Inter
nal Revenue Service provided transitional relief with respect to the 
effective date of the change in the amortization period for gains 
and losses.  

Explanation of Provision 
The bill provides that the change in the amortization period for 

experience gains and losses applies to gains and losses established 
in years beginning after December 31, 1987, to conform to the legis
lative history of the Pension Prqtection Act. The bill also provides 
a special transition rule for certain 1987 gains and losses. Under 
this rule, any experience gain or loss determined by a valuation oc
curring as of January 1, 1988, is treated as established in a year 
beginning before January 1, 1988. An employer may elect to amor
tize gains and losses (1) in accordance with the general effective 
date without regard to the special rule for valuations occurring as 
of January 1, 1989, (2) in accordance with the special rule, or (3) in 
accordance with the IRS Notice.  

b. Employer access to plan assets; limitations on employer 
reversions upon plan termination (sec. 9311 of the Pen
sion Protection Act, and sec. 4044(d) of ERISA) 

Present Law 
The Act provides that a plan amendment or provision providing 

for or increasing a reversion to the employer is not effective before 
the end of the fifth calendar year following the date the provision 
or amendment is adopted. The Act also provides a transition rule 
for certain plans that allows plan amendments within one year of 
the effective date to take effect without regard to the 5-year rule.  

The Act also made other changes relating to the distribution of 
assets on termination that are effective, in general, with respect to 
distress terminations with regard to which notices of intent to ter
minate are provided after December 17, 1987, and plan termina
tions instituted by the PBGC after December 17, 1987.  

Explanation of Provision 
The bill clarifies the effective date of the 5-year rule. First, the 

bill clarifies that the rule a pplies, in general, to plan provisions or 
amendments adopted after December 17, 1987.
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Second, the bill clarifies the transition rule. Under the bill, a 
plan that does not contain any provision regarding the distribution 
of residual assets can be amended, within one year from December 
17, 1987, to provide for an employer reversion without regard to 
the 5-year rule. If, however, after December 17, 1987, a plan pro
vides for distribution of residual assets to employees, then the tran
sition rule does not apply.  

With respect to the other changes relating to distribution of 
assets, the bill clarifies that the changes also apply to standard ter
minations with respect to which the notice of intent to terminate is 
issued after December 17, 1987.  

c. Treatment of plan terminations 

i. Elimination of ERISA section 4049 trust (sec. 9312 of the Pen
sion Protection Act, and sec. 4022 of ERISA) 

Present Law 
Prior to the Act, the employer's liability payments for unfunded 

benefits in excess of guaranteed benefits were paid to a special 
trust established under section 4049 of ERISA. The Act eliminates 
the section 4049 trust, and provides that the employer's entire li
ability following plan termination is to be paid to the PBGC. The 
PBGC then is to pay both guaranteed and nonguaranteed benefits 
to participants and beneficiaries. The amount of nonguaranteed 
benefits paid to participants and beneficiaries depends on the appli
cable recovery ratio.  

In the case of terminations where the unfunded benefit liabilities 
exceed a certain amount, the applicable recovery ratio is based on 
the actual recovery from the employer (the "large plan" rule). In 
the case of other terminations, the applicable recovery ratio is 
based on the average recovery from prior terminations with respect 
to which the notice of intent to terminate is provided after Decem
ber 17, 1987 (the "small plan" rule). In order to enable the PBGC to 
establish the recovery ratio for plans subject to the small plan rule, 
in the case of terminations with respect to which notices of intent 
to terminate are provided on or before December 17, 1990, pay
ments to participants and beneficiaries are based on recovery from 
the particular termination. The Act provides that the transition 
rule does not apply if the recovery ratio is not finally determined 
as of December 17, 1990.  

The provisions relating to the elimination of the section 4049 
trust apply to distress terminations with respect to which notices of 
intent to terminate are provided after December 17, 1987, and ter
minations instituted by the PBGC after such date.  

Explanation of Provision 
The bill provides that, in determining the recovery ratio under 

the small plan rule, the terminations taken into account are those 
with respect to which the notice of intent to terminate was provid
ed after December 17, 1987, and within the 5 fiscal years of the 
Federal Government ending before the year in which the date the 
notice of intent to terminate the plan for which the recovery ratio 
is being determined was provided.
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The bill provides that the transition rule for small plans applies 
to all terminations with respect to which the notice to terminate is 
provided after December 17, 1987, and on or before December 17, 
1990. Thus, the transition rule is not limited to situations where 
the recovery ratio is finally determined as of December 17, 1990.  
This limit on the transition rule unduly limited the application of 
the transition rule.  

The bill clarifies that the provisions apply to all terminations 
where notice of intent to terminate is provided after December 17, 
1987. The bill also makes additional conforming changes needed to 
reflect the elimination of the section 4049 trust.  

ii. Standards for termination (sec. 9313 of the Pension Protection 
Act, and sec. 4041(c) of ERISA) 

Present Law 

In order to terminate a plan in a distress termination, the plan 
sponsor and each member of the sponsor's controlled group must 
demonstrate that it meets one of several distress criteria as of the 
date of plan termination. In a distress termination, the plan admin
istrator is required to provide certain information relating to plan 
assets and benefits to the PBGC.  

Explanation of Provision 

The bill provides that the distress criteria must be satisfied as of 
the proposed date of plan termination, and clarifies that the infor
mation relating to plan assets and benefits is to be provided as of 
the proposed termination date and, if applicable, the proposed dis
tribution date.  

d. PBGC premiums (sec. 9331 of the Pension Protection 
Act, and sec. 4006 of ERISA) 

Present Law 

Under present law, an additional PBGC premium is required to 
be paid with respect to a single-employer defined benefit pension 
plan if the plan has unfunded vested benefits. Also under present 
law, contributions to a plan are not deductible if they exceed the 
full funding limitation (sec. 404). Under the Omnibus Reconcilia
tion Act of 1987, the full funding limitation is the excess (if any) of 
(1) the lesser of (a) 150 percent of current liability, or (b) the ac
crued liability under the plan (determined in a specified manner), 
over (2) the value of the assets of the plan (sec. 412(cX7)).  

Explanation of Provision 

Under present law, it is possible that deductible contributions to 
a plan cannot be made to a plan for a plan year because of the full 
funding limitation, but that an additional PBGC premium is re
quired with respect to the plan. In order to avoid this result, the 
bill provides that if deductible contributions to a plan cannot be 
made for a plan year because of the full funding limitation, no ad
ditional premium is required with respect to the next year.
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e. Miscellaneous pension provisions 

i. Security rules for underfunded plans (sec. 9341 of the Pension 
Protection Act, sec. 401(a)(29) of the Code, and sec. 307 of 
ERISA) 

Present Law 
In the case of a defined benefit plan (other than a multiemployer 

plan), if a plan amendment is adopted and the funded current li
ability percentage of the plan (taking into account the amendment) 
is less than 60 percent, then the contributing sponsor (or any 
member of the contributing sponsor's controlled group) is required 
to provide security to the plan. The amount of the secu irity is the 
excess of (1) the lesser of (a) the amount of plan assets necessary to 
increase the funded current liability percentage under the plan to 
60 percent, or (b) the amount of the increase in current liability 
under the plan attributable to the plan amendment, over (2) $10 
million.  

The security provisions are contained both in the Code (as a qual
ification requirement) and in ERISA. The Code provision provides 
that the Secretary of the Treasury may issue regulations with re
spect to partial releases of the security by reason of increases in 
the funded current liability percentage.  

The provisions generally apply to plan amendments after Decem
ber 22, 1987. Under a special rule, in the case of a plan maintained 
pursuant to one or more collective bargaining agreements ratfied 
before December 22, 1987, the provisions do not apply to plan 
amendments adopted pursuant to such collective bargaining agree
ments.  

Explanation of Provision 

The bill clarifies that, in determining the amount of security 
that must be provided, the increase in current liability attributable 
to the plan amendment and all plan amendments after December 
22, 1987, are taken into account. Thus, for example, an employer 
cannot avoid the security requirement by adopting a series of plan 
amendments, each one of which separately results in an increase 
in current liability that is below the $10 million threshold but 
which together increase current liability by more than the $10 mil
lion threshold.  

The bill provides that the security provision does not apply to 
plans that are not subject to the minimum funding requirements.  
Thus, for example, the provision does not apply to church or gov
ernmental plans.  

The bill conforms the ERISA provision to the Code provision by 
clarifying that the Secretary of the Treasury has regulatory au
thority with respect to partial release of the security.  

The bill provides that a contributing sponsor that is required to 
provide security is required to notify the PBGC of the plan amend
ment. This change conforms the statutory provisions to the legisla
tive history. The PBGC may assess a penalty, payable to the PBGC, 
of up to $1,000 for each day the required notice is iot provided.  
This penalty is consistent with the penalty added by the Act for
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the failure to provide certain other information to the PBGC.  
Under the bill, as under the Act, the penalty is to reflect the mate
riality of the failure to provide the requirE d information.  

With respect to the special effective date for collectively bar
gained plans, the bill provides that extensions, amendments, or 
modifications of the bargaining agreement on or after December 
22, 1987, are disregarded.  

The bill also extends the $1,000 penalty, described above, to fail
ures to notify the PBGC of the failure to make required contribu
tions.  

11. Reporting requirements (sec. 9342 of the Pension Protection 
Act, and 3ec. 103(d) of ERISA) 

Present Law 
Under the Act, the annual report for the plan must contain addi

tional information regarding the funded status of the plan if the 
value of plan assets is less than 60 percent of current liability.  

The Act authorizes the Secretary of Labor to assess a civil penal
ty of up to $1,000 for each day the plan administrator fails to file 
an annual report.  

Explanation of Provision 
The bill reflects the legislative history by providing that the re

porting requirement applies with respect to a plan if the value of 
plan assets is less than 70 percent of current liability. The bill also 
clarifies that, in the case of plans with assets less than 70 percent 
of current liability, the annual report is to include the percentage 
which the value of plan assets is of current liability.  

The bill authorizes the Secretary of Labor to bring a civil action 
to collect the penalty for failure to file an annual report. The bill 
also clarifies that the plan administrator is liable for the penalty.  
iii. Coordination of provisions of the Internal Revenue Code of 

1986 with provisions of ERISA (sec. 9343 of the Pension Pro
tection Act, and sec. 403 of ERISA) 

Present Law 
Under ERISA, plan assets cannot be returned to the employer 

prior to termination of the plan, except in certain limited circum
stances. Prior to the Act, section 403(cX3) of ERISA provided for 
the return of contributions which would otherwise be excess contri
butions as defined in section 4972(b) of the Code, to the extent that 
section 4972 provides for return of the contributions. In a conform
ing change, the Act replaced the references to section 4972 of the 
Code with a reference to section 4979 of the Code, which relates to 
contributions that do not satisfy the special nondiscrimination 
rules applicable to qualified cash or deferred arrangements and 
similar arrangements.  

Explanation of Provision 
The bill deletes section 403(cX3) of ERISA. It is no longer neces

sary in light of recent changes in the Code.
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Prior to the Tax Equity and Fiscal Responsibility Act of 1982 
(TEFRA), section 4972 of the Code provided an excise tax on excess 
contributions to certain. plans maintained by self-employed individ
uals, and for the return of such contributions in order to avoid the 
excise tax. As part of TEFRA's changes conforming the rules appli
cable to plans maintained by self-employed persons generally to the 
rules applicable to other qualified plans, section 4972 (in its then 
present form) was repealed.  

Neither present-law section 4972 of the Code nor present-law sec
tion 4979 of the Code provides for return of contributions to the 
employer. Thus, neither section should be a basis for the except .  
to the general rule prohibiting return of assets to the employer 
prior to plan termination.  

iv. Plan investment in employer securities (sec. 9345 of the Pen
sion Protection Act, and sec. 407 of ERISA) 

Present Law 

The Act amended the definition of qualifying employer security.  
This change was intended to apply only to plans that are not indi
vidual account plans.  

Explanaticn of Provision 

The bill clarifies that the new definition of qualifying employer 
security applies only to plans that are not individual account plans.  
v. Interest rate on accumulated contributions (sec. 9346 of the 

Pension Protection Act, sec. 411(c)(2) of the Code, and sec.  
204(c)(2) of ERISA) 

Present Law 

Present law prescribes rules for determining what portion of an 
employee's total accrued benefit under a defined benefit pension 
plan is derived from employer contributions and what part is de
rived from employee contributions. Present law provides that the 
accrued benefit' derived from employer contributions is the excess 
of the total accrued benefit over the accrued benefit derived from 
employee contributions.  

In the cpse of a defined benefit pension plan providing an annual 
benefit in the form of a single life annuity beginning at normal re
tirement age, the accrued benefit derived from employee contribu
tions is, in general, an annual benefit equal to the employee's accu
mulated contributions multiplied by the applicable conversion 
factor.  

An employee's accumulated contributions are equal to the sum of 
(1) mandatory contributions made by the employee; (2) interest 
under the plan to the end of the last plan year to which ERISA 
does not apply; and (3) with respect to each subsequent plan year, 
interest on the amounts determined under (1) and (2) at a rate 
equal to 120 percent of the mid-term applicable Federal rate (AFR) 
as in effect for the first month of the plan year. Prior to the Pen
sion Protection Act, the interest rate in (3) is 5 percent. However, 
the accrued benefit derived from employee contributions cannot
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exceed the greater of (1) the employee's accrued benefit under the 
plan, or (2) the accrued benefit derived from employee contribu
tions determined without regard to interest.  

Explanation of Provision 

There has been some uncertainty as to the effect of the Pension 
Protection Act interest rate rules for employee contributions, and 
the proper method for determining the accrued benefit derived 
from employee contributions. In addition, the present-law rules for 
determining an employee's accrued benefit produce inconsistencies 
in some cases. In order to resolve these issues, the bill modifies the 
rules relating to the accrued benefit derived from employee contri
butions.  

The bill provides that, in calculating an employee's accumulated 
contributions, interest on mandatory contributions is credited (1) 
for the period up to the date for which the determination is being 
made at the rate determined under the present-law rules, and (2) 
for the period beginning with the determination date and ending 
on the date on which the employee attains normal retirement age, 
at the interest rate used under the plan in calculating the present 
value of accrued benefits (sec. 417(eX3)). The conversion of the em
ployee's contributions (plus interest) to an annuity is calculated 
using the interest rate used under the plan in determining the 
present value of accrued benefits (sec. 417(eX3)).  

The bill also eliminates the present-law limitation on the accrued 
benefit derived from employee contributions.  

Some employers may have already amended their plans to con
form to the interest rate rule of the Pension Protection Act, or may 
have adopted a new plan that conforms to such rule. If such plans 
are amended to conform to the bill, in some cases this might be 
considered a prohibited reduction in accrued benefits (sec.  
411(dX6)). Accordingly, the bill provides a transition rule that per
mits such plans to be amended to conform to the new rules without 
violating the reduction in accrued benefit rules.



Subtitle I. Child Care and Earned Income Credit Provisions 

1. Credit for dependent care expenses and certain health insur
ance premiums secss. 6901, 6902, and 6904 - 6906 of the bill 
and secs. 21, 6401, and new sec. 3507A of the Code) 

Present Law 

Child and dependent care credit 
Under present law, an individual who maintains a household 

that includes one or more qualifying individuals is entitled to a 
nonrefundable tax credit equal to a percentage of the employment
related child or dependent care expenses paid by the individual for 
the taxable year to enable the individual to work (sec. 21). The 
maximum amount of the credit is 30 percent of allowable employ
ment-related expenses. This 30 percent is reduced by one percent
age point for each $2,000 (or fraction thereof) of the taxpayer's ad
justed gross income (AGI) between $10,000 and $28,000. The credit 
rate is 20 percent for taxpayers with AGI in excess of $28,000.  

The maximum amount of expenses that may be taken into ac
count in calculating the credit is limited to $2,400 per year in the 
case of one qualifying individual and $4,800 in the case of more 
than one qu g individual. In addition, the maximum amount 
of expenses taken into account cannot exceed the individual's 
earned income or, in the case of married taxpayers, the lesser of 
the individual's earned income or the earned income of his or her 
spouse. A special rule applies for determining the income of the 
taxpayer's spouse if the spouse is a full-time student or mentally or 
physically incapable of caring for himself or herself.  

A "qualifying individual" is (1) a dependent of the taxpayer who 
is under the age of 13 and with respect to whom the taxpayer is 
entitled to claim a dependent exemption, (2) a dependent of the 
taxpayer who is physically or mentally incapable of caring for him
self or herself, or (3) the spouse of the taxpayer, if the spouse is 
physically or mentally incapable of caring for himself or herself.  

Tax provisions relating to individual health insurance 
Present law generally does not provide tax benefits specifically 

designed to encourage the purchase of health insurance by individ
uals; however, present law does provide certain tax benefits for 
health insurance in particular circumstances.  

Under present law, health insurance that is paid by an employer 
is generally excluded from an employee's gross income. This exclu
sion also applies for employment tax purposes. In addition, self-em
ployed individuals are entitled to deduct 25 percent of the amount 
paid for medical insurance for the individual or his or her spouse 
or dependents; this provision is scheduled to expire for taxable 
years beginning after December 31, 1989. These provisions are sub
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ject to the application of nondiscrimination rules and certain other 
requirements.  

Taxpayers who itemize deductions may deduct expenses for medi
cal care (not compensated by insurance or otherwise) of the taxpay
er or his or her spouse or dependents to the extent such expenses 
exceed 7.5 percent of the taxpayer's adjusted gross income. Premi
ums paid for health insurance qualify for the deduction.  

Reasons for Change 
The committee intends to address two important needs of low

income working families-health insurance and child care. The 
committee recognizes the financial strain that the costs of these 
items place on low-income families and is concerned that low
income working families obtain assistance in obtaining child care 
and health insurance.  

The committee makes two major changes to the dependent care 
credit in order to achieve its goals. First, the dependent care credit 
is modified to provide a refundable credit for expenses for health 
insurance that covers a child. The committee is concerned that low
income families, especially the children in these families, have ade
quate access to health care and are protected from the financial 
burden that large medical bills can place on low-income families.  

Second, the bill makes the existing dependent care credit 90 per
cent refundable. The committee believes that the credit should be 
refundable so that low-i.come families with children obtain finan
cial assistance in caring for the children while the parents are em
ployed. The committee believes that refundability of the credit will 
remove an important barrier to the economic advancement of low
income families in that adequate child care while parents work 
will now be more affordable.  

Explanation of Provision 
The bill allows an additional credit for expenditures for certain 

health insurance policies and makes the present-law dependent 
care credit partially refundable for certain taxpayers.  

Health insurance credit 
The bill amends the dependent care credit to add a new refund

able credit for health insurance expenses. The bill provides that an 
individual who maintains a household containing one or more 
qualifying individuals is entitled to a credit equal to a percentage 
of the individual's qualified health insurance expenses. The maxi
mum credit percentage is 50 percent of the qualified health insur
ance expenses. This 50 percent is reduced by 5 percentage points 
for each $1,000 (or fraction thereof) by which the taxpayer s adjust
ed gross income (AGI) exceeds $12,000. Thus, the credit is zero for 
taxpayers with AGI in excess of $21,000.  

Qualified health insurance expenses are amounts paid during the 
taxable year for health insurance that includes coverage for one or 
more qualifying individuals. For purposes of this credit, a qualify
ing individual is a dependent of the taxpayer who is under age 19 
and with respect to whom the taxpayer can claim a dependent ex
emption.
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Up to $1,000 of qualified health insurance expenses may be 
taken into account in calculating the credit. However, the maxi
mum expenses taken into account cannot exceed the earned 
income of the taxpayer, reduced by employment-related expenses 
taken into account in determining the cil d care credit. Expenses, 
to the extent paid, reimbursed, or subsidized by the Federal govern
ment or a State or local government, are not eligible for the credit.  
Also, expenses for which the health insurance credit is claimed 
may not be deducted under the rules for health insurance of the 
self-employed.  

Eligible taxpayers may claim credits for both dependent care and 
health insurance expenses.  

For taxable years beginning after December 31, 1991, the health 
insurance credit will be refundable on an advance payment basis 
(similar to the present-law earned income credit).  

Refundable dependent care credit 
The bill makes the present-law dependent care credit partially 

refundable. That is, taxpayers who do not have sufficient taxable 
income to offset the credit will be entitled to receive in cash 90 per
cent of the amount of the credit not offset against tax liability.  
However, under the provision, taxpayers with adjusted gross 
income (AGI) in excess of $28,000 are not entitled to claim the re
fundable credit, but instead are eligible for the nonrefundable de
pendent care credit as under present law.  

For purposes of determining the amounts of credit that are re
fundable and nonrefundable, other credits and deductions are ap
plied before the dependent care credit, except for the earned 
income tax credit which is applied after the dependent care credit.  

For example, suppose a taxpayer has tax liability of $70 after the 
application of all credits and deductions except the dependent care 
tax credit and the earned income tax credit, $100 of dependent care 
credit (before the refundability limitation), and $150 of earned 
income tax credit. The taxpayer offsets $70 of tax liability with $70 
of the dependent care tax credit. Of the remaining $30 of depend
ent care credit, $27 (90 percent of $30) may be obtained as a refund 
while all of the $150 of earned income credit is refundable.  

For taxable years beginning after December 31, 1990, the depend
ent care credit will be refundable in the manner described. For tax
able years beginning after December 31, 1991, the dependent care 
credit will be available on an advance payment basis (similar to the 
present-law earned income credit).  

Expenses, to the extent paid, reimbursed, or subsidized by the 
Federal government or a State or local government, are not eligible 
for the credit. For example, child care expenses that are disregard
ed for purposes of calculating payments under the Aid to Families 
with Dependent Children Program which would otherwise have re
duced payments under such program and expenses reimbursed 
under the transitional child care assistance program of the Family 
Support Act of 1988 are not expenses eligible for the credit.  

The committee expects that the Secretary of the Treasury will 
provide regulations to prevent abuse of the dependent care tax 
credit. The committee, for example, does not intend the dependent 
care credit to be available in certain reciprocal dependent care ar-



rangements that do not enable gainful employment beyond the 
child care arrangement.  

For example, assume two neighbors agree to pay each other to 
care for the other's children and the child care expenses incurred 
by each neighbor do not enable each individual to be gainfully em
ployed in some manner aside from providir g care to the neighbor's 
children. In such a case, the committee ooes not intend the ex
penses to be eligible for the credit. However, the committee does 
not intend to prevent individuals otherwise legitimately employed 
as dependent care providers from obtaining the credit on eligible 
dependent care expenses.  
Child health demonstration projects 

The bill authorizes the appropriation of $25 million for each of 
the fiscal years 1990 through 1994 to enable the Secretary of 
Health and Human Services to conduct demonstration projects to 
evaluate and extend health insurance to children under age 19 who 
are not covered by other public or private health programs.  

The Secretary is authorized to enter into agreements with public 
and private organizations (for example, schools and hospitals) to 
provide health insurance coverage to such children. The Federal 
government is to share up to 50 percent of the cost of programs 
under such agreements.  

The health care program provided by an organization pursuant 
to such an agreement cannot restrict enrollment on the basis of a 
child's medical condition or impose waiting periods or exclusions 
for preexisting conditions. The program can also cover the parents 
of the child. The Secretary may permit the organization to charge 
for the health care.  

The Secretary is directed to publish criteria governing the eligi
bility and participation of organizations in the demonstration 
projects by January 1, 1990.  
GAO Study/IRS Information Program 

The General Accounting Office (GAO), in consultation with the 
Internal Revenue Service (IRS), under the provision, is required to 
conduct a study to determine (1) the effectiveness of the advance 
payment system and (2) how to implement such a system to avoid 
administrative complexity for small business. A report to the Com
mittee on Finance and the Committee on Ways and Means with 
recommendations is required within one year after enactment.  

The IRS is required to undertake efforts to inform the public of 
the availability of the credit in order to assure that persons who 
may be eligible will know the requirements for receiving the credit 
an how to apply for it.  

Effective Dates 
The refundability feature and the modifications to the present

law dependent care credit, including the credit for health insur
ance expenses, generally are effective with respect to taxable years 
beginning after December 31, 1990. The availability of the advance 
payments of credit is effective for taxable years beginning after De
cember 31, 1991.



302

2. Modification and expansion of earned income credit for fami
lies with young children (sec. 6903 of the bill and secs. 32 and 
3507 of the Code) 

Present Law 

An eligible individual who maintains a home for one or more 
children is allowed an advance refundable tax credit based on the 
taxpayer's earned income (sec. 32). In 1989, the earned income tax 
credit (EITC) is equal to 14 percent of the first $6,500 of earned 
income. The credit is phased out at a rate of 10 percent of the 
amount of adjusted income (or, if greater, the earned income) 
that, in 1989, ex $10,240. The $6,500 and $10,240 amounts are 
adjusted annually for inflation, so that the maximum amount of 
credit and the maximum amount of income eligible for the credit 
increase with inflation.  

The credit is available to married individuals filing a joint return 
who are entitled to a dependency exemption for a child, a head of 
household, and a surviving spouse.  

Because the earned income credit is refundable, eligible individ
uals may have no Federal income tax liability and yet receive 
monies from the Federal government. Certain Federally-supported 
means-tested programs disregard the earned income credit for pur
poses of determining eligibility for the program. Aid to Families 
with Dependent Children, for example, is one such program.  

Reasons for Change 

The earned income tax credit is intended to provide relief 
through the tax system to low-income working families with chil
dren. The committee recognizes that the obligation of caring for 
young children places additional financial burdens on low-income 
working families. The earned income credit is adjusted, therefore, 
to provide an additional amount of credit to families with a young 
child. Since the committee recognizes that the financial obligations 
of families with more than one young child are even more substan
tial, the credit amount is increased further if the family supports 
more than one young child.  

The committee also believes that the interaction of the earned 
income credit with Federally-supported housing assistance pro
grams should not act as a disincentive for work and, therefore, the 
earned income credit should be disregarded in determining eligibil
ity for housing assistance.  

Explanation of Provisions 

Supplemental credit for families with young children 
The bill provides a supplemental earned income credit amount if 

any of the taxpayer's children are under the age of 4. The credit 
amount is calculated as 7 percent of earned income up to the 
present law breakpoint of $6,500 (as adjusted for inflation) for tax
payer's with one child under age 4; the credit percentage for tax
payers with two or more children under age 4 is 10 percent.  

Under the bill, the supplemental earned income credit is reduced 
by 10 percent (15 percent for taxpayers with two or more children
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under age 4) of the adjusted gross income (or earned income, if 
greater) that exceeds $10,000. The $10,000 amount is adjusted for 
inflation that occurs after 1991, but in no case will the phase out of 
the supplemental credit start at less than $12,000. In addition, the 
maximum amount of the credit is limited to $500 for taxpayers 
with one child under age 4, $750 for those with two.  

The supplemental earned income credit is advance refundable in 
the same manner as the present-law earned income credit.  

Treatment of earned income credit for housing assistance 
A modification of the earned income credit provides that the 

earned income credit is not treated as income for purposes of deter
mining eligibility for Federal housing assistance programs.  

Effective Date 
The provisions generally are effective for taxable years beginning 

after December 31, 1990, except that the provision concerning the 
treatment of the credit for housing assistance programs is effective 
for determinations made after December 31, 1989.



Subtitle J. Individual Retirement Accounts (IRAs) secss. 6921 
6923 of the bill and secs. 219 and 72(t) of the Code) 

Present Law 

Under present law, the maximum deductible contribution that 
can be made to an individual retirement account (IRA) is generally 
the lesser of $2,000 or 100 percent of an individual's compensation.  
Individuals who are not active participants in an employer-spon
sored retirement plan, single taxpayers with adjusted gross income 
(AGI) of less than $25,000, and married taxpayers with AGI of less 
than $40,000, may make the maximum deductible contribution. For 
taxpayers who are active participants in employer-sponsored retire
ment plan , he IRA deduction is phased out for single taxpayers 
with AGI between $25,000 and $35,000, and for married taxpayers 
with AGI between $40,000 and $50,000.  

Taxpayers who are not entitled to the maximum IRA deduction 
may make nondeductible contributions to IRAs. As is the case with 
earnings on deductible IRA contributions, earnings on nondeduct
ible contributions accumulate on a tax-deferred basis.  

Amounts withdrawn from IRAs (other than nondeductible contri
butions) are includible in income when withdrawn. Early with
drawals, e.g., withdrawals prior to age 59%, death, or disability, 
are generally subject to an additional 10-percent income tax (sec.  
72(t)).  

Reasons for Change 
The committee is concerned about the national rate of personal 

savings, and believes that individuals should be encouraged to save.  
The committee believes that the ability to make deductible contri
butions to an IRA is a significant savings incentive. Under present 
law, however, this incentive is not available to all taxpayers. Fur
ther, the present-law income thresholds for IRA deductions are not 
indexed for inflation, so that fewer Americans will be eligible to 
make a deductible IRA contribution each year.  

The committee believes it is appropriate to encourage individual 
savings by making an IRA deduction available to all taxpayers. Ex
panding the IRA deduction will provide all Americans with a 
meaningful incentive to save for their retirement years.  

The committee is also concerned that Americans are not saving 
enough to ensure that their children will be able to afford a college 
education. College costs have risen dramatically in recent years.  
The ability to obtain a college education is an important factor in 
ensuring that the United States remains competitive with other 
nations. Housing costs have also increased, reducing the ability of 
many to purchase a home. Accordingly, the committee believes 
that there should be appropriate incentives to save for education 
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and home ownership, and that taxpayers should be able to use 
without penalty amounts saved in an IRA for such purposes.  

Explanation of Provision1 " 

In general 
The deductibility of an individual's contributions to an IRA is ex

panded under the provision. In general, the provision permits a de
duction of one-half of the otherwise nondeductible portion of the 
contribution made by an individual. The provision also allows with
drawals from an IRA without imposition of the additional 10-per
cent income tax to the extent the amount withdrawn is used for 
either the purchase of a first home or certain education expenses.  

Expansion of present-law deduction rules 
Under the provision, an individual who contributes to an IRA 

may deduct the amount of the contribution that is deductible 
under present law, plus 50 percent of the contribution that is not 
deductible under present law. This additional 50-percent deduction 
is only allowed with respect to contributions that would otherwise 
have been deductible but for the active participant rule. The 
present-law maximum dollar limitation ($2,00) and other limita
tions relating to deductibility (e.g., the requirement that the IRA 
owner be under the age of 70V) continue to apply.  

For example, assume that the combined AGI of a married tax
payer and the taxpayer's spouse is $45,000, and that the individual 
is an active participant in an employer-sponsored retirement plan.  
Assume further that the taxpayer makes a $2,000 contribution to 
an IRA. Under the present-law active participant rule, the taxpay
er may deduct $1,000 of the contribution. Under the provision, the 
taxpayer may deduct $1,500, that is, the amount deductible under 
present law ($1,000), plus one-half of the amount of the contribu
tion that is not presently deductible ($500). Alternatively, if the 
same taxpayer made a contribution of only $1,500, then the taxpay
er could deduct $1,250 [$1,000 + (.50 x $500)].  

The provision also provides that interest on loans the proceeds of 
which are directly traceable to an IRA contribution is nondeduct
ible.  

Withdrawals by first-time home buyers 
Under the provision, withdrawals by first-time homebuyers that 

are used within 60 days to acquire, construct, or reconstruct the 
taxpayer's principal residence are not subject to the 10-porcent ad
ditional income tax. A first-time homebuyer is an individual who 
has not had an ownership interest in a principal residence during 
the 2-year period ending on the date of acquisition of the principal 
residence to which the withdrawal relates. The date of acquisition 
is the date the individual enters into a contract to purchase a prin
cipal residence or begins construction or reconstruction of such a 
residence. The provision requires that the spouse of the taxpayer is 

" This provision is substantially the same as the provisions of S. 1678, The Savings and In
vestment Incentive Act of 1989, which was introduce on September 27, 1989, by Senator Bent
sen and others.
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also required to meet this requirement as of the date of acquisition.  
Principal residence is defined as under the provisions relating to 
the rollover of gain on the sale of a principal residence (sec. 1034).  

The expansion of the deduction provisions is effective for taxable 
years beginning after December 31, 1990. The provisions relating to 
the exceptions to the 10-percent additional income tax apply to dis
tributions after December 31, 1989, in taxable years ending after 
such date. The provision relating to interest on funds borrowed to 
make IRA contributions is effective for debt incurred after the date 
of enactment, in taxable years ending after such date.



Subtitle K. Amendments to the Financial Institutions Reform, 
Recovery, and Enforcement Act of 1989 

1. Treatment of transactions in which Federal financial assistance 
provided (sec. 6931 of the bill and sec. 597(b)(2) of the Code) 

Present Law 

Under present law, in the case of transactions other than taxable 
asset acquisitions, the Treasury Department has the regulatory au
thority to provide for the proper treatment of Federal financial as
sistance and appropriate adjustments to basis or other tax at
tributes to reflect such treatment.  

Reasons for Change 

The committee wishes to clarify that it was not intended that the 
Treasury Department's regulatory authority to provide for appro
priate adjustments to basis or other tax attributes be limited to ad
justments which directly reflect the proper tax treatment of Feder
al financial assistance.  

Explanation of Provision 

The provision clarifies that, in the case of transactions other 
than taxable asset acquisitions, the Treasury Department has the 
regulatory authority to prescribe rules for appropriate adjustments 
to basis or other tax attributes to properly take into account collat
eral tax effects of Federal financial assistance.  

Effective Date 

The provision is effective as if included in the Financial Institu
tions Reform, Recovery, and Enforcement Act of 1989.  

2. Tax-exempt debt of State housing finance agencies (sec. 6932 of 
the bill and sec. 141 of the Code and new sec. 145 of the Code) 

Present Law 

In general, interest on private activity bonds issued by State or 
local governments is taxable. Bonds, the proceeds of which are used 
directly or indirectly to make or finance loans to persons other 
than government units are private activity bonds. In contrast, in
terest on qualified private activity bonds (a subset of private activi
ty bonds) is tax-exempt. There are a number of categories of quali
fied private activity bonds, including* (1) exempt facility bonds; (2) 
qualified mortgage revenue bonds; (3) qualified small issue bonds; 
(4) qualified student loan bonds; (5) qualified redevelopment bonds; 
and (6) qualified 501(cX3) bonds. Qualified private activity bonds 
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generally are subject to annual State volume caps of the larger of 
(1) $50 multiplied by the State population; or (2) $150 million.  

State and local bonds issued to provide mortgages to finance the 
disposition of single family residences owned by a State housing fi
nance agency are not qualified private activity bo'.ds unless all 
provisions of Code section 143 relating to qualified mortgage reve
nue bonds are met. State and local bonds issued to provide mort
gages to finance the disposition of residential rental projects owned 
by a State housing finance agency to a private business user are 
not qualified private activity bonds.  

State and local bonds issued to purchase single family residences 
or multi-family rental housing could be considered arbitrage bonds 
(as defined in Code section 148(a)) to the extent the property pur
chased is investment property with a yield higher than that of the 
bonds issued.  

Reasons for Change 

The committee believes the extension of the implicit subsidy of 
tax-exempt finance for the acquisition cF residential properties 
from the Resolution Trust Corporation and other United States 
Government agencies would facilitate the purchase of these assets 
by State housing finance agencies. By encouraging a market in 
these residential properties, the committee believes receivership 
proceeds will be enhanced, reducing the ultimate cost of the Finan
cial Institutions Reform, Recovery, and Enforcement Act of 1989.  
Moree- v., by providing for the tax-exemi * financing of specified 
purc. of these residential properties itom State housing fi
nance .encies, the committee intends to make available additional 
affordable housing.  

Explanation of Provision 

The provision creates exceptions to the private business use test, 
the private security or payment test, and the private loan financ
ing test (all related to private activity bonds) for certain State 
housing finance agency bonds. A State housing finance agency 
bond issue would qualify for this exception if at least 95 percent of 
the proceeds were used to: (1) acquire single family residences or 
residential rental projects from the Resolution Trust Corporation, 
the Federal Deposit Insurance Corporation, the Federal Housing 
Authority, the Department of Veterans Affairs, the Federal Na
tional Mortgage Association, the Federal Home Loan Mortgage 
Corporation, the Government National Mortgage Association, or 
any other agency of the United States Government; (2) issue mort
gages to finance the disposition of single family residences acquired 
by a State housing finance agency from the above agencies to pur
chasers who meet the owner-occupancy requirements, the purchase 
price restrictions, and the family income restrictions of Code sec
tion 143 (related to qualified mortgage revenue bonds); or (3) fi
nance the disposition of multi-family residential rental projects ac
quired by the State housing finance agency from the above agen
cies to private owners who would comply with the low-income tar
geting requirements of Code section 142(d). In all cases, all the



309 

dwellings being acquired or financed must be located within the ju
risdiction of the State housing finance agency.  

In order for these State housing finance agency bonds to be uti
lized as intended, the bonds are subject to the same restrictions as 
mortgage revenue bonds (Code section 147(hXl)). However, the arbi
trage restrictions, the State volume limitations, and all other re
quirements for tax-exempt private activity bonds continue to apply 
to these State housing finance agency bonds unless specifically ex
empted.  

Effective Date 

The provision is effective on the date of enactment.
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ADDENDUM: SUMMARY 

Item date 1990 1991 1992 1993 1994 1990-94

I. REPEAL FSLIC & FDIC 
TAX BENEFITS 1 ..... .. ......  

IL CORPORATE PROVI
SIONS..................................  

Ell. EMPLOYEE BENE
FIT PROVISIONS.............  

IV. FOREIGN PROVI
SIONS..................................  

V. EXCISE TAX PROVI
SIONS..................................  

VI. ACCOUNTING PRO
VISIONS.............................  

VII. EMPLOYMENT TAX 
PROVISIONS.....................  

VIII. OTHER REVENUE
RAISING PROVISIONS..  

Subtotal: REVE
NUE-RAISING 
PROVISIONS (I
VIII)..........................

568 

713 

1,686 

123 

1,602 

222 

2,636 

106

31 

998 

1,817 

183 

2,365

351 

1,085 

2,154 

192 

2,635

498 406 

-626 121 

132 146

310 213 1,473 

1,143 1,218 5,157 

2,468 2,809 10,934 

201 175 874 

3,143 3,562 13,307 

273 213 1,612 

128 1,131 3,390 

159 171 714

7,656 5,398 7,090 7,825 9,492 37,461

IX. EXPIRING PROVI
SIO N S..................................  

X. CHILD CARE, S COR
PORATION, ESTIMAT
ED TAX, AND TELE
PHONE EXCISE TAX .....  

XI. INDIVIDUAL RE
TIREMENT AC
COUNTS (IRAs).................  

XII. OTHER PROVI
SION S..................................  

XIII. OTHER PROVI
SIONS ADOPTED BY 
THE COMMI'ITEE...........

-1,753 -2,878

127 1,457

-192 

-426

-1,560 

-758

-2,591 -2,522 -3,064 -12,808

51 222 306 2,163

-3,265 

-981

-3,613 -4,055 -12,685

-1,178 -1,352

-98 -230 -240 -178 -138

-4,695 

-884

GRAND TOTAL........ 5,314 1,429 64 556 1,189 8,552

Notes: In "Effective" column-D/o/E denotes provision effective on date of 
enactment; tr/b/a denotes "taxable years beginning after" effective date given; ty/ 
e/a donotes 'taxable years en~dmg a r" effective date given; *denotes provision is 
effective for transactions after 7/10/89. Unlead otherwise noted; *denotes this 
regulatory authority is to be exercised on a prospective basis.  

*Rules expire 4 months after start of a firm's first tax year beginning after 8/1/ 
87.  

1 Estimate reflects net budget effects, including outlay effects, as estimated by the 
Congressional Budget Office.  

a Provision generally would apply to transfers made by corporations after 7/11/89 
and to transfers made by all other persons after 10/2/89.  

3 Gain of less than $5 million.  
4 Gain of lose than $00,000.  

Total is not available for estimates represented by footnotes.  
* Negligible amount.  
' Credits first claimed after March 11, 1987.  
a Loss of less than $5 million.  

Los of less than $00,000.
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10 Under the Gram-Rudman-Hollings Act, excise taxes that are dedicated to 
trust funds are carried as though they are extended without change after the 
scheduled expiration date.  

11 Generally effective for taxable years beginning after 12/31/88; in additon, 
applies to all taxable years beginning fore 1/1/90, if the taxpayer so elects in its 
return for a taxable year beginning before 1/1/90.  

Further Note: The provisions in this revenue table do not follow the order of the 
explanation of the revenue provisions.





APPENDIX: 
STATUTORY LANGUAGE





TITLE VI-REVENUE MEASURES 

SEC. Mi. SHORT TITLE; ETC.  

(a) SHORT TrrLz.-This title may be cited as the "Revenue Reconciliation Act of 
1989".  

(b) AmNDMNT OF 1986 CoDE.-Except as otherwise expressly provided, whenever 
in this title an amendment or repeal is expressed in terms of an amendment to, or 
repeal of, a section or other provision, the reference shall be considered to be made 
to a section or other provision of the Internal Revenue Code of 1986.  

(c) TABLE OF CONTENTS.

TITLE VI-REVENUE MEASURES 
Sec. 6001. Short title; etc.  

Subtitle A-Extension of Expiring Tax Provisions 

PART I-TEMPORARY EXTENSIONS 

Sec. 6101. Extension of employer-provided educational assistance.  
Sec. 6102. Extension of employer-provided group legal services.  
Sec. 6103. Extension and modification of targeted jobs credit.  
Sec. 6104. Allocation of research and experimental expenditures.  
Sec. 6105. Extension of qualified small issue bonds.  
Sec. 6106. Extension of special rules for health insurance costs of self-employed in

dividuals.  
Sec. 6107. Extension of waiver of early withdrawal tax for ESOPS.  
Sec. 6108. Extension of IRS assistance in undercover operations.  
Sec. 6109. Extension of transfer to railroad retirement account.  
Sec. 6110. Extension and modification of credit for nonconventional fuels.  

PART 11-PERMANENT ExTaNSIONS 

Sec. 6111. Low-income housing credit made permanent; modifications to credit 
Sec. 6112. Low-income house credit and rehabilitation credit exempt from income 

phaseout of $25,000 exemption from passive loss rules.  
Sec. 6113. Research credit made permanent; modifications to credit.  
Sec. 6114. Energy investment credit for solar, geothermal, and ocean thermal prop

erty made permanent.  
Sec. 6115. Qualified mortgage bonds made permanent.  

Subtitle B-Corporate Provisions 
Sec. 6201. Dividend received deduction not allowed for dividends on preferred stock 

of certain subsidiaries.  
Sec. 6202. Deferral of interest deductions on certain high yield original issue dis

count obligations.  
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Sec. 6203. Section 351 made inapplicable to certain transfers of securities.  
Sec. 6204. Provisions related to regulated investment companies.  
Sec. 6205. Limitation on threshold requirement under section 382 built-in gain and 

loss provisions.  
Sec. 6206. Distributions on certain preferred stock treated as extraordinary divi

dends.  
Sec. 6207. Repeal of election to reduce excess loss account recapture by reducing 

basis of indebtedness.  
Sec. 6208. Other provisions relating to treatment of stock and debt; etc.  
Sec. 6209. Estimated tax payments required for S corporations.  
Sec. 6210. Limitations on refunds due to net operating loss carrybacks or excess in

terest allocable to corporate equity reduction transactions.  
Sec. 6211. Small corporation exception to gain recognition on certain distributions in 

complete liquidation.  
Sec. 6212. Treatment of certain leases by rural electric cooperatives.  

Subtitle C-Employee Benefit Provisions 

PART I-REPEAL OF SEcHON 89 NONDISCRIMINATION RuLEs 

Sec. 6301. Repeal of section 89.  
Sec. 6302. Reinstatement of pre-1986 Act nondiscrimination rules.  
Sec. 6303. Other provisions relating to nontaxable benefits.  

PAR I-EMPLOYEE STOCK OWNERSHIP PLANS 

Sec. 6311. Limitations on partial exclusion of interest on loans used to acquire em
ployer securities.  

PART IW-TAX TREATMENT OF RETIREE HEALTH Accouns 

SUBPART A--GENERAL RULES 

Sec. 6321. Transfer of excess pension assets to retiree health accounts.  
Sec. 6322. Limitation on contributions to section 401(h) accounts.  

SUBPART B-COAL INDUSTRY PLANS 

Sec. 6323. Short title.  
Sec. 6324. Authorization of transfer of surplus assets from coal pension plan to coal 

health plans.  
Sec. 6325. Continuing obligation to contribute to multiemployer plans.  
Sec. 6326. Definitions.  
Sec. 6327. Relationship to collective bargaining agreements.  
Sec. 6328. Report.  
Sec. 6329. Severability.  
Sec. 6330. Effective dates.  

PART IV-ALTERNATIVE FULL-FUNDING LIMITATION 

Sec. 6331. Alternative full-funding limitation.  

PART V-OrHER PRovisioNs 

Sec. 6341. Tax-exempt organizations eligible for section 401(k) plans.  
Sec. 6342. Voluntary employees' beneficiary associations.  
Sec. 6343. Increase in employer reversion tax.  
Sec. 6344. Qualified transportation fringe benefit.  
Sec. 6345. Personal use of airplanes.  

Subtitle D-Foreign Provisions 
Sec. 6401. Taxable year of certain foreign corporations.  
Sec. 6402. Limitation on use of deconsolidation to avoid foreign tax credit limita

tions.  
Sec. 6403. Information with respect to certain foreign-owned corporations.
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Sec. 6404. Treatment of nonresident aliens receiving certain educational and train

Sec. 6405. MiscelT eous foreign provisions.  
Sec. 6406. Exclusion for certain overseas allowances received by personnel of De

partment of Defense.  

Subtitle E-Excise Tax Provisions 
Sec. 6501. Repeal of automatic reduction in aviation-related taxes.  
Sec. 6502. Increase in international air passenger departure tax.  
Sec. 6503. Ship passengers international departure tax.  
Sec. 6504. Acceleration of deposit requirements for telephone excise tax and airline 

ticket tax; telephone excise tax exemption certificates.  
Sec. 6505. Telephone excise tax made permanent.  
Sec. 6506. Oil Spill Liability Trust Fund tax to take effect on January 1, 1990.  
Sec. 6507. Excise tax on sale of chemicals which deplete the ozone layer and of 

products containing such chemicals.  
Sec. 6508. Excise tax for wetlands trust fund.  
Sec. 6509. Acceleration of deposit requirements for gasoline excise tax.  
Sec. 6510. Application of section 4091 of the 1986 Code with respect to certain dis

tributors of diesel and aviation fuel.  
Sec. 6511. Reduction in occupational tax on small retail alcoholic beverage distribu

tors.  
Sec. 6512. Prohibition on assessments or collections of occupational tax for periods 

beginning before July 1, 1985.  
Sec. 6513. Expenditures from the Airport and Airway Trust Fund for essential air 

services.  
Sec. 6514. Providing tolerance limits for blending of gasohol.  
Sec. 6515. Gasoline used on farms by cropdusters.  
Sec. 6516. Alcohol fuels credit extended to production of ETBE.  
Sec. 6517. Amendments related to excise tax on vaccines and vaccine injury com

pensation fund.  

Subtitle F-Miscellaneous Provisions 

PART I-LIKz KIND EXCHANGES BrrwEEN RELATED PERSONS 

Sec. 6601. Like kind exchanges between related persons.  

PART Il-MINWmuM TAx PROVISIONS 

Sec. 6611. Modifications of minimum tax.  

PART rn-AccounING PROVISIONS 

Sec. 6621. Repeal of completed contract method of accounting for long-term con
tracts.  

Sec. 6622. Changes in treatment of transfers of franchises, trademarks, and trade 
names.  

Sec. 6623. 1989 Disaster Assistance Act payments included in special rule for tax
able year of inclusion.  

Sec. 6624. Exclusion of discharge of qualified farm indebtedness from gross income 
increased for certain solvent farmers.  

Sec. 6625. Certain governmental contributions in aid of construction not included in 
gross income.  

Sec. 6626. Modification of passive loss material participation rules for timber activi
ties.  

Sec. 6627. Annual accrual accounting method.  
Sec. 6628. Modifications to provisions requiring interest on installment sales of ti

meshares and residential lots.  
Sec. 6629. Family corporations may elect not to have section 447 suspense account 

rules apply.
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Sec. 6630. Treatment of asset sales by cooperatives.  
Sec. 6680A. Qualifying income of real estate investment trusts.  
Sec. 6680B. Reserves of mutual savings banks and other thrift institutions.  
Sec. 6680C. Restoration of income averaging for qualified farmers.  

PAar IV-Eurpwymr TAx PaovIsIoNs 
Sec. 6631. Treatment of agricultural workers under wage withholding.  
Sec. 6632. Acceleration of deposit requirements.  

PAr V-TAx-ExEMPr BOND PROVISIONS 

Sec. 6641. Tax treatment of 501(cX3) bonds similar to governmental bonds.  
Sec. 6642. Refinancings of certain bond issues.  
Sec. 6643. Tax-exempt financing for sports facilities.  

PAMr VI-INSURANCa PROVISIONS 

Sec. 6651. Study relating to section 833 deduction.  
Sec. 6652. Reserves on minimum premium plans.  

PART VII-CxPLANCE 

Sec. 6661. Notice of underreporting of amounts withheld.  
Sec. 6662. Statute of limitations for certain refund claims.  
Sec. 6663. Increase in threshold for Joint Committee refund review.  

PAr VIII-EEmrr ORGANIZATIONS 

Sec. 6671. Cooperative service organizations for certain foundations.  
Sec. 6672. Certain existing arrangements exempt from excise tax on self-dealing in

volving private foundations.  

PAM IX-OrHER PROVISIONS 

Sec. 6681. Adoption expenses.  
Sec. 6682. Treatment of distributions by partnerships of contributed property.  
Sec. 6683. Repeal net limitation for percentage depletion on marginal oil and gas 

production.  
Sec. 6684. Treatment of tuxedos held for rental.  
Sec. 6685. Expensing of certain capital expenditures to assist disabled.  
Sec. 6686. Tax exemption for Overseas Private Investment Corporation.  
Sec. 6687. Elimination of retroactive certification of employees for work incentive 

o'bs credit.  
Sec. 6688. Unearned income attributable to personal injury awards.  

PART X-ESTATE AND Garr TAx PRovIsioNs 

Sec. 6691. Repeal of section 2036(c).  
Sec. 6692. Exemption from generation-skipping tax for certain transfers to grand

childrn.  
Sec. 6693. Disallowance of depreciation for certain term interests.  
Sec. 6694. Clarification of waiver of right of recovery in case of certain marital de

duction property.  
Sec. 6695. Adjustments or gifts made within 3 years of decedent's death.  
Sec. 6696. Clarification of qualified terminable interest rules.  

Subtitle G-Revision of Civil Penalties 

PART I-DOCUMENT AND INFORMATION REFuRN PENALTIES 
Sec. 6711. Uniform penalties for failures to comply with certain information report

ing requirements.  
Sec. 6712. Information required with respect to certain foreign corporations.  
Sec. 6713. Uniform requirements for returns on magnetic media.  
Sec. 6714. Study of procedures to prevent mismatching.  
Sec. 6715. Study of service bureaus.
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PART 11-RvIsoN or AocuRAc-RETED PanALTrc 

Sec. 6721. Revision of accuracy-related penalties.  

PAar III-PREARE, PRoMOrE, AND PRomrER PENALTSB 

Sec. 6731. Penalty for instituting proceedings before tax court primarily for delay, 
etc.  

Sec. 6732. Modifications to other assessable penalties with respect to return prepar
ers 

Sec. 6733. Modifications to penalty for promoting abusive tax shelters, etc.  
Sec. 6734. Modifications to penalties for aiding and abetting understatement of tax 

liability.  
Sec. 6735. Modification to penalty for frivolous income tax return.  
Sec. 6736. Authority to counterclaim for balance of penalty in partial refund suits.  
Sec. 6737. Repeal of bonding requirement under section 7407.  
Sec. 6738. Certain disclosures of information by preparers permitted.  

PART IV-FAUuRE To FRuE OR PAY 

Sec. 6741. Increase in penalty for fraudulent failure to file.  
Sec. 6742. Failure to make deposit of taxes.  
Sec. 6743. Effect of payment of tax by recipient on certain penalties.  

Subtitle H-Technical Corrections 
Sec. 6801. Definitions; coordination with other subtitles.  

PART I-AMENDMENTs RELATED TO TECHICAL AND MISCELLNEOUS REvENUz AcT OF 
1988 

Sec. 6811. Amendments related to title I of the 1988 Act.  
Sec. 6812. Amendment related to title II of the 1988 Act.  
See. 6813. Amendments related to title Ell of the 1988 Act.  
Sec. 6814. Amendments related to title IV of the 1988 Act.  
Sec. 6815. Amendments related to title V of the 1988 Act.  
Sec. 6816. Amendments related to title VI of the 1988 Act.  
Sec. 6817. Effective date.  

PART I-AMENDMENTS RELATED o REVENUE Acr OF 1987 
Sec. 6821. Amendments'related to subtitle B.  
Sec. 6822. Amendment related to subtitle C and following subtitles.  
Sec. 6823. Effective date.  

PART l-AMENDMENTS RELATED TO TAX REFORM Acr oF 1986 
Sec. 6831. Amendments related to Tax Reform Act of 1986 

PART IV-MISCELLANEOUS CHANGES 

Sec. 6841. Miscellaneous changes.  

PART V-AMENDMENTS RELATED TO PENSION PROVISIONS 

Sec. 6851. Definitions.  

SUBPART A-AMENDMENTS RELATED TO TAX REFORM ACT OF 1986 

Sec. 6861. Amendments related to title XI of the Reform Act.  
Sec. 6862. Amendments related to title XVIII of the Reform Act.  
Sec. 6863. Effective date.  

SUBPART B-AMENDMENTS RELATED TO OMNIBUS BUDGET RECONCILIATION ACT OF 1986 

Sec. 6871. Amendments related to Omnibus Budget Reconciliation Act of 1986.  

SUBPART C-AMENDMEN1S RELATED TO PENSION PROTECION ACT 

Sec. 6881. Amendments related to Pension Protection Act.  
Sec. 6882. Effective date.
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Subtitle I-Tax Credit for Certain Health Insurance Premiums and Child Care and 
Supplemental Earned Income Credit for Families With Young Children 

Sec. 6901. Credit for health insurance premium costs.  
Sec. 6902. Dependent care and health insurance premium credit made refundable.  
Sec. 6903. Supplemental earned income credit for families with young children.  
Sec. 6904. Study of advance payments.  
Sec. 6905. Program to increase public awareness.  
Sec. 6906. Demonstration projects to extend health insurance to children not cov

-ered by public or private health programs.  

Subtitle J-Individual Retirement Accounts 
Sec. 6921. Short title.  
Sec. 6922. Distributions from individual retirement plans may be used without pen

alty to purchase first homes or to pay higher education expenses.  
Sec. 6923. Active participants allowed deduction for 50 percent of contributions to 

individual retirement plans.  

Subtitle K-Amendments Related to Financial Institutions Reform, Recovery, and 
Enforcement Act of 1989 

Sec. 6931. Treatment of transactions in which Federal financial assistance provided.  
Sec. .6932. Qualified State housing agency bonds.  

Subtitle L-Coordination With Budget Act 
Sec. 6941. Coordination with Budget Act.  

Subtitle A-Extension of Expiring Tax Provisions 

PART I-TEMPORARY EXTENSIONS 

SEC. 6101. EXTENSION OF EMPLOYER-PROVIDED EDUCATIONAL ASSISTANCE.  
(a) IN GENERAL.-Subsection (d) of section 127 (relating to educational assistance 

programs) is amended by striking "December 31, 1988" and inserting "December 31, 
1991".  

(b) CERTAIN OrHERwISE TAXABLE EMPwLOYER-PRoVIDED EDUCATIONAL ASSISTANCE 
MAY BE ExcLUDABLE AS WORKING CONDITION FRINGE.-Subsection (h) of section 132 
(relating to certain fringe benefits) is amended by adding at the end thereof the fol
lowing new paragraph: 

"(9) APPLICATION OF SECTION TO OTHERWISE TAXABLE EMPLOYER-PROVIDED EDU
CATIONAL ASSISTANCE.-Amounts which would be excludable from gross income 
under section 127 but for subsection (aX2) thereof or the last sentence of subsec
tion (cX1) thereof shall be excluded from prss income under this section if (and 
only if) such amounts are a working condition fringe." 

(c) EFFrCVE DATE.-The amendments made by this section shall apply to taxable 
years beginning after December 31, 1988.  
SEC. 6102. EXTENSION OF EMPLOYER-PROVIDED GROUP LEGAL SERVICES.  

(a) IN GENERAL.-Subeection (e) of section 120 (relating to group legal services 
plans) is amended by striking "ending after December 31, 1988' and inserting "be

g ' after December 31, 1991".  
(b) 6F DATE.-The amendment made by subsection (a) shall apply to tax

able years ending after December 31, 1988.  
SEC. 6103. EXTENSION AND MODIFICATION OF TARGETED JOBS CREDIT.  

(a) 2-YEAR EXTENSION.-Paragraph (4) of section 51(c) (relating to termination) is 
amended by striking "December 31, 1989" and inserting "December 31, 1991".  

(b) ExTENsoN OF AUTHORIZATION.-Paragraph (2) of section 261(f) of the Economic 
Recovery Tax Act of 1981 is amended by striking "and 1989" and inserting "1989, 
1990, and 1991".  

(c) MODIFICATION OF REQuwr FOR CERTIFICATION.
(1) IN GENERAL-Paragraph (16) of section 51(d) is amended by adding at the 

end thereof the following new subparagraph: 
"(C) EMPIDYER REQUEST MUST SPECIFY POTENTIAL BASIS FOR ELIGIBILITY.

In any request for a certification of an individual as a member of a targeted 
group, the employer shall-



"(i) specify each subparagraph (but not more than 2) of paragraph (1) 
by reason of which the employer believes that such individual io such a 
member, and 

"(ii) certify that a good faith efforT was made to determine that such 
individual is such a member." 

(2) EFrracrva DATE.-The amendments made by this subsection shall apply to 
individuals who begin work for the employer after December 31, 1989.  

SEC. 6104. ALLOCATION OF RESEARCH AND EXPERIMENTAL EXPENDITURES.  
Section 864 relatingn to definitions and special rule) is amended by adding at the 

end thereof the following new subsection: 
"(f) ALLcAToIN OF RESEARCH AND EXPERmEnwTAL EXPENDrTURE.

"(1) IN GNRAL-For purposes of sections 861(b), 862(b), and 863(b), qualified 
research and experimental expenditures shall be allocated and apportioned as 
follows: 

"(A) Any qualified research and experimental expenditures expended 
solely to meet legal requirements imposed by a political entity with respect 
to the improvement or marketing of specific products or processes for pur
poses not reasonably expected to generate gross income (beyond de mimmis 
amounts) outside the jurisdiction of the political entity shall be allocated 
only to gross income from sources within such jurisdiction.  

"(B) In the case of any qualified research and experimental expenditures 
(not allocated under subparagraph (A)) to the extent

"(i) that such expenditures are attributable to activities conducted in 
the United States, 64 percent of such expenditures shall be allocated 
and apportioned to income from sources within the United States and 
deducted from such income in determining the amount of taxable 
income from sources within the United States, and 

"(ii) that such expenditures are attributable to activities conducted 
outside the United States, 64 percent of such expenditures shall be allo
cated and apportioned to income from sources outside the United 
States and deducted from such income in determining the amount of 
taxable income from sources outside the United States.  

"(C) The remaining portion of qualified research and experimental ex
penditures (not allocated under subparagraphs (A) and (B)) shall be appor
tioned, at the annual election of the taxpayer, on the basis of gross sales or 
gross income, except that, if the taxpayer elects to apportion on the basis of 
Uross income, the amount app oned to income from sources outside the 

States shall at least be 30 percent of the amount which would be so 
apportioned on the basis of gross sales.  

"(2) QuALuIED RESEARCH AND EXPERIENTAL EXPENDTrURE.-For purposes of 
this section, the term 'qualified research and experimental expenditures means 
amounts which are research and experimental expenditures within the mean
ing of section 174. For purposes of this paragraph, rules similar to the rules of 
subcon (c) of section 174 shall apply. Any qualified research and experimen
tal expenditures treated as deferred expenses under subsection (b) of section 174 
shall be taken into account under this subsection for the taxable year for which 
such expenditures are allowed as a deduction under such subsection.  

"(3) SPECIAL RULEB FOR EXPENDITURES ATTRIBUTABLE TO ACTIVITIES CONDUCTED 
IN SPACE, EIC.

"(A) IN GENERAL-Any qualified research and experimental expenditures 
described in sub ph (B)

"(i) if incurred by a United States person, shall be allocated and a 
portioned under this section in the same manner as if they were attri 
utable to activities conducted in the United States, and 

"(ii) if incurred by a person other than a United States person, shall 
be allocated and apportioned under this section in the same manner as 
if they were attributable to activities conducted outside the United 
States.  

"(B) DESCRIPHON OF EXPENDrUREs.-For purposes of subparagraph (A), 
qualified research and experimental expenditures are described in this sub
paragraph if such expenditures are attributable to activities conducted

"(i) in space, 
"(ii) on or under water not within the jurisdiction (as recognized by the 

United States) of a foreign country, possession of the United States, or the 
United States, or 

"(iii) in Antarctica.
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"(4) AFnuJATED GRoup.
"(A) Except as provided in subparagraph (B), the allocation and appor

tionment required by paragraph (1) shall be determined as if all members 
of the affiliated group (as defined in subsection (eX5)) were a single 
corporation.  

"(B) For purposes of the allocation and apportionment required by para
graph (1)

"(i) sales and gross income from products produced in whole or in 
part in a possession by an electing corporation (within the meaning of 
section 936(hX5XE)), and 

"(ii) dividends from an electing corporation, 
shall not be taken into account, except that this subparagraph shall not 
apply to sales of (and gross income and dividends attributable to sales of) 
products with respect to which an election under section 936(hX5XF) is not 
in effect.  

"(C) The qualified research and experimental expenditures taken into ac
count for purposes of paragraph (1) shall be adjusted to reflect the amount 
of such expenditures included in computing the cost-sharing amount (deter
mined under section 936(hX5XCXiXI)).  

"(D) The Secretary may prescribe such regulations as may be necessary 
to carry out the purposes of this paragraph, including regulations providing 
for the source of gross income and the allocation and apportionment of de
ductions to take into account the adjustments required by subparagraph 
(C).  

"(E) Paragraph (6) of subsection (e) shall not apply to qualified research 
and experimental expenditures.  

"(5) APPLICATION OF sUBSECTION.-This subsection shall apply to taxable years 
beginning after August 1, 1989, and beginning before August 2, 1991." 

SEC. 6105. EXTENSION OF QUALIFIED SMALL ISSUE BONDS.  
Subparagraph (B) of section 144(aX12) is amended by striking "1989" and inserting 

"1991".  
SEC. 6106. EXTENSION OF SPECIAL RULES FOR HEALTH INSURANCE COSTS OF SELF-EMPLOYED 

INDIVIDUALS.  

(a) GENERAL RuLz.-Paragraph (5) of section 162(1) (relating to special rules for 
health insurance costs of self-employed individuals) is amended by striking "Decem
ber 31, 1989" and inserting "December 31, 1991".  

(b) SPECIAL Ruiz FOR CERTAIN S CORPORATION SHARmHoLDzns.-Subsection (1) of 
section 162 (as amended by subsection (a)) is amended by redesignating paragraph 
(5) as paragraph (6) and by inserting after paragraph (4) the following new para
graph: 

"(5) TREATMENT OF CERTAIN 8 CORPORATION SHAREHOLDEnS.-This subsection 
shall apply in the case of any individual treated as a partner under section 
1372(a), except that

"(A) for purposes of this subsection, such individual's wages (as defined in 
section 3121) from the S corporation shall be treated as such individual's 
earned income (within the meaning of section 401(cX1)), and 

"(B) there shall be such adjustments in the application of this subsection 
as the Secretary may by regulations prescribe." 

(c) EFFECTIVE DATE.-The amendments made by this section shall apply to taxable 
years beginning after December 31, 1989.  

SEC. 6107. EXTENSION OF WAIVER OF EARLY WITHDRAWAL TAX FOR ESOPS.  
Subparagraph (C) of section 72(tX2) is amended by striking "January 1, 1990" and 

inserting "January 1, 1992".  
SEC. 6108. EXTENSION OF IRS ASSISTANCE IN UNDERCOVER OPERATIONS.  

Paragraph (3) of section 7601(c) of the Anti-Drug Abuse Act of 1988 is amended by 
striking "December 31, 1989" and "January 1, 1990" and inserting "December 31, 
1991" and "January 1, 1992", respectively.  
SEC. 6109. EXTENSION OF TRANSFER TO RAILROAD RETIREMENT ACCOUNT.  

Subsection (cX1XA) of section 224 of the Railroad Retirement Solvency Act of 1983, 
as amended by section 9034 of the Omnibus Budget Reconciliation Act of 1987, is 
amended by striking "1989" and inserting "1991".
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SEC. 6110. EXTENSION AND MODIFICATION OF CREDIT FOR NONCONVENTIONAL FUELS.  

(a) 2-YEAR ErTNmoN.-Subparagraph (A) of section 29(f(1) (relating to applica
tion of section) is amended by striking "January 1, 1991" each place it appears and 
inserting "January 1, 1993".  

(b) APPuCATION OF CREDIT To TIGHT SANe FORMATION PRODUCTION.
(1) IN ommA.-Paragraph (2) of section 29(c) (relating to definition of quali

fied fuels) is amended to read as follows: 
"(2) GAs FROM GOPREBBURED RINA, rrc.-The determination of whether any 

gas is produced from geopressured brine, Devonian shale, coal seams, or a tigh 
formation shall be made in accordance with section 503 of the Naturalas 
Policy Act of 1978." 

(2) ErorlV DATR.-The amendment made by this subsection shall apply to 
gas from wells drilled after December 31, 1989.  

PART II-PERMANENT EXTENSIONS 

SEC. 6111. LOW-INCOME HOUSING CREDIT MADE PERMANENT: MODIFICATIONS TO CREDIT.  

(a) CREDIT MADE PzmAxNwr.-Subeection (n) of section 42 (relating to low-income 
housing credit) is hereby repealed.  

(b) 1-YRan CARRYOVER OF UNUSED CREDIT AuTHoRY.
(1) IN GENERAL.-Section 42(hX3) (relating to housing credit dollar amount for 

agencies) is amended by redesignating subparagraphs (D), (E), and (F) as sub
paragraphs (E), (F), and (G), respectively, and by striking subparagraph (C) and 
inserting the following new subparagraphs: 

"(C) STATE HOUSING CREDIT CEILIN.-The State housing credit ceiling ap 
plicable to any State for any calendar year shall be an amount equal to the 
sum of

"(i) $1.25 multi plied by the State population, 
"(ii) the unused State housing credit ceiling (if any) of such State for 

the preceding calendar year, 
"(ii) the amount of State housing credit ceiling returned in the cal

endar year, plus 
"(iv) the amount (if any) allocated under subparagraph (D) to such 

State by the Secretary.  
For purposes of clause (ii), the unused State housing credit ceiling for any 
calendar year is the excess (if any) of the amount described in clause (i) 
over the aggregate housing credit dollar amount allocated for such year.  
For purposes o clause (iii), the amount of State hous' credit ceiling re
turned in the calendar year equals the housing credit do amount previ
ously allocated within the State to any project which does not become a 
quaifled low-income housing project within the period required by this sec
tion or the terms of the allocation or to any project with respect to which 
an allocation is cancelled by mutual consent of the housing credit agency 
and the allocation recipient.  

"(D) UNUSED HOUSING CREDIT CARRYOVERS ALLOCATED AMONG CERTAIN 
STATES.

"(i) IN GENERAL.-The unused housing credit carryover of a State for 
any calendar year shall be assigned to the Secretary for allocation 
among qualified States for the succeeding calendar year.  

"(ii) UNUSED HOUSING CREDIT CARRYOVER.-For purposes of this sub
paragraph, the unused housing credit carryover of a State for any ep
endar year is the excess (if any) of the unused State housing credit ceil
ing for such year (as defined in subparagraph (CXii)) over the excess (if 
any) of

"(I) the aggregate housing credit dollar amount allocated for 
such year, over 

"(II) the amount described in clause (i) of subparagraph (C).  
"(iii) FoRMUiA FOR ALLCATION OF UNUSED HOUSING CREDIT CAR

RYOVERS AMONG QUALIFIED 8TATs.-The amount allocated under this 
subparagraph to a qualified State for any calendar year shall be the 
amount determined by the Secretary to bear the same ratio to the ag
gregate unused housing credit carryovers of all States for the preceding 
calendar year as such State'spo action for the calendar year bears to 
the population of all qualified States for the calendar year. For pur
poses of the preceding sentence, population shall be determined in ac
cordance with section 146(j).
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"(iv) AulED sTAT.-For purposes of this subparagraph, the term 
'q 'd State' means, with respect to a calendar year, any State

"(I) which allocated its entire State housing credit ceiling for the 
preceding calendar year, and 

"(I) for which a request is made (not later than May 1 of the 
calendar year) to receive an allocation under clause (iii).' 

(2) ComwexMNG AMENDMENS.
(A) Sub p h (E) of section 42(hX5) is amended by striking "subpara

graph (E an inserting subparagraphh (F)".  
(B) P ph (6) of section 42(h) is amended by striking subparagraph (B) 

and by ' ting subparagraphs (C), (D), and (E) as subparagraphs (B), 
(C), and (D), respectively.  

(c) BunzomGs EuLGa oOR CREDr ONLY Ir MmINIUm LoNG-TEEM CoMMTMENT TO 
Low-INcomx HousING.

(1) IN GENRAI.-Section 42(h) (relating to limitation on aggregate credit al 
lowable with respect to projects located in a State) is amended by redesignating 
paragraphs (6) and (7) as paragraphs (7) and (10), respectively, and by inserting 
after paragraph (5) the following new paragraph: 

"(6) BunoGs EmIIBLE FOR CREDIT ONLY IF MINIMUM LONG-TERM COMMITMENT 
TO Lw-INCOME HOUSING.

"(A) IN GENERAL-No credit shall be allowed by reason of this section 
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.  

"(B) ErrBNDED W-NCOME HOUSING COMMrrMrNT.-For purposes of this 
paragraph, the term 'extended low-income housing commitment' means any 
agreement between the taxpayer and the housing credit agency

"(i) which requires that the applicable fraction (as defined in subsec
tion (cXl)) for the building for each taxable year in the extended use 
period will not be less than the applicable fraction specified in such 
agreement, 

"'ii) which allows individuals who meet the income limitation appli
cable to the building under subsection (g) (whether prospective, present, 
or former occupants of the building) the right to enforce in any State 
court the requirement of clause (i), 

"(iii) which is binding on all successors of the taxpayer, and 
"(iv) which, with respect to the property, is recorded pursuant to 

State law as a restrictive covenant.  
"(C) ALLOCATION OF CREDIT MAY NOT EXCEED AMOUNT NECESSARY TO SUP

PORT COMMITMENT.
"(i) IN GENERA.-The housing credit dollar amount allocated to any 

building may not exceed the amount necessary to support the applica
ble fraction specified in the extended low-income housing commitment 
for such building, including any increase in such fraction pursuant to 
the application of subsection (f(3) if such increase is reflected in an 
amended low-income housing commitment.  

"(ii) BULDIGS FINANCED BY TAX-EXEMPT BomN.-If paragraph (4) ap
plies to any building the amount of credit allowed in any taxable year 
may not exceed the amount necessary to support the applicable frac
tion specified in the extended low-income housing commitment for such 
building. Such commitment may be amended to increase such fraction.  

"(D) EXTENDED USE PERIOD.-For purposes of this paragraph, the term 'ex
tended use period' means the period

"(i) beginning on the 1st day in the compliance period on which such 
building is part of a qualified low-income housing project, and 

"(ii) ending on the later of
"(I) the date specified by such agency in such agreement, or 
"(II) the date which is 15 years after the close of the compliance 

period.  
"(E) EXCEPTIONS M FORECLOSURE OR IF NO BUYER WILLING TO MAINTAIN 

LOW-INCOME STATUS.-
"(i) IN GENERAL.-The extended use period for any building shall ter

minate
"(I) on the date the building is acquired by foreclosure (or instru

ment in lieu of foreclosure), or 
"(II) on the last day of the period specified in subparagraph (I) if 

the housing credit agency is unable to present during such period a 
qualified contract for the acquisition of the low-income portion of
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the building anperson who will continue to operate such por
tio asaqei n m building.  

Subclause (I) shall not apply to the extent more stringent require
ments are provided in the agreement or in State law.  

"(ii) EvaIrroN, WM. OF sawrmo WW-INOM TENANT NOT PRMT
TED.-The termination of an extended use period under clause (i) shall 
not be construed to permit

"(I) the eviction or the termination of tenancy (other than for 
good cause) of an existing tenant of any low-income unit, or 

"(ID any increase in the gross rent with respect to such unit, 
except if such tenant's income exceeds 100 percent of the income 
limitation under subsection (gXl) then only to the extent such in
crease does not exceed 30 percent of such tenant's income.  

"(F) QuAzn coNmAor.-For purposes of subparagraph (E), the term 
'qualified contract' means a bona fide contract to acquire (within a reasona
ble period after the contract is entered into) the low-income portion of the 
building for an amount not less than the applicable fraction (specified in 
the extended low-income housing commitment) of

"(i the sum of
"(I) the outstanding indebtedness secured by, or with respect to, 

the building, 
"(II) the adjusted investor equity in the building, plus 
"(III) other capital contributions not reflected in the amounts de

scribed in subclause (1) or (II), reduced by 
"(ii) cash distributions from (or available for distribution from) the 

project.  
The Secretary shall prescribe such regulations as may be necessary or ap
propriate to carry out this paragraph, including regulations to prevent the 
manipulation of the amount determined under the preceding sentence.  

"(G AnmrED NVEBTOR EQUITY.
"i IN GENERAL-For purposes of subparagraph (E), the term 'adjust

ed investor equity' means, with respect to any calendar year, the aggre
gate amount of cash taxpayers invested with respect to the project in
creased by the amount equal to

"(I) such amount, multiplied by 
"(II) the cost-of-livmg adjustment for such calendar year, deter

mined under section 1(fX8) by substituting the base calendar year 
for 'calendar year 1987'.  

An amount shall be taken into account as an investment in the project 
only to the extent there was an obligation to invest such amount as of 
the beginning of the credit period and to the extent such amount is re
flected in the adjusted basis of the project.  

"(ii) COr-OF-LIVING INCREASED IN EXCESS OF 5 PERCENT NOT TAKEN 
INTo AccouNT.-Under regulations prescribed by the Secretary, if the 
CPI for any calendar year (as defined in section 1(f(4)) exceeds the CPI 
for the preceding calendar year by more than 5 percent, the CPJ for the 
base calendar year shall be increased such that such excess shall never 
be taken into account under clause (i).  

"(iii) BASE cALEDAR YAR.-For purposes of this subparagraph, the 
term 'base calendar year' means the calendar year with or within 
which the let taxable year of the credit period ends.  

"(H) Low-INCOME PORTION.-For purposes of this paragraph, the low
income portion of a building is the portion of such building equal to the 
applicable fraction specified in the extended low-income housing commit
ment for the building.  

"(I) PERIOD FOR FINDING BUYER.-The period referred to in this subpara
graph is the 1-year period begn' n on the date (after the 14th year of the 
compliance period) the taxpayer submits a written request to the housing 
credit agency to find a person to acquire the taxpayer's interest in the low
income portion of the building.  

"(J) SALm OF Les THAN ow-iNoOME PORTION OF BURLDNO.-In the case of 
a sale or exchange of only a portion of the low-income portion of the build
ing, only the same portion (as the portion sold or exchanged) of the amount 
determined under subparagraph (F) shall be taken into account thereunder.  

"(K) EFFr OF NONCOMPLuANCE.-If, during a taxable year, there is a de
termination that an extended low-income housing agreement was not in 
effect as of the beginning of such year, such determination shall not apply



336 ,

to any period before such year and subparagraph (A) shall be applied with
out regard to such determination if the failure is corrected within 1 year 
from the date of the determination.  

"(L) Paozcre wmcu coNexr OF MORE THAN 1 BUILDING.-The application 
of this paragraph to projects which consist of more than 1 building shall be 
made under regulations prescribed by the Secretary." 

(2) CONFORMING AMENDurr.--Subparagraph (C) of section 42(bX3) is amend
ed by striking "subsection (hX6))' and inserting "subsection "(hX7)".  

(d) CREDir FOR AcquIarrIoN OF ExISTING BUILDING To APPLY ONLY IF BuuoniNo To 
BE REHABILITATED; INCREASE IN REQuIRED REHABILrATION ExPNDrrUE.

(1) IN GENERAL.-Subparagraph (B) of section 42(dX2) (relating to eligible basis 
of existing buildings) is amended by striking "and" at the end of clause (ii), by 
striking the period at the end of clause (iii) and inserting ", and", and by adding 
at the end thereof the following new clause: 

"(iv) a credit is allowable under subsection (a) by reason of subsection 
(e) with respect to the building." 

(2) CREDIT PERIOD FOR EXISTING BUILDINGS NOT TO BEGIN BEFORE REHABILITA
TioN cREDIT ALDwED.-Section 42(f) (relating to definition and special rules re
lating to credit period) is amended by adding at the end thereof the following 
new paragraph: 

"(4) CREDIT PERIOD FOR EXISTING BUILDINGS NOT TO BEGIN BEFORE REHABILITA
TION cREDIT ALuDwED.-The credit period for an existing building (other than a 
federally-assisted building with respect to which a waiver is granted under sub
section (dX(6XC)) shall not begin before the 1st taxable year of the credit period 
for rehabilitation expenditures with respect to the building." 

(3) INCREASE N REQUIRED REHABILITATION ExPENDFFURs.-Paragraph (3) of 
section 42(e) (relating to rehabilitation expenditures treated as separate new 
building) is amended

(A) by striking "$2,000" in the text of subparagraph (A) and inserting 
"$3,000', and 

(B) by striking "$2,000" in the heading and insertim "$3,000".  
(e) RENT RESTRICTION DETERMINED ON BASIs OF NUMBER OF KEDROOMS, ETn.

(1) Section 42(gX2) is amended by redesignating subparagraph (C) as subpara
graph (D) and by inserting after subparagraph (B) the following new subpara
graph: 

"(C) IMPUTED INCOME LIMITATION APPLICABLE TO UNrr.-For purposes of 
this paragraph, the imputed income limitation applicable to a unit is the 
income limitation which would apply under paragraph (1) to individuals oc
cupying the unit if the number of individuals occupying the unit were as 
folows: 

"(i) In the case of a unit which does not have a separate bedroom, 1 
individual.  

"(ii) In the case of a unit which has 1 or more separate bedrooms, 1.5 
individuals for each separate bedroom.  

In the case of a project with respect to which a credit is allowable by reason 
of this section and for which finance is provided by a bond described in 
section 142(aX7), the imputed income limitation shall apply in lieu of the 
otherwise applicable income limitation for purposes of applying section 
142(dX4XBXii)." 

(B) Subparagraph (A) of section 42(gX2), as amended by paragraph (1), is 
further amended by striking "the income limitation under paragraph (1) 
applicable to individuals occupying such unit" and inserting "the imputed 
income limitation applicable to such unit".  

(f) ADDITIONAL BUILDINGs ELIGIBLE FOR WAIVER OF 10-YEAR PERIOD APPLICABLE TO 
AcQuisMoNs or ExImTNo BUILDING.

(1) IN GENERAL.-Sub paragraph (A) of section 42(dX6) (relating to credit allow
able for certain dely-assisted buildings acquired during 10-year period de
scribed in paragraph (2XBXii)) is amended by striking "or" at the end of clause 
(i), by striking the period at the end of clause (ii) and inserting a comma and 
"or", and by adding at the end thereof the following new clause: 

'(iii) to facilitate the sale of the building if
"(I) the mortgage loan on the building is held by the Department 

of Housing and Urban Development, 
"(U) the building is owned by such Department following its ac

quisition (by such Department or the mortgage loan lender) by 
foreclosure (or by instrument in lieu of foreclosure), or
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"(III) the building is owned by the Farmers Home Administra
tion." 

(2) LOW-INOOME BUILDINGS WHERE MORTGAGE MAY BE PREiPAID.-Section 42(dX6) 
is amended by adding at the end thereof the following new subparagraphs: 

"(C) Low-INCOME BUILDINGS WHERE MORTGAGE MAY BE PREPAID.-A waiver 
may be granted under sub ph (A) (without regard to any clause 
thereof) with respect to a federally-assisted building described in clause (ii) 
or (iii) of subparagraph (B) if

"(i) at any time within 1 year after the date of the application by the 
taxpayer for such a waiver, the mortgage on such building is eligible 
for prepayment under subtitle B of the Emergency Low Income Hous
ing Preservation Act of 1987 or under section 502(c) of the Housing Act 
of 1949, and 

"(ii) the appropriate Federal official certifies to the Secretary that it 
is reasonable to expect that if the waiver is not granted such building 
will cease complying with its low-income occupancy requirements.  

If a waiver is granted under subparagraph (A) with respect to such build
ing, no person shall be eligible to prepay such mortgage without the ap
proval of the appropriate Federal official.' 

"(D) BuIDiNGs AoQURED FROM INSURED DEPOSITORY INSTITUTIONS IN DE
FAULT.-A waiver may be granted under subparagraph (A) (without regard 
to any clause thereof) with respect to any building acquired from an in
sured depository institution in default (as defined in section 3 of the Feder
al Deposit Insurance Act) or from a receiver or conservator of such an insti
tution." 

(3) CERTAIN MUULTI-FAMILY HOUSma.-Subparagraph (B) of section 42(dX6) is 
amended by adding aL the end thereof the following new sentence: "Such term 
also includes any building which has more than 4 residential rental units and 
the mortgage on which was originated by, or is insured or guaranteed by, the 
Federal Government." 

(g) INCREASE IN CREDIT FOR BUILDINGS IN HIGH CosT AREA.-Paragraph (5) of sec
tion 42(d) (relating to eligible basis) is amended by adding at the end thereof the 
following new subparagraph: 

"(D) INcREAe IN CREDIT FOR BUILDINGS IN HIGH COST AREAS.
"(i) IN GNERAI.-In the case of any building located in a qualified 

census tract or difficult development area which is designated for pur
poses of this subparagraph

"(I) in the case of a new building, the eligible basis of such build
ing shall be 130 percent of such basis determined without regard to 
this subparagraph, and 

"(II) in the case of an existing building, the rehabilitation ex
penditures taken into account under subsection (e) shall be 130 per
cent of such expenditures determined without regard to this sub
paragraph.  

"(ii) QUALIFIED CENSUS TRACT.
"(I) IN GENERAL.-The term 'qualified census tract' means any 

census tract in which 50 percent or more of the households have an 
income which is less than 60 percent of the area median gross 
income.  

"(I) LIMIT ON MSA's DESIGNATED.-The portion of a metropolitan 
statistical area which may be designated for purposes of this sub
paragraph shall not exceed an area having 20 percent of the popu
lation of such metropolitan statistical area.  

"(I) DETERMIATION OF AREAS.-For purposes of this clause, 
each metropolitan statistical area shall be treated as a separate 
area and all nonmetropolitan areas in a State shall be treated as 
one area.  

"(iii) DIFFICULT DEVELOPMENT AREAS.
"(I) IN GKNERAL.-The term 'difficult development areas' means 

any area designated by the Secretary of Housing and Urban Devel
opment as an area which has high construction, land, and utility 
costs relative to area median gros income.  

"(II) LIMrT ON AREAS DEBIGNATED.-Only 20 percent of the metro
politan statistical areas in the United States may be designated for 
purposes of this subparagraph and only 20 percent of nonmetropo
litan areas in the United States may be so designated.
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"(iv) SPECIAL RULES AND DEFINITIONS.-For purposes of this subpara
graph

"(I) population -shall be determined on the basis of the most 
recent decennial census for which data are available, 

"(II) area median gross income shall be determined in accordance 
with subsection (gX4), 

"(III) the term 'metropolitan statistical area' has the same mean
inf as when used in section 143(kX2XB), and 

'(IV) the term 'nonmetropolitan area' means any county (or por
tion thereof) which is not within a metropolitan statistical area." 

(h) CHANGES IN RuLEs RELATING To BuLDINGS POR WmnC CREDrr MAY BE AL, 
LOWED.

(1) SINGLE-ROOM OCCUPANCY UNITS RENTED ON A MONTHLY BA8IS.-Subpara
graph (B) of section 42(iX3) (relating to low income unit) is amended by adding 
at the end thereof the following new sentence: "For purposes of the preceding 
sentence, a single-room occupancy unit shall not be treated as used on a tran
sient basis merely because it is rented on a month-by-month basis." 

(2) SPECIAL NEEDS HOUSING.
(A) CONSIDERATION OF REQUIRED FEEB FOR SUPPORTIVE SERVICES IN CALCU

LATION OF GROSS RENT.-Subparagraph (B) of section 42(gX2) (relating to 
gross rent) is amended

(i) in clause (i), by striking "and" at the end, 
(ii) in clause (ii), by striking the period at the end and inserting ", 

and", and 
(iii) by adding at the end the following.  
"(iii) includes any fee assessed for a supportive service (as defined in 

paragraph (8)) if payment of the fee is required as a condition of occu
pancy, unless the fee is paid to the owner of the unit by any govern
mental program of assistance in which the amount of assistance provid
ed for rent is not separable from the amount of assistance provided for 
supportive services.  

If the fee described in clause (iii) is included in gross rent, the gross rent 
limitation under subparagraph (A) shall be increased by 20 recent " 

(B) ELIGIBILITY OF SPECIAL NEEDS HOUSING.-Section 4 ) (relating to 
qualified low-income housing project) is amended by adding at the end the 
following new paragraph: 

"(8) ELIGIBILITY OF SPECIAL NEEDS HOUSING.
"(A) IN GENERAL.-A residential rental property shall not be treated as 

failing to be a qualified low-income housing project for purposes of this sec
tion solely because individuals occupying residential units in the property 
are provided supportive services. The preceding sentence shall not apply if 
section 7872 does not apply to any individual occupying a residential unit in 
the property (or such individual spouse) by reason of subsection (g) thereof.  

"(B) SUPPORTIVE SERVICE -For purposes of this paragraph, the term 'sup
portive service' means any service provided under a planned program of 
services designed to enable residents of a residential rental property to 
remain independent and avoid placement in a hospital, nursing home, or 
intermediate care facility for the mentally or physically handicapped." 

(3) SCArrERED 8ITE PROJEcTs.-Section 42(g) (relating to qualified low-income 
housing project) is further amended by adding at the end thereof the following 
new paragraph: 

"(9) ScArrERED SITE PROJECr.-Buildings which would (but for their lack of 
proximity) be treated as a project for purposes of this section shall be so treated 
if all of the dwelling units in each of the building are rent-restricted (within 
the meaning of paragraph (2)) residential rental units." 

(4) OWNER-OCCUPIED BUILDINGS HAVING 4 OR FEWER UNITS ELIGIBLE FOR CREDIT 
WHERE DEVELoPMENT PLAN.--Section 42(iX3) (defining low-income unit) is 
amended by adding at the end thereof the following new subparagraph: 

"(D) OWNER-OCCUPIED BUILDINGS HAVING 4 OR FEWER UNITS ELIGIBLE FOR 
CREDIT WHERE DEVELOPMENT PLAN.

"(i) IN GENERAL.-Subparagraph (C) shall not apply to the acquisition 
or rehabilitation of a building pursuant to a development plan of action 
sponsored by a State or local government or a qualified nonprofit orga
nization (as defined in subsection (hX5XC)).  

"(ii) LIMrrATION ON CRED.-In the case of a building to which clause 
(i) applies, the applicable fraction shall not exceed 80 percent of the 
unit fraction.
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"(iii) CERTAIN uNRENTED UNITS TREATED AS OWNER-OCCUPIED.-In the 
case of a building to which clause (i) applies, any unit which is not 
rented for 90 days or more shall be treated as occupied by the owner of 
the building as of the 1st day it is not rented." 

(5) BUILDINGS RECEIVING SECTION 8 MODERATE REHABILITATION ASSISTANCE OR 
suMLAR ASeSSrANcE NOT ELIGIBLE FOR cREDrr.-Section 42(bXl) (relating to appli
cable percentage for buildings placed in service during 1987) is amended by 
adding at the end thereof the following new flush sentence: 
"A building shall not be treated as described in subparagraph (B) if, at any time 
during the credit period, moderate rehabilitation assistance is provided with re
spect to such building under section 8(eX2) of the United States Housing Act of 
1937." 

(i) ELIGIE BASIS FOR NEw BUILDINGS To INCLUDE EXPENDITURES BEFORE CLOSE OF 
lsT YEAR OF CREDIT PERIOD.

(1) NEW BUILDINGS.-Paragraph (1) of section 42(d) relatingg to eligible basis 
for new buildings) is amended by inserting before the period "as of the close of 
the 1st taxable year of the credit period".  

(2) EXISTING BUILDmos.-Subparagraph (A) of section 42(dX2) (relating to eligi
ble basis for existing buildings) is amended by striking "subparagraph (B)" and 
all that follows through the end of clause (i) and inserting "sub ph (B), 
its adjusted basis as of the close of the lst taxable year of the credit period, 
and".  

(3) CONFORMING AMENDMENT.
(A) Sub ph (C) of section 42(dX2) is amended by striking "AcQuisi

TION cos'r" in the heading and inserting "ADjuBTED BASIs" and by striking 
"cost" in the text and inserting "adjusted basis".  

(B) Paragraph (5) of section 42(d), as amended by subsection (g), is further 
amended by striking subparagraph (A), by redesignating subparagraphs (B), 
(C), and (D) as subparagraphs (A),(B), and (C), respectively, and by striking 
the paragraph heading and inserting the following: 

"(5) SPECIAL RULEB FOR DETERMINING ELIGIBLE BASIS.-".  
(C) P ph (5) of section 42(e) is amended by striking "subsection 

(dX2XAXi " and inserting "subsection (dX2XAXi)".  
(j) HousINo CREDIT MAY BE ALLOCATED ON PROcr BAsIS.

(1) IN GENEE.AL.-Section 42(hXl) (relating to credit may not exceed credit 
amount allocated to building) is amended by adding at the end thereof the fol
lowing new subparagraph: 

"(F) ALLocATION OF CREDIT ON A PROJECT BASIS.
"(i) IN GENERAL.-In the case of a project which includes (or will in

clude) more than 1 building, an allocation meets the requirements of 
this subparagraph if." (I) the location is made to the project for a calendar year 

during the project period, 
"(II) the allocation only applies to buildings placed in service 

during or after the calendar year for which the allocation is made, 
and 

"(III) the portion of such allocation which is allocated to any 
building in such project is specified not later than the close of the 
calendar year in which the building is placed in service.  

"(ii) PROJECT PERIOD.-For purposes of clause (i), the term 'project 
period' means the period

"(I) beginning with the let calendar year for which an allocation 
may be made for the 1st building placed in service as part of such 
project, and 

"(II) ending with the calendar year the last building is placed in 
service as part of such project." 

(2) CoonRm AMENDM .-8 ) o (B) of section 42(hXl) is amend
ed by striking "or (E)" and inserting ), or ".  

(8) PRojUCIr wITH MORE THAN 1 BUILDING MUST BE IDENTIFIED.-Section 
42(gX3) (relating to date for meeting requirements) is amended by adding at the 
end thereof the following new subparagraph: 

"(D) Pojacts wrrH MORE THAN 1 BUILDING MUBT BE IDENTIFIED.-FOr pur
poses of this section, a project shall be treated as consisting of only 1 build
ing unless, before the close of the let calendar year in the project period (as 
defined in subsection (hX1XFXii)), each building which is (or will be) part of 
such pro ect is identified in such form and manner as the Secretary may 
provide.
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(k) CIANGEB IN RuLaS RmAT io D=w RENT SKEWED PRoJEC.

(1) Clause (iii) of section 142(dX4XB) (relating to deep rent skewed project) is 
amended by striking "" and inserting "%" 

(2) Section 4240) (relating to certain rules made applicable) is amended by 
striking "(other than section 142(dX4XBXiii)y.  

(1) HOUSING CREDIT AGENCIES MuS ADOPT PLANS FOR ALLOCATION or CREDIT 
AMONG Pao.cre.-Subsection (h) of section 42 (relating to limitation on aggregate 
credit allowable with respect to projects located in a State), as amended by subsec
tion (c), is further amended by inserting after paragraph (7) the following new para
graph: 

"(8) HOUSING CREDIT AGENCIES MUST ADOPT PLANS FOR ALLOCATION OF CREDIT 
AMONG PROJECTS.

"(A) IN GENERAL.-Notwithstanding any other provision of this section, 
the housing credit dollar amount with respect to any building shall be zero 
unless such amount was allocated pursuant to a qualified allocation plan of 
the housing credit agency which is approved by the governmental unit (in 
accordance with rules similar to the rules of section 147(fX2) (other than 
sub ph (BXii) thereof)) of which such agency is a part.  

"(B) ALIFIED ALLOCATION PLAN.-For purposes of this paragraph, the 
term qualifiedd allocation plan' means any plan

'(i) which sets forth selection criteria to be used to determine hous
ing priorities of the housing credit agency which are appropriate to 
local conditions, and 

"(ii) which gives preference in allocating housing credit dollar 
amounts among selected projects to

"(I) projects serving the lowest income tenants, and 
"(II) projects obligated to serve qualified tenants for the longest 

periods.  
"(C) CERTAIN SELECTION CRITERIA MUST BE usED.-The selection criteria set 

forth in a qualified allocation plan must include
"(i) project location, 
"(ii) housing needs characteristics, 
"(iii) project characteristics, 
"(iv) sponsor characteristics, 
"(v) participation of local tax-exempt organizations, 
"(vi) encouragement of mixed-use housing, "(vii) tenant populations with special housing needs, and 
"(viii) project financial feasibility and viability as described in para

"9) APPLICATION TO BOND FINANCED PROJRCTS.-Paragraph (4) shall not 
apply to any project unless the project satisfies the requirements for alloca
tion of a housing credit dollar amount under the q ified allocation plan 
applicable to the area in which the project is locate." 

(m) CREDIT ALLOCATED NOT To ExcEED Amou r NECESSARY To ASSURE PRoJECT 
FEASIBILITry.-Subsection (h) of section 42 is further amended by inserting after 
paragraph (8) the following new paragraph: 

"(9) CREDIT ALLOCATED TO BUILDING NOT TO EXCEED AMOUNT NECESSARY TO 
ASSURE PROJECT FEASIBILITY.

"(A) IN GENERAL.-The housing credit dollar amount allocated to a 
pro ect shall not exceed the amount the housing credit agency determines 
and certifies is necessary for the financial feasibility of the project and its 
viability as a qualified low-income housing project throughout the. compli
ance period or such longer period as such agency determines to be appropri
ate.  

"(B) AGENCY EVALUATION.-In making the determination under subpara
graph (A), the housing credit agency shall consider

"(i) the sources and uses of funds and the total financing planned for 
the project, and 

"(ii) any proceeds or receipts expected to be generated by reason of 
tax benefits.  

Such a determination shall not be construed to be a representation or war
ranty as to the feasibility or viability of the project.  

"(U) DETERMINATION MADE WHEN CREDIT AMOUNT APPLIED FOR AND WHEN 
BUILDING PLACED IN SERVICE.

"(i) IN GENERAL.-A determination under subparagraph (A) shall be 
made as of each of the following times: 

"(I) The application for the housing credit dollar amount.



"(II) The allocation of the housing credit dollar amount.  
"(III) The date the building is placed in service.  

"(ii) CaRTIcATION AS TO AMOUNT OF OTHER SUSInIuE.-Prior to each 
determination under clause (i), the taxpayer shall certify to the housing 
credit agency the full extent of all Federal, State, and local subsidies 
which apply (or which the taxpayer expects to apply) with respect to 
the building.  

"(D) APPUCATION TO BOND PIWANCED PRO.JTrs.-Paragraph (4) shall not 
apply to any project unless the governmental unit which issued the bonds 
(or on behalf of which the bonds were issued) makes a determination under 
rules similar to the rules of subparagraphs (A) and (B)." 

(n) APPuCATION or AT-RIsK Ruce WrrH REPECT To CERTAIN FINANCING PRovI
ED BY QuAPIm NONPROFrr ORGANIZATIONs.-Subparagraph (D) of section 42(kX2) 
(relating to applation of at-risk rules) is amended by adding at the end thereof the 
following ne sentence: 

"In the case of a qualified nonprofit organization which is not described in 
section 46(cX8XDXivXII) with respect to a building, clause (ii) of this sub
paragraph shall be applied as if the date described therein were the 90th 
day after the earlier of the date the building ceases to be a qualified low
income building or the date which is 15 years after the close of a compli
ance period with respect thereto." 

(o) TIME FOR CERTIFICATION.-Section 42(lX1) (relating to certification with respect 
to 1st year of credit period) is amended

(1) by striking "Not later than the 90th day following" and inserting "Follow
ing", and 

(2) by inserting "at such time and" before "in such form".  
(p) CERTAIN PuRcHASE OPTIONS DISRwARwED.-Section 42(i) (relating to definitions 

and special rules) is amended by adding at the end thereof the following new para
graph: 

"(7) CERTAIN PURCHASE OPTIONS DISREGARDED.
"(A) IN GENERAL-For purposes of this title, the determination of wheth

er any qualified low-income building is owned by the taxpayer shall be 
made without regard to any qualified purchase option by a qualified non
profit organization (as defined in subsection (hX5XC)) or a limited equity co
operative or resident management group recognized by the Department of 
Housing and Urban Development to acquire such building at less than fair 
market value after the close of the compliance period if no financing with 
respect to such building is provided during such period by such organization 
(or a related person (as defined in subsection (dX2XDXiii)) to such organiza
tion) or such cooperative group.  

"(B) QUALIFIED PURcHAsE orON.-For purposes of subparagraph (A), the 
term 'qualified purchase option' means an option exercisable at the price 
which equals or exceeds an amount equal to the sum of

"(i) the principal amount of outstanding indebtedness secured by the 
building (other than indebtedness incurred within the 5-year period 
ending on the date of the sale), and 

"(ii) all Federal, State, and local taxes attributable to such sale.  
Except in the case of Federal income taxes, there shall not be taken into 
account under clause (ii) any additional tax attributable to the application 
of clause (ii)." 

(q) EFFECTIVE DATE.
(1) IN GENERAL.-Except as otherwise provided in this subsection, the amend

ments made by this section shall apply to determinations under section 42 of 
the Internal Revenue Code of 1986 with respect to housing credit dollar 
amounts allocated from State housing credit ceilings for calendar years after 
1989.  

(2) BuILmGs NOT sUBJECT To ALLOCATION uMrr.-Except as otherwise pro
vided in this subsection, to the extent paragraph (1) of section 42(h) of such 
Code does not apply to any building by reason of paragraph (4) thereof, the 
amendments made by this section shall apply to buildings placed in service 
after December 81, 1989.  

(3) 1-YEAR C.RRYOVER OF UNUSED CREDIT AUTI:Orry.-The amendments made 
by subsection (b) shall apply to calendar years after 1989, but clauses (ii), (iii), 
and (iv) of section 42(hX3XC) of such Code (as added by this section) shall not 
apply to unused allocations for 1989 or any preceding year.
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(4) ADDITIONAL BUILDINGS ELIGIBLE FOR WAIVER 0O 10-YUAR RUL.-The amend
ments made by subsection (f) shall take effect on the date of the enactment of 
this Act.  

(5) Csrmc.rsoNs wrram uwcr To IsT YEa or cRDI PERIoD.-The amend
ment made by subsection (o) shall apply to taxable years ending on or after De
cember 31, 1989.  

(6) CsRTAIN RULE wCHIc APPLY O oND.-Paragraphs (8X(D) and (9X(D) of sec
tion 42(h) of such Code, as added by this section, shall apply to obligations 
issued December 81, 1989.  

(7) CLAnrIFcATIoNs.-The followmg amendments shall apply as if included in 
the amendments made by section 252 of the Tax Reform Act of 1986: 

(A) Paragraph (1) of subsection (h) (relating to units rented on a monthly 
basis).  

(B) Subsection (i) (relating to eligible basis for new buildings to include 
expenditures before close of let year of credit period).  

(8) REGULATIONS ON DIFFICULT DEVELOPMENT AREAs.-Not later than 180 days 
after the date of the enactment of this Act, the Secretary of Housing and Urban 
Development shall prescribe initial regulations on the designation of difficult 
development areas under section 42(dX5XC) of such Code, as added by this sec
tion.  

SEC. 6112. LOW-INCOME HOUSING CREDIT AND REHABILITATION CREDIT EXEMPT FROM INCOME 
PHASEOUT OF $25000 EXEMPION FROM PASSIVE LOSS RULES 

(a) IN GENERAL.-Subparagraph (B) of section 469(iX3) (relating to phase-out of ex
emption) is amended to read as follows: 

"(B) EXCEPTION FOR LOW-INCOME HOUSING AND REHABILITATION CREDITS.
Subparagraph (A) shall not apply to any portion of the passive activity 
credit for any taxable ear which is attributable to any credit to which 
paragraph (6XB) applies.  

(b) CONFORMING AMENDMNT.-Subparagraph (A) of section 469(iX5) is amended 
by striking clause (iii), by striking ", and' at the end of clause (ii) and inserting a 
period, and by adding "and" at the end of clause (i).  

(c) EFFETIVE DATE.
(1) IN GENERA.-Except as provided in p ph (2), the amendments made 

by this section shall apply to property placed in service after December 31, 
1989, in taxable years endmg' after such date.  

(2) SPECIAL RULE WHERE IwTERzE HELD IN PAs-THRU ENTrr.-In the case of a 
taxpayer who holds an indirect interest in property described in paragraph (1), 
the amendments made by this section shall apply only if such interest is ac
quired after December 31, 1989.  

SEC. 6113. RESEARCH CREDIT MADE PERMANENT, MODIFICATIONS TO CREDIT.  

(a) CREDIT MADE PERMANENT.
(1) IN GENERAL.-Section 41 is amended by striking subsection (i) (relating to 

termination).  
(2) CONFORMING AMxDMENT.-Paragraph (1) of section 28(b) is amended by 

striking subparagraph (D).  
(b) CHANGES IN COMPUTATION OF INCREMENTAL CREDr.

(1) IN GENERAL.-Subsection (c) of section 41 is amended to read as follows: 
"(c) BASE AmouNT.

"(1) IN GENERAL.-The term 'base amount' means the product of
"(A) the fixed-base percentage, and 
"(B) the average annual gross receipts of the taxpayer for the 4 taxable 

years preceding the taxable year for which the credit is being determined 
(hereinafter in this subsection referred to as the 'credit year').  

"(2) MnmuM BAs AMOUNT.-In no event shall the base amount be less than 
the applicable percentage (determined in accordance with the following table) of 
the qualified research expenses for the credit year.  

"If the credit year begins during- The applicable percentage is
1990 ................................ ........................ 50 
1991 .............................................................................................. 55 
1992................................... .............................. . ..... 60 
1993................................................................................ 65 
1994.............................................................................. 70 
1995 or thereafter ................................................................................... 75.
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"(3) FIED-BASE PERCENTAGE.
"(A) IN omas.-Exzcept as otherwise in this paragraph, the 

fixed-bas percentageis percentage whic the aggregate quaifed re
Search expenses of the taxpayer for taxable years beginning after December 
31, 1988, and before January 1, 1989, is of the aggregate grs receipts of 
the taxpayer for such taxable years.  

"(B) rART-UP COMPANI
"(i) TAXPAYERS TO WHICH SUBPARAGRAPH APPua.-The fixed-base per

coentage shall be determined under this subparagraph if there are fewer 
than 8 taxable years beginning after December 31, 1983, and before 
January 1, 1989, in which the taxpayer had both gross receipts and 
qualified research expenses.  

"(ii) FIXED-BABE PERCENTAG.-In a case to which this subparagraph 
applies, the fixed-base percentage is

"(I) 3 percent for each of the taxpayer's 1st 5 taxable years begin
ning after December 31, 1989, for which the taxpayer has qualified 
research expenses, 

"(II) in the case of the taxpayer's 6th such taxable year, % of the 
percentage which the aggregate qualified research expenses of the 
taxpayer for the 4th and 5th such taxable years is of the aggregate 
gross receipts of the taxpayer for such years, 

"(III) in the case of the taxpayer's 7th such taxable year, % of 
the percentage which the aggregate qualified research expenses of 
the taxpayer for the 5th and 6 such taxable years is of the aggre
gate gros receipts of the taxpayer for such years, 

"(V in the case of the taxpayer's 8th such taxable year, % of 
the percentage which the aggregate qualified research expenses of 
the taxpayer for the 5t.th, and 7th such taxable years is of the 
agffregate gros receipts of the taxpayer for such years, 

g) in the cease of the taxpayers 9th such taxable year, % of the 
percentage which the te qualified research expenses of the 
taxpayer for the 5th,6 7 ,and 8thsuch taxable years is of the 
ag te gross receipts of the taxpayer for such years, 

in the case of the taxpayer's 10th such taxable year, % of 
the percentage which the aggregate qualified research expenses of 
the taxpayer for the 5th, 6th, 7th, 8th, and 9th such taxable years 
is of the aggregate gross receipts of the taxpayer for such years, 
and 

"(VII) for taxable years thereafter, the percentage which the ag
gregate qualified research expenses for 5 taxable years selected by 
the taxpayer from the 5th through the 10th such taxable years is 
of the aggregate gross receipts of the taxpayer for such years.  

"(iii) TREATMENT OF DE MINIMIS AMOUNTS OF GROSS RECEIPTS AND 
QUALIFIED REEARCH EXPENEs.-The Secretary may prescribe regula
tions providing that de minimis amounts of gross receipts and qualified 
research expenses shall be disregarded under clauses (i) and (ii).  

"(C) MAxIMuM PIXED-BAs8 PERCNTAGE-In no event shall the fixed-base 
percentage exceed 16 percent.  

"(D) ROUNDING.-The percentages determined under subparagraphs (A) 
and (BXii) shall be rounded to the nearest %ooth of 1 percent.  

"(4) CoNSns NT TREATMeNT OP EXPENSES REQURED.
"(A) IN GENRL&.-Notwithstanding whether the period for filing a claim 

for credit or refund has expired for any taxable year taken into account in 
determining the fixed-base percentage, the qualified research expenses 
taken into account in computing such percentage shall be determined on a 
basis consistent with the determination of qualified research expenses for 
the credit year.  

"(B) PREVENTION OF DISTORTIONs.-The Secretary may prescribe regula
tions to prevent distortions in calculating a taxpayer's qualified research 
expenses or gross receipts caused by a change in accounting methods used 
by such taxpayer between the current year and a year taken into account 
in computing such taxpayer's fixed-base percentage.  

"(5) GROSS RECEIP8.-For purposes of this subsection, gross receipts for any 
taxable year shall be reduced by returns and allowances made during the tax
able year. In the case of a foreign corporation, there shall be taken into account 
only gross receipts which are effectively connected with the conduct of a trade 
or business within the United States."
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(2) CONFORMING AMENDMENTS.
(A) Subparagraph (B) of section 41(a)(1) is amended to read as follows: 
"(B) the base amount, and".  
(B) Clause (ii) of section 41(eX7XC) is amended by striking "base period 

research expenses" and inserting "base amount".  
(C) Pa ph (1) of section 41(f) (relating to aggregation of expenditures) 

is amended by striking "proportionate share of the increase in qualified re
search expenses" each place it appears and inserting "proportionate shares 
of the qualified research expenses and basic research payments".  

(D) Subparagraph (A) of section 41(fX3) is amended
(i) by striking "June 30, 1980" and inserting "December 31, 1983", 

and 
(ii) by inserting before the period ", and the gross receipts of the tax

payer for such periods shall be increased by so much of the gross re
ceipts of such predecessor with respect to the acquired trade or busi
ness as is attributable to such portion".  

(E) Subparagraph (B) of section 41(fX3) is amended
(i) by striking "June 30, 1980" and inserting "December 31, 1983", 

and 
(ii) by inserting before the period ", and the gross receipts of the tax

payer for such periods shall be decreased by so much of the gross re
ceipts as is attributable to such portion".  

(FXi) Sub ph (C) of section 41(fX3) is amended by striking "for the 
base period" an all that follows and inserting "for the taxable years taken 
into account in computing the fixed-base percentage shall be increased by 
the lesser of

"(i) the amount of the decrease under subparagraph (B) which is allo
cable to taxable years so taken into account, or 

"(ii) the product of the number of taxable years so taken into ac
count, multiplied by the amount of the reimbursement described in this 
subparagraph." 

(ii) The heading for such subparagraph (C) is amended to read as follows: 
"(C) CERTAIN REMBURSEMENTS TAKEN INTO ACCOUNT IN DETERMINING 

FIXED-BASE PERCENTAGE.-".  
(G) Paragraph (4) of section 41(f) is amended by inserting "and gross re

ceipts" after "qualified research expenses".  
(b) TRADE OR BUSINESS REQUIREMENT DISREGARDED FOR IN-HousE RESEARCH Ex

PENSES OF CERTAIN STARTUP VEqruREs.-Subection (b) of section 41 (defining quali
fied research expenses) is amended by adding at the end thereof the following new 
paragraph: 

"(4) TRADE OR BUSINESS REQUIREMENT DISREGARDED FOR IN-HOUSE RESEARCH EX
PENSES OF CERTAIN STARTUP vENTUREs.-In the case of in-house research ex
penses, a taxpayer shall be treated as meeting the trade or business require
'ment of paragraph (1) if, at the time such in-house research expenses are paid 
or incurred, the principal purpose of the taxpayer in making such expenditures 
is to use the results of the research in the active conduct of a future trade or 
business

"(A) of the taxpayer, or 
"(B) of 1 or more other persons who with the taxpayer are treated as a 

single taxpayer under subsection (f(1)." 
(c) FULL DisALwwANcE OF DEDUCTION FOR QUAuFIED RESEARCH EXPENSE.

(1) Subsection (c) of section 280C, as amended by subtitle H, is further amend
ed by striking "50 percent of" each place it appa 

(2) Paragraph (2) of section 196(d) is amendedby inserting before the period 
"for a taxable year b before January 1, 1990".  

(d) OmLY RAeoNA RESEA EXPENDITURES EUGIBLE FOR SECTION 174.-Sec
tion 174 is amended by redesinating subsection (e) as subsection (f and by inserting 
after subsection (d) the following new subsection: 

"(e) ONLY REASONABLE REBRARcH EXPENDITURE EuGaL.a.-This section shall 
apply to a research or experimental expenditure only to the extent that the amount 
thereof is reasonable under the circumstances." 

(e) Errrva DAT.-The amendments made by this section (other than subsec
tion (a)) shall apply to taxable years after December 31, 1989.  

(0 TaEAsuRY BrUD.-The Secretary of the ury or his delegate shall conduct 
a study with respect to the 5-year period beginning on January 1, 1990, and each 5
year period thereafter-
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(1) comparing the projected revenue loss resulting from section 41 of the In
ternal Revenue Code of 1986 (relating to research credit) for the period and the 
actual revenue loss resulting from such section for the period, 

(2) analyzing the effectiveness of such credit in promoting research during 
such period, and 

(3) evaluating whether the rules for computing the fixed-base percentage for 
start-up firms are appropriate in view of actual trends in the qualified research 
expenditures and gross receipts of those firms.  

The results of such study for each such period shall be submitted, not later than the 
close of such period, to the Committee on Ways and Means of the House of Repre
sentatives and the Committee on Finance of the Senate.  
SEC. 6114. ENERGY INVESTMENT CREDIT FOR SOLAR, GEOTHERMAL, AND OCEAN THERMAL 

PROPERTY MADE PERMANENT.  
The table contained in section 46(bX2XA) (relating to energy percentage) is amend

ed by striking "Dec. 31, 1989" in clauses (viii), (ix), and (x).  
SEC. 6115. QUALIFIED MORTGAGE BONDS MADE PERMANENT.  

(a) IN GaEnA.-Paragraph (1) of section 143(a) (defining qualified mortgage 
bond) is amended to read as follows: 

"(1) QUALIFIED MORTGAGE BOND DEFINED.-For purposes of this title, the term 
'qualified mnortge bond' means a bond which is issued as part of a qualified 
mortgage issue.  

(b) MORTGAGE CREDIT CERTIFICATE.-Section 25 is amended by striking subsection 
(h) and by redesignating subsection (i) as subsection (h).  

(c) SUSPENSION OF MORTGAGE CREDIT CERTIFICATES TIME Lmrr.-With respect to 
bond authority exchanged before August 15, 1986, but not issued as of such date, the 
2-year period under section 25(eX3xB) of the Internal Revenue Code of 1986 shall 
begin on the date of the enactment of this subsection.  

Subtitle B-Corporate Provisions 

SEC. 6201. DIVIDEND RECEIVED DEDUCTION NOT ALLOWED FOR DIVIDENDS ON PREFERRED 
STOCK OF CERTAIN SUBSIDIARIES.  

(a) IN GENERAi.-Section 246 (relating to rules for applying deduction for divi
dends received) is amended by redesignating subsection (f) as subsection (g) and by 
inserting after subsection (e) the following new subsection: 

"(f) DEDUCTION DIsAL WED ON PREFERED STOCK OF SUBSIDIARY To EXTENT TAX
ABLE INCOME REDUCED BY LossEs OF GROUP.

"(1) GENERAL RULE.-No deduction shall be allowed under section 243, 244, or 
245 in respect of the disallowed portion of any applicable dividend.  

"(2) APPLICABLE DIVIDEND.-For purposes of this subsection
"(A) IN GENERLAI--The term 'applicable dividend' means any dividend

"(i) on stock described in section 1504(aX4) in any corporation which 
is a member of an affiliated group filing a consolidated return other 
than the common parent hereafterr in this subsection referred to as 
the 'distributing corporation'), and 

"(ii) paid out of the current earnings and profits of the distributing 
corpration for the taxable year (as determined under section 316(aX2)).  

"(B) LIMITATION BASED ON CONSOLIDATED Loss oFFSET.-The aggregate 
amount of dividends treated as applicable dividends under subparagraph 
(A) shall not exceed the consolida lo offset of the distributing corpora
tion.  

"(3) DmIuwED PORTION.-For purposes of this subsection, the term 'disal
lowed portion' means the portion of an applicable dividend which bears the 
same ratio to such dividend as

"(A) the consolidated loss offset, bears to 
"(B) the separately computed taxable income of.the distributing corpora

tion.  
"(4) CONSOLIDATED LOsS OFrrE-For ..purposes of this subsection, the term 

'consolidated loss offset' means, with respect to an distributing corporation, 
any of the following items of any other member of the same affiliated group as 
such corporation which are treated as used to offset the separately computed 
taxable income of such corporation: 

"(A) Any net operating loss or any net operating loss carryover under sec
tion 172.

1 0%
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"(B) Any lose from the sale or exchange of any capital asset or any cap
ital loss carryover under section 1212.  

"(C) The deduction equivalent (determined in the same manner as under 
section 383) of any excess credit or any excess credit carryover (determined 
under section 383 without regard to any foreign tax credit avowed under 
section 27(a)).  

"(5) SEPARAmEY coMpuT TAXABLE iNcoME.-The term 'separately computed 
taxable income' means the taxable income of a distributing corporation comput
ed as if it were not a member of an affiliated group.  

"(6) REGULATIoN.-The Secretary shall prescribe such regulations as may be 
necessary to carry out the provisions of this subsection, including regulations

"(A) preventing the avoidance of this subsection through the transfer of 
assets with built-in losses to the distributing corporation, through delaying 
dividend payments, or through the use of tiered entities; and 

"(B) exempting dividends from the application of this subsection if the 
taxpayer can establish such dividends were paid from previously taxed 
income." 

(b) REPORTING REQuIaMS FOR DIVDEND.-Section 6042(a) (relating to returns 
regarding pments of dividends and corate earnings and profits) is amended by 
inserting 'or' at the end of subparagraph (B) and by adding after subparagraph (B) 
the follow new subparagraph: 

"(C) who makes payments of applicable dividends (within the meaning of 
section 246(f(2)) to any corporation a portion of which is not allowable as a 
deduction under section 243 or 245 by reason of section 246(f),".  

(c) EFFCTIVE DATEB.
(1) IN GENERAL.-The amendment made by this section shall apply to distribu

tions after October 2, 1989, in respect of stock issued after such date.  
(2) BINDING CONTRACT EXCEPTION.-The amendment made by this section shall 

not apply to distributions after October 2, 1989, in respect to stock issued after 
such date pursuant to a written binding contract in effect on October 2, 1989, 
and at all times thereafter before such issuance.  

(3) SPECIAL RULE WHEN SUBSIDIARY LEAVES GROUP.-If, by reason of a transac
tion after October 2, 1989, a corporation ceases to be, or becomes, a member of 
an affiliated group, the amendment made by this section shall apply to any dis
tribution in respect of the stock in such corporation after the date of such cessa
tion or commencement, unless such transaction is of a kind which would not 
result in the recognition of any deferred intercompany gain under the consoli
dated return regulations by reason of the acquisition of the entire group.  

(4) RErIE 8rocK.-The amendments made by this section shall apply to dis
tributions in respect of stock described in paragraph (1) or (2) if such stock is 
retired (or acquired) by the corporation or another member of the same affili
ated group, unless such retirement is pursuant to an obligation to reissue under 
a binding written contract in effect on October 1, 1989, and at all times thereaf
ter.  

(5) SPECIAL RATE FOR AUCTION RATE REFERRED.-For purposes of this subsec
tion, auction rate preferred stock shall be treated as issued when the contract 
requiring the auction became binding.  

SEC. 202L DEFERRAL OF INTEREST DEDUCTIONS ON CERTAIN HIGH YIELD ORIGINAL ISSUE DIS.  
COUNT OBLIGATIONS.  

(a) GENERAL Rucz.-Subsection (e) of section 163 (relating to interest deductions 
on original issue discount obligations) is amended by redesignating paragraph (5) as 
paragraph (6) and by inserting after paragraph (4) the following new paragraph: 

"(5) SPECIAL RULE FOR ORIGINAL ISSUE DISCOUNT ON CERTAIN HIGH YIELD OBLI
GATIONS.-Any portion of any original issue discount on an applicable high 
yield discount obligation (as define in subsection (i)) otherwise deductible by a 
C corporation shall not be allowable as a deduction until paid. For purposes of 
the preceding sentence, rules similar to the rules of subsection (iX3)(B) shall 
apply in determining the time when original issue discount is paid." 

(b) APPLICABLc HIGH YIELD DIScoUNT OBLIGATION.-Section 163 is amended by re
designating subsection (i) as subsection (j) and by inserting after subsection (h) the 
following new subsection: 

"(i) APPLICABLE HIGH YIELD DISCOUNT OBLIGATION.
"(1) IN GENRAL.-For purposes of this section, the term 'applicable high yield 

discount obligation' means any debt instrument if
"(A) the maturity date of such instrument is more than 5 years from the 

date of issue,
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"(B) the yield to maturity on such instrument equals or exceeds the sum 
of

"(i) the applicable Federal rate in effect under section 1274(d) for the 
calendar month in which the obligation is issued, plus 

"(ii) 5 percentage points, and 
"(C) such instrument has significant original issue discount.  

For purposes of subparagraph (BXi), the Secretary may by regulation permit a 
rate to be used with respect to any debt instrument which is higher than the 
applicable Federal rate if the taxpayer establishes to the satisfaction of the Sec
retary that such higher rate is based on the same principles as the applicable 
Federal rate and is appropriate for the term of the instrument.  

"(2) SIGNIFICANT ORIGINAL ISSUE DISCOUNT.-For purposes of paragraph (1XC), 
a debt instrument shall be treated as having significant original issue discount 
if

"(A) the aggregate amount which would be includible in gross income 
with respect to such instrument for periods before the close of any accrual 
period (as defined in section 127 2(aX5)) ending after the date 5 years after 
the date of issue, exceeds

"(B) the sum of
"(i) the aggregate amount of interest to be paid under the instrument 

before the close of such accrual period, and 
"(ii) the product of the issue price of such instrument (as defined in 

section 1273(b)) and its yield to maturity.  
"(3) SPECIAL RULES.-For purposes of determining whether a debt instrument 

is an applicable high yield discount obligation
'(A) any payment under the instrument shall be assumed to be made on 

the last day permitted under the instrument, and 
"(B) any payment to be made in the form of another obligation (or stock) 

of the issuer (or a related person within the meaning of section 453(f(1)) 
shall be assumed to be made when such obligation (or stock) is required to 
be paid in cash or in property other than such obligation (or stock).  

"(4) w In TauMNT.-For purposes of this subsection, the term 'debt in
strument' means any instrument which, without regard to this section, is a dbt 
instrument as defined in section 1275(a).  

"(5) REGULATIoNs.-The Secretary shall prescribe such regulations as may be 
appropriate to carry out the purposes of this subsection, including

"(A) regulations providing for modifications to the provisions of this sub
section in the case of varying rates of interest, put or call options, indefinite 
maturities, contingent payments, assumptions of debt instruments, conver
sion rights, or other circumstances where such modifications are appropri
ate to carry out the purposes of this subsection, and 

"(B) regulations to prevent avoidance of the purposes of this subsection 
through the use of issuers other than C corporations, agreements to borrow 
amounts due under the debt instrument, or other arrangements." 

(c) EFFEcTIV DATE.
(1) IN GNERAL.-Except as provided in par a h (2), the amendments made 

by this section shall apply to instruments issued after July 10, 1989.  
(2) EXcEPTIONS.

(A) The amendments made by this section shall not apply to any instru
ment if

(i) such instrument is issued in connection with an acquisition
(I) which is made on or before July 10, 1989, 
(II) for which there was a written binding contract in effect on 

Jul 10, 1989, and at all times thereafter before such acquisition, or 
() for which a tender offer was filed with the Securities and 

Exchange Commission on or before July 10, 1989, 
(ii) the term of such instrument is not greater than

(I) the term specified in the written documents described in 
clause (iii), or 

(II) if no term is determined under subclause (I), 10 years, and 
(iii) the use of such instrument in connection with such acquisition 

(and the maximum amount of proceeds from such instrument) was de
termined on or before July 10, 1989, and such determination is evi
denced by written documents

(I) which were transmitted on or before July 10, 1989 between 
the issuer and any governmental regulatory bodies or prospective 
parties to the issuance or acquisition, and
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(II) which are customarily used for the type of acquisition or fi
nancing involved.  

(B) The amendments made by this section shall not apply to any instru
ment issued pursuant to the terms of a debt instrument issued on or before 
July 10, 1989, or described in subparagraph (A) or (D).  

C The amendments made by this section shall not apply to any instru
ment issued to refinance an original issue discount debt instrument to 
which the amendments made by this section do not apply if

(i) the maturity date of the refinancing instrument is not later than 
the maturity date of the refinanced instrument, 

(ii) the issue price of the refinancing instrument does not exceed the 
adjusted issue price of the refinanced instrument, 

(iii) the stated redemption price at maturity of the refinancing instru
ment is not greater than the stated redemption price at maturity of the 
refinanced instrument, and 

(iv) the interest payments required under the refinancing instrument 
before maturity are not less than (and are paid not later than) the in
terest payments required under the refinanced instrument.  

(D) The amendments made by this section shall not apply to instruments 
issued after July 10, 1989, pursuant to a reorganization plan in a title 11 or 
similar case (as defined in section 368(aX3) of the Internal Revenue Code of 
1986) if the amount of proceeds of such instruments, and the maturities of 
such instruments, do not exceed the amount or maturities specified in the 
last reorganization plan filed in such case on or before July 10, 1989.  

SEC. 6203. SECTION 351 MADE INAPPLICABLE TO CERTAIN TRANSFERS OF SECURITIES.  
(a) GENERAL RuLE.-Section 351(a) (relating to nonrecognition in cases of transfers 

to corporations controlled by transferor) is amended by striking "or securities".  
(b) EXCEPTIONS FOR CERTAIN EXCHANGE.--Section 351 is amended by redesignat

ing subsection (g) as subsection (h) and by inserting after subsection (f) the following 
new subsection: 

"(g) CERTAIN TRANsPERORs PERMPED To RECEIVE SEcuRIEs WITHouT RECOGNI
TION OF GAIN OR Loss.

"(1) IN GENERAL-In the case of the following exchanges, subsections (a), (b), 
(d), and (e) shall be applied by substituting 'stock or securities' for 'stock': 

"(A) Any exchange in pursuance of a plan of reorganization.  
"(B) Any exchange where the stock or securities received in the exchange 

are distributed in a transaction to which section 355 (or so much of section 
356 as relates to section 355) applies." 

(c) CONFORmING AMENDMENTS.-Subsections (b), (d), and (eX2) of section 351 are 
each amended by striking "or securities".  

(d) EmcTIV DATE.
(1) IN GENERAL-Except as provided in this subsection, the amendments made 

by this section shall apply to transfers after October 2, 1989, in taxable years 
ending after such date.  

(2) BNDING CONTRACT.-The amendments made by this section shall not 
apply to any transfer pursuant to a written binding contract in effect on Octo
ber 2, 1989, and at all times thereafter before uch transfer.  

(3) CORPORATE TRANSERs.-In the case of property transferred (directly or in
directly through a partnership or otherwise) by a corporation, paragraphs (1) 
and (2) shall be applied by substitut' "July 11, 1989' for "October 2, 1989".  
The preceding sentence shall not appy where the corporation meets the re
quirements of section 1504(aX2) of the Internal Revenue Code of 1986 with re
spect to the transferee corporation (and where the transfer is not part of a plan 
pursuant to which the transferor subsequently fails to meet such requirements.) 

SEC. 6204. PROVISIONS RELATED TO REGULATED INVESTMENT COMPANIES.  
(a) REQUIREMENT To DwrauTz 98 PERCENT OF ORDINARY INCOM.

(1) IN GENERAJ.-Subpar a ph (A) of section 4982(bXl) (defining required dis
tribution) is amended by atri "97 percent" and inserting "98 percent".  

(2) EFFCriv DATE.-The amendment made by paragraph (1) shall apply to 
calendar years ending after July 10, 1989.  

(b) TaUAm:axN OF CERTAIN MUTUAL FUND LoAD CHARGEs.
(1) IN GENERAL.-Section 852 (relating to taxation of regulated investment 

companies and their shareholders) is amended by adding at the end thereof the 
following new subsection: 

"(f) TREATMENT OF CERTAIN LOAD CHARGES.
"(1) IN GENERAL-If-
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"(A) the taxpayer incurs a load charge in acquiring stock in a regulated 
investment company and, by reason of incurring such charge or making 
such acquisition, the taxpayer acquires a reinvestment right, 

"(B) such stock is disposed of within 6 months of the date on which such 
stock was acquired, and 

"(C) the taxpayer subsequently acquires stock in such regulated invest
ment company or in another regulated investment company and the other
wise applicable load charge is reduced by reason of the reinvestment right, 

the load charge referred to in subparagraph (A) (to the extent it does not exceed 
the reduction referred to in subparagraph (C)) shall not be taken into account 
for purposes of determining the amount of gain or lose on the disposition re
ferred to in subparagraph (B). To the extent such charge is not taken into ac
count in determining the amount of such gain or loss, such charge shall be 
treated as incurred in connection with the acquisition referred to in subpara
graph (C) (including for purposes of reapplying this paragraph).  

"(2) DamrrlONS AND SPECIAL RULEs.-For purposes of this subsection
"(A) LOAD CHARG.-The term 'load charge' means any sales or similar 

charge incurred by a person in acquiring stock of a regulated investment 
company. Such term does not include any charge incurred by reason of the 
reinvestment of a dividend.  

"(B) REINVEBTMET RIGHT.-The term 'reinvestment right' means any 
right to acquire stock of 1 or more other regulated investment companies 
without the payment of a load charge or with the payment of a reduced 
c d NONRECOGNFION TRANSACTIONS.-If the taxpayer acquires stock in a 

regulated investment company from another person in a transaction in 
which gain or loss is not recognized, the taxpayer shall succeed to the treat
ment of such other person under this subsection." 

(2) EFFECTIVE DATE.-The amendment made by paragraph (1) shall apply to 
charges incurred after October 3, 1989, in taxable years ending after such date.  

(c) REGULATED INVESTMENT COMPANIEs REQUIRED To ACCRUE DIVIDENDS ON THE 
Ex-DIVIDEND DATE.

(1) IN GENERAL.-Subsection (b) of section 852 (relating to treatment of compa
nies and shareholders) is amended by adding at the end thereof the following 
new paragraph: 

"(9) DIVIDENDS TREATED AS RECEIVED BY COMPANY ON EX-DIVIDEND DATE.-FOr 
purposes of this title, any dividend received by a regulated investment company 
with respect to any share of stock shall be treated as received by such company 
on the later of

"(A) the date such share became ex-dividend with respect to such divi
dend, or 

M(B) the date such company acquired such share." 
(2) EFFECTIVE DATE.-The amendment made by paragraph (1) shall apply to 

dividends in cases where the stock becomes ex-dividend after the date of the en
actment of this Act.  

SEC. 6205. LIMITATION ON THRESHOLD REQUIREMENT UNDER SECTION 382 BUILT-IN GAIN AND 
LOS PROVISIONS.  

(a) GENERAL RuLE.-Clause (i) of section 382(hX3XB) (relating to threshold require
ment) is amended to read as follows: 

"(i) IN GENERAL.-If the amount of the net unrealized built-in gain or 
net unrealized built-in loss (determined without regard to this subpara
graph) of any old loss corporation is not greater than the lesser of

"(I) 15 percent of the amount determined for purposes of sub
paragraph (AXiXI), or 

"(II) $25,000,000, 
the net unrealized built-in gain or net unrealized built-in loss shall be 
zero." 

(b) CONFORMING AMENDMENT TO ADJUSTED CURRENT EARNINGS PREFERENCE.-Sub
paragraph (H) of section 56(gX4) (relating to treatment of certain ownership 
changes) is amended by striking clause (ii) and all that follows and inserting the 
following: 

"(ii) there is a net unrealized built-in loss (within the meaning of sec
tion 382(h)) with respect to such corporation, 

then the adjusted basis of each asset of such corporation (immediately after 
the ownership change) shall be its proportionate share (determined on the 
basis of respective fair market values) of the fair market value of the assets
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of such corporation (determined under section 382(h)) immediately before 
the ownership change." 

(c) EFFCIV DATE.
(1) IN GENERAL.-Except as provided in p ph (2), the amendments made 

by this section shall apply to ownership changes and acquisitions after October 
2, 1989, in taxable years ending after such date.  

(2) BINmDIG coNTRAcr.-The amendments made by this section shall not 
apply to any ownership change or acquisition pursuant to a written binding 
contract in effect on October 2, 1989, and at all times thereafter before such 
change or acquisition.  

(3) BANKRUPTCY PRoCmnGs.-In the case of a reorganization described in 
section 368(aX1XG) of the Internal Revenue Code of 1986, or an exchange of debt 
for stock in a title 11 or similar case (as defined in section 368(aX3) of such 
Code), the amendments made by this section shall not apply to any ownership 
change resulting from such a reorganization or proceeding if a petition in such 
case was filed with the court before October 3, 1989.  

SEC. 6206. DISTRIBUTIONS ON CERTAIN PREFERRED STOCK TREATED AS EXTRAORDINARY DIVI
DENDS.  

(a) GENERAL RuLz.-Section 1059 (relating to corporate shareholder's basis in 
stock reduced by nontaxed portion of extraordinary dividends) is amended by strik
ing subsection (f) and inserting the following

'(0 TREATMENT OF DIVIDENDS ON CERTAIN PREFERRED STcK.
"(1) IN GENERAL.-Any Jividend with respect to disqualified preferred stock 

shall be treated as an extraordinary dividend to which paragraphs (1) and (2) of 
subsection (a) apply without regard to the period the taxpayer held the stock.  

"(2) DIsQUALIFIED PREFERRED STOCK. -For purposes of this subsection, the term 
'disqualified preferred stock' means any stock which is preferred as to dividends 
if

"(A) when issued, such stock has a dividend rate which declines (or can 
reasonably be expected to decline) in the future, 

"(B) the issue price of such stock exceeds its liquidation rights or its 
stated redemption price, or 

"(C) such stock is otherwise structured
"(i) to avoid the other provisions of this section, and 
"(ii) to enable corporate shareholders to reduce tax through a combi

nation of dividend received deductions and loss on the disposition of the 
stock.  

"(g) REGULATION.-The Secretary shall prescribe such regulations as may be ap
propriate to carry out the purposes of this section, including regulations

"(1) providing for the application of this section in the case of stock dividends, 
stock splits, reorganizations, and other similar transactions and in the case of 
stock held by pass-thru entities, and 

"(2) providmg that the rules of subsection (0 shall apply in the case of stock 
which is not preferred as to dividends in cases where stock is structured to 
avoid the purposes of this section." 

(b) EFFECTIVE DATa.
(1) IN GENERAL-Except as proVided in paragraph (2), the amendment made 

by subsection (a) shall apply to stock issued after July 10, 1989, in taxable years 
ending after such date.  

(2) BINDING coNTRACT.-The amendment made by subsection (a) shall not 
apply to any stock issued pursuant to a written binding contract in effect on 
July 10, 1989, and at all times thereafter before the stock is issued.  

SEC. 6207. REPEAL OF ELECTION TO REDUCE EXCESS LOSS ACCOUNT RECAPTURE BY REDUCING 
BASIS OF INDEBTEDNESS.  

(a) GENERAL RUL-Subsection (e) of section 1503 (relating to special rule for de
termining adjustment to basis) is amended by adding at the end thereof the follow
ing new paragraph: 

"(4) ELIm ATION OP ELECTION TO REDUCE BASIS OF INDEBTEDNEs.-Nthing in 
the regulations prescribed under section 1502 shall permit any reduction in the 
amount otherwise included in gross income by reason of an excess loss account 
if such reduction is on account of a reduction in the basis of indebtedness." 

(b) Ercva DAT.
(1) IN GwNaAL-Except as provided in paragraph (2), the amendment made 

by subsection (a) shall apply to dispositions after July 10, 1989, in taxable years 
ending after such date.
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(2) BINDING CoNTRACr.-The amendment made by subsection (a) shall not 
apply to any disposition pursuant to a written binding contract in effect on July 
10, 1989, and at all times thereafter before such disposition.  

SEC. 6208. OTHER PROVISIONS RELATING TO TREATMENT OF STOCK AND DEBT; ETC.  
(a) CLARIFIcATION OF REGULATORY AUTHoRrrY UNDER SECrHoN 385.

(1) IN GENERA.-Subsection (a) of section 385 (relating to treatment of certain 
interests in corporations as stock or LdebtednesE, is amended by inserting "(or 
as in part stock and in part indebtedness)" before the period at the end thereof.  

(2) REGULATIONS NOT TO BE .APPLIED RETROACTIVELY.-Any regulations issued 
pursuant to the authority granted by the amendment made by paragraph (1) 
shall only apply with respect to instruments issued after the date on which the 
Secretary of the Treasury or his delegate provides public guidance as to the 
characterization of such instruments whether by regulation, ruling, or other
wise.  

(b) REPORTING OF CERTAIN ACQUISrONS OR REcAPTRALIZATION.
(1) IN GENERAL-Section 6043 is amended by striking subsection (c) and in

serting the following new subsections: 
"(c) CHANGES IN CONTROL AND RECAPITALIZATIONS.-If

"(1) control (as defined in section 304(cXl)) of a corporation is acquired by any 
person (or group of persons) in a transaction (or series of related transactions), 
or 

"(2) there is a recapitalization of a corporation or other substantial change in 
the capital structure of a corporation, 

when required by the Secretary, such corporation shall make a return (at such time 
and in such manner as the Secretary may prescribe) setting forth the identity of the 
parties to the transaction, the fees involved, the changes in the capital structure in
volved, and such other information as the Secretary may require with respect to 
such transaction.  

"(d) CRoss REFERENCES.

"For provisions relating to penalties for failure to file
"(1) a return under subsection (b), see section 

665'(c), or 
"(2) a return under subsection (c), see section 

6652(1)." 
(2) PENATY.-Section 6652 is amended by redesignating subsection (1) as sub

section (m) and by inserting after subsection (k) the following new subsection: 
"(1) FAILURE To FILE RrruRN WrrH REsPEcT TO CERTAIN CORPORATE TRANSAC

TIONS.-In the case of any failure to make a return required under section 6043(c) 
containing the information required by such section on the date prescribed therefor 
(determined with regard to any extension of time for filing), unless it is shown that 
such failure is due to reasonable cause, there shall be paid (on notice and demand 
by the Secretary and in the same manner as tax) by the person failing to file such 
return, an amount equal to $500 for each day during which such failure continues, 
but the total amount imposed under this subsection with respect to any return shall 
not exceed $100,000." 

(3) CONFORMING AMENDMENTS.
(A) The subsection heading for subsection (a) of section 6043 is amended 

b striking "CORPORATIONs" and inserting "CORPORATE LIQUIDATING, ETC., 
BRNACTIONS".  

(B) The section heading for section 6043 is amended to read as follows: 
"SEC. 6043. LIQUIDATING, ETC.. TRANSACTIONS." 

(C) The table of sections for subpart B of part III of subchapter A of chap
ter 61 is amended by striking the item relating to section 6043 and insert
ing the following: 

"Sec. 6043. Liquidating; etc., transactions." 
(4) EFrrECrIVE DATE.-The amendments made by this subsection shall apply to 

transactions after March 31, 1990.  
(c) STUDY.

(1) IN GENERA.-The Secretary of the Treasury or his delegate shall conduct 
a study of

(A) whether the present law distinctions between debt and equity are 
meaningful and whether there are cases in which it is appropriate to limit 
interest deductions,
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(B) the policy and revenue implications of proposals to integrate the cor
porate and individual income tax systems, and 

(C) the policy and revenue implications of the tax treatment of corporate 
distributions with respect to debt and equity held by tax-exempt entities 
and foreign persons.  

(2) RKPoRT.-Not later than the date 1 year after the date of the enactment of 
this Act, the Secretary of the Treasury or his delegate shall submit to the Com
mittee on Ways and Means of the House of Representatives and the Committee 
on Finance of the Senate a report on the study conducted under paragraph (1), 
together with such recommendations as he may deem advisable.  

SEC. 6209. ESTIMATED TAX PAYMENTS REQUIRED FOR S CORPORATIONS.  

(a) IN GENERAL.-Subsection (g) of section 6655 (relating to failure by corporation 
to pay estimated income tax) is amended by adding at the end thereof the following 
new paragraph: 

"(4) APPLICATION OF SECTION TO CERTAIN TAXEB IMPOSED ON 8 CORPORATIONS.
In the case of an S corporation, for purposes of this section

"(A) The following taxes shall be treated as imposed by section 11: 
"(i) The tax imposed by section 1374(a) (or the corresponding provi

sions of prior law).  
"(ii) The tax imposed by section 1375(a).  
"(iii) Any tax for which the S corporation is liable by reason of sec

tion 1371( )2).  
"(B) Paragraph (2) of subsection (d) shall not apply.  
"(C) Clause (ii) of subsection (dX1XB) shall be applied as if it read as fol

lows: 
"(ii) the sum of

.'(I) the amount determined under clause (i) by only taking into 
account the taxes referred to in clauses (i) and (iii) of subsection 
(gX4XA), and 

"'(I) 100 percent of the tax imposed by section 1375(a) which was 
shown on the return of the corporation for the preceding taxable 

"(D) Te requirement in the last sentence of subsection (dX1M) that the 
return for the preceding taxable year show a liability for tax shall not 

ap Any reference in subsection (e) to taxable income shall be treated as 
including a reference to the net recognized built-in gain or the excess pas
sive income (as the case may be)." 

(b) EFFEmrw DATE.-The amendment made by subsection (a) shall apply to tax
able years beginning after December 31, 1989.  
SEC. 6210. LIMITATIONS ON REFUNDS DUE TO NET OPERATING LOSS CARRYBACKS OR EXCESS IN

TEREST ALLOCABLE TO CORPORATE EQUITY REDUCTION TRANSACTIONS.  

(a) IN GENERAL.-Paragraph (1) of section 172(b) (relating to which loss may be 
carried) is amended by adding at the end thereof the following new subparagraph: 

"(M) EXCESS IrREBT IDBs.
"(i) IN GENERAL.-If

"(I) there is a corporate equity reduction transaction, and 
"(I) an applicable corporation has a corporate equity reduction 

interest loss for any loss limitation year ending after August 2, 
1989, 

then the corporate equity reduction interest loss shall be a net operat
ing loss carryback and carryover to the taxable years described in sub
paragraphs (A) and (B), except that such loss shall not be carried back 
to a taxable year preceding the taxable year in which the corporate 
equity reduction transaction occurs.  

" (ii) Los LMTATION YEAR.-For purposes of clause (i) and subsection 
(m), the term 'loss limitation year means, with respect to any corpo
rate equity reduction transaction, the taxable year in which such trans
action occurs and each of the 2 succeeding taxable years.  

"(iii) APPUCABLE CORPORATION.-For purposes of clause (i), the term 
'applicable corporation' means

"(I) a C corporation which acquires stock, or the stock of which is 
acquired, in a major stock acquisition, 

"(I) a C corporation which makes distributions with respect to, 
or redeems, its stock in connection with an excess distribution, or
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"(III) any C corporation which is a successor corporation of a cor
poration described in subclause (1) or (II).  

"(iv) OrHER DKFINITIONB.-For definitions of terms used in this sub
paragraph, see subsection (m)." 

(b) CORPORATE urry REDUCTION INTEREST LOANS AND CORPORATE EQUrrY REDuC
TioN TRANSACTION DEFINED.-Section 172 is amended by redesignating subsection 
(m) as subsection (n) and by inserting after subsection (1) the following new subsec
tion: 

"(m) CORPORATE EQUITY REDUCTION INTEREST LOssEs.-For purposes of this sec
tion

"(1) IN GENERAL.-The term 'corporate equity reduction interest loss' means, 
with respect to any loss limitation year, the excess (if any) of

"(A) the net operating loss for such taxable year, over 
"(B) the net operating loss for such taxable year determined without 

regard to any allocable interest deductions otherwise taken into account in 
computing such loss.  

"(2) ALLoCABLz INTEREST DEDUCTIONS.
"(A) IN GENERAL.-The term 'allocable interest deductions' means deduc

tions allowed under this chapter for interest on the Rortion of any indebted
ness allocable to a corporate equity reduction transaction.  

"(B) METHOD OF ALLCATION.-Except as provided in regulations and sub
paragraph (E), indebtedness shall be allocated to a corporate equity reduc
tion transaction in the manner prescribed under clause (ii) of section 
263A(fX2XA) (without regard to clause (i) thereof).  

"(C) ALLOcABLE DEDUCTIONS NOT TO EXCEED INTEREST INCREASES.-Alloca
ble interest deductions for any loss limitation year shall not exceed the 
excess (if any) of

"(i) the amount allowable as a deduction for interest paid or accrued 
by the taxpayer during the loss limitation year, over 

"(ii) the average of such amounts for the 3 taxable years preceding 
the taxable year in which the corporate equity reduction transaction 
occurred.  

"(D) DE MINIMIS RUL.-A taxpayer shall be treated as having no alloca
ble interest deductions for any taxable year if the amount of such deduc
tions (without regard to this subparagraph) is less than $1,000,000.  

"(E) SPECIAL RULE FOR CERTAIN UNFORESEEABLE EVENTs.-If an unforesee
able extraordinary adverse event occurs during a loss limitation year but 
after the corporate equity reduction transaction

"(i) indebtedness shall be allocated in the manner described in sub
paragraph (B) to unreimbursed costs paid or incurred in connection 
with such event before being allocated to the corporate equity reduc

a transaction, and 
(ii) the amount determined under subparagraph (CXi) shall be re

duced b. the amount of interest on indebtedness described in clause (i).  
"(F) TRANSITION Rut.-If any of the 3 taxable years described in sub

paragraph (CXii) end on or before August 2, 1989, the taxpayer may substi
tute for the amount determined under such subparagraph an amount equal 
to the interest paid or accrued (determined on an annualized basis) during 
the taxpayer's taxable year which includes August 3, 1989, on indebtedness 
of the taxpayer outstanding on August 2, 1989.  

"(3) CORPORATE EQUITY REDUCTION TRANSACTION.
"(A) IN GENRAL.-The term 'corporate equity reduction transaction' 

means
"(i) a major stock acquisition, or 
"(ii) an excess distribution.  

"(B) MAJOR STOCK ACQUISITION.
"(i) IN GENBRAL-The term 'major stock acquisition' means the ac

quisition by a corporation pursuant to a plan of such corporation (or 
any group of persons acting in concert with such corporation) of stock 
in another corporation representing 50 percent or more (by vote or 
value) of the stock in such other corporation, 

"(ii) ExcarroNs.-The term 'major stock acquisition' shall not in
clude

"(I) a qualified stock purchase (within the meaning of section 338) 
to which an election under section 338 applies, or 

"(I) except as provided in regulations, an acquisition in which a 
enrporation acquires stock of another corporation which, immedi-
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lately before the acquisition, was a member of an affiliated group 
(within the meaning of section 1504(a)) other than the common 
parent of such group.  

"(C) EXCEBs DIrRIBUTION.-The term 'excess distribution' means the 
excess (if any) of

"(i) the aggregate distributions (including redemptions) made during 
a taxable year by a corporation with respect to its stock, over 

"(ii) the greater of
"(I) 150 percent of the average of such distributions during the 3 

taxable years immediately preceding such taxable year, or 
"(II) 10 percent of the fair market value of the stock of such cor

poration as of the beginning of such taxable year.  
"(D) RULEB FOR APE-LYING SUBPARAGRAPH (B).-For purposes of subpara

graph (B)
"(i) PLANS TO AoQUIRE SToCK.-All plans referred to in subparagraph 

(B) by any corporation (or group of persons acting in concert with such 
corporation) with respect to another corporation shall be treated as 1 
plan.  

"(ii) ACQUISITIONS DURING 24-MONTH PERoI.-All acquisitions during 
any 24-month period shall be treated as pur-uant to 1 plan.  

"(E) RULas FOR APPLYING SUBPARAGRAPH (c).-For purposes of subpara
graph (C)

"(i) CERTAIN PREFERRED STOCK DISREGARDED.-Stock described in sec
tion 1504(aX4), and distributions (including redemptions) with respect to 
such stock, shall be disregarded.  

"(ii) ISSUANCE OF erocx.-The amounts determined under clauses (i) 
and (iiXI) of subparagraph (C) shall be reduced by the aggregate 
amount of stock issued by the corporation during the applicable period 
in exchange for money or property other than stock in the corporation.  

"(4) OTHER RULEB.
"(A) ORDERING RULa.-For purposes of paragraph (1), in determining the 

allocable interest deductions taken into account in computing the net oper
ating loss for any taxable year, taxable income for such taxable year shall 
be treated as having been computed by taking allocable interest deductions 
into account after all other deductions.  

"(B) COORDINATION WITH SUBSECTION (B) (2).-In applying paragraph (2) 
of subsection (b), the corporate equity reduction interest loss shall be treat
ed in a manner similar to the manner in which a foreign expropriation loss 
is treated.  

"(C) MEMBERS OF AFFIUATED GROUPS.-Except as provided by regulations, 
all members of an affiliated group filing a consolidated return under sec
tion 1501 shall be treated as I taxpayer for purposes of this subsection and 
subsection (bX1XM).  

"(5) REGuLATIoNs.-The Secretary shall prescribe such regulations as may be 
necessary to carry out the purposes of this subsection, including regulations

"(A) for applying this subsection to successor corporations and in cases 
where a taxpayer becomes, or ceases to be, a member of an affiliated group 
filing a consolidated return under section 1501, 

"(B) to prevent the avoidance of this subsection through related parties, 
pass-through entities, and intermediaries, and 

"(C) for applying this subsection where more than 1 corporation is in
volved in a corporate equity reduction transaction.  

(c) EFFBOTIVE DAT.
(1) IN GENERAL.-Except as provided in this subsection, the amendments made 

by this section shall apply to corporate equity reduction transactions occurring 
after August 2, 1989, in taxable years ending after August 2, 1989.  

(2) ExCEPrNs.-In determining whether a corporate equity reduction trans
action has occurred after August 2, 1989, there a not be taken into 
account

(A) acquisitions or redemptions of stock, or distributions with respect to 
stock, occurring on or before August 2, 1989, 

(B) acquisitions or redemptions of stock after August 2, 1989, pursuant to 
a binding written contract (or tender offer filed with the Securities and Ex
change Commission) in effect on August 2, 1989, and at all times thereafter 
before such a qition or redemption, or 

(C) any dtution with respect to stock after August 2, 1989, which was 
declared on or before August 2, 1989.
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Any distribution to which the preceding sentence applies shall be taken into ac
count under section 172(mX3XCXiiXI) of the Internal Revenue Code of 1986 (re
lating to base period for distributions).  

SEC. 6211. SMALL CORPORATION EXCEPTION TO GAIN RECOGNITION ON CERTAIN DISTRIBUTIONS 
IN COMPLETE LIQUIDATION.  

(a) GENERAL Ruxz.-Section 336 (relating to gain or loss recognized on property 
distributed in complete liquidation) is amended by adding at the end thereof the fol
lowing new subsection: 

"(f) EXCEPTION FOR LIQUIDATONs OF SMALL CORPORATIONS.
"(1) GzNERAL RULE.-In the case of any distribution in complete liquidation of 

a qualified asset by a qualified corporation, in determining whether the applica
ble percentage of gain or loss on such qualified asmet is recognized, the following 
provisions shall be applied as in effect on the day before the date of the enact
ment of the Tax Reform Act of 1986: 

"(A) Section 311.  
"(B) Section 333.  
"(C) Section 336.  
"(D) Section 337.  
"(E) Section 338.  
"(F) Section 341.  
"(G) Section 1374.  
"(H) Any other provision of this title relating to the preceding provisions.  

"(2) uAuFIED Assr.-For purposes of this subsection
'(A) IN GENERAL.-The term 'qualified asset' means any asset the gain or 

loss on which, in the hands of the qualified corporation, is treated as long
term capital gain or long-term capital loss (determined without regard to 
section 1239).  

"(B) CERTAIN ASSET ExcLuDED.-The term 'qualified asset' shall not in
clude an asset acquired by the qualified corporation if

"(i) the basis of such asset in the hands of the qualified corporation is 
determined (in whole or in part) by reference to the basis of such asset 
in the hands of the person from whom acquired, and 

"(ii) a principal purpose for the transfer of such asset to the qualified 
corporatior was to secure the benefits of this subsection.  

"(3) APPLICABLE PERCENTAGE.-For purposes of this subsection
"(A) IN GENERAL-The term applicable percentage' means 100 percent 

reduced (but not below zero) by an amount which bears the same ratio to 
100 percent as

"(i) the excess of the applicable value of the corporation over 
$5,000,000, bears to 

"(ii) $5,000,000.  
"(B) APPLICABLE VALUE.-The term 'applicable value' means the fair 

market value of all of the stock of the corporation on the plan adoption 
date.  

"(4) UALIFIED CORPORATION.-For purposes of this subsection
'(A) IN GENERAL.-The term qualified corporation' means any corpora

tion 50 percent or more (by value) of the stock in which on the plan adop
tion date is qualified stock.  

"(B) QuAuFI drOcx.-The term 'qualified stock' means stock held by a 
group of 10 or fewer qualified persons each of whom owned (or are treated 
as owning under paragraph (5)) the stock held by such person on the plan 
adoption date at all times during the 5-year period ending on such date (or, 
if shorter, the period ending on such date during which such corporation or 
any predecessor was in existence).  

"(C) QUALIFIED PERON.-The term 'qualified person' means
"(i) an individual, 
"(ii) an estate, or 
"(iii) any trust described in clause (i) or (iii) of section 1361(cX2XA).  

"(5) ATrraUTION Ruas.-For purposes of this subsection
"(A) IN GENERAL.-Any stock owned by a corporation, trust (other than a 

trust referred to in paragraph (4XCXiii)), or partnership shall be treated as 
owned proportionately by its shareholders, beneficiaries, or partners, and 
shall not be treated as owned by such corporation, trust, or partnership.  
Stock considered to be owned by a person by reason of the application of 
the preceding sentence shall, for purposes of applying such sentence, be 
treated as actually owned by such person.
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"(B) FAamy MMRs.-Stock owned (or treated as owned) by members of 
the same family (within the meaning of section 318(aXl)) shall be treated as 
owned by 1 person, and shall be treated as owned by such 1 person for any 
period during which it was owned (or treated as owned) by any such 
member.  

"(C) TREATMENT OF CERTAIN TRUSs.-Stock owned (or treated as owned) 
by the estate of any decedent or by any trust referred to in paragraph 
(4XCXiii) with respect to such decedent shall be treated as owned by 1 
person and shall be treated as owned by such 1 person for the period during 
which it was owned (or treated as owned) by such estate or any such trust 
or by the decedent.  

"(D) SPECIAL HOING PERIOD RULES.-Any property acquired by reason of 
the death of an individual shall be treated as owned at all times during 
which such property was owned (or treated as owned) by the decedent.  

"(E) CONTROLLED GROUP OF CORPORATIONs.-All members of the same con
trolled group (as defined in section 267(fX)) shall be treated as 1 corpora
tion for purposes of determining the applicable percentage with respect to 
any of such corporations. For purposes of the preceding sentence, an S cor
poration shall not be treated as a member of a controlled group unless such 
corporation was a C corporation during any taxable year ending during the 
5-year period described in paragraph (4XB), or it was not described for any 
such taxable year in paragraph (1) or (2) of section 1374(c) (as in effect on 
the day before the date of the enactment of the Tax Reform Act of 1986).  

"(6) APPLICATION TO OTHER DISTRIBUTIONs.-Rules similar to the rules of this 
subsection shall apply

"(A) to any distribution (not in complete liquidation) made by a qualified 
corporation, 

"(B) to a transaction described in section 338, and 
"(C) for purposes of applying section 1374 in the case of a qualifying cor

poration which makes an election to become an S corporation.  
"(7) PLAN ADOPTION DATE.-For purposes of this subsection, the term 'plan 

adoption date' means the date of adoption of the plan of complete liquidation.  
"(8) REGULATIONs.-The Secretary shall precribe such regulations as are nec

essary to carry out the provisions of this subsection, including regulations pro
viding for the increase in the value of the stock of a corporation on the plan 
adoption date to reflect any decrease in such value by reason of redemptions, 
contractions, and extraordinary distributions during the 5-year period ending on 
such date." 

(b) EFFECTIVE DATES.
(1) IN GENERAL.-The amendment made by this section shall apply to distribu

tions
(A) pursuant to a complete liquidation occurring after December 31, 1988, 
(B) pursuant to a transaction described in section 338 of the Internal Rev

enue Code of 1986 where the acquisition date occurs after December 31, 
1988, and 

(C) made by a corporation after December 31, 1988, without regard to 
whether the corporation is completely liquidated.  

(2) S corporations.-The amendments made by this section shall apply for 
purposes of applying section 1374 of such Code in the case of a corporation 
which makes an election to be an S corporation under section 1362 of such Code 
after December 31, 1988.  

SEC. 6212. TREATMENT OF CERTAIN LEASES BY RURAL ELECTRIC COOPERATIVES.  
In the case of a rural electric cooperative described in section 1381(aX2XC) of the 

Internal Revenue Code of 1986, any interest income in connection with a transac
tion involving qualified leased property which was treated as a lease under section 
168(i) of the Internal Revenue Code of 1954 (as in effect before the amendments 
made by the Tax Reform Act of 1986) or any corresponding prior provision of law 
shall be offset by any rental expense in connection with such transaction before al
location of such income or expense to members and nonmembers of such cooperative 
for purposes of such Code.
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Subtitle C-Employee Benefit Provisions 

PART I-REPEAL OF SECTION 89 NONDISCRIMINATION 
RULES 

SEC. M30I. REPEAL OF SECTION 08.  
(a) IN Gz ,zw.-Section 89 (relating to benefits provided under certain discrimi

natory employee benefit plans) is hereby repealed.  
(b) CIZaucAL AmNDamer.-The table of sections for part I of subchapter B of 

chapter 1 is amended by striking the item relating to section 89.  
(c) Emcr VE DATE.-The amendments made by this section shall take effect as if 

included in section 1151 of the Tax Reform Act of 1986.  
SEC. 8802. REINSTATEMENT OF PRE-1986 ACT NONDISCRIMINATION RULES.  

(a) IN GENERAl.
(1) Each provision of law amended by subsection (b), (c), (dXl), or (g) of section 

1151 of the Tax Reform Act of 1986 is amended to read as if the amendments 
made by such subsection had not been enacted.  

(2) Each provision of law amended by paragraph (22), (27), or (31) of section 
1011B(a) of the Technical and Miscellaneous Revenue Act of 1988 is amended to 
read as if the amendments made by such paragraph had not been enacted.  

(8) Subparagraph (A) of section 125(gX3) (as in effect on the day before the 
date of the enactment of the Tax Reform Act of 1986) is amended by striking 
"subparagraph (B) of section 410(bXl)" and inserting "section 410(bX2XAXi)".  

(4) Section 162(lX2) is amended by striking subparagraph (B) and redesignat
in ubparagraph (C) as subparagraph (B).  

(5) Subp h (C) of section 401(aX9) is amended
(A) by st 'rg "(as defined in section 89(iX4))", and 
(B) by adding at the end the following- "For purposes of this subpara

graph, the term 'church plan' means a plan maintained by a church for 
church employees, and the term 'church' means any church (as defined in 
section 3121(wX3XA)) or qualified church-ontrolled organization (as defined 
in section 3121(wX3XB))." 

(6XA) Subparagraph (C) of section 414(nX3) is amended by striking "89,".  
(B) Paragraph (1) of section 414(r) is amended by striking "sections 89 and" 

and inserting 'section".  
(C) Paragraph (2) of section 414(t) is amended by striking "89,".  
(7) Sections 3021(c) and 6070 of the Technical and Miscellaneous Revenue Act 

of 1988 are hereby repealed.  
(b) EXCEPTIONS.

(1XA) Paragraph (7) of section 79(d) (as in effect on the day before the date of 
the enactment of the Tax Reform Act of 1986) is amended to read as follows: 

"(7) EXEMPTION FOR CHURCH PLANS.
"(A) IN GENERAL.-This subsection shall not apply to a church plan main

tained for church employees.  
"(B) DEFINIONs.-For purposes of subparagraph (A), the terms 'church 

employee' and 'church plan' have the m ' given such terms by para
graphs (3XB) and (1) of section 414(e), respective y, except that

"(i) section 414(e) shall be applied by substituting 'section 501(cX3)' 
for 'section 501' each place it appears, and 

"(ii) the term 'church employee' shall not include an employee of
"(I) an organization described in section 170(bX1XAXii) above the 

secondary school level (other than a school for religious training), 
"(II) an organization described in section 170(bXi ) and 
"(I) an organization described in section 501(cX8), the basis of 

the exemption for which is substantially similar to the basis for ex
emption of an organization described in subclause (II)." 

(2) Paragraph (2) of section 125(d) (as in effect on the day before the date of 
the enactment of the Tax Reform Act of 1986) is amended to read as follows: 

"(2) DEFERRED COMPENSATION PLANS EXCLUDED.
"(A) IN GENERAL-The term 'cafeteria plan' does not include any plan 

which provides for deferred compensation.  
"(B) OPTIONN FOR CASH AND DEFERRED ARRANGEMENTS.-Subparagraph 

(A) shall not apply to a profit-sharing or stock bonus plan or rural coopera
tive plan (within the meaning of section 401(kX7)) which includes a quali
fied cash or deferred arrangement (as defined in section 401(kX2)) to the
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extent of amounts which a covered employee may elect to have the employ
er pay as contributions to a trust under such plan on behalf of the employ
ee.  

"(C) EXCEPTION FOR CERTAIN PLANS MANAINED BY EDUCATIONAL iNSTiTU
TioNs.-Subparagraph (A) shall not apply to a plan maintained by an edu
cational organization described in section 170(bX1XAXii) to the extent of 
amounts which a covered employee may elect to have the employer pay as 
contributions for post-retirement group life insurance if

"(i) all contributions for such insurance must be made before retire
ment, and 

"(ii) such life insurance does not have a cash surrender value at any 
time.  

For purposes of section 79, any life insurance described in the preceding 
sentence shall be treated as group-term life insurance." 

(c) EFFCIvE DArs.-The amendments made by this section shall take effect as if 
included in section 1151 of the Tax Reform Act of 1986.  
SEC. 6303. OTHER PROVISIONS RELATING TO NONTAXABLE BENEFITS.  

(a) TREATMENT OF LEASED EMPLoYE.
(1) REPLACEMENT OF HISTRICAL TEST WIrH CONTROL TEST.-Subparagraph (C) 

of section 414(nX2) is amended to read as follows: 
"(C) such services are performed Ly such person under the control of the 

recipient." 
(2) SERVICES INCIDENTAL TO SALES OR CONSTRUCTION DIBREGARDED.-Paragraph 

(2) of section 414(n) is amended by adding at the end thereof the following new 
flush sentence: 
"The term 'leased employee' shall not include an individual solely because such 
individual is performing services incidental to the sale of goods or equipment or 
incidental to the construction of a facility. Such term shall include the support 
staff of professional service organizations." 

(b) DEPENDENT CARE ASSISTANCE.
(1) INCLUSION IN INCOME OF EXCESS BENEFiT.-Paragraph (7) of section 129(d) 

is amended by adding at the end thereof the following new paragraph: 
"(C) FAILURE TO MEET REQUREMENT.

"(i) IN GENERAL.-' a plan fails to meet the requirements of this 
paragraph for any plan year

" such plan shall be treated as a plan which is a dependent 
care assistance program to which subsection (a) applies, but 

"(II) there shall be included in the gross income of each highly 
compensated employee for the taxable year of such employee with 
or within which the plan year ends an amount equal to such em
ployee's excess benefit.  

"(ii) EXcEs BENEFi.-Forpurposes of this subparagraph, the excess 
benefit of any employee is the excess of the employee's employer-pro
vided benefit under the plan over the highest permitted benefit.  

"(iii) HIGHT PRMwrTED BNwrr.-For purposes of clause (ii), the 
highest permitted benefit under any plan shall be determined by reduc
ing the nontaxable benefits of highly compensated employees (begin
ning with employees with the greatest nontaxable benefits) until such 
plan would be treated as meeting the requirements of subparagraph (A) 
if such reduced benefits were taken into account" 

(2) INFORMATION REPORTING.-Paragraph (9) of section 6051(a) of such Code is 
amended by inserting "and the amount of such assistance required to be includ
ed in gross income by reason of section 129(dX7XC)" after "section 129(d)".  

(c) LINE OF BUsmaEs TEr.
(1) APPLICATION OF IJNE OF BUSINESS TEST FOR PERIOD BEFORE GUIDELINES 

issuuz.-In the case of any plan year beginning on or before the date the Secre
tary of the Treasury or his delegate issues guidelines and begins .g deter
minations under section 414(rX2XC) of the Internal Revenue Code of 1986, an 
employer shall be treated as operating separate lines of business if the employ
er reasonably determines that it meets the requirements of section 414(r) (other 
than ph (2XC) thereof) of such Code.  

(2) axT cAm.-Paragraph (1) of section 414(r) is amended by striking 
"section 410(b)" and inserting "sections 129(dX7) and 410(b)".  

(d) EFFraIv DATa.
(1) The amendments made by subsection (a) shall apply to years beginning 

after December 31, 1983.
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(2) The amendments made by subsections (b) and (cX2) shall apply to years 
beginning after December 31, 1988.  

(3) The provisions of subsection (cX1) shall apply to years beginning after De
cember 31, 1986.  

PART II-EMPLOYEE STOCK OWNERSHIP PLANS 

SEC. 6311. LIMITATIONS ON PARTIAL EXCLUSION OF INTEREST ON LOANS USED TO ACQUIRE EM
PLOYER SECURITIES.  

(a) ExcLusioN AvAILABLz OwNY WHER EMPLOYEES RECEIVE SIGNIFICANT OwaNu
suI INTERU.-Subsection (b) of section 133 (defining securities acquisition loans) is 
amended by adding at the end thereof the following new paragraph: 

"(6) PLAN MUST HOLD 30 PERCENT OF STOCK APTER ACQUISITION OR TRANSFER.
"(A) IN GENRA..-A loan shall not be treated as a securities acquisition 

loan for purposes of this section unless, immediately after the acquisition or 
transfer referred to in subparagraph (A) or (B) of paragraph (1), respective
ly, the employee stock ownership plan owns (after application of section 
318(aX4)) at least 30 percent of

"(i) each class of outstanding stock of the corporation issuing the em
ployer securities, or 

'(ii) the total value of all outstanding stock of the corporation.  
"(B) SToc.-For purposes of subparagraph (A)

"(i) IN GENERAL.-The term 'stock' means stock other than stock de
scribed in section 1504(aX4).  

"(ii) TREATMENT OF CERTAIN RIGHTS.-The Secretary may provide that 
warrants, options, contracts to acquire stock, convertible debt interests 
and other similar interests be treated as stock for 1 or more purposes 
under subp ph (A).".  

(b) TERM OF LOAN MAY NOT ExcEED 15 YEAs.-Paragraph (1) of section 133(b) is 
amended by adding at the end thereof the following new sentence: "The term 'secu
rities acquisition loan' shall not include a loan with a term greater than 15 years." 

(c) VOTING RIGHT.-Subsection (b) of section 133, as amended by subsection (a), is 
amended by adding at the end thereof the following new paragraph: 

"(7) VOTING RIGHTS OF EMPLOYER SECURIES.-A loan shall not be treated as a 
securities acquisition loan for purposes of this section unless

"(A) the employee stock ownership plan meets the requirements of sec
tion 409(eX2) with respect to all employer securities acquired by, or trans
ferred to, the plan in connection with such loan (without regard to whether 
or not the employer has a registration-type class of securities), and 

"(B) no stock described in section 409(1X3) is acquired by, or transferred 
to, the plan in connection with such loan unless

"(i) such stock has voting rights equivalent to the stock to which it 
may be converted, and 

"(ii) the requirements of subparagraph (A) are met with respect to 
such voting rights.".  

(d) TAX ON DISPOSITION OF SECURITIES BY EMPLOYEE STOCK OWNERSHIP PLANS.
(1) IN GENERAL.--Chapter 43 is amended by inserting after section 4978A the 

following new section: 
"SEC. 4978B. TAX ON DISPOSITION OF EMPLOYER SECURITIES TO WHICH SECTION 133 APPLIED.  

"(a) IMPOSITION OF TAx.-In the case of an employee stock ownership plan which 
has acquired section 133 securities, there is hereby imposed a tax on each taxable 
event in an amount equal to the amount determined under subsection (b).  

"(b) AMouNT OF TA.
"(1) IN GENERAL-The amount of the tax imposed by subsection (a) shall be 

equal to 10 percent of the amount realized on the disposition to the extent allo
cable to section 133 securities under section 4978A(d).  

"(2) DISPosrIONS OTHER THAN SALE OR EXCHANGEs.-For purposes of para
graph (1), in the case of a disposition of employer securities which is not a sale 
or exchange, the amount realized on such disposition shall be the fair market 
value of such securities at the time of disposition.  

"(c) TAxABLa EVENT.-For purposes of this section, the term 'taxable event' means 
any of the following dispositions: 

"(1) DIspoSIoNs wrrmN 3 YEAR.-Any disposition of any employer securities 
by an employee stock ownership plan within 3 years after such plan acquired 
section 18 securities if-
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"(A) the total number of employer securities held by such plan after such 
disposition is less than the total number of employer securities held after 
such acquisition, or 

"(B) except to the extent provided in regulations, the value of employer 
securities held by such plan after the disposition is less than 30 percent of 
the total value of all employer securities as of the time of the disposition.  

"(2) SOCK DISPOSED OF BEFORE ALLWCATION.-Any disposition of section 133 se
curities to which h (1) does not apply if

"(A) such ' ' o n occurs before such securities are allocated to ac
counts of participants or their beneficiaries, and 

"(B) the proceeds from such disposition are not so allocated.  
"(d) DrNmIoNs AND SPECIAL RuI.a.-For purposes of this section

"(1) ExcEprloNs.-Rules similar to the rules of section 4978A(e) shall apply.  
"(2) LAmrrY FOR PAYMENT OF TAxas.-The tax imposed by this section shall 

be paid by the employer.  
(3) SECrON 133 sEcuRm.-The term 'section 133 securities' means employ

er securities acquired by an employee stock ownership plan in a transaction to 
which section 133 applied, except that such term shall not include

"(A) qualified securities (as defined in section 4978(eX2)), or 
"(B) qualified employer securities (as defined in section 4978A(fX2)).  

"(4) DISPOsITION-The term 'disposition' includes any distribution.  
"(5) ORDERING RUas.-For ordering rules for dispositions of employer securi

ties, see section 4978A(d)." 
(2) CONFORMING AMENDMENT.

(A) Section 4978A(d) is amended by redesignating paragraphs (3) and (4) 
as paragraphs (5) and (6) and by inserting after paragraph (2) the following 
new paarphs: 

"(3) Thrd, m section 133 securities (as defined in section 4978B(dX3)) ac
quired during the 3-year period ending on the date of such disposition, begin
ning with the securities first so acquired.  

"(4) Fourth, from section 133 securities (as so defined) acquired before such 3
year period unless such securities (or proceeds from the disposition) have been 
allocated to accounts of participants or beneficiaries." 

(B) Section 4978A(dX5), as redesignated by clause (i), is amended by strik
ing "Third" and inserting "Fifth".  

(C) The table of sections for chapter 43 is amended by inserting after the 
item relating to section 4978A the following new item: 

"Sec. 4978B. Tax on disposition of employer securities to which sec
tion 133 applied.".  

(e) EFFcrv DATE.
(1) IN GENERAL-Except as provided in this subsection, the amendments made 

by this section shall apply to loans made after June 6, 1989.  
(2) BINDING COMMITMENT ExCEPTION.-The amendments made by this section 

shall not apply to any loan
(A) which is made pursuant to a binding written commitment in effect on 

June 6, 1989, and at all times thereafter before such loan is made, or 
(B) to the extent that the proceeds of such loan are used to acquire em

ployer securities pursuant to a written binding contract (or tender offer reg
istered with the Securities and Exchange Commission) in effect on June 6, 
1989, and at all times thereafter before such securities are acquired.  

(3) REFwANcuGa.-The amendments made by this section shall not apply to 
loans made after June 6, 1989, to refinance securities acquisition loans (deter
mined without regard to section 133(bX2) of the Internal Revenue Code of 1986) 
made on or before such date or to refinance loans described in this paragraph 
or paragraph (2), (4), or (5) if

(A) such refinancing loans meet the requirements of such section 133 of 
such Code (as in effect before such amendments) applicable to such loans, 

(B) immediately after the refinancing the principal amount of the loan 
resulting from the refinanm does not exceed the principal amount of the 
refinanced loan (immediately before the refinancing), and 

(C) the term of such refinancing loan does not extend beyond the later 
of

(i) the last day of the term of the original securities acquisition loan, 
or 

(ii) the last day of the 7-year period beginning on the date the origi
nal securities acquisition loan was made.
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For purposes of this paragraph, the term "securities acquisition loan" shall in
clude a loan from a corporation to an employee stock ownership plan described 
in section 133(bX3) of such Code.  

(4) CoLLEcTIVE BARGAINING AGREREn.-The amendments made by this sec
tion shall not apply to any loan used to acquire employer securities pursuant to 
a collective bargaining agreement setting forth the material terms of such ac
quisition which was agreed to on or before June 6, 1989, by an employer and 
employee representatives (and ratified on or before such date or within a rea
sonable period thereafter).  

(5) FILNos wim uNrrzD sTATs.-The amendments made by this section shall 
not apply to any loan the aggregate principal amount of which was specified in 
a filing with an agency of the United States on or before June 6, 1989, if

(A) such filing specifies such loan is to be a securities acquisition loan for 
purposes of section 138 of the Internal Revenue Code of 1986 and such filing 
is for the registration required to permit the offering of such loan, or 

(B) such filing is for the approval required in order for the employee 
stock ownership plan to acquire more than a certain percentage of the 
stock of the employer.  

PART III-TAX TREATMENT OF RETIREE HEALTH 
ACCOUNTS 

Subpart A-General Rules 

SEC. 6321. TRANSFER OF EXCESS PENSION ASSETS TO RETIREE HEALTH ACCOUNTS.  

(a) IN GENERAL.-Part I of subchapter D of chapter 1 (relating to pension, profit
sharing, and stock bonus plans) is amended by adding at the end thereof the follow
ing new subpart: 

"Subpart E-Treatment of Transfers to Retiree Health Accounts 

"Sec. 420. Transfers of excess pension assets to retiree health accounts.  
"SEC. 420. TRANSFERS OF EXCESS PENSION ASSETS TO RETIREE HEALTH ACCOUNTS.  

"(a) GENERAL RuLz.-If there is a qualified transfer of any excess pension assets 
of a defined benefit plan to a health benefits account which is part of such plan

"(1) a trust which is part of such plan shall not be treated as failing to meet 
the requirements of subsection (a) or (h) of section 401 solely by reason of such 
transfer (or any other action authorized under this section), 

"(2) no amount shall be includible in the gross income of the employer main
taining the plan solely by reason of such transfer, and such transfer shall not 
be treated as an employer reversion for purposes of section 4980, and 

"(3) the limitations of subsection (d) shall apply to such employer.  
"(b) QUALIFIED TRANs.-For purposes of this section

"(1) IN GENRAL.-The term qualifiedd transfer' means a transfer of excess 
pension assets by a defined beneft plan to a health benefits account in a tax
able year beginning after December 31, 1989, with respect to which the plan 
meets

"(A) the use requirements of subsection (cX1), 
"(B) the vesting requirements of subsection (cX2), and 
"(C) the minimum benefit requirements of subsection (cX3).  

"(2) ONLY I TRANsFER PER YEAR.
"(A) IN GENERAL.-No more than 1 transfer with respect to any plan 

during a taxable year may be treated as a qualified tr er for purposes of 
this section.  

"(B) EXCEPTION.-A transfer described in paragraph (4) shall not be taken 
into account for purposes of subparagraph (A).  

"(3) LMTATION ON AMOUNT TRANSPRRD.-The amount of excess pension 
assets which may be transferred in a qualified transfer shall not exceed the 
amount which is reasonably estimated to be the amount the employer main
taining the plan will pay out of such account under such plan during the tax
able year of the er for qualified current retiree health liabilities.  

"(4) SPECIAL RULE FOR 98.
"(A) IN GENERAL-Subject to the provisions of subsection (c), a transfer 

shall be treated as a qualified transfer if such transfer-
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"(i) is made after the close of the taxable year precedig the employ
er's first taxable year beginning after December 31, 1989, and before 
the due date (including extensions) for the filing of the return of tax for 
such preceding taxable year, and 

"(ii) does not exceed the expenditures of the employer for qualified 
current retiree health liabilities for such preceding year.  

"(B) INCLUSION wrrH 1990 TRANsm.-An employer may elect to include 
the transfer described in subparagraph (A) as part of the qualified transfer 
for the employer's first taxable year beginning after December 31, 1989. If 
an election is made under this subparagraph, the limitation under para
graph (3) for the taxable year shall be increased by the amount determined 
under subparagraph (AXii).  

"(C) COORDINATION WrrH REDUCHON RuLz.-Subsection (eX1XB) shall not 
apply to a transfer described in subparagraph (A) with respect to contribu
tions to a welfare benefit fund.  

"(5) TaRMINATION.-No transfer in any taxable year beginning after Decem
ber 31, 1994, shall be treated as a qualified transfer.  

"(c) REQUIREMENTS OF PLANS TRANSFERRING AssErs.
"(1) USE OF TRANSFERRED ASSETS.

"(A) IN GENERAL.-Any assets transferred to a health benefits account in 
a qualified transfer (and any income allocable thereto) shall be used only to 
pay qualified current retiree health liabilities (whether directly or through 
reimbursement).  

"(B) AMOUNTS NOT USED TO PAY FOR HEALTH BENEFIT.-Any assets trans
ferred to a health benefits account in a qualified transfer (and any income 
allocable thereto) which are not used as provided in subparagraph (A) for 
the taxable year of such transfer

"(i) shall be transferred out of the account to the transferor plan, but 
"(ii) shall not be includible in the gross income of the employer for 

such taxable year, and shall not be treated, for purposes of section 
4980, as an employer reversion.  

"(2) REQUIREMENTS RELATING TO PENSION BENEFITS ACCRUING BEFORE TRANS
FER.

"(A) IN GENERAL-The requirements of this paragraph are met if the ac
crued pension benefits of any participant or beneficiary under the plan 
become nonforfeitable in the same manner which would be required if the 
plan had terminated immediately before the qualified transfer (or in the 
case of a participant who separated during the year before the transfer, im
mediately before such separation).  

"(B) SPECIAL RULE FOR 1989.-In the case of a qualified transfer described 
in subsection (bX4), the requirements of this paragraph are met with re
spect to any participant who separated from service during 1989 by recom
puting such participant's benefits as if subparagraph (A) had applied imme
diately before such separation.  

"(3) MINIMUM BENEFIT REQUIREMENTS.
"(A) IN GENERAL.-The requirements of this paragraph are met if the ap

plicable employer cost for each year d i the benefit maintenance period 
is not less than the highest applile emp oyer cost for the 2 taxable years 
immediately preceding the taxable year of the qualified transfer.  

"(B) APPucABLE eLOYER CosT.-For purposes of this paragraph
"(i) IN GENERAL-The term 'applicable employer cost' means the av

erage employer cost per covered employee in providing applicable 
health benefits to covered employees.  

"(ii) COVERED EMpwYm-The term 'covered employee' means any 
employee who is taken into account in determining the qualified cur
rent retiree health liabilities with respect to any qualified transfer.  

"(C) BENEFIT MAINTENANCE PERIOD.-For purposes of this paragraph, the 
term 'benefit maintenance period' means the 5-taxable-year period begin
ning with the taxable year in which the qualified transfer occurs. If there is 
more than 1 qualified transfer applicable to any taxable year, this para
graph shall be applied by taking mto account the highest applicable em

plyr cost.  
AD) MULTIPLE PLANs.-If applicable health benefits are provided through 

more than 1 plan, such plans shall be treated as 1 plan for determining the 
applicable employer cost.  

"(d) lIMITATIONS ON EMPLOaY.-For purposes of this title
"(1) DEDUCTION UMITATION.-No deduction shall be allowed-
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"(A) for the transfer of any amount to a health benefits account in a 
qualified transfer (or any retransfer to the plan under subsection (cX1XB)), 

"(B) for qualified current retiree health liabilities paid out of the assets 
(and income) described in subsection (cX1), or 

"(C) for any amounts to which subparagraph (B) does not apply and 
which are paid for qualified current retiree health liabilities for the taxable 
year to the extent such amounts are not greater than the excess (if any) 
of

"(i) the amount determined under subparagraph (A) (and income allo
cable thereto), over 

"(ii) the amount determined under subparagraph (B).  
"(2) No coNTuBUTIONS ALLowED.-An employer may not contribute after De

cember 31, 1989, any amount to a health benefits account or welfare benefit 
fund (as defined in section 419(eXl)) with respect to qualified current retiree 
health liabilities for which transferred assets are required to be used under sub
section (cX1).  

"(e) DEFINITION AND SPECIAL RuL.-For purposes of this section
"(1) QuALuFE CURRENT REm HEALTH LxArI.-For purposes of this sec

tion
(A) IN GENRL.-The term "qualified current retiree health liabilities" 

means, with respect to any taxable year, the aggregate amounts (including 
administrative expenses) which would have been allowable as a deduction 
to the employer for such taxable year with respect to applicable health ben
efits provided during such taxable year if

"(i) such benefits were provided directly by the employer, and 
"(ii) the employer used the cash receipts and disbursements method 

of accounting.  
For purposes of the preceding sentence, the rule of section 419(cX3)(B) of 
such Code shall apply.  

"(B) REDUCrION8 FOR AMOUNTS PREVIOUSLY SET ABiD.-The amount deter
mined under subparagraph (A) shall be reduced by any amount previously 
contributed to a health benefits account or welfare benefit fund (as defined 
in section 419(eX1)) to pay for the qualified current retiree health liabilities.  

"(C) APPUCABLE HEALTH BENarEI.-The term 'applicable health benefits' 
means health benefits which are provided through the health benefits ac
count maintained by the employer to employees of such employer who

"(i) are eligible for pension benefits under the defined benefit plan 
maintaining the health benefits account, and 

"(ii) have retired on or before the date of the qualified transfer.  
"(D) KEY mpwyEm XCLuDED.-If an employee is a key employee (within 

the meaning of section 416(iXl)) with respect to any plan year ending in a 
taxable year, such employee shall not be taken into account in computing 
qualified current retiree health liabilities for such taxable year.  

"(2) ExczE PENSION Asse.-The term "excess pension assets" means the 
excess (if any) of

"(A) the amount determined under section 412(cX7XAXii), over 
"(B) the amount determined under section 412(cX7XAXi).  

"(8) HEALTH BENEFITS ACCOUNT.-The term "health benefits account" means 
an account established and maintained under section 401(h).  

"(4) CooRDiNATIoN WITH FULL-FUNDING LIMITATION.-For purposes of deter
mining the full-funding limitation of any plan under paragraph (7) or (12) of sec
tion 412(c), the assets transferred to a health benefits account in a qualified 
transfer (and any income allocable thereto) shall be treated as assets of such 
plan." 

(b) CoNwRamwo AmauanT.-Section 401(h) is amended by inserting ", and sub
ject to the provisions of section 420" after "Secretary".  

(c) EFFECrvE DATE.-The amendments made by this section shall apply to taxable 
years beginning after December 81, 1989.  
SEC. 33. LIMITATION ON CONTRIBUTIONS TO SECTION 401(h) ACCOUNTS.  

(a) IN GwaA.-Section 401(h) is amended by adding at the end thereof the fol
lowing new sentence: "In no event shall the requirements of paragraph (1) be treat
ed as met if the aggregate actual contributions for medical benefits, when added to 
actual contributions for life insurance protection under the plan, exceed 25 percent 
of the total actual contributions to the plan (other than contributions to fund past 
service credits) after the date on which the account is established."
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(b) ErrmcrvE DAT.-The amendment made by this section shall apply to contri
butions after October 3, 1989.  

Subpart B-Coal Industry Plans 

SEC. n. SHOW TITLE 
This subpart may be cited as the "Coal Industry Health Benefit Stabilization Act 

of 1989".  
SEC. 682. AUTHORIZATION OF TRANSFER OF SURPLUS ASSETS FROM COAL PENSION PLAN TO 

COAL HEALTH PLANS.  
(a) IN GENERAL.-Notwithstanding any other provision of law, a plan described in 

subsection (c) shall transfer surplus assets to F. plan described in subsection (d) 
whenever

(1) the actuary for a plan described in subsection (c) notifies the joint board of 
trustees of the plan and the settlors in writing that the plan contains surplus 
assets; 

(2) the actuary's determination is accepted by the trustees; and 
(3) both settlors direct the board of trustees to transfer all (or any portion of) 

such surplus assets from a plan described in subsection (c) to a plan described in 
subsection (d).  

(b) TAx TREATMENT OF TRANSFER.
(1) DEDUCHIZBuTY OF CONTRWUTIONS.-No deduction shall be allowed under 

the Internal Revenue Code of 1986 with respect to a transfer of surplus assets 
pursuant to subsection (a), but such transfer shall not adversely affect the de
ductibility (under applicable provisions of such Code) of contributions previously 
made by employers or amounts hereafter contributed by employers to a plan 
described in subsection (c) or (d).  

(2) EMPwYER TRzATMENT.-A transfer of surplus assets pursuant to subsec
tion (a

(A) shall not be treated as an employer reversion from a qualified plan 
for purposes of section 4980 of the Internal Revenue Code of 1986, and 

(B) shall not be includible in the gross income of any employer maintain
ing a plan described in subsection (c).  

(c) PLAN FRoM WmcH AssETS TRAsPRm .- A plan is described in this subsec
tion if

(1) it is a plan described in section 404(c) of the Internal Revenue Code of 1986 
or a continuation thereof; and 

(2) participation in the plan is substantially limited to individuals who retired 
prior to January 1, 1976.  

(d) PLANs TO WHICH Assrs TRANSFERRED.-A plan is described in this subsection 
if

(1) it is a plan described in section 404(c) of the Internal Revenue Code of 1986 
or a continuation thereof, and 

(2) it provides health benefits to retirees and beneficiaries of the industry 
which maintained the plan described in subsection (c).  

SEC. 68325. CONTINUING OBLIGATION TO CONTRIBUTE TO MULTIEMPLOYER PLANS.  
(a) IN GENRAL.-Any employer that had an obligation to contribute to a plan de

scribed in section 6324(d) on January 1, 1988 (including a contingent obligation to 
contribute), shall have a continumg obligation to contribute to the plan in the 
amount and form determined in subsection (b). This obligation to contribute shall 
only continue for any period during which there exists a collective bargaining agree
ment between the settlors which establishes a contribution rate for the plan. Any 
continuation of the obligation to contribute under this section shall be effective with 
respect to the first month for which contributions to the plan are required under 
the new collective bargaining agreement between the settlors.  

(b) AmouNT OF OBLIGATION.
(1) IN GENERAL-An employer's continuing obligation shall be determined 

under the following subparagraphs: 
(A) An employer subject to this section shall be liable to a plan described 

in section 6324(d) for hourly contributions based on all hours worked by its 
employees engaged in the production of coal. Contributions shall be paid to 
the plan by the 10th day of each month for all hours worked during the 
preceding month. The hourly contribution rate applicable under this para
graph shall be identical to the rate established for the plan in the collective 
bargaining agreement then in effect between the settlors, and shall in-
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crease or decrease at any time, and to the same extent, that the rate estab
lished pursuant to the collective bargaining agreement increases or 
decreases.  

(B) If an employer subject to this section would make no contributions to 
a plan described in section 6324(d) pursuant to subparagraph (A) for any 
month, or if, for any month, such employer's contributions required pursu
ant to subparagraph (A) would not at least equal 70 percent of the product 
of the hourly contribution rate applicable under subparagraph (A) and the 
employer's highest average monthly reported hours, then the employer 
shall be required to contribute to the plan for that month contributions 
equal to 70 percent of the product of the hourly contribution rate applicable 
under subparagraph (A) and the employer's highest average monthly re
ported hours. The employer's highest average monthly reported hours is 
the average number of hours reported monthly by the employer to any plan 
described in section 6324(d) or, if higher, to any related pension plan, for the 
60 consecutive months for which the employer's reported hours were the 
highest within the 120 months immediately preceding the application of 
this section.  

(CXi) With respect to a plan described in section 6324(d), participation in 
which is substantially limited to individuals who retired on or after Janu
ary 1, 1976, an employer's continuing obligation under subparagraphs (A) 
and (B) shall be increased in the amount determined by the joint board of 
trustees of the plan under clauses (ii) and (iii), for each month during which 
any participant or beneficiary described in clause (iiiXII) is eligible for 
health benefits from the plan.  

(ii) The board of trustees shall once during each plan year set a monthly 
premium rate which shall be equal to a reasonable estimate of the full cost 
to the plan of providing benefits coverage during the plan year for one par
tPiipant or beneficiary.  

(iii) The board of trustees shall increase an employer's continuing obliga
tion each month by an amount equal to the product of

(I) the premium rate set under clause (ii); and 
(I) the total number of participants and beneficiaries eligible for ben

efits from the plan during that month who were previously eligible for 
health benefits under a welfare plan (other than a multiemployer plan) 
maintained by the employer, or who would have been eligible for such 
health benefits if the employer had continued to maintain its welfare 
plan for the same categories of participants and beneficiaries as were 
originally covered thereunder.  

(2) CHANGES JN METHOD OF FUNDING.-In the event that the cents per hour 
method of funding of a plan is converted to a different method of funding, an 
employer's continuing obligation as determined under subparagraphs (A) and 
(B) of paragraph (1) shall be converted to an equivalent contribution obligation 
determined pursuant to the revised method of funding.  

(c) CERTAIN EMPLOYEns EXCLUDE.-With respect to any plan described in section 
6324(d): this section shall not apply to any employer so long as the employer is 
bound by and in compliance with either

(1) all of the terms and conditions (relating to the plan) of the collective bar
gaining agreement then in effect between the settlors; or 

(2) all of the terms and conditions (relating to the plan) of any other collective 
bargaining agreement entered into prior to September 29, 1989 (but excluding 
any renewal, extension or modification of such collective bargaining agreement 
entered into after September 29, 1989), between the employer and the labor or
ganization which is a settlor of the plan.  

(d) TREATMENT OF EMPLoYERS IN PARTIAL COMPLIANE.-Except as provided in 
subsection (c)2), with respect to any plan described in Fection 6324(d), this section 
shall apply to any employer which contributes to the plan, but not in accordance 
with all of the terms and conditions (relating to the plan) of the collective bargain
ing agreement then in effect between the settlors. However, such employer shall be 
credited with the amount of any contributions made to the plan pursuant to any 
other collective bargaining agreement entered into by the employer and the labor 
organization which is a settlor of the plan, to the extent that such contributions are 
based on the same hours or other equivalent for which contributions are required 
under subsection (bXl).  

(e) LIABILrTY FOR PAYmENT.-Persons responsible for paying to a plan described in 
section 6324(d) the amount of an employer's continuing obligation determined under
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this section shall include the employer and, only to the extent provided in this sub
section, all trades or businesses (whether or not incorporated) which

(1) are under common control with such employer, and 
(2) are or were at any time on or after January 1, 1988, obligated to contrib

ute to the plan (including a contingent obligation to contribute) under a collec
tive bargaining agreement with the labor organization which is a settlor of the 
plan.  

A plan may initiate legal action against such trade or business simultaneously with 
its pursuit of any remedy against the employer, but collection must first be pursued 
against the employer. The determination of whether such trades or businesses are 
under common control with an employer shall be made by the joint board of trust
ees of the lan, under rules which are consistent and coextensive with regulations 
prescribed the Secretary of the Treasury or his delegate under section 414(c) of 
the Internal Revenue Code of 1986.  

(f) SALES Or Asarrs.-An employer shall not be liable for a continuing obligation 
under this section with respect to operations sold to an unrelated party hereinafter 
referred to as the "purchaser") in a bona fide, arms-length sale of assets, provided 
that the terms and conditions of subsections (a) and (d) of section 4204 of the Em
ployee Retirement Income Security Act of 1974 (29 U.S.C. 1384 (a) and (d)) have been 
met, treatmg a continuing obligation to a plan under this Act as if it were with
drawal liability within the meaning of section 4201 of such Act (29 U.S.C. 1381). In 
such event, the employer shall be subject only to secondary liability for a continuing 
obligation with respect to the operations purchased, under the terms referred to in 
subsection (aX1XC) of section 4204 of such Act (29 U.S.C. 1384(aX1XC)), and the pur
chaser shall, for all purposes under this Act, be treated as if it had made all contri
butions and reported all hours as were made or reported by the employer with re
spect to the operations purchased.  

(g) RECoRn.-An employer that has a continuing obligation to contribute to a 
plan described in section 6324(d) shall keep such records and render such statements 
as the joint board of trustees of the plan may from time to time prescribe. The 
board of trustees shall have the right to audit the books and records of the employer 
for the purpose of enforcing the provisions of this section. In connection with any 
such audit, the board of trustees (or its duly designated employee or representative) 
shall, at all reasonable times, upon request, have access to, and be permitted to 
copy, all books, papers, and other documents of the employer which are necessary to 
verify the accuracy of payments made under this Act. In any case in which an audit 
establishes that an employer has not paid to a plan described in section 6324(d) the 
full amount of the continuing obligation determined pursuant to subsection (b), the 
employer, at the discretion of the board of trustees, shall be liable to the plan for 
the full cost of the audit, in addition to any amounts owed under subsection (b).  

(h) AcroNs or TRuSTEs.-The joint board of trustees of any plan described in sec
tion 6324(d) shall determine an employer's continuing obligation under this section, 
notify the employer of such determination, and collect the continuing obligation of 
the employer. The continuing obligation (including arrearages which arose prior to 
the assessment of the obligation) shall be payable beginning no later than 60 days 
after the date of the notification to the employer of the determination of the board 
of trustees, notwithstanding the pendency of any proceeding to contest the assess
ment of liability. Such past arrearages may be amortized over 12 equal monthly 
payments. Any dispute between an employer and a board of trustees concerning a 
determination shlbe resolved through arbitration. The provisions of sections 4221 
and 4301 (a) through (f) of the Employee Retirement Income Security Act of 1974 (29 
U.S.C 1401 and 1451(a)-(f)) shall be applicable to this section, treating an employer's 
continuing obligation to a plan as if it were withdrawal liability within the meaning 
of section 4201 of such Act (29 U.S.C. 1381).  
SEC. 6326. DEFINITIONS.  

(a) For purposes of this subpart, the term
(1) "employee engaged in the production of coal" means any individu 1 em

ployed by an employer in a job classification at any operation which is or was at 
any time on or after January 1, 1988, covered by a collective bargaining agree
ment with the United Mine Workers of America (or a local affiliate thereof) re
quirin contributions to a plan described in section 6324(d); 

(2) employer" means a person which is or was required to make contribu
tions to a plan described in section 6324(d) on behalf of employees engaged in 
the production of coal; 

(3) "plan year" means with resr-ct to a plan described in section 6324(d), the 
calendar year or fiscal year on which the records of the plan are kept;
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(4) "related peion plan" means any pension plan described in section 404(c) 
of the In aRevenue Code of 1986 or a continuation thereof; 

(5) "settlors" means the United Mine Workers of America (hereinafter re
ferred to as the "UMWA") and the Bituminous Coal Operators' Association, Inc.  
(hereinafter referred to as the "BCOA"), except that if the BCOA ceases to 
exist, members of the BCOA representing more than 50 percent of the tonnage 
membership of BOOA on the date of enactment of this subpart shall collectively 
be considered a settlor, and in such event, the uniform contribution rate, terms 
and conditions relating to a plan described in section 6824(d), which are set 
forth in collective bargaining agreements then in effect between such members 
and the UMWA shall constitute the rate, terms, and conditions of the collective 
bargaining agreement between the settlors for purposes of this Act; and 

(6) "surplus assets" means the excess of the current value of plan assets (as 
defined in section 3(26) of the Employee Retirement Income Security Act of 
1974 (29 U.S.C. 1002(26))) over the actuarial present value of all benefits for all 
plan participants, determined as of the first day of the plan year in accordance 
with actuarial assumptions aad methods which reflect the actuary's best esti
mate of anticipated experience under the plan.  

SEC. 6327. RELATIONSHIP TO COLLECTIVE BARGAINING AGREEMENTS.  
Nothing in this subpart is intended to diminish or adversely affect in any maner 

any cause of action of a plan described in section (d), or of its board of trust
ees, against an employer for contributions based on a collective bargaining agree
ment between the employer and a labor organization which is a settlor of the plan.  
SEC. 6328. REPORT.  

The settlors shall prepare a report on or before February 1, 1994, analyzing the 
effect of this subpart on the delivery of retiree health benefits in the bituminous 
coal industry.  
SEC. 6329. SEVERABILITY.  

If any provision of this subpart is declared invalid, all other provisions of this sub
part shall remain in full force and effect.  
SEC. 6330. EFFECTIVE DATES.  

(a) IN GENERAL.-Except as provided in subsection (b), this subpart shall take 
effect on the date of enactment.  

(b) OBLIGATION To CoNTmBurE.-The provisions of this subpart relating to an em
ployer's continuing obligation to contribute to multiemployer plans shall take effect 
on January 1, 1988.  

PART IV-ALTERNATIVE FULL-FUNDING LIMITATION 

SEC. 6331. ALTERNATIVE FULL-FUNDING LIMITATION.  
(a) IN GENERAL.-Subsection (c) of section 412 (relating to minimum funding 

standards) is amended by adding at the end thereof the following new paragraph: 
"(12) ALTERNATIVE FULL-FUNDING LIMITATION.

"(A) GENERAL RUL.-An employer may elect the full-funding limitation 
under this paragraph with respect to any defined benefit plan of the tm
ployer in lieu of the full-funding limitation determined under paragraph (7) 
if the requirements of subparagraphs (C) and (D) are met.  

"(B) ALTERNATIVE FULL-FUNDING LIMITATION.-The full-funding limitation 
under this paragraph is the full-funding limitation determined under para
graph (7) without regard to 'the lesser of (I) 150 percent of current liability, 
or (u)'.  

"(C) REquIREMENTS RELATING TO PLAN ELIGIBILITY.
"(i) IN GENERAL.-The requirements of this subparagraph are met 

with respect to a defined benefit plan if
"(I) as of the 1st day of the election period, the accrued liability 

of participants accruing benefits under the plan is at least 90 per
cent of the plan's total accrued liability, 

"(II) the plan is not a topheavy plan (as defined in section 416(g)) 
for the 1st plan year of the election period or either of the 2 pre

plan years, 
"'( the plan is described in section 404(a1XD) for the plan 

year and 2 preceding plan years, and 
"(IV) each defined benefit plan of the employer (and each defined 

benefit plan of each employer who is a member of any controlled
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group which includes such employer) meets the requirements of 
subclauses (I), (II), and (III).  

"(ii) FAILURE To CONTINUE To marr BEQumaEmers.
"(I) If any plan fails to meet the uirement of clause (iXI) for 

any plan year during an election ri the benefits of the election 
under this paragraph shall be phased out under regulations pre
scribed by the Secretary.  

"(II) If any plan fails to meet the requirement of clause (i) (II) or 
(Ill) for any plan year during an election period, such plan shall be 
treated as not meeting the requirements of clause (i) for the re
mainder of the election period.  

If there is a failure described in subclause (I), (II), or (III) with respect 
to any plan, such plan (and each plan described in clause (iXIV) with 
respect to such plan) shall be treated as not meeting the requirements 
of clause (i) for any of the 10 plan years beginning after the election 
period.  

"M RQumEMNTS RELATING TO ELECTION.-The requirements of this sub
paragraph are met if

"(i) FILING DAT.-Notice of such election is filed with the Secretary 
(in such form and manner and containing such information as the Sec
retary may provide) at least 425 days be fore the 1st day of the election 
period.  

"(ii) CONSISTENT ELECrON.-Such an election is made for all defined 
benefit plans maintained by the employer or by any member of a con
trolled group which includes the employer.  

"(E) TERM OF ELECrION.-Any election made under this paragraph shall 
apply for the election period.  

'(F) OTHER CONSEQUENCES OF ELECTION.
"(i) No FUNDING WAIVER.-In the case of a plan with respect to 

which an election is made under this paragraph, no waiver may be 
granted under subsection (d) for any plan year beginning after the date 
the election was made and ending at the close of the election period 
with respect thereto.  

"(ii) FAILURE TO MAKE SUCCESSIVE ELECTION.-If an election is made 
under this paragraph with respect to any plan and such an election 
does not apply for each successive plan year nf such plan, such plan 
shall be treated as not meeting the requirements of subparagraph (C) 
for the period of 10 plan years beginning after the close of the last elec
tion period for such plan.  

"(G) DEFINION.-For purposes of this paragraph
"(i) ELECTION PERIOD.-The term 'election period' means the period of 

5 consecutive plan years beginning with the 1st plan year for which the 
election is effective.  

"(ii) CONTROLLED GROUP.-The term 'controlled group' means all per
sons who are treated as a single employer under subsection (b), (c), (m), 
or (o) of section 414.  

"(H) PRocEDUREB IP ALTERNATIVE FUNDING LIMITATION REDUCES NET FED
ERAL REVENUES.

"(i) IN GENERAL.-At least once with respect to each fiscal year, the 
Secretary shall estimate whether the application of this paragraph will 
r sult in a net reduction in Federal revenues for such fiscal year.  

"(ii) ADJUSTMENT OF FULL-FUNDING LIMITATION IF REVENUE SHORT
FALL.-If the Secretary estimates that the application of this paragraph 
will result in a more than insubstantial net reduction in Feeral reve
nues for any fiscal year, the Secretary

"(I) shall make the adjustment described in clause (iii), and 
"(II) to the extent such adjustment is not sufficient to reduce 

such reduction to an insubstantial amount, shall make the adjust
ment described in clause (iv).  

Such adjustments shall apply only to defined benefit plans with respect 
to which an election under this paragraph is not in effect.  

"(i) REDUCrlON IN LIMITATION BASED ON 150 PERCENT OF CURRENT Il
Ann.rry.'-The adjustment described in this clause is an adjustment 
which

"(I) applies paragraph (7) separately with respect to participants 
who are not accruing benefits under the plan and to participants 
who are so accruing, and



369

"(II) reduces the percentage described in paragraph (7XAXiXI) 
(not below 140 percent) with respect to such participants who are 
not so accruing.  

"(iv) REDUCTION IN LIMIrATION BASED ON ACCRUED LIAanurry.-The ad
justment described in this clause is an adjustment which reduces the 
percentage of accrued liability taken into account under paragraph 
(7XAXiXII). In no event may the amount of accrued liability taken into 
account under such paragraph after the adjustment be les than cur
rent liability under paragraph (7XAXiXI) (determined by substituting 
'140' for '150)'." 

(b) REPEAL OF DSCenRoNARY REuLAToRy Aurorry.-Section 412(cX7) is amend
ed by striking subparagraph (D).  

(c) EvrorlVE DAT.-The amendments made by this section shall take effect on 
the date of the enactment of this Act.  

PART V-OTHER PROVISIONS 

SEC. 6341. TAX-EXEMPT ORGANIZATIONS ELIGIBLE FOR SECTION 401(k) PLANS.  
(a) IN GxNERAL.-Subparagraph (B) of section 401(kX4) is amended to read as fol

lows: 
"(B) STATE AND LOCAL GOVERNMENTS Nr ELIGIBLE.-A cash or deferred 

arrangement shall not be treated as a qualified cash or deferred arrange
ment if it is a part of a plan maintained by a State or local government, or 
political subdivision thereof, or any agency or instrumentality thereof. This 
subparagraph shall not apply to a rural cooperative plan." 

(b) EFFECTIVE DATs.-The amendment made by this section shall apply to years 
beginning after December 31, 1989.  
SEC. 6342. VOLUNTARY EMPLOYES' BENEFICIARY ASSOCIATIONS.  

(a) IN GaNsa..-Paragraph (9) of section 501(c) is amended by inserting "and if 
the members of such association have an employment-related common bond" after 
"individual".  

(b) Ewrzrva DAT.-The amendment made by subsection (a) shall apply to years 
beginning after October 3, 1989.  
SEC. 6843. INCREASE IN EMPLOYER REVERSION TAX.  

(a) IN GENERAL.-Section 4980(a) is amended by striking "15 percent" and insert
ing "20 percent".  

(b) EFFECrrvE DATE.
(1) IN GENERAL.-The amendment made by subsection (a) shall apply to rever

sions occurring after October 3, 1989.  
(2) ExcEPHoNs.-The amendment made by subsection (a) shall not apply to 

any reversion after October 8, 1989, pursuant to a plan termination if
(A) with respect to plans subject to title IV of the Employee Retirement 

Income Security Act of 1974, a notice of intent to terminate required under 
such title was provided to participants (or if no participants, to the Pension 
Benefit Guaranty Corporation) before October 4, 1989, or 

(B) with respect to plans subject to title I of such Act, a notice of intent to 
reduce future accruals required under section 204(h) of such Act was pro
vided to participants in connection with the termination before October 4, 
1989.  

SEC. 6344. QUALIFIED TRANSPORTATION FRINGE BENEFIT.  
(a) ExcuSION.-Section 132(a) is amended by striking "or" at the end of para

graph (3), by striking the comma at the end of paragraph (4) and inserting ", or", 
and by adding at the end thereof the following new paragraph: 

"(5) qualified transportation fringe.' 
(b) QUALIFIED TRANSPORTATION FRINGa.-Section 132 is amended by adding at the 

end thereof the following new subsection: 
"(i) QUALIFIED TRANSPORTATION FRINGL

"(1) IN GENERAL.-For purposes of this section, the term 'qualified transporta
tion fringe' means

"(A) transportation in a commuter highway vehicle between the employ
ee's residence and place of employment, and 

"(B) any transit pass.
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"(2) LurrATION ON EXCLUSION FOR TRANSIT PAS.-In the case of a qualified 
transportation fringe described in paragraph (1XB), the amount excluded from 
gross income under subsection (aX5) shall not exceed $15 per month.  

"(3) ADDITIONAL REQUEMN.-Paragraph (1) shall not apply to any quali
fied transportation fringe unless

"(A) such benefit is provided under a separate written plan of the em
ployer, and 

'(B) the plan provides that such benefit is provided in addition to (md 
not in lieu of) any compensation otherwise payable to the employee.  

"(4) Dimrrios.-For purposes of this subsection
"(A) TRANsrT PAss.-The term 'transit pass' means any pass, token, fare

card, voucher, or similar item entitling a person to transportation on mass 
transit facilities (whether or not publicly owned).  

"(B) COMMUTER HIGHWAY VEHICL.-The term 'commuter highway vehi.  
cle' means any highway vehicle

"(i) the seating capacity of which is at least seven adults (not includ
ing the driver), and 

"(ii) at least 80 percent of the mileage use of which can reasonably be 
expected to be

"(I) for purposes of transporting employees between their resi
dences and their place of employment, and 

"(II) on trips during which the number of employees transported 
for such purposes is at least V of the adult seating capacity of such 
vehicle (not including the driver).  

"(C) TRANSPORTATION PROVIDED BY EMPLOYER.-Transportation referred to 
in paragraph (1XA) shall be considered to be provided by an employer if 
such transportation is furnished in a commuter highway vehicle operated 
by or for the employer.  

"(D) EMpwyE.-The term 'employee' does not include an individual who 
is an employee within the meaning of section 401(cXl).".  

(c) CONFORMING AmNDMENT.-Section 132(hXl) is amended by striking "and (2)" 
and inserting ", (2), and (5)".  

(d) EFrCTivE DAT.-The amendments made by this section shall apply to taxable 
years beginning after December 31, 1989.  
SEC. 6345. PERSONAL USE OF AIRPLANES.  

In applying Treasury Regulation § 1.61-21(gX12) for taxable years beginning after 
December 31, 1989, the determination of the value of a flight by an individual who 
is not flying primarily for an employer's business shall be determined on the basis 
of the percentage of occupied seats (other than crew) which are occupied by individ
uals whose flights are primarily for the employer's business rather than the per
centage of seating capacity.  

Subtitle D-Foreign Provisions 

SEC. 6401. TAXABLE YEAR OF CERTAIN FOREIGN CORPORATIONS.  

(a) GENERAL RuLE.-Subpart D of part II of subchapter N of chapter 1 (relating to 
miscellaneous provisions) is amended by adding at the end thereof the following 
new section: 
"SEC. 898. TAXABLE YEAR OF CERTAIN FORLGN CORPORATIONS.  

"(a) GEzNAL RuLE.-For purposes of this title, the taxable year of any specified 
foreign corporation shall be the required year determined under subsection (c).  

"(b) SPECIFIED FOREIGN CORPORATION.-For purposes of this section
"(1) IN GENERAL.-The term 'specified foreign corporation' means any foreign 

corporation
"(A) which is

"(i) treated as a controlled foreign corporation for any purpose under 
subpart F of part m of this subchapter, or 

"(ii) a foreign personal holding company (as defined in section 552), 
and 

"(B) with respect to which the ownership requirements of paragraph (2) 
are met.  

"(2) OWNERSHIP REQUIREMENT.-



"(A) IN oENw.-The ownership requirements of this paragraph are 
met with respect to any foreign corporation if a United States shareholder 
owns, on each testing day, more than 50 percent of

"(i) the total voting power of all classes of stock of such corporation 
entitled to vote, or 

"(ii) the total value of all classes of stock of such corporation.  
"(B) OwERsw.-For purposes of subparagraph (A), the rules of subsec

tions (a) and (b) of section 958 and sections 551(f) and 554, whichever are 
applicable, shall apply in determining ownership.  

"(3) UNnrD SrATEB SHAREHOLDER.
"(A) IN GENERAL-The term 'United States shareholder' has the meaning 

given to such term by section 951(b), except that, in the case of a foreign 
corporation having related person insurance income (as defined in section 
953(cX2)), the Secretary may treat any person as a United States sharehold
er for purposes of this section if such person is treated as a United States 
shareholder under section 953(cX1).  

"(B) FOREIGN PERSONAL HOLDING coMPANIB.-In the case of any foreign 
e rsonal ?olding company (as defined in section 552) which is not a speci
edforeign corporation by reason of paragraph (1XAXi), the term 'United 

States shareholder' means any person who is treated as a United States 
shareholder under section 551.  

"(c) DETERMINATION OF REQUIRED YEAR.
"(1) CONTROLLED FOREIGN CORPORATIONS.

"(A) IN GENERAL-In the case of a specified foreign corporation described 
in subsection (bX1XAXi), the required year is

"(i) the majority U.S. shareholder year, or 
"(ii) if there is no majority U.S. shareholder year, the taxable year 

prescribed under regulations.  
"(B) 1-MONTH DEFERRAL ALowD.-Except as provided in paragraph (2), a 

specified foreign corporation may elect, in lieu of the taxable year under 
subparagraph (AXi), a taxable year beginning 1 month earlier than the ma
jorit U.S. shareholder year.  

MAJoRIT U.S. SHAREHOLDER YEAR.
"(i) IN GENERAL.-For purposes of this subsection, the term 'majority 

U.S. shareholder year' means the taxable year (if any) which, on each 
testing day, constituted the taxable year of

"(I) each United States shareholder described in subsection 
(bX2XA), and 

"(II) each United States shareholder not described in subclause 
(I) whose stock was treated as owned under subsection (bX2XB) by 
any shareholder described in such subclause.  

"(ii) TETING DAY.-The testing days shall be
"(I) the first day of the corporation's taxable year (determined 

without regard to this section), or 
"(II) the days during such representative period as the Secretary 

may prescribe.  
"(2) FOREIGN PERSONAL HOLDING coMPANIEs.-In the case of a foreign personal 

holding company described in subsection (bX3XB), the required year shall be de
termined under paragraph (1), except that subparagraph (B) of paragraph (1) 
shall not apply." 

(b) TREATMENT OF DmENDs PAm Arr Cy -8E OF TAXABLE YEAR.
(1) IN GENERAL.-Section 563 is amenued by redesignating subsection (c) as 

subsection (d) and by inserting after subsection (b) the following new subsection: 
"(c) FOREIGN PERSONAL HOLDING CoMPANY TAX.

"(1) IN GENERAL.-In the determination of the dividends paid deduction for 
purposes of part III, a dividend paid after the close of any taxable year and on 
or before the 15th day of the 3rd month following the close of such taxable year 
shall, to the extent the company designates such dividend as being taken into 
account under this subsection, be considered as paid during such taxable year.  
The amount allowed as a deduction 1by reason of the application of this subsec
tion with rese to any taxable year shall not exceed the undistributed foreign 
personal hol d company income of the corporation for the taxable year com
puted without regard to this subsection.  

"(2) SPCIL RUTa.-In the case of any distribution referred to in paragraph 
(1)

"(A) paragraph (1) shall apply only if such distribution is to the person 
who was the shareholder of record (as of the last day of the taxable year of
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the foreign personal holding company) with respect to the stock for which 
such distribution is made, 

"(B) the determination of the person required to include such distribution 
in gross income shall be made under the principles of section 551(f), and 

"(C) any person required to include such distribution in gross or distribut
able net income shall include such distribution in income for such person's 
taxable year in which the taxable year of the foreign personal holding com
pany ends." 

(2) CONFORMING AMENDame.-Subsection (d) of section 563 (as redesignated 
by p ph (1)) is amended by striking "subsection (a) or (b)" and inserting 
"subsection (a), (b), or (c)".  

(c) CLERICAL AMENDMENT.-The table of sections for subpart D of part I of sub
chapter N of chapter 1 is amended by adding at the end thereof the following new 
item: 

"See. 898. Taxable year of certain foreign corporations." 
(d) EFFEcTIE DATE.

(1) IN GENERAL.-The amendments made by this section shall apply to taxable 
years of foreign corporations beginning after July 10, 1989.  

(2) SPCIAL R ULs.-If any foreign corporation is required by the amendments 
made by this section to change its taxable year for its first taxable year begin
ning after July 10, 1989

(A) such change shall be treated as initiated by the taxpayer, 
(B) such change shall be treated as having been made with the consent of 

the Secretary of the Treasury or his delegate, and 
(C) if, by reason of such change, any United States person is required to 

include in gross income for 1 taxable year amounts attributable to 2 taxable 
years of such foreign corporation, the amount which would otherwise be re
quired to be included in gross income for such 1 taxable year by reason of 
the short taxable year of the foreign corporation resulting from such 
change shall be included in gross income ratably over the 4-taxable-year 
period beginning with such 1 taxable year.  

SEC. 4402. LIMITATION ON USE OF DECONSOLIDATION TO AVOID FOREIGN TAX CREDIT LIMITA
TIONS.  

(a) GENERAL RULE.-Section 904 (relating to limitations on foreign tax credit) is 
amended by redesignating subsection (i) as subsection (j) and by inserting after sub
section (h) the following new subsection: 

"(i) LIMITATION ON USE OF DECONSOLIDATION To AVOID FOREIGN TAX CREDIT LI
TATIONs.-If 2 or more domestic corporations would be members of the same affili
ated group if

"(1) section 1504(b) were applied without regard to the exceptions contained 
therein, and 

"(2) the constructive ownership rules of section 1563(e) applied for purposes of 
section 1504(a), 

the Secretary may by regulations provide for resourcing the income of any of such 
corporations or for modifications to the consolidated return regulations to the 
extent that such resourcing or modifications are necessary to prevent the avoidance 
of the provisions of this subpart." 

(b) EPPzcrlV DATE.-The amendment made by subsection (a) shall apply to tax
able years beginning after July 10, 1989.  
SEC. 6403. INFORMATION WITH RESPECT TO CERTAIN FOREIGN-OWNED CORPORATIONS.  

(a) 25-PERcENT FOREIGN-OWNED CORPORATIONS REQUIRED TO REPORT.
(1) Paragraph (2) of section 6038A(a) is amended to read as follows: 
"(2) is 25-percent foreign-owned,".  
(2) Subsection (c) of section 6038A is amended to read as follows: 

"(c) DaFrrIoN.-For purposes of this section
"(1) 25-PERcENT FOREIGN-OWNED.-A corporation is 25-percent foreign-owned if 

at least 25 percent of
"(A) the total voting power of all classes of stock of such corporation enti

tled to vote, or 
"(B) the total value of all classes of stOck of such corporation, 

is owned at any time during the taxable year by 1 foreign person (hereinafter in 
this section referred to as a '25-percent foreign shareholder').  

"(2) RELATED PARTY.-The term 'related party' means
"(A) any 25-percent foreign shareholder of the reporting corporation,
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"(B) any person who is related (within the meaning of section 267(b) or 
707(bX1)) to the reporting corporation or to a 25-percent foreign shareholder 
of the reporting corporation, and 

"(C) any other person who is related (within the meaning of section 482) 
to the reporting corporation.  

"(4) FOREIGN PERSON.-The term 'foreign person' means any person who is not 
a United States person. For purposes of the preceding sentence, the term 
'United States person' has the meaning given to such term by section 
7701(aX30), except that any individual who is a citizen of any possession of the 
United States (but not otherwise a citizen of the United States) and who is not a 
resident of the United States shall not be treated as a United States person.  

"(5) REoCRm.-The term 'records' includes any books, papers, or other data.  
"(6) SECTION 318 o APPLY.-Section 318 shall apply for purposes of para

graphs (1) and (2), except that
"(A) '10 percent' shall be substituted for '50 percent' in section 

318(aX2XC), and 
"(B) subparagraphs (A), (B), and (C) of section 318(aX3) shall not be ap

plied so as to consider a United States person as owning stock which is 
owned by a person who is not a United States person." 

(b) U.S. RECORDKEEPING REQURUMNms.-Subsection (a) of section 6038A is amend
ed by inserting before the period at the end thereof the following: "and such corpo
ration shall maintain (in the location, in the manner, and to the extent prescribed 
in regulations) such records as may be appropriate to determine the correct treat
ment of transactions with related parties as the Secretary shall by regulations pre
scribe (or shall cause another person to so maintain such records)".  

(c) INcREASE IN PENALTY.-Subsection (d) of section 6038A is amended to read as 
follows: 

"(d) PENALTY FOR FAILURE To FURNISH INFORMATION OR MAINTAIN REcoRD.
"(1) IN GENERAL-If a reporting corporation

"(A) fails to furnish (within the time prescribed by regulations) any infor
mation described in subsection (b), or 

"(B) fails to maintain (or cause another to maintain) records as required 
by subsection (a), 

such corporation shall pay a penalty of $10,000 for each taxable year with re
spect to which such failure occurs.  

"(2) INCREASE IN PENALTY WHERE FAILURE CONTINUES AFTER NOTIFICATION.-If 
any failure described in paragraph (1) continues for more than 90 days after the 
day on which the Secretary mais notice of such failure to the reporting corpo
ration, such corporation shall pay a penalty (in addition to the amount required 
under paragraph (1)) of $10,000 for each 30-day period (or fraction thereof) 
during which such failure continues after the expiration of such 90-day period.  

"(3) REASONABLE CAUSE.-For purposes of this subsection, the time prescribed 
by regulations to furnish information or maintain records (and the beginning of 
the 90-day period after notice by the Secretary) shall be treated as not earlier 
than the last day on which (as shown to the satisfaction of the Secretary) rea
sonable cause existed for failure to furnish the information or maintain the 
records." 

(d) ENFORCEMENT OF INFORMATION REquEST8.-Section 6038A is amended by redes
ignating subsection (e) as subsection (f) and by inserting after subsection (d) the fol
lowing new subsection.  

"(e) ENFORcEMENT OF REQUESTS FOR CERTAIN REcoRD.
"(1) AGREEMENT TO TREAT CORPORATION AS AGENT.-The rules of paragraph (3) 

shall apply to any transaction between the reporting corporation and any relat
ed party who is a foreign person unless such related party agrees (in such 
manner and at such time as the Secretary shall prescribe) to authorize the re
porting corporation to act as such related party's agent solely for purposes of 
applying sections 7602, 7603, and 7604 with respect to any request to examine 
records or produce testimony related to any such transaction or with respect to 
any summons for such records or testimony.  

'(2) RULES WHERE INFORMATION NOT PURNISHED.-If
"(A) for purposes of determining the correct treatment of any transaction 

between the reporting corporation and a related party who is a foreign 
person, the Secretary issues a summons to such corporation to produce 
(either directly or as agent for such related party) any records or testimony, 

"(B) such summons is not quashed in a proceeding begun under para
graph (4) and is not determined to be invalid in a proceeding begun under 
section 7604(b) to enforce such summons, and
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"(C) the reporting corporation does not substantially comply in a timely 
manner with such summons, 

the Secretary may apply the rules of ph (8) with respect to such transao
tion (whether or not the Secretary b e proceeding to enforce such sum
mons). If the reporting corporation fails to maintain (or cause another to main
tain) records as required by subsection (a), and by reason of that failure, the 
summons is quashed in a proceeding described in subparagraph (B) or the re
porting corporation is not able to provide the records requested in the sum
mons, the Secretary may apply the rules of paragraph (3) with respect to any 
transaction to which the records relate.  

"(3) APPuCABLE RULES IN CASES OF NONCOMPLIANCE.-If the rules of this para
graph apply to any transaction

"(A) the amount of the deduction allowed under subtitle A for any 
amount paid or incurred by the reporting corporation to the related party 
in connection with such transaction, and 

"(B) the cost to the reporting corporation of any property acquired in 
such transaction from the related party (or transferred by such corporation 
in such transaction to the related party), 

shall be the amount determined by the Secretary in the Secretary's sole discre
tion from the Secretary's own knowledge or from such information as the Secre
tary may obtain through testimony or otherwise.  

"(4) PROCEEDING TO QUASH.
"(A) IN GENERAL-Notwithatanding any law or rule of law, any reporting 

corporation to which the Secretary issues a summons referred to in para
graph (2XA) shall have the right to begin a proceeding to quash such sum
mons not later than the 90th day after such summons was issued. In any 
such proceeding, the Secretary may seek to compel compliance with such 
summons.  

"(B) JURISDICTION.-The United States district court for the district in 
which the person (to whom the summons is issued) resides or is found shall 
have jurisdiction to hear any proceeding brought under subparagraph (A).  
An order denying the petition shall be treated as a final order which may 
be appealed.  

"(C) SUSPENSION OF STATLTE OF IMITATIONS.-If the reporting corporation 
brings an action under subparagraph (A) to quash the summons referred to 
in paragraph (2XA), the running of any period of limitations under section 
6501 (relatinto assessment and collection of tax) or under section 6531 (re
lating to criminal prosecutions) with respect to any transaction to which 
the summons relates shall be suspended for the period during which such 
proceeding, and appeals therein, are pending. In no event shall any such 
period expire before the 90th day after the day on which there is a final 
determination in such proceeding." 

(e) EFrCIvz DATE.-The amendments made by this section shall apply to taxable 
years beginning after July 10, 1989.  
SEC. 8404. TREATMENT OF NONRESIDENT ALIENS RECEIVING CERTAIN EDUCATIONAL AND 

TRAINING GRANTS.  
(a) GENERAL RuLz.-Section 873 (relating to definitions) is amended by redesignat

ing subsection (c) as subsection (d) and by inserting after subsection (b) the following 
new subsection: 

"(c) TREATMENT OF NONRESIDENT ALIENS RECEIVING CERTAIN SCHOLARSHIP OR FEL
LOWSHP GRANT.

"(1) IN GENERAL.-In the case of a qualified nonresident alien individual
"(A) section 63(c6XB) (relating to disallowance of standard deduction) 

shall not apply, 
"(B) notwithstanding subsection (bX3), the deduction for personal exemp

tions allowed by section 151 shall not be limited to 1 exemption, 
"(C) section 152(bX3) shall not exclude from the definition of 'dependent' 

any individual who is a member of the taxpayer's household in the United 
States, and 

"(D) no exemption shall be allowed under section 151(b) for the spouse of 
the taxpayer unless such spouse is a member of the taxpayer's household in 
the United States.  

Any deduction allowed by reason of the preceding sentence shall be allowed 
whether or not such deduction is connected with income which is effectively 
connected with the conduct of a trade or business within the United States.
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"(2) LMITATIoN.-The amount allowed as a deduction by reason of paragraph 
(1) for any taxable year shall not exceed the amount of the qualified scholarship 
or fellowship grants includible in gross income for such taxable year.  

"(3) DarmrrioNs.-For purposes of this subsection
"(A) QUALIFIED NONREWDENT ALIEN INDIVIDUAL.-The term 'qualified non

resident alien individual' means any individual
"(i) who is temporarily present in the United States as a nonimmi

grant under sub ph (F), (J), or (M) of section 101(aX15) of the Im
mugration and N atio Act, and 

'(ii) who receives or accrues any qualified scholarship or fellowship 
grant during the taxable year.  

"(B) QUALIFIED SCHOLARSHIP OR FELLWSHIP GRANT.-The term 'qualified 
scholarship or fellowship grant' means any amount

"(i) which is includible in the gross income of the nonresident alien 
for the taxable year, and 

"(ii) which is granted (directly or indirectly) by
"(I) the United States (or an agency or instrumentality thereof), 
"(II) a State, a possession of the United States, or any political 

subdivision of a State or a possession, or 
"(II) any organization created or organized in the United States 

which is described in section 501(cX3) and exempt from tax under 
section 501(a), 

as a scholarship or fellowship for study, training, teaching, research, or 
career development in the United States.  

"(4) REDUCrION IN WiTHHOLDING.-The Secretary may by regulations provide 
for a reduction in the amount required to be deducted and withheld under sec
tion 1441 from any qualified scholarship or fellowship grant to take into ac
count the provisions of this subsection." 

(b) CONFORMING AMENDMENT.---Subsection (a) of section 873 is amended by strik
ing "subsection (b)" and inserting "subsections (b) and (c)".  

(c) EFFECTIVE DATE.-The amendments made by this section shall apply to taxable 
years beginning after December 31, 1989.  
SEC. 6406. MISCELLANEOUS FOREIGN PROVISIONS.  

(a) TREATMENT OF EXPORT TRADE CORPORATIoNs UNDER PASSIVE FOREIGN INVEST
MENT COMPANY RuLEs.

(1) IN GENERAl.-Subsection (b) of section 1296 (defining passive income) is 
amended by adding at the end thereof the following new paragraph: 

"(3) TREATMENT OF EXPORT TRADE CORPORATIONS.
"(A) IN GENERAL-In the case of an export trade corporation (as defined 

in section 971), the term 'passive income' does not include any export trade 
income (as defined in section 971(b)).  

"(B) IMITATION.-The amount treated as not being passive income by 
reason of subparagraph (A) for any taxable year shall not exceed the excess 
(if an -) of

"(i) the reduction in the subpart F income of the export trade corpo
ration under section 970(a), over 

"(ii) the amount which would have been such reduction if any export 
trade income which would (but for this paragraph) be passive income 
were not taken into account under section 970(a).  

(2) CONFORMING AMENDMENT.-Paragraph (1) of section 1296(b) is amended by 
striking "paragraph (2)" and inserting "paragraphs (2) and (3)".  

(3) EFFcTIv DATE.
(A) IN GENERAL.-The amendments made by this subsection shall apply to 

taxable years of foreign corporations beginning after December 31, 1988.  
(B) EXTENSION OF TIME FOR MAKING CERTAIN ELECION.-In the case of 

any export trade corporation which was a passive foreign investment com
pany for any taxable year beginning after December 31, 1986, and before 
January 1, 1989, the time for making an election under section 1294 or 1295 
of the Internal Revenue Code of 1986 with respect to any such taxable year 
for which it was a passive foreign investment company shall not expire 
before the date 60 days after the date of the enactment of this Act. The 
period for assessing or collecting any underpayment of tax resulting from 
such an election shall in no event expire before the day 3 years after the 
date on which such election is made.  

(b) TREATMENT OF CERTAIN LEAsm PROPERTY UNDER PASSIVE FOREIGN INVESTMENT 
COMPANY RuLES.-
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(1) IN GENERAL-Section 1296 (defining passive foreign investment company) 
is amended by adding at the end thereof the following new subsection: 

"(e) TAumENT OF CERTAIN LEASED PROPERTY.
"(1) IN GENERAL.-For purposes of subsection (aX2), any computer or peripher

al equipment with respect to which the foreign corporation is the lessee under a 
lease with a term of at least 6 months shall be treated as an asset actually held 
by such corporation.  

"(2) COMPUTER OR PERIPHERAL EQuiPMEN.-The term 'computer or peripheral 
equipment' has the meaning given to such term by section 168(iX2XB).  

"(3) ExcamrroNs.-This subsection shall not apply in any case where
"(A) the lessor is a related person (as defined in the last sentence of sub

section (bX2)) with respect to the foreign corporation, 
"(B) the foreign corporation is a sublessor of the property, or 
"(C) a principal purpose of leasing the equipment was to avoid the provi

sions of this part." 
(2) EFFECTIVE DATE.-The amendment made by paragraph (1) shall apply to 

taxable years of foreign corporations beginning after December 31, 1988.  
(c) TREATMENT OF CERTAIN HOLDINGS OF CONTROLLED FOREIGN CORPORATIONS.

(1) IN GENERAL-Section 958 is amended by adding at the end thereof the fol
lowing new subsection: 

"(c) CERTAIN HOLDINos DISREGARDD.-Solely for purposes of this subpart, the Sec
retary may by regulations provide that the stock of an investment company shall 
not be treated as owned by a controlled foreign corporation to the extent such stock 
is held solely for the benefit of foreign persons that are the owners of variable con
tracts issued by such controlled foreign corporation." 

(2) E crcIV DATE.-The amendment made by paragraph (1) shall apply to 
taxable years of foreign corporations beginning after December 31, 1989.  

SEC. 6406. EXCLUSION FOR CERTAIN OVERSEAS ALLOWANCES RECEIVED BY PERSONNEL OF DE
PARTMENT Of DEFENSE.  

(a) IN GENERAL.-Paragraph (1) of section 912 (relating to foreign area allowances) 
is amended by striking "or" at the end of subparagraph (C), by striking the period 
at the end of subparagraph (D) and inserting a comma, and by adding at the end the 
following new subparagraphs: 

"(E) section 9(b) of the National Security Agency Act of 1959, if the 
amount would be excluded from gross income if received under a law re
ferred to in subparagraph (A) or (B) of this paragraph, or 

"(F) section 1605(a) of title 10, United States Code, if the amount would 
be excluded from gross income if received under the law referred to in sub
paragraph (A) of this paragraph." 

(b) EFFECTIVE DATE.-The amendment made by subsection (a) shall apply to allow
ances received after December 31, 1988, in taxable years ending after such date.  

Subtitle E-Excise Tax Provisions 

SEC. 6501. REPEAL OF AUTOMATIC REDUCTION IN AVIATION-RELATED TAXES.  

(a) IN GENERAL-Section 4283 (relating to reduction in aviation-related taxes in 
certain cases) is repealed.  

(b) CONFORMING AMENDMENTS.
(1) Section 6427 is amended

(A) by striking subsection (q) and redesignating subsection (r) as subsec
tion (q), 

(B) by striking "(1), or (p)" in subsection (iX1) and inserting "and (1)", and 
(C) by striking "(h), and (p)" in subsection (iX2XAXi) and inserting "and 

(h)".  
(2) Section 4041(c) is amended by striking paragraph (6).  

(c) EFrrV DATE.-The repeal and amendments made by this section shall be 
effective after December 31, 1989.  
SEC. 6502. INCREASE IN INTERNATIONAL AIR PASSENGER DEPARTURE TAX.  

(a) IN GENERA.-Section 4261(c) (relating to tax on use of international travel fa
cilities) is amended by striking "$8" and inserting "$6".  

(b) Eracva DAT.-The amendment made by subsection (a) shall apply with re
spect to transportation beginning after December 31, 1989.
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SEC. 6503. SHIP PASSENGERS INTERNATIONAL DEPARTURE TAX.  

(a) IN GENERAL.--Chapter 36 (relating to certain other excise taxes) is amended by 
inserting after subchapter A the following new subchapter 

"Subchapter B-Transportation by Water 

"Sec. 4471. Im ition of tax.  
"Sec. 4472. D tions and special rules.  

"SEC. 4471. IMPOSITION OF TAX.  
"(a) IN GENERA.-There is hereby imposed a tax of $3 per passenger on a covered 

voyage.  
"(b)By WHom PAm.-The tax imposed by this section shall be paid by the person 

providing the covered voyage.  
"(c) TIME OF IMPOSITION.-The tax imposed by this section shall be imposed only 

once for each passenger on a covered voyage, either at the time of first embarkation 
or disembarkation in the United States.  
"SEC. 4472. DEFINITIONS.  

"For purposes of this subchapter
"(1) COVERED VOYAGE.

"(A) IN GENERAL.-The term 'covered voyage' means a voyage of
"(i) a commercial passenger vessel which extends over 1 or more 

ni hts, or 
,(ii) a commercial vessel transporting passengers engaged in gam

bling aboard the vessel beyond the territorial waters of the United 
States, 

during which passengers embark or disembark the vessel in the United 
States. Such term shall not include any voyage on any vessel owned or op
erated by the United States, a State, or any agency or subdivision thereof.  

"(B) EXCEPTION FOR CERTAIN VOYAGER ON PABBENGER VEssEl.-The term 
'covered voyage' shall not include a voyage of a passenger vessel of less 
than 12 hours between 2 ports in the United States.  

"(2) PAssENGER VuSEL.-The term 'passenger vessel' means any vessel having 
berth or stateroom accommodations for more than 16 passengers.  

(b) CLERIcAL AMENDMENTS.-The table of subchapters or chapter 36 is amended 
by inserting after the item relating to subchapter A the following new item: 

"SUBcHAPTEr B. Transportation by water." 
(c) EFFECTIVE DATE.

(1) IN GENERAL.-The amendments made by this section shall apply to voy
ages beginning after December 31, 1989.  

(2) No DEPOSITS REQUIRED BEFORE APUIL 1, 1990.-No deposit of any tax im
posed by subchapter B of chapter 36 of the Internal Revenue Code of 1986, as' 
added by this section, shall be required to be made before April 1, 1990.  

SEC. 4504. ACCELERATION OF DEPOSIT REQUIREMENTS FOR TELEPHONE EXCISE TAX AND AIR.  
LINE TICKET TAX; TELEPHONE EXCISE TAX EXEMPTION CERTIFICATES.  

(a) AcCELERATIoN OF DEPOSIT REQuIREMENTS.
(1) IN GENERAL-Section 6302 (relating to mode or time of collection) is 

amended by redesignating subsection (e) as subsection (f) and by inserting after 
subsection (d) the following new subsection: 

"(e) TIm FOR DEPOSrr OF TAKEB ON COMMUNICATIONS SERVICES AND AIRLINE TICK 
rrs.-If, under regulations prescribed by the Secretary, a person is required to makc 
deposits of any tax imposed by section 4251 or subsection (a) or (b) of section 4261 
with respect to amounts considered collected by such person during any semimonth
ly ri such deposits shall be made not later than the 3rd day (not including Sat 
uays, Sun or l holidays) after the close of the 1st week of the 2nd semi
monthlyperi o owing theperiod to which such amounts relate.".  

(2) r DATB.-The amendment made by paragraph (1) shall apply to 
payments of taxes considered collected for semimonthly periods beginning afte.  
June 80, 1990.  

(b) ONa-Tum FILING OF TELEPHONE Exciss TAx ExaMPTIoN CERTIFICAT.
(1) IN oNa.u.m -Section 4258 is amended by adding at the end thereof the 

following new subsection: 
"(k) FILuo OF EXEMPTION CERiFICATEs.

"(1) IN osuRA.-In order to claim an exemption under subsection (c), (h), (i), 
or (j), a person shall provide to the provider of communications services a state-
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ment (in such form and manner as the Secretary may provide) certifying that 
such person is entitled to such exemption.  

"(2) DuRAnoN OF caErTacAT.-Any statement provided under paragraph (1) 
shall remain in effect until

"(A) the provider of communications services has actual knowledge that 
the information provided in such statement is false, or 

"(B) such provider is notified by the Secretary that the provider of the 
statement is no longer entitled to an exemption described in paragraph (1).  

If any information provided in such statement is no longer accurate, the person 
providing such statement shall inform the provider of communications services 
within 30 days of any change of information." 

(2) EFFEcTIV DATE.
(A) IN GENERAI.-The amendment made by paragraph (1) shall apply to 

any claim for exemption made after the date of the enactment of this Act.  
(B) DURATION OF EXISTING CERTIFICATE.-Any annual certificate of ex

emption effective on the date of the enactment of this Act shall remain ef
fective until the end of the annual period.  

SEC. 6505. TELEPHONE EXCISE TAX MADE PERMANENT.  
(a) IN GENEAI.-Paragraph (1) of section 4251(a) (relating to imposition of tax) is 

amended by striking "the applicable percentage " and inserting "3 percent".  
(b) CONFIORIMING A Ew NTwq.-Substion (b) of section 42Z1 is amended to read 

as follows: 
"(b) CoNMumcATIoNs SERvIcs.-For purposes of subsection (a), the term 'commu.  

nications services' means
"(1) local telephone service, 
"(2) toll telephone service, and 
"(3) teletypewriter exchange service." 

SEC. 6506 OIL SPILL LIABILITY TRUST FUND TAX TO TAKE EFFECT ON JANUARY 1, 1990.  
(a) TAX To TAKE EFrECT ON JANUARY 1, 1990.

(1) IN GENERAL.-Subsection (f) of section 4611 (relating to application of Oil 
Spill Liability Trust Fund financing rate) is amended by striking paragraphs (1) 
and (2) and by inserting the following 

"(1) IN GENERAL.-Except as provided in paragraph (2), the Oil S pill Liability 
Trust Fund financing rate under subsection (c) shall apply after December 1, 
1989, and before January 1, 1992." 

(2) CONFORMING AMENDMENT.-Paragraph (8) of section 4611(f) is redesignated 
as paragraph (2) and is amended by striking'"the commencement date" in sub
paragraph (A) and inserting "January 1, 1990,".  

(b) 3 CE RATE OF TAx.-Subparagraph (B) of section 4611(cX2) is amended by 
striking "1.3 cents" and inserting "3 cents".  

(c) OIL SPILL LIABILITY TRusT FUN To BE OPERATING FUND.
(1) IN GENERAL.-For purposes of sections 8082(d) and 8083(c) of the Omnibus 

Budget Reconciliation Act of 1986, the commencement date is January 1, 1990.  
(2) CONFORMING AMENDMENT.

(A) Section 9509 (relating to Oil Spill Liability Trust Fund) is amended by 
adding at the end thereof the following new subsection: 

"(f) REFERENCES TO COMPREHENSIVE OnL POLLuTION LIuLITY AND COMPENSATION 
Act.-For pur of this section, references to the Comprehensive Oil Pollution 
Liabili and Compensation Act shall be treated as references to any law enacted 
before mber 31, 1990, which is substantially identical to subtitle E of title VI, or 
subtitle D of title VIII, of H.R. 5300 of the 99th Congress as passed by the House of 
Representatives or the Oil Pollution Liability and Compensation Act of 1989, S. 686 
of the 101st Congress as passed by the Senate." 

(B) Paragraph (3) of section 9509(b) is amended by striking "(on the 1st 
day the Oil Spill Liability Trust Fund financing rate undnr section 4611(c) 
applies)" and inserting "(on January 1, 1990)".  

(C) Paragraph (1XA) of section 9509(c) is amended by striking the last sen
tence.  

SEC. 6507. EXCISE TAX ON SALE OF CHEMICALS WHICH DEPLETE THE OZONE LAYER AND OF 
PRODUCTS CONTAINING SUCH CHEMICALS.  

(a) IN GENERAL-Chapter 38 (relating to environmental taxes) is amended by 
adding at the end thereof the following new subchapter: 

"Subchapter D-Ozone-Depleting Chemicals, Etc.  

"Sec. 4681. Imposition of tax.
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"Sec. 4682. Definitions and special rules.  
"SEC. 4881. IMPOSITION OF TAX.  

"(a) GENERAL RuI.-There is hereby imposed a tax on
"(1) any ozone-depleting chemical sold or used by the manufacturer, producer, 

or importer thereof, und 
"(2) any imported taxable product sold or used by the importer thereof.  

"(b) AMouNT Or TA.
"(1) OZONE-DEPLETING CHEMICALS.

"(A) IN GERAL.&x-The amount of the tax imposed by subsection (a) on 
each pound of ozone-depleting chemical shall be an amount equal to

"(i) the base tax amount, multi plied by 
"(ii) the ozone-depletion factor for such chemical.  

"(B) BAsE TAX AMouNT.-The base tax amount for purposes of subpara
graph (A) with respect to any sale or use during a calendar year is the 
amount determined under the following table for such calendar year: 

Base tax 
"Calendar year amount: 

1990 ......................................................... $1.07 
1991................................................... 1.12 
1992................... ..................... ... 1.67 
1993 ................................................ 3.15 
1994 or thereafter...................................................................... 3.15.  

"(2) IMPORTED TAXABLE PRODUCT.
"(A) IN GENERAL.-The amount of the tax imposed by subsection (a) on 

any imported taxable product shall be the amount of tax which would have 
been imposed by subsection (a) on the ozone-depleting chemicals used as 
materials in the manufacture or production of such product if such ozone
depleting chemicals had been sold in the United States on the date of the 
sale of such imported taxable product.  

"(B) CERTAIN RULES To APPL.-Rules similar to the rules of paragraphs 
(2) and (3) of section 4671(b) shall apply.  

"SEC. 4682. DEFINITIONS AND SPECIAL RULES.  

"(a) OZONE-DEPLETING CHEmcAL.-For purposes of this subchapter
"(1) IN GENzRAL.-The term 'ozone-depleting chemical' means any sub

stance
"(A) which, at the time of the sale or use by the manufacturer, producer, 

or importer, is listed as an ozone-depleting chemical in the table contained 
in, paragraph (2), and 

(B) which is manufactured or produced in the United States or entered 
into the United States for consumption, use, or warehousing.  

"(2) OZONE-DEPIETING CHEMICAS.

"Common name: Chemical nomenclature: 
CFC-11 ........................ trichlorofluoromethane 
CFC-12 ........................ dichlorodifluoromethane 
CFC-113.. ..................... trichlorotrifluoroethane 
CFC-114.. ...................... 1,2-dichloro-1,1,2,2-tetra

fluoroethane 
CFC-1 15 ....................... chloropentafluoroethane 
Halon-1211 ...................... bromochlorodifluoromethane 
Halon-1301 ...................... bromotrifluoromethane 
Halon-2402 ...................... dibromotetrailuoroethane.  

"(b) Ozon-DEPLTIoN FACTOR.-For purposes of this subchapter, the term 'ozone
depletion factor' means, with respect to an ozone-depleting chemical, the factor as
signed to such chemical under the following table: 

"Ozone-depleting Ozone-depletion 
chemical: factor: 

CFC-11............................... .................. 1.0 
CFC-12..................................... ................ 1.0 
CFC-113 ..................................... ............ 0.8 
CFC-114 ................................................. 1.0 
CFC-115 .............................................. O.6 
Halon-1211 ................. 3.......0.................... 3.0 
Halon-101 ...................................... ........ 10.0 
Halon-2402 .................... 6....... .................. 6.0.
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"(c) IwoRTED TAXABLE PRODUr.-For purposes of this subchapter
"(1) IN GENtAJL-The term 'imported taxable product' means any product 

(other than an ozone-depleting chemical) entered into the United States for con
sumption, use, or warehousing if any ozone-depleting chemical was used as ma
terial in the manufacture or production of such product.  

"(2) DB MINDOS ExCEPHON.-The term 'imported taxable product' shall not in
clude any product specified in regulations prescribed by the Secretary as using 
a de minimis amount of ozone-depleting chemicals as materials in the manufac
ture or production thereof. The preceding sentence shall not apply to any prod
uct in which any ozone-depleting chemical is used for purposes of refrigeration 
or air conditioning, creating an aerosol or foam, or manufacturing electronic 
components.  

"(d) EXCErIONS.
"(1) RECYCLING.-No tax shall be imposed by section 4681 on any ozone-deplet

ing chemical which is diverted or recovered in the United States as part of a 
recycling process (and not as part of the original manufacturing or production 
process).  

"(2) Usa IN rurrHE MANUFACTURE.
"(A) IN GENERAL-No tax shall be imposed by section 4681 on any ozone

depleting chemical which is used (and entirely consumed) by the manufac
turer, producer, or importer thereof in the manufacture or production of 
any other chemical.  

(B3) CREDr OR REFUND.-Under regulations prescribed by the Secretary, 
if

"i a tax under this subchapter was paid with respect to any ozone
depleting chemical, and 

(ii) such chemical was used (and entirely consumed) by any person 
in the manufacture or production of any other chemical, 

then an amount equal to the tax so paid shall be allowed as a credit or 
refund (without interest) to such person in the same manner as if it were 
an overpayment of tax imposed by section 4681.  

"(3) EXPORT.
"(A) IN GENERAL-Except as provided in subparagraph (B), rules similar 

to the rules of section 4662(e) (other than section 4662(eX2XAXiiXII)) shall 
apply for purposes of this subchapter.  

"(B) LiwT ON BENEP.
"(i) IN GENERAL-The aggregate tax benefit allowable under subpara

graph (A) with respect to ozone-depleting chemicals manufactured or 
produced by any person during a calendar year shall not exceed the 
sum of

"(I) the amount equal to the 1986 export percentage of the aggre
gate tax imposed by this subchapter with respect to ozone-depleting 
chemicals manufactured or produced by such person during such 
calendar year (other than chemicals with respect to which sub
clause (II) applies), and 

"(II) the aggregate tax imposed by this subchapter with respect 
to any additional production allowance granted to such person with 
respect to ozone-depleting chemicals manufactured or produced by 
such person durmg' such calendar year by the Environmental Pro
tection Agency under 40 CFR Part 82 (as in effect on September 14, 
1989).  

"(ii) 1986 xpowr PERCENTAGE.-A person's 1986 export percentage is 
the percentage equal to the ozone-depletion factor adjusted pounds of 
ozone-depletg' chemicals manufactured or produced by such person 
during 1986 h were exported during 1986, divided by the ozone-de
pletion factor adjusted pounds of all ozone-depleting chemicals manu
factured or produced by such person during 1986. The percentage deter
mined under the preceding sentence shall be based on data published 
by the Environmental Protection Agency.  

"(e) OTHER DEF TONS.-For purposes of this subchapter
"(1) IMPoam.-The term 'importer' means the person entering the article for 

consumption, use, or warehousing.  
"(2) UNTED BTATE.-The term 'United States' has the meaning given such 

term by section 4612(aX4).  
"(f SpECIAL RuLEB.-
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"(1) FRACTIONAL PART8 OF A POUND.-In the case of a fraction of a pound, the 
tax imposed by this subchapter shall be the same fraction of the amount of such 
tax im on a whole pound.  

"(2) ON OF REVENUE FROM PUERTO RICO AND THE VIRGIN ILAND.
The provisions of subsections (a)3) and (bX3) of section 7652 shall not apply to 
any tax imnposed by this subchapter.  
k() PHASEIN or TAx ON CErTAIN SuwrAlcu.  

"(1) TREATMENT FOR 1990.
"(A) HAwns.-The term 'ozone-depleting chemical' shall not include 

halon-1211, halon-1801, or halon-2402 with respect to any sale or use during 
1990.  

"(B) CHEMICAIE USED IN RIGID FOAM INSULATION.-No tax shall be imposed 
by section 4681

"(i on the use during 1990 of any substance in the manufacture of 
rigid foam insulation, 

"(ii) on the sale during 1990 by the manufacturer, producer, or im
porter of any substance

"(I) for use by the purchaser in the manufacture of rigid foam 
insulation, or 

"(I) for resale by the purchaser to a second purchaser for such 
use by the second purchaser, or 

"(iii) on the sale or use during 1990 by the importer of any rigid foam 
insulation.  

Clause (ii) shall apply only if the manufacturer, producer, and importer, and the 
1st and 2d purchasers (if any) meet such registration requirements as may be 
prescribed by the Secretary.  

"(2) TREATMENT FOR 1991, 1992, AND 1993.
"(A) HAwNs.-The tax imposed by section 4681 during 1991, 1992, or 

1993 by reason of the treatment of halon-1211, halon-1301, and halon-2402 
as ozone-depleting chemicals shall be the applicable percentage (determined 
under the following table) of the amount of such tax which would (but for 
this subparagraph) be imposed.  

The applicable percentage 
is: 

"In the case of. For For For 
sales sales sales 

or use or use or use 
during during during 

1991 1992 1993 

Halon-1211 ............... ...... 7 5 3 
Halon-1301 ............... ...... 2 1 1 
Halon-2402 ..................... 4 2 1.  

"(B) CHIzIBcME USED IN RIGID FOAM INSULATION.-In the case of a sale or 
use during 1991, 1992, or 1993 on which no tax would have been imposed by 
reason of paragraph (1)(B) had such sale or use occurred during 1990, the 
tax imposed by section 4681 shall be the applicable percentage (determined 
in accordance with the follow' table) of the amount of such tax which 
would (but for this subparagraph) be imposed.  

"In the case of The applicable 
sales or use during: percentage is.  

1991............................................................ 23 
1992.................................... ............. 16 
1993...... ........................................... 8.
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"(3) OVERPAYMENTS WITH RESPEO TO CHEMICALS USED IN RIGID FOAM INSULA
TIoN.-If any substance on which tax was paid under this subchapter is used 
during 1990, 1991, 1992, or 1993 by any person in the manufacture of rigid foam 
insulation, credit or refund (without interest) shall be allowed to such person an 
amount equal to the excess of

"(A) the tax paid under this subchapter on such substance, over 
"(B) the tax (if any) which would be imposed by section 4681 if such sub

stance were used for such use by the manufacturer, producer, or importer 
thereof on the date of its use by such person.  

"(h) IMPOSITION OF Fwon STocKs TAXE.
"(1) JANUARY 1, 1990, TAx.--On any ozone-depleting chemical which on Janu

ary 1, 1990, is held by any person (other than the manufacturer, producer, or 
importer thereof) for sale or for use in further manufacture, there is hereby im
posed a floor stocks tax in an amount equal to the tax which would be imposed 
by section 4681 on such chemical if the sale of such chemical by the manufac
turer, producer, or importer thereof had occurred during 1990.  

"(2) OrHER TAX-INCREASE DATEB.
"(A) IN GENERAL.-If, on any tax-increase date, any ozone-depleting chem

ical is held by any person (other than the manufacturer, producer, or im
porter thereof) for sale or for use in further manufacture, there is hereby 
imposed a floor stocks tax.  

'(B) AmouNT OF TAx.-The amount of the tax imposed by subparagraph 
(A) shall be the excess (if any) of

"(i) the tax which would be imposed under section 4681 on such sub
stance if the sale of such chemical by the manufacturer, producer, or 
importer thereof had occurred on the tax-increase date, over 

"(ii) the prior tax (if any) imposed by this subchapter on such sub
stance.  

"(0 TAx-INcREASE DAT.-For purposes of this ph, the term 'tax
increase date' means January 1 of 1991, 1992, 199, an 1994.  

"(3) DUE DATE.-The taxes imposed by this subsection on January 1 of any 
calendar year shall be paid on or before April 1 of such year.  

"(4) APPLCATION OF OTHER LAWS.-All other provisions of law, including pen
alties, applicable with respect to the taxes imposed by section 4681 shall apply 
to the floor stocks taxes imposed by this subsection." 

(b) CLERICAL AMENMiwr.-The table of subchapters for chapter 38 is amended by 
adding at the ei d thereof the following new item: 

"SuBCArm D. Ozone-depleting chemicals, etc." 
(c) EFF vE DATE.

(1) IN GENERAL.-The amendments made by this section shall take effect on 
January 1, 1990.  

(2) NO DEposIT REQUIRED BEFORE APRIL 1, 1990.-No deposit of any tax im
posed by subchapter D of chapter 38 of the Internal Revenue Code of 1986, as 
added by this section, shall be required to be made before April 1, 1990.  

SEC. 808. EXCISE TAX FOR WETLANDS TRUST FUND.  
(a) IN GENERAL-Chapter 38 (relating to environmental taxes), as amended by 

section 6507, is further amended by adding at the end thereof the following new 
subchapter: 

"Subchapter E-Offshore Oil and Natural Gas 

"Sec. 4691. Imposition of tax.  
"Sec. 4692. Definitions.  

"SEC. 4691. IMPOSITION OF TAX.  
"(a) IN GEiER.-There is hereby imposed a tax at the rate specified in subsec

tion (b) on
"(1) offshore oil, and 
"(2) offshore natural gas.  

"(b) RArE or TAx.-The rate of tax imposed by
"(1) subsection (aX1) is 8 cents a barrel, and 
"(2) subsection (aX2) is 2 cents per thousand cubic feet.  

"(c) PAID aY WHOM.-The tax imposed by this section shall be paid by the person 
who owns the offshore oil or offshore natural gas when such oil or natural gas is 
produced.
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"(d) APPLCATION OF TAx.-The tax imposed by this section shall apply after De
cember 31, 1989, and before January 1, 1995.  
"SEC. 4. DEFINITION.  

"For purposes of this subchapter
"(1) OmusRE on..-The term 'offshore oil' means crude oil (as defined in sec

tion 4612(aXl)) produced from the outer Continental Shelf.  
"(2) Oraons NATURAL oAs.-The term 'offshore natural gas' means natural 

gas produced from the outer Continental Shelf.  
"(3) OuTR contrNxrAL sHELF.-The term 'outer Continental Shelf has the 

meanmg given such term by section 2(a) of the Outer Continental Shelf Lands 
Act (43 U.S.C. 131(a)).  

"(4) BARRL.-The term 'barrel' means 42 United States gallons.  
"(5) FRAerlONAL PART OF RARREL; CUBIC Poor.-In the case of a fraction of a 

barrel or cubic foot, the tax inosed by section 4691 shall be the same fraction 
of the amount of such tax imposed on a whole barrel or cubic foot." 

(b) WErTANDS TRuSr FUND CRmTE.-Subhapter A of chapter 98 (relating to 
trust fund code) is amended by adding at the end thereof the following new section: 
"SEC. 95II. WETLANDS TRUST FUND.  

"(a) CREATION OF TaUr FuND.-There is hereby established in the Treasury of 
the United States a trust fund to be known as the 'Wetlands Trust Fund', consisting 
of such amounts as may be ropriated or credited to such Trust Fund as provided 
in this section or section 9602(b).  

"(b) TRAERa To TaUST FUND.-There are hereby appropriated to the Wetlands 
Trust Fund amounts equivalent to the taxes received in the Treasury under section 
4691 (relating to offshore oil and natural gas tax).  

"(c) EXPENDUREB FROM TRusr FUND.-Amounts in the Wetlands Trust Fund 
shall be available for making expenditures to carry out the creation, restoration, 
protection, enhanceme an conservation of wetlands upon enactment of and as 
provided in qualified authorizing legislation substantially similar to S. 1731 of the 
101st Congress, as introduced in the Senate, and, if necessary, any appropriations 
Acts." 

(c) CLERICAL AMENDmWFE.
(1) The table of subchapters for chapter 38, as amended by section 6507(b), is 

further amended by adding at the end thereof the following new item.  

"SuacHArER E. Offshore oil and natural gas." 
(2) The table of sections for subchapter A of chapter 98 is amended by adding 

at the end thereof the following new item: 

"Sec. 9511. Wetlands Trust Fund." 
(d) EPPcTIV DATE.

(1) IN GENERAI..-The amendments made by this section shall take effect on 
January 1, 1990.  

(2) NO DEPOSITS REQUIRED BEFORE APRIL 1, i990.-No deposit of any tax im
posed by subchapter E of chapter 38 of the Internal Revenue Code of 1986, as 
added by this section, shall be required to be made before April 1, 1990.  

SEC. 6509. ACCELERATION OF DEPOSIT REQUIREMENTS FOR GASOLINE EXCISE TAX.  
(a) IN GENERAL.-Section 6802 (relating to mode or time of collection), as amended 

by section 6504, is further amended by redesignating subsection (f) as subsection (g) 
and by inserting after subsection (e) the following new subsection: 

"(f) FREQUENCY AND TIME FOR DEPOSIT OF TAXEB ON GASOLINE.
"(1) GENERAL RUL.-Any person whose liability for tax under section 4081 ex

ceeds $100 in any month of a calendar quarter shall make deposits of such tax 
with respect to tax periods in any month in the succeeding quarter as deter
mined under paragraph (2).  

"(2) TIME OF DEPOSIT.
"(A) IN GENERAL-Any deposit of tax required with respect to any tax 

period under paragraph (1) shall be payable on or before
"(i) the 9th day after the close of the tax period, or 
"(ii) if such deposit is made by wire transfer to any government de

pository authorized under section 6802, the 14th day after the close of 
the tax period.  

"(B) TAE PmODs.-Each month shall include 4 tax periods ending on the 
7th, 14th, 21st, and last days of such month.
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"(3) SpacIAL RULE WHERE 9TH OR 14TH DAY FALLS ON SATURDAY, SUNDAY, OR 
HoLIDAY.-If, but for this paragraph, the due date under paragraph (2) would 
fall on a Saturday, Sunday, or holiday in the District of Columbia, such due 
date shall be deemed to be the immediately preceding day which is not a Satur
day, Sunday, or such a holiday." 

(b) Emarrva DATL-The amendment made by subsection (a) shall apply to pay
ments of taxes for tax periods beginning after December 31, 1989.  
SEC. 510. APPLICATION OF SECTION 4091 OF THE 198 CODE TO CERTAIN DISTRIBUTORS OF 

DIESEL AND AVIATION FUEL.  
(a) IN GNERAL.-The tax under section 4091 of the Internal Revenue Code of 1986 

shall not be imposed on the sale by a producer (as defined in section 4092(bX1XA)) of 
taxable fuel (as defined in section 4092(aXl)) to a qualified person.  

(b) TAxAntZ SALEB BY QUALIFIED PsoNs.-The tax under section 4091 of such 
Code shall be imposed on sales by a qualified person of taxable fuel (as so defined) 
for uses not described in section 4093(c) of such Code (as if such section was in effect 
on April 1, 1988) and section 4098(d) of such Code.  

(c) QUALIFIED PERSON.-The term 'qualified person' means any person who
(1) elects the provisions of this section, 
(2) is not subject to the requirements of section 4101 of the Internal Revenue 

Code of 1986, and 
(3) meets the definition of wholesale distributor for purposes of section 

4092(bX2) of such Code as in effect on January 1, 1989.  
SEC. 6511. REDUCTION IN OCCUPATIONAL TAX ON SMALL RETAIL ALCOHOLIC BEVERAGE DIS.  

TRIBUTORS.  
(a) IN GENERAL.-Section 5121 (imposing occupational tax on retail dealers) is 

amended by adding at the end thereof the following new subsection: 
"(c) SPECIAL RULE FOR SMALuL RErAn. DALuas.-In the case of a small retail deal

ers, subsections (a) and (b) shall be applied by substituting '$150' for '$250'." 
(b) SuALL RErAn. DEALERS DEmN.-Section 5122 (relating to definitions) is 

amended by adding at the end thereof the following new subsection: 
"(d) SMALL RETAIL DwAans.-For purposes of this chapter

"(1) IN oNERAI..-The term 'mall retail dealer' means a retail dealer in liq
uors or beer who had gross receipts from retail sales of distilled spirits, wine, 
and beer of less than $250,000 for the preceding taxable period and derived at at 
least %rd of such gros receipts from such sales which were consumed on the 
premises of such dealer.  

"(2) AGGREGATION RULMs.-All persons treated as 1 person under section 
5061(eX3) shall be treated as 1 person for purposes of paragraph (1)." 

(c) EFrETIVE DAT.-The amendments made by this section shall apply with re
spect to taxable periods beginning after December 81, 1989.  
SEC. 6512. PROHIBITION ON ASSESSMENTS OR COLLECTIONS OF OCCUPATIONAL TAX FOR PERI

ODS BEGINNING BEFORE JULY 1, 198L 
(a) IN GENERAL.-Notwithetanding any other provision of law

(1) the amount of any tax imposed by section 5121 of the Internal Revenue 
Code of 1986 (or any corresponding provision of prior law) for any taxable 
period beginning before July 1, 1985, and any interest or penalty thereon, shall 
not be assessed at any time after the date of the enactment of this Act; 

(2) no proceeding in court without assessment for the collection of such tax 
(and any interest or penalty thereon) for such period shall be begun or contin
ued after such date; 

(3) if such tax for such period (and any interest or penalty thereon) was as
seseed after June 80, 1988, and on or before such date of enactment, such assess
ment shall be abated; and 

(4) if such tax for such period (and any interest or penalty thereon) was col
lected after June 30, 1988, and on or before such date of enactment, the amount 
so collected shall be credited or refunded (without interest) as an overpayment 
of tax.  

(b) ExcEPTION FOR WuUL. FAILURE To PAY TAx.-Subeection (a) shall not apply 
to any tax which the taxpayer willfully fails to pay without reasonable cause.  
SEC. 851a. EXPENDITURES FROM THE AIRPORT AND AIRWAY TRUST FUND FOR ESSENTIAL AIR 

SERVICES.  
(a) IN GENERA.-Section 9502(dX1) (relating to expenditures from airport and 

airway trust fund) is amended
(1) by striking "or" at the end of subparagraph (B), 
(2) by redesignating subparagraph (C) as subparagraph (D),
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(3) by inserting after subparagraph (B) the following new subparagraph: 
"(C) incurred for the essential air services program authorized under sec

tion 419 of the Federal Aviation Act of 1958, as amended (49 U.S.C. 1389); 
or", and 

(4) by striking "subparagraph (A) or (B)" in subparagraph (D) (as so redesig
nated) and inserting "subparagraph (A), (B), or (C)'.  

(b) EmrlVB DATa.-The amendment made by this section shall apply to obliga
tions of the United States incurred in fiscal years beginning after September 30, 
1989.  
SEC. 6514. PROVIDING TOLERANCE LIMITS FOR BLENDING OF GASOHOL 

(a) IN GuNERAL.-Paragraph (1) of section 4081(c) (relating to gasoline mixed with 
alcohol at refinery, etc.) is amended by adding at the end thereof the following new 
sentence: "For purposes of the preceding sentence, the requirement of a 10 percent 
mixture shall be considered satisfied by applying a tolerance of plus or minus V/oth 
of 1 percent in the case of any person who establishes to the satisfaction of the Sec
retary an average 10 percent mixture in all gasohol produced over a reasonable 
period of time." 

(b) ErnerivE DATr.-The amendment made by subsection (a) shall take effect on 
and after January 1, 1990.  
SEC. 6515 GASOLINE USED ON FARMS BY CROPDUSTERS.  

(a) IN Gawant..-Section 6420(cX4XB) (relating to gasoline used on farms) is 
amended to read as follows: 

"(B) if the person so using the gasoline is an aerial or other applicator of 
fertilizers or other substances and is the ultimate purchaser of the gasoline, 
then subparagraph (A) of this paragraph shall not apply and the aerial or 
other applicator shall be treated as having used such gasoline on a farm for 
farming purposes." 

(b) ErrwurVE DATa.-The amendment made by this section shall apply to gasoline 
purchased after December 31, 1989.  
SEC. 6516. ALCOHOL FUELS CREDIT EXTENDED tO PRODUCTION OF ETBE.  

(a) IN GENERAL.-Subparagraph (A) of section 40(bX2) (relating to alcohol credit) is 
amended

(1) by striking out "or" at the end of clause (i), 
(2) by striking out the period at the end of clause (ii) and inserting in lieu 

thereof ", or", and 
(3) by adding at the end thereof the following new clause: 

"(iii) is used to produce ethyl tertiary butyl ether (ETBE).".  
(b) ETBE NOT CONAIDERED AN ALOHOL.-Subparagraph (A) of section 40(dX1) (de

fining alcohol) is amended
(1) by striking out "or" at the end of clause (i), 
(2) by striking out the period at the end of clause (ii) and inserting in lieu 

thereof ", or", and 
(3) by adding at the end thereof the following new clause: 

"(iii) ethyl tertiary butyl ether (ETBE).".  
(c) EmrrorlvE DATa.-The amendments made by this section shall apply with re

spect to taxable years beginning after December 31, 1989.  
SEC. 6517. AMENDMENTS RELATED TO EXCISE TAX ON VACCINES AND VACCINE INJURY COMPEN.  

SATION TRUST FUND.  
(a) INAcrVATED POLIO Viaus VAccm ExzrP FROM TAx.-Paragraph (5) of sec

tion 4132(a) (defining polio vaccine) is amended by adding at the end thereof the fol
lowing new sentence: "Such term shall not include any inactivated polio vaccine 
sold by the manufacturer, producer, or importer after the last day on which any 
injury or death resulting from the administration of such vaccine on such day is 
eligible for compensation from the Vaccine Injury Compensation Trust Fund." 

(b) Arniomy To PAY ADMINIRATrva ExpENBE FRoM TRuwr FUND.
(1) IN GZNERAI.-Paragraph (1) of section 9510(c) (relating to expenditures 

from Vaccine Injury Compensation Trust Fund) is amended by inserting before 
the period at the end thereof the following: ", or for the payment of all expenses 
of administration (but not in excess of $6,000,000 for any fiscal year) incurred by 
the Federal Government in administering such subtitle'.  

(2) EFCTIV DATE.-The amendment made by paragraph (1) shall apply to 
fiscal years beginning after September 80, 1989.
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Subtitle F-Miscellaneous Provisions 

PART I-LIKE KIND EXCHANGES BETWEEN RELATED 
PERSONS 

SEC. i. LKE KIND EXCHANGES BETWEEN RELATED PERSONS.  
(a) SPacL RuLs FoR EXCHANGEB BETWEEN RELATED PaneoNs, Ero.-Section 1031 

(relating to exchange of proprty held for productive use or investment) is amended 
by adding at the end thereof the following new subsections: 

"(0 SpcaLtL Ruus FOR ExcHANGEs BETWEEN RELATED PERSON.
"(1) IN GENZRAL.-If

"(A) a taxpayer exchanges property with a related person, 
"(B) there is nonrecognition of gain or loss to the taxpayer under this sec

tion with respect to the exchange of such property (determined without 
read to this subsection), and 

(C) before the date 2 years after the date of the last transfer which was 
part of such exchange

"(i) the related person disposes of such property, or 
"(ii) the taxpayer disposes of the property received in the exchange 

from the related person which was of like kind to the property trans
ferred by the taxpayer, 

there shall be no nonrecognition of gain or loss under this section to the taxpay
er with respect to such exchange; except that any gain or lose recognized by the 
taxpayer by reason of this subsection shall be taken into account as of the date 
on which the disposition referred to in subparagraph (C) occurs.  

"(2) CTAMIN DISPOSITIONS NOT TAKEN INTO ACCOUNT.-For purposes of para
graph (1XC), there shall not be taken into account any disposition

"(A) by reason of the death of the taxpayer, 
"( in a compulsory or involuntary convention (within the meaning of 

section 1033) if the exchange occurred before the threat or imminence of 
such conversion, or 

"(C) with respect to which it is established to the satisfaction of the Secre
tary that neither the exchange nor such disposition had as one of its princi
pal purposes the avoidance of Federal income tax.  

"(3) RBIATED PERSoN.-For purposes of this subsection, the term 'related 
person' means any person bearing a relationship to the taxpayer described in 
section 267(b).  

"(4) TREATMENT OF CERTAIN TRAN8AcTIONS.-This section shall not apply to 
any exchange which is part of a transaction (or series of transactions) struc
tured to avoid the purposes of this subsection.  

"(g) SPECIAL Rutz WHERE SUBrANTIAL DImMorTON OF RISK.
"(1) IN GENERAL.-If paragraph (2) applies to any property for any period, the 

running of the period set forth in subsection (fX1XC) with respect to such prop
er?, shall be suspended during such period.  

'(2) PRoPEary To wmcn suBsErloN Armas.-This paragraph shall apply to 
any property for any period during which the holder's risk of loss with respect 
to the property is substantially diminished by

'(A) the holding of a put with respect to such property, 
"(B) the holding by another person of a right to acquire such property, or 
"(C) a short sale or any other transaction.  

"(h) REGuLATION.-The Secretary shall prescribe such regulations as may be ap
propriate to carry out the purposes of this section, including such regulations as 
may be necessary to prevent the avoidance of the purposes of this section." 

(b) Errorv DAT.
(1) IN GENEL.-Except as provided in paragraph (2), the amendments made 

by this section shall apply to transfers after July 10, 1989, in taxable years 
ending after such date.  

(2) BINWO coNTRAcr.-The amendments made by this section shall not 
apply to any transfer pursuant to a written binding contract in effect on July 
10, 1989, and at all times thereafter before the transfer.
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PART II-MINIMUM TAX PROVISIONS 

SEC. 6611. MODIFICATIONS OF MINIMUM TAX.  
(a) Tamzurr OF CrAiN DIVIDRNDS.

(1) IN GENERAI..-Clause (ii) of section 56(gX4;(C) is amended to read as follows: 
"(ii) SPECIAL RULE FOR CERTAIN DIVIDENDS.

"(I) IN GNanA.L-Clause (i) shall not apply to any deduction al
lowable under section 243 or 245 for any dividend which is a 100
percent dividend or which is received from a 20-percent owned cor
poration (as defined in section 248(cX2)), but only to the extent such 
dividend is attributable to income of the pRying corporation which 
is subject to tax under this chapter (determined after the applica
tion of sections 936 and 921).  

"(II) ExCzerroN.-Subelause (1) shall not apply to any 100-percent 
dividend if the corporation paying such dividend and the corpora
tion receiving such dividend are members of an affiliated group of 
corporations which may file a consolidated return but does not.  

"(III) 100-PERCENT DIVIDEND.-For purposes of the subclause (I), 
the term '100 percent dividend' means any dividend if the percent
age used for purposes of determining the amount allowable as a de
duction under section 248 or 245 with respect to such dividend is 
100 percent." 

(2) EPwTIxV DAT.-The amendment made by this section shall apply to tax
able years beginning after December 31, 1989.  

(b) MODIFICATION TO CORPORATE MIuIMUM TAx CREDIT.
(1) IN GENERAL.-Subparagraph (B) of section 53(dXl) (relating to credit not 

allowed for exclusion preferences) is amended by adding at the end thereof the 
following new clause: 

"(iv) CREDIr ALLOWABLE FOR EXCLUSION PREFEENCES OF CORPORA
Tiows.-In the case of a corporation

"(I) the preceding provisions of this subparagraph shall not 
apply, and 

a(p) the adjusted net minimum tax for any taxable year is the 
amount of the net minimum tax for such year increased by the 
amount of any credit not allowed under section 29 solely by reason 
of the application of section 29(bX5XB)." 

(2) ComoRmG AMENDMENT.-Clause (ii) of section 53(dX1XB) is amended
(A) by striking "subsections (bXl) and (cX3)" and inserting "subsection 

(bX1)", and 
(B) by striking the last sentence.  

(8) Erraorvl DATE.-The amendments made by this subsection shall apply for 
purposes of determining the adjusted net minimum tax for taxable years begin
ning after December 81, 1989.  

(c) INeTALLMENT SALS.
(1) IN GENERAL.-Section 56(gX4XD) is amended by adding at the end thereof 

the following new clause: 
"(i) INSTALLMENT SALB ON WHICH INTERWT CHARGED.-Subclause (III) 
of clause (i) shall not apply to the applicable percentage (as defined in 
section 458A(cX4)) of the gain from any installment sale with respect to 
which section 458A(aXl) applies." 

(2) ErraCrrvE nAr.-The amendment made by this section shall apply to tax
able years beginning after December 81, 1989.  

(d) APPRECIATED PROPERTY CHARIABLE DEDUCTION.-Paragraph (6) of section 57(a) 
is amended by adding at the end thereof the following new subparagraph: 

"(C) PARAGRAPH INAPPLICABLE DURING 1990.-This paragraph shall not 
a to any contribution made during any taxable year beginning during 

PART III-ACCOUNTING PROVISIONS 

SEC. 661. REPEAL OF COMPLETED CONTRACT METHOD OF ACCOUNTING FOR LONG-TERM CON
TRACTS.  

(a) IN Gunw.-ubsection (a) of section 460 (relating to special rules for long
term contracts) is amended to read as follows:
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"(a) REQumEMINF THAT PERCENTAGE OF COMPLETION MErHOD BE UsED.-In the 
case of any long-term contract, the taxable income from such contract shall be de
termined under the percentage of completion method (as modified by subsection 
(b))." 

(b) ELECroN To Uss MODIFIED PERCENTAGE OF COMPLETION METHOD.-Subeection 
(b) of section 460 is amended by adding at the end thereof the following new para
graph: 

"(5) ELECTION TO USE 15-PERCENT METHOD.
"(A) GENERAL RULE.-In the case of any long-term contract with respect 

to which an election under this paragraph is in effect, the 15-percent 
method shall apply in determining the taxable income from such contract.  

"(B) 15-PERcENT METHOD.-For purposes of this paragraph
"(i) IN GENERAI.-The 15-percent method is the percentage of comple

tion method, modified so that any item which would otherwise be taken 
into account in compue taxable income with respect to a contract for 
any taxable year before t 15-percent year is taken into account in the 
15-percent year.  

'(ii) 15-PERCENT YEA.-The term '15-percent year' means the 1st tax
able year as of the close of which at least 15 percent of the estimated 
total contract costs have been incurred.  

"(C) ELao.-An election under this paragraph shall apply to all long
term contracts of the taxpaye: which are entered into during the taxable 
year in which the election is made and any subsequent taxable year.  

"(D) COORDINATION WITH OTHER PROVISIONS.
"(i) SIMPLIFIED METHOD OF COSr ALLoCATION.-This paragraph shall 

not apply to any taxpayer which uses a simplified procedure for alloca
tion of costs under paragraph (3XA).  

"(ii) LOOK-BACK METHOD.-The 15-percent method shall be taken into 
account for purposes of applying the look-back method of paragraph (2) 
to any taxpayer making an election under this paragraph.  

(c) CONFORMING AMENDMENS.
(1) Subsection (b) of section 460 is amended by striking paragraph (1) and by 

redesignating paragraphs (2) through (5) as paragraphs (1) through (4), respec
tively.  

(2) Paragraph (1) of section 460(b), as redesignated by paragraph (1), is amend
ed

(A) by striking "paragraph (4)" and inserting "paragraph (3)", and 
(B) by striking "paragraph (3)" and inserting "paragraph (2)".  

(3) Paragraph (3) of section 460(b), as redesignated by paragraph (1), is amend
ed by striking "Paragraph (2XB) and subsection (aX2)' and inserting "Para
graph (1XB)".  

(4) Subparagraph (A) of section 460(bX4), as redesignated by paragraph (1), is 
amended

(A) by striking "paragraph (3)" each place it appears and inserting "para
graph (2)", 

(B) by striking "paragraph (3XB)" and insert "paragraph (2XB)", and 
(C) by striking "p ph (3XA)" and inserting 'paragraph (2XA)".  

(5) Paragraph (5) of section 460(e) is amended by striking so much of such 
paragraph as precedes subparagraph (A) and inserting the following

"(5) SPECIAL RULE FOR RESIDENTIAL CONSTRUCION CONTRACTS WHICH ARE NOT 
HOME CONSTRUOrION CONTRAcr.-In the case of any residential construction 
contract which is not a home construction contract, subsection (a) (as in effect 
on the day before the date of the enactment of the Revenue Reconciliation Act 
of 1989) shall apply except that such subsection shall be applied-".  

(d) EFFEorlVE DATs.
(1) IN GENERAL-Except as provided in this subection, the amendments made 

by this section shall a pply to contracts entered into on or after July 11, 1989.  
(2) BIwDING ars.-The amendments made by this section shall not apply to 

any contract resulting from the acceptance of a bid made before July 11, 1989.  
The preceding sentence shall apply only if the bid could not have been revoked 
or altered at any time on or after July 11, 1989.  

(3) SPEaL aUz FoR cERAIN em coNracs.-The amendment made by this 
section shall not apply in the case of a qualified ship contract (as defined in 
section 10208(bX2XB) of the Revenue Act of 1987).  

(4) 15-PERCENT mETOD.-The amendment made by subsection (b) shall apply 
to contracts entered into after December 31, 1989.
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(e) Sruur.-The Secretary of the Treasury or his delegate shall conduct a study of 
the revenue realization method of accounting for long-term contracts and of im
provements to the percentage of completion method of accounting for such con
tracts. No later than Febru 28, 1990, the Secretary shall submit a report on such 
study to the Committee on Ways and Means of the House of Representatives and 
the Committee on Finance of the Senate.  
SEC. 68n. CHANGES IN TREATMENT OF TRANSFERS OF FRANCHISES, TRADEMARKS, AND TRADE 

NAMES.  
(a) CoNTINGENT PArmNrs.-Paragraph (1) of section 1253(d) (relating to treat

ment of payments by transferee) is amended to read as follows: 
"(1) CONrIWENT SERIAL PAYMENTB.

"(A) IN ownsAi.-Any amount described in subparagraph (B) which is 
paid or incurred during the taxable year on account of a transfer, sale, or 
other disposition of a franchise, trademark, or trade name shall be allowed 
as a deduction under section 162(a) (relating to trade or business expenses).  

"(B) AouNTs TO WHICH PARAGRAPH APPIE.-An amount is described in 
this subparagraph if it

is contingent on the productivity, use, or disposition of the fran
chise, trademark, or trade name, and 

"(ii) is paid as part of a series of payments
"(I) which are payable not less frequently than annually 

throughout the entire term of the transfer agreement, and 
"(H) which are substantially equal in amount (or payable under 

a fixed formula)." 
(b) $100,000 LIMITATION ON CERTAIN PAYMENT.

(1) IN GENERAL-Paragraph (2) of section 1253(d) is amended by adding at the 
end thereof the following new subparagraph: 

"(B) $100,000 LIMITATION ON DEDUCTIBHJTY OF PRINCIPAL SU.-Subpara
graph (A) shall not apply if the principal sum referred to in such subpara
graph exceeds $100,000. For purposes of the preceding sentence, all pay
ments which are part of the same transaction (or a series of related trans
actions) shall be taken into account as payments with respect to each such 
transaction." 

(2) CONWORMING AMENDMENTs.-Paragraph (2) of section 1253(d) is amended
(A) by striking all that precedes "If" and inserting

"(2) CERTAw PAYMENTS IN DISCHARGE OF PRINCIPAL SUMS.
"(A) IN GENERAL-", and 
(B) by redesignating subparagraphs (A), (B), and (C) as clauses (i), (ii), and 

(iii), respectively.  
(c) OTHER PAYMENTS, ET.-Section 1253(d) is amended by adding at the end there

of the following new paragraphs: 
"(3) OrHER PAYMENTS.

"(A) IN GENERAL-Any amount to which paragraph (1) or (2) does not 
ap I shall be treated as an amount chargeable to capital account.  

'W) ELECTION TO RECOVER AMOUNTS OVER 20 YEARS.
"(i) IN GENERAL-If the taxpayer elects the application of this sub

paragraph, any amount ch le to capital account shall be allowed 
as a deduction ratably over the 20-year period beginning with the tax
able year in which the transfer occurs.  

"(ii) CoNsISTENT TRzATmEN.-An election undar clause (i) shall apply 
to all amounts which are part of the same transaction (or a series of 
related transactions).  

"(4) RENEWAIS, rTc.-For purposes of determining the term of a transfer 
agreement or any period of amortization under this subsection, there shall be 
taken into account all renewal options (and any other period for which the par
ties reasonably expect the agreement to be renewed)." 

(b) TECHNIcAL AMENDMEs8.
(1) DEPRECIATION ALWABLE.-Subsection (r) of section 67 is hereby re

pealed.  
(2) DEDUCTION SUBJECT TO RECAPTURE.

(A) Sub p h (C) of section 1245(aX2) is amended by striking "or 193" 
and inserting 19 , or 1253(d) (2) or (3)".  

(B) The material preceding subparagraph (A) of section 1245(aX8) is 
amended by striking 'section 185" and inserting "section 185 or 1253(d) (2) 
or (3)".  

(c) ErracTva DAva.-
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(1) IN GENERAL.-The amendments made by this section shall apply to trans
fers after October 2, 1989.  

(2) BINDiNG CoNTRAcT.-The amendments made by this section shall not 
apply to any transfer pursuant to a written binding contract in effect on Octo
ber 2, 1989, and at all times thereafter before the transfer.  

SEC. 6633. 19 DISASTER ASSISTANCE ACT PAYMENTS INCLUDED IN SPECIAL RULE FOR TAXABLE 
YEAR OF INCLUSION.  

(a) IN GENRAL.-The second sentence of section 451(d) is amended
(1) by striking "or" before "title II", and 
(2) by inserting "or the Disaster Assistance Act of 1989," after "1988,".  

(b) EFFECTIVE DAT.-The amendment made by this section shall apply to pay
ments received before, on, or after the date of the enactment of this Act.  
SEC. 6624. EXCLUSION OF DISCHARGE OF QUALIFIED FARM INDEBTEDNESS FROM GROSS 

INCOME INCREASED FOR CERTAIN SOLVENT FARMERS.  
(a) IN GENERAL-Section 108(g) (relating to special rules for discharge of qualified 

farm indebtedness is amended by adding at the end thereof the following new para
graph: 

"(4) SPECIAL LMrTATIONS FOR CERTAIN FARMERS.
"(A) IN GENERAL-With respect to a taxpayer who is described in sub

paragraph (C) of this paragraph
"(i) the amount excluded under subparagraph (C) of subsection (aXl) 

shall not exceed $350,000, and 
"(ii) paragraph (2) of this subsection shall be applied without regard 

to subparagraph (B) thereof.  
"(B) PRIOR DISCHARGES OP INDEBTEDNESS TAKEN INTO ACCOUNT.-If for any 

prior year a discharge of qualified farm indebtedness is excluded from the 
taxpayer's gross income under this subsection, subparagraph (A) shall be 
ap for the taxable year with respect to such discharge by reducmng the 
dollar amount contained in such subparagraph by the amount of such ex
cluded prior year discharges.  

"(C) TAXPAYER DESCRIBED IN THIS sUBPARAGRAPH.-A taxpayer is de
scribed in this subparagraph if

"(i) such taxpayer's modified adjusted gross income for 6 of the 10 
taxable years pr the etaa year in which the discharge of 
qualified farm in ess occurs is less than 100 percent of the na
tional median adjusted groes income, 

"(ii) more than 50 percent of the gross receipts of the taxpayer for 6 
of the 10 taxable years preceding such taxable year are attributable 
to

"(I) the trade or business of farming (within the meaning of sec
tion 2032A(eX5)), or 

"(II) the sale or lease of assets used in such trade or business, or 
"(III) both, 

"(iii) such taxpayer materially participated (within the meaning of 
section 2082A(e)6)) in the trade or business described in clause (ii at 
the time the qualified farm indebtedness was incurred, 

"(iv) the indebtedness of the taxpayer both before and after such dis
charge is equal to 70 percent or more of the equity in all property held 
by such taxpayer, 

"(v) equity in all property held by the taxpayer after such discharge 
is less than the greater of

"(I $25,000, or 
"() 150 percent of the excess (if any) of the tax imposed by this 

chapter determined as if this section did not apply to the transfer, 
over the tax imposed by this chapter determined with regard to 
this section, and 

"(vi) such taxpa r, in transferring property in connection with the 
discharge of q ' farm indebtedness, transfers only farm property 
or other property acquired, produced, or held in connection with the 
taxpayers trade or business of farming.  

"(D) Dan nos.-For purposes of this paragraph
"(i) FARm paoprr.-The term 'farm property' means real and per

sonal property used by the tax1 ayerin the trade or business of farming 
(within the meaning of section 282(eX5)).  

"(ii) MODIFIED ADIUSTED 0o08 Incous.-The term 'modified adjusted 
gross income' means adjusted gross income-
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"(I) determined with regard to this section, and 
"(I) increased by the amount of interest received or accrued by 

the taxpayer during the taxable year which is exempt from tax.  
"(iii) EQurr.-The term 'equity' means, with respect to any property, 

an amount equal to
"(1) the fair market value of such property, minus 
"(II) any indebtedness relating to such property." 

(b) CONORmEING AMENDMNr-Subparagraph (A) of section 108(gX3) is amended 
by striking out "The amount" and inserting in lieu thereof "Except as provided in 
paragraph (4), the amount".  

(c) EFFCHIVE DAT.-The amendments made by this section shall apply to dis
charges of indebtedness occurring after December 31, 1986 in taxable years ending 
after such date.  
SEC. 1825 CERTAIN GOVERNMENTAL CONTRIBUTIONS IN AID OF CONSTRUCTION NOT INCLUDED 

IN GROSS INCOME.  
(a) IN GRNWa.-Subsection (b) of section 118 is amended to read as follows: 
"(b) CONTRIBUTIONS IN Am OF CONSTRUCTION, aTc.-For purposes of subsection 

"(1) IN GENERA.-Except as provided in paragraph (2), the term 'contribution 
to the capital of the taxpayer' does not include any contribution in aid of con
struction or any other contribution as a customer or potential customer.  

"(2) ExcarrioN FOR CERTAIN GOVERNMENTAL CONTRIBUTIONS IN AID OF CON
STRUCTION OF WATER SUPPLIES.

"(A) IN GENERA.-In the case of a qualified governmental contribution
"(i) paragraph (1) shall not apply, and 
"(ii) such contribution shall be treated as a contribution to the cap

ital of the taxpayer.  
"(B) Qu.umPD GOVERNMENTAL CONTRIBUTION.-For purposes of this para

graph
"(i) IN GENERAL.-The term 'qualified governmental contribution' 

means a contribution of money or other property by a Federal, State, 
or local government, or political subdivision thereof, to a regulated 
public utility which provides water or sewage disposal services if

"(I) such contribution relates to a contribution in aid of const-uc
tion of property described in clause (ii), and 

"(II) such contribution (or any property acquired or constructed 
with such contribution) is not included in the taxpayer's rate base 
for ratemaking purposes.  

"(ii) PROPERTY TO WHICH EXCEPTION APPLM.-Property described in 
this clause is property which is used predominantly in furnishing alter
nate water supply systems for the purposes of

"(I) remedying environmental contamination, or 
"(II) protecting the health of individuals threatened by environ

mental contamination.  
"(C) OTHER RUais.-Subparagraph (A) shall not apply to a contribution 

unless
"(i) the contribution is used for the p described in subpara

graph (B) before the end of the 2nd aIle year after the year in 
which the contribution was received, and 

"(ii) accurate records are kept of the amounts contributed and ex
penditures made on the basis of the project for which the contribution 
was made and on the basis of the taxable year of contribution or ex
penditure.  

"(D) DISALWWANCE OF DOUBLE TAX BENEIT.-Notwithstanding any other 
provision of this subtitle

"( no deduction or credit shall be allowed for, or by reason of, any 
expenditure which constitutes a contribution in aid of construction to 
which this paragraph applies, and 

"(ii) the adusted basis of any property acquired with such expendi
ture shall be zero.  

"(E) DEWNION.-For purposes of this paragraph
"(i) CoNTRIUTIONs IN AID OF CONSTRUCTION.-The term 'contribution 

in aid of construction' shall be defined by regulations prescribed by the 
Secretary; except that such term shall not include amounts paid as cus
tomer connection fees (including amounts paid to connect the custom
er's line to a main water or sewer line and amounts paid as service 
charges for starting or stopping services).
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"(ii) PREDOMINAIrLY.-The term 'predominantly' means 80 percent 
or more.  

"(iii) REGULATED PUBUC uTlLrry.-The term 'regulated public utility' 
has the meaning given such term by section 7701(aX83); except that 
such term shall not include any such utility which is not required to 
provide water or sswerage disposal services to members of the general 
public in its service area.  

(b) CONFORMING AMENMENT.-Section 862(c) is amended by adding after para
graph (2) the following new paragraph: 

"(8) CoNTRIaTIONS IN AID OF cONuRUcTION.-This subsection shall not apply 
to contributions in aid of construction to which section 118(bX2) applies." 

(c) Errcrva DATr.-The amendments made by this section shall at iy as if i
cluded in the amendments made by section 824 of the Tax Reform Act A.. .86.  
SEC. 6626. MODIFICATION OF PASSIVE LOSS MATERIAL PARTICIPATION RULES FOR TIMBER AC

TIVITIES.  
(a) GENERAL RuL.-In the case of any taxable year beginning after December 31, 

1985, Internal Revenue Service Temporary Regulations § 1.469-5T (or any corre
sponding similar regulation or ruling) shall be applied to any timber activity with
out regard to paragraph (bX2Xiii) thereof (or any similar provision requiring an indi
vidual to participate more than a minimum number of hours in an activity in order 
to determine material participation under a facts and circumstances test).  

(b) TIMER Acrivry.-For purposes of subsection (a), the term "timber activity" 
means any activity which consists predominantly of the holding of qualified timber 
property (as defined in section 194(cXl)i of ths Internal Revenue Code of 1986.  
SEC. 667. ANNUAL ACCRUAL ACCOUNTING METHOD.  

(a) IN GENEAL.-Subpara mph (B) of section 447(gX4) is amended by striking 
"sugar cane" and inserting 'any crop with respect to which the taxpayer properly 
used the annual accrual method of accounting for its last taxable year ending before 
January 1, 1987".  

(b) EMrrrV DAT.-The amendments made by this section shall apply as if in
cluded in the amendments made by the Tax Reform Act of 1986.  
SEC. 628. MODIFICATIONS TO PROVISIONS REQUIRING INTEREST ON INSTALLMENT SALES OF TI

MESHARES AND RESIDENTIAL LOT.  
(a) GENRAL Rua.--Section 453A relaten to special rules for nondealers) is 

amended by redesignating subsection (e) as sub ion (f) and by inserting after sub
section (d) the following new subsection: 

"(e) SPcIAL RuLB FOR INsrALLMMNT SALES OF TIMEsHAREs AND RSDFNTIAL 
LOrS.

"(1) IN GENERAL.-Notwithstanding subsection (b)
"(A) in the case of a disposition described in section 458(1X2XB) by a C 

corporation
"(i) this section shall apply to any installment obligation arising from 

such disposition for purposes of subsection (aX1), but not for purposes of 
subsection (aX2), and 

"(ii) any such installment obligation shall not be taken into account 
for purposes of applying this section to other obligations, and 

"(B) in the case of any disposition described in section 458(lX2XB) by any 
other taxpayer, this section shall not apply to any installment obligation 
arising from such disposition but the provisions of section 452(0X2XB) shall 
apply to such obligation.  

"(2) MoDIFICATION OF INrRser RULA.s-In the case of any installment obliga
tion arising from a disposition described in paragraph (1XA), interest en the de
ferred tax liability shall be computed as follows: 

"(A) APPLIcAata PaRCNTAG.-The applicable percentage for purposes of 
subsection (c) shall be 100 percent.  

"(B) DEFERRED TAx uABILrry.-At the election of the taxpayer, deferred 
tax liability shall be computed under subsection (cX3) with respect to all 
such obligations, except that

"(i) the amount determined under subsection (cX3XA) for any taxable 
year shall be reduced by the excess (if any) of the total allowable deduc
tions for the taxable year over the total income for such taxable year, 
and 

"ii) the amount determined under subsection (cX8) (after application 
of clause (i)) shall be reduced by the excess (if any) of-
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"(I) the credits allowable under part IV of subchapter A (other 
than subpart (C)) for such taxable year, over 

"(II) the regular tax liability (as defined in section 26(b)) for such 
taxable year.  

"(3) TIE FOR InmNASs IN TAx.
"(A) IN Gxn..-Notwithstanding subsection (cX1), and except as pro

vided in this paragraph, the amount of interest determined under this sec
tion with respect to any installment obligation arising from a disposition 
described in paragraph (1XA) shall be an addition to the tax imposed by 
this chapter for the taxable year following the taxable year for which such 
interest is determined.  

"(B) OBLIGATIONS HELD FOR LESS THAN 2 YEARS OR IN DEFAULT.-No in
crease in tax shall be made under subparagraph (A) with respect to an obli
gation to which subparagraph (A) applies

"(i) for any taxable year ending before the date 2 years after the date 
of such disposition, or 

"(ii) for any suc d taxable year if such obligation is in default as 
of the cinse of such le year.  

"(C) RucArruns.-If an obligation described in subparagraph (BXii) is not 
in default as of the close of any taxable year ending after the close of the 2
year period referred to in subparagraph (BXi), the tax imposed by this chap
ter for the taxable year following such taxable year shall be increased by

"(i) the excess (if any) of
"(I) any increase which would have resulted under subparagraph 

(A) for any prior taxable year but for subparagraph (B), over 
"(II) any portion of such increase previously recaptured under 

this subparagraph, and 
"(ii) interest on the amount under clause (i) at the underpayment 

rate for the taxable years to which subpa ph (A) did not apply to 
such amount by reason of subparagraph (B).  

() TECHNICAL AND CONFORMING AmNMEN.
(1) Subparagraph (A) of section 453(lX8) is amended by adding at the end 

thereof the following new sentence: "The preceding sentence shall not apply in 
the case of any obligation ansing from a disposition by a C corporation." 

(2) Subsection (b) of section 453A is amended by striking paragraph (4) and by 
redes'gnating paragraph (5) as paragraph (4).  

T secti NA is amended by inserting "; * * 
. m .. '..u *" before the period at the end thereof 

(4) The table of sections for subpart B of part II of subchapter E of chapter 1 
is amended by inserting "; certain sales of timeshares and residential lots" 
before the period at the end of the item relating to section 458A.  

(5) Section 6655(gX1XA) is amended by striking "plus" at the end of clause 
(iii), by striking "over" at the end of clause (iv) and inserting "plus," and by 
inserting after clause (iv) the following new clause: 

"(v) any addition to tax under section 458A(e), over".  
(c) ErrVE DATa.-The amendments made by this section shall apply to install

ment sales in taxable years beginning after December 31, 1989.  
SEC. 6629. FAMILY CORPORATIONS MAY ELECT NOT TO HAVE SECTION 447 SUSPENSE ACCOUNT 

RULES APPLY.  
(a) ELacrION.-Paragraph (1) of section 447(i) (relatig to suspense account for 

family corporations) is amended by insertig ", and such family corporation does 
not elect on its return of tax for such taxable year to have subsection (f) apply in 
lieu of this subsection" before ", notwithstandin'.  

(b) EmrlVE DATE.-The amendment made b this section shall take effect as if 
included in the amendments made by section 105(b) of the Revenue Act of 1987.  
SEC. e3. TREATMENT OF ASSET SALES BY COOPERATIVES.  

(a) IN Gawsa..-Section 1888 is amended by redesignating subsection (k) as sub
section (1) and by inserting after subsection (j) the following new subsection: 

"(k) TREATMENT or GAmS o LOUsse ON THu DISPORION OF CERAN Aserre.
"(1) IN GNEAL.-For purposes of this title, if gain or loss from the disposi

tion of any asset by an organization to which part I of this subchapter applies, 
would (without regard to this subsection) be treated as Ain or los from the sale 
or exchange of a capital asset, such organization may elect to treat the allocable 
portion of such gain or loss as ordinary income or loss and to include such gain 
or loss in net earnings of the organization from business done with or for pa
trons.
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"(2) ALLocABLz PORTION.-For purposes of paragraph (1), the term 'allocable 
portion' means the portion which bears the same ratio to the gain or lose from 
the sale or exchange of an asset as

"(A) the extent to which the asset was used by an organization to facili
tate the conduct of business done with or for patrons, bears to 

"(B) the total use of the asset.  
For purposes of sub ph (A), the extent of use for such purpose shall be 
determined on the of any reasonable method for making allocations of 
income or expense between patronage and nonpatronage operations.  

"(3) Ezcrioo-An election made under this subsection shall be made at such 
time and in such manner as the Secretary may prescribe. Such election shall 
apply for the taxable year for which it is made and the 2 succeeding taxable 
years." 

(b) Erwcs DAT.
(1) GENERAL RULE.-Subject to paragraph (2), the amendments made by sub

section (a) shall apply to taxable years endmg after the date of the enactment of 
this Act.  

(2) APPLICATION T3 PRIOR YEARs.-An election filed pursuant to section 1388(k) 
of the Internal Revenue Code of 1986 with a return for the first taxable year 

bein on or before the date of enactment of this Act and ending after such 
date, apply to taxable years beginning before such date.  

SEC. 6830A. QUALIFYING INCOME OF REAL ESTATE INVESTMENT TRUSTS 
(a) IN GaNznAL.-Subparagraph (G) of section 856(cX6) is amended by

(1) by inserting ", or other similar arrangement," after "agreement" in clause 
(i), 

(2) by inserting "or arrangement" after "agreement" in clause (ii), and 
(3) by adding at the end thereof the following new sentence: "For purposes of 

clauses (i) and (ii) of this subparagraph, a real estate investment trust shall be 
treated as holding directly its proportionate share of the assets of a REMIC in 
which it owns a residual interest and a proportionate share of the regular inter
ests of such REMIC shall be treated as direct indebtedness of such trust." 

(b) EFFrECvB DATr.-The amendments made by this section shall apply to taxable 
years beginning after the date of the enactment of this Act.  
SEC. 6630B. RESERVES OF MUTUAL SAVINGS BANKS AND OTHER THRIFT INSTITUTIONS.  

(a) IN GxNERAL.-Section 593 (relating to reserves for losses on loans) is amended 
by adding at the end thereof the following new subsection: 

"(f) ORGANIZATIONS FAILING 60-PERCENT AsEar TEST.
"(1) GEERAL RULE.-In the case of any taxpayer described in subeecticn (aX1) 

which ceases to be so described or which fails to meet the requirements of sub
section (aX2)

"(A) except as provided in this subsection, this section shall not apply for 
the disqualification year or any succeeding taxable year, and 

"(B) if the taxpayer maintained any reserve for bad debts for its last tax
able year before the disqualification year, the rules of ph (3XA) of 
section 585(c) (without regard to paragraph (4) thereof) slapply for the 
disqualification year with respect to the portion of such reserve allocable to 
additions to such reserve under the experience method of subsection (bX3).  

"(2) SuBseqUENT Ioss.-If paragraph (1) applies, the taxpayer shall continue 
to maintain its remaining reserves for loans held by the taxpayer as of the 1st 
day of the disqualification year and

(A) the rules of subsection (e) shall continue to apply to such reserves, 
and 

(B) the taxpayer shall charge against such reserves for any taxable year 
losses resulting from loans held by the taxpayer on such lst day to the 
extent that the cumulative losses from such loans as of the close of such 
taxable year (reduced by recoveries) does not exceed the cumulative amount 
included in gross income by reason of paragraph (1XB) as of the close of 
such taxable year.  

"(3) DISQUALFICATION YEAR.-The term 'disqualification year' means the 1st 
taxable year ending after the date of the enactment of this subsection for which 
a taxpayer described in subsection (aX1) ceases to be so described or fails to 
meet the requirements of subsection (aX2).  

"(4) ELEction aRzvocABts.-An election under paragraph (1), once made, is 
irrevocable." 

(b) Errciv DATE.-The amendments made by this section shall apply to taxable 
years ending after the date of the enactment of tlus Act.
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SEC. 6630C. RESTORATION OF INCOME AVERAGING FOR QUALIFIED FARMERS.  
(a) RsTORATIoN OF INcous AVERAGING.

(1) IN GENERAL.-Section 141 of the Tax Reform Act of 1986 is hereby re
pealed.  

(2) APPLICATION OF THE INTERNAL REVENUE CODE OF 1986.-The Internal Reve
nue Code of 1986 shall be applied and administered without regard to section 
141 of the Tax Reform Act of 1986 (and the amendments made by such section).  

(b) INcOME AVERAGING ALLowED FOR QUALIFIED FARMES.
(1) IN GENERAL.-Subsection (a) of section 1308 of the Internal Revenue Code 

of 1986 (def eligible individual) is amended by inserting "and who is a 
qualified farmer after "United States".  

(2) QUALIFIED FARME.-Section 1308 of such Code (defining eligible individ
uals) is amended by adding at the end thereof the following new subsection: 

"(e) 9uALIFIuD FARME.-For purposes of this section
'(1) IN GENERAL.-The term qualified farmer' means a taxpayer

"(A) who is an ind who materially participated (within the mean
ing of section 469(h)) in the trade or business of farming for each of the 3 
precedmg taxable years, and 

"(B) whose gross receipts for the taxable year and each of the 3 preceding 
taxable years from the trade or business of farming does not exceed 
$5,000,000 ($2,500,000 in the case of a married individual filing a separate 
return).  

"(2) FARMIG.-For purposes of paragraph (1), activities constituting farming 
shall be determined under the principles of paragraphs (4) and (5) of section 
2082A(e)." 

(3) CONFORMING AMENDMENTS.
(A) The heading of part I of subchapter Q of chapter 1 of such Code is 

amended by inserting 'FOR FARMERS" after "AVERAGING".  
(B) The table of parts for subchapter 19 of chapter 1 of such Code is 

amended by inserting "for farmers" after 'averaging" in the item relating 
to part I.  

(c) EFrCTIvE DATz.-The amendments made by this section shall apply to taxable 
years beginning after December 31, 1989.  

PART IV-EMPLOYMENT TAX PROVISIONS 

SEC. U31. TREATMENT OF AGRICULTURAL WORKERS UNDER WAGE WITHHOLDING.  
(a) IN GENaRAL-Paragraph (2) of section 3401(a) (defining wages) is amended to 

read as follows: 
"(2) for agricultural labor (as defined in section 3121(g)) unless the remunera

tion paid for such labor is Wages (as defined in section 3121(a)); or".  
(b) CREw LEADER RuLs To ApPLY.-Section 3401 is amended by adding at the end 

thereof the following new subsection: 
"(h) CREw LEADER RuLE To ApPnY.-Rules similar to the rules of section 3121(o) 

shall apply for purposes of this chapter." 
(c) ErrvE DATE.-The amendments made by this section shall apply to remu

neration paid after December 81, 1989.  
SEC. 663. ACCELERATION OF DEPOSIT REQUIREMENTS.  

(a) I GENERAL.-Section 6302 (relating to mode or time for collection) is amended 
byredesignating subsection (e) as subsection (f and by inserting after subsection (d) 
the following new subsection: 

"(e) DaPoerr or SocIAL SCURRY TAxES AND WITHHEMD INCOME TAm.-If, under 
regulations prescribed by the Secretary, a person is required to make deposits of 
taxes imposed by chapters 21 and 24 on the basis of eighth-month periods, such 
person shall make deposits of such taxes on the first banking day after any day on 
which such person has $250,000 or more of such taxes for deposit. Rules similar to 
the rules of section 5061(eX3) shall apply to the $250,000 amount in the preceding 
sentence.".  

(b) Errorv DATE.
(1) GNERAL Ru .- Except as provided in paragraphs (2) and (3), the amend

ment made by subsection (a) shall apply to amounts required to be deposited 
after July 81, 1990.  

(2) SPUCIAL BULz FOR 1991 AND 1992.-In the case of amounts required to be 
deposited under the amendment made by subsection (a) on or after January 1, 
1991, and before January 1, 1998, a person shall make deposits of taxes do-
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scribed in the amendment made by subsection (a) not later than the close of the 
third banking day after any day on which such person has $250,000 or more of 
such taxes for deposit.  

(3) RULE FOR 1995 AND TRRArr.-For calendar year 1995 and thereafter, 
the Secretary of the Treasury shall prescribe regulations with respect to the 
date on which deposits of such taxes shall be made in order to minimize the 
unevenness in the revenue effects of the amendment made by subsection (a).  

PART V-TAX-EXEMPT BOND PROVISIONS 

SEC. 6641. TAX TREATMENT OF 501(c)() BONDS SIMILAR TO GOVERNMENTAL BONDS.  

(a) IN GENERA..-Subsection (a) of section 150 (relating to definitions and special 
rules) is amended by striking paragraphs (2) and (4), by redesignating paragraphs (5) 
and (6) as paragraphs (4) and (5), respectively, and by inserting after paragraph (1) 
the following new paragraph: 

"(2) ExEw PERsoN.
"(A) IN GENEALm.-The term 'exempt person' means

"(i) a governmental unit, or 
"(ii) a 501(cX8) organization, but only with respect to its activities 

which do not constitute unrelated trades or businesses as determined 
by I' setion513(a).  

"(B) WVRNMNTAL UNIT NOT TO iNcLUDE FEDERAL GOVERNMENT.-The 
term 'governmental unit' does not include the United States or any agency 
or instrumentality thereof.  

"(C) 501(cX3) ORoANIZATION.-The term '501(cX3) organization' means any 
organization described in section 501(cX3) and exempt from tax under sec
tion 501(a)." 

(b) REPEAL OF QuALIFIED 501(cX3) BOND DEBIGNATION.-Section 145 (relating to 
qualified 501(cX3) bonds) is repealed.  

(c) CONFORMING AMENDMENTS.
(1) P ph (3) of section 141(b) is amended

(A) b striking "government use" in subparagraph (AXiXI) and subpara
graph Xii) and inserting "exempt person use", 

(B) by striking "a government use" in subparagraph (B) and inserting "an 
exempt person use", 

(C) by striking "related business use" in subparagraph (AXiiXII) and sub
paragraph (B) and inserting "related private business use", 

(D) by striking "RELATED BUSINBS USa" in the heading of subparagraph 
(B) and inserting "RELATED PRIVATE BUSINEss UsE", and 

(E) by striking "GovERNMENT USE" in the heading thereof and inserting 
"E9EMP PERSON USE".  

(2) Subparagraph (A) of section 141(bX6) is amended by striking "a govern
mental unit" and inserting "an exempt person".  

(3) Paragraph (7) of section 141(b) is amended
(A) by striking "government use" and inserting "exempt person use", and 
(B) by striking 'GOVERNMENT USE" in the heading thereof and inserting 

"EXEMPT PERSON USE".  
(4) Section 141(b) is amended by striking paragraph (9).  
(5) Paragraph (1) of section 141(c) is amended by striking "governmental 

units" and inserting "exempt persons".  
(6) Section 141 is amended by redesignating subsection (e) as subsection (f) and 

by inserting after subsection (d) the following new subsection: 
"(e) CERTA i USED To PRovm RESIDENTIAL RENTAL HOUSING FOR FAmLY 

UNIra.
"(1) IN GENERAL.-Except as provided in paragraph (2), for purposes of this 

title, the term 'private activity bond' includes any bond issued as part of an 
issue if any portion of the net proceeds of the issue are to be used (directly or 
indirectly) by an exempt person described in section 150(aX2XAXii) to provide 
residential rental property for family units.  

"(2) ExcarrIoN FOR BONDS USED iO PROVIDE QUALIFIED RESIDENTIAL RENTAL 
Pao. -Paragraph (1) shall not apply to any bond issued as part of an issue 
if the portion of such issue which is to be used as described in paragraph (1) is 
to be used to provide

"(A) a residential rental property for family units if the first use of such 
property is pursuant to such issue, 

"(B) qualified residential rental projects (as defined in section 142(d)), or
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"(C) property which is to be substantially rehabilitated in a rehabilitation 
b - within the 2-year period ending 1 year after the date of the ac

quisition of such property.  
"(3) SuBBTANTIL REHABLIATION.

"(A) IN GENEL.-Except as provided in subparagraph (B), rules similar 
to the rules of section 48(gX1XC) shall apply in determining for purposes of 

h (2XC) whether property' , substantially rehabilitated.  
"(B) ECEPHON.-For purposes of subparagraph (A), clause (ii) of section 

48(gX1XC) shall not apply, but the Secretary may extend the 24-month 
period in section 48(gX1Xi) where appropriate due to circumstances not 
within the control of the owner." 

(7) Section 141(f), as redesignated by paragraph (6), is amended
(A) by adding "or" at the end of subparagraph (E), 
(B) by striking , or" at the end of subparagraph (F), and inserting in lieu 

thereof a period, and 
(C) by striking subparagraph (G).  

(8) The last sentence of section 144(bX1) is amended by striking "(determined" 
and all that follows to the period.  

(9) Clause (ii) of section 144(cX2XC) is amended by striking "governmental 
unit" and inserting "exempt person".  

(10) Section 146(g) is amended
(A) by striking paragraph (2), and 
(B) by redesignating the remaining paragraphs after paragraph (1) as 

paragraphs (2) and (3), respectively.  
(11 ) The heading of section 146(kX3) is amended by striking "GovERNIExNTAL 

and inserting "EXEMP' PERSON".  
(12) The heading of section 146(m) is amended by striking "GoVERNMENT" and 

inserting "Exzmr PERSON".  
(13) Subsection (h) of section 147 is amended to read as follows: 

"(h) CERTAIN RuIE NOT To APPLY TO MORTGAGE REVENUE BONDS AND QUALIFIED 
STuDENT LOAN BoND.-Subsections (a), (b), (c), and (d) shall not apply to any quali
fied mortgage bond, qualified veterans' mortgage bond, or qualified student loan 
bond." 

(14) Section 147 is amended by striking paragraph (4) of subsection (b) and re
designating paragraph (5) of such subsection as paragraph (4).  

(15) Subp raph (F) of section 148(dX3) is amended
(A) y striking "or which is a qualified 501(cX3) bond", and 
(B) by striking "GOVERNMENTAL US BONDS AND QUALIFIED 501(c) (3)" in 

the heading thereof and insertmg "ExEMr PERSON.  
(16) Subclause (I) of section 148(0 XBXii) is amended by striking "(other than 

a ualified 501(cX3) bond)".  
(17) Sub h (A) of section 148(f(7) is amended by striking "(other than 

a qualified 501 cM3 bond)"Y.  
(18) Paragraph (2) of section 149(d) is amended

(A) by striking "(other than a qualified 501(cX3) bond)", and 
(B) by striking "CERTAIN PRIVATE" in the heading thereof and inserting in 

lieu thereof "PRIVATE".  
(19) Section 149(eX2) is amended

(A) by striking "which is not a private activity bond" in the second sen
tence and insertmg "which is a bond issued for an exempt person described 
in section 150(aX2XAXiY, and 

(B) byadding at the end thereof the following new sentence: "Subpara
graph (D) not apply to any bond which is not a private activity bond 
but which would be such a bond if the 501(cX3) organization using the pro
ceeds thereof were not an exempt person." 

(20) The heading of subsection (b) of section 150 is amended by striking "TAx
ExEMPT PRIVATs Acrmvrry BONDS" and inserting "CERTAIN TAx-Exur BONDS".  

(21) Paragraph (3) of section 150(b) is amended
(A) by inserting "owned by a 501(cX8) organization" after "any facility" in 

"any vate activity bond which, when issued, purported 
to be a tax-exempt quaifed 501(cX3) bond" in subparagraph (A) and inserti"any bond which, when issued, purported to be a tax-exempt bond, and 
wich would be a private activity bond if the 501(cX8) organization using 
the proceeds thereof were not an exempt person", and 

(C) by striking the heading thereof and inserting "BONe FOR EM Tr PER
SONS OTHER THAN GOVERNMENTAL UNITS.- .
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(22) Paragraph (5) of section 150(b) is amended
(A) by striking "private activity" in subparagraph (A), 
(B) by inserting "and which would be a private activity bond if the 

501(cX8) organization using the proceeds thereof were not an exempt 
person" after "tax-exempt bond" in subparagraph (A), 

(C) by striking subparagraph (B) and inserting the following new subpara
graph: "( such facility is required to be owned by an exempt person, and", and 

(D) by striking "oovEnuwrEAL uNrrs OR soL (c) (s) oRGANIzATIoNs" in 
the heading thereof and inserting "EXEMPT PERSONS".  

(28) Section 150 is amended by adding at the end thereof the following new 
subsection: 

"(f) CRTAm RuLE To APPLY 'I) BONDS WOR EXEmpT PENs OrER THAN Gov
ERNMENTAL UNIr8.

"(1) IN GENERA.-Nothing in section 103(a) or any other provision of law 
shall be construed to provide an exemption from Federal income tax for interest 
on any bond which would be a private activity bond if the 501(cX3) organization 
using the proceeds thereof were not an exempt person unless such bond satisfies 
the requirements of subsections (b) and (f) of section 147.  

"(2) SPECIAL RULE FOR POOLED FiNANCING OF 501(C) (3) ORGANIZATION.
"(A) IN GEWAAL.-At the election of the issuer, a bond described in para

graph (1) shall be treated as meeting the requirements of section 147(b) if 
such bond meet the requirements of subparagraph (B).  

"(B) RaqumazNwr.-A bond meets the requirements of this subpara
graph if

"(i) 95 percent or more of the net proceeds of the issue of which such 
bond is a part are to be used to make or finance loans to 2 or more 
501(cX3) or zti ns or governmental units for acquisition of property 
to be used such organizations, 

"(ii) each lan described in clause (i) satisfies the requirements of sec
tion 147(b) (determined by treating each loan as a separate issue), 

"(iii) before such bond is issued, a demand survey was conducted 
which shows a demand for financing greater than an amount equal to 
120 percent of the lendable proceeds of such issue, and 

"(iv) 95 percent or more of the net proceeds of such issue are to be 
loaned to 501(cX8) organizations or governmental units within 1 year of 
issuance and, to the extent there are any unspent proceeds after such 
1-year period, bonds issued as part of such issue are to be redeemed as 
soon as possible thereafter (and in no event later than 18 months after 
issuance).  

A bond shall not meet the requirements of this subparagraph if the maturi
ty date of any bond issued as part of such issue is more than 30 years after 
the date on which the bond was issued (or, in the case of a refundin or 
series of refundings, the date on which the original bond was issued)." 

(24) Section 1302 of the Tax Reform Act of 1986 is repealed.  
(25) Su ph (C) of section 57(aX5) is amended by striking clause (ii) and 

redesignating c uses (iii) and (iv) as clauses (ii) and (iii), respectively.  
(26) Paragraph (8) of section 108(b) is amended by inserting 'and section 

150(f)" after "section 149".  
(27) Paragraph (3) of section 265(b) is amended

(A) b7 striking clause (ii) of subparagraph (B) and inserting the following
(ii) CERTAw BONDS NOT TREATED AS PRIVATE ACTVrrY BONDS.-For 

purposes of clause (iXII), there shall not be treated as a private activity 
bond any obligation leued to reftnd (or which is part of a series of obli
gations issued to refund) an obligation issued before August 8, 1986, 
which was not an industrial development bond (as defined in section 
103(bX2) as in effect on the day before the date of the enactment of the 
Tax Reform Act of 1986 (or a private loan bond (as defined in section 
108(oX2XA), as so in effect, but without regard to any exemption from 
such definition other than section 108(ox2XA))."; and 

(B) by striking "(other than a qualified 501(cX3) bond, as defined in sec
tion 145)" in subparagraph (CXI).  

(0 EFFECTIVE DATE; SpcAL Rum.
(1) EmrraV DATs-The amendments made by this section shall apply to 

bonds issued after December 81, 1989.  
(2) SPECIAL RULE FOR CERTAIN BONDS ISSUED Ar DEcEMBER 81, 1989.-
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(A) INi omNsAL.-The amendments made by this section shall not apply 
to any bond which

(i) is issued after December 31, 1989, and 
(ii) is part of an Issue which is subject to any transitional rule under 

subtitle B of title XIII of the Tax Reform Act of 1986.  
(B) ELaCrroN OUT.-Ths paragraph shall not apply to any issue with re

spect to which the issuer elects not to have this paragraph apply.  
SEC. G64t. REFINANCINGS OF CERTAIN BOND ISSUES.  

(a) IN GENRAL.-Section 141(c) of the Internal Revenue Code of 1986 shall not 
apply to any bond (or series of bonds) issued by a qualified issuer, the proceeds of 
which are used exclusively to refund (other than to advance refund) another bond 
if

(1) the amount of such refunding bond does not exceed the outstanding 
amount of the refunded bond, 

(2) the final maturity date of the refunding bond is not later than 6 months 
following the scheduled final maturity date of the issue of which the refunded 
bond is a part, and 

(8) any financial benefit accruing as a result of a refunding under this provi
sion will inure solely to the benefit of a State or local government, or an agency 
or political subdivision thereof.  

(b) QuALurm IssuRa.-For purposes of this section, the term "qualified issuer" 
means any issuer who originally issued the bond to be refunded which was issued to 
alleviate the risk of default on the obligations of a financially troubled issuer which 
is a separate political subdivision.  

(c) EnrPEFVE DAT.-This section shall apply to bonds issued on or after the date 
of the enactment of this Act.  
SEC. 6643. TAX-EXEMPT FINANCING FOR SPORTS FACILITIES.  

(a) IN GawN.&i..-Subeection (a) of section 142 (defining exempt facility bonds) is 
amended

(1) by striking "or" at the end of paragraph (10), 
(2) by striking the period at the end of paragraph (11) and inserting ", or", 

and 
(3) by adding at the end thereof the following new paragraph: 
"(12) Sports facilities." 

(b) GovaNnuarrALLY OWNED.--Subparagraph (A) of section 142(bXl) (relating to 
facilities must be governmentally owned) is amended by striking "or (3)" and insert
ing (3), or (12)".  

(c) ErZct DATE.-The amendment made by this section shall apply to bonds 
issued after December 31, 1989.  

PART VI-INSURANCE PROVISIONS 

SEC. 6651. STUDY RELATING TO SECTION 833 DEDUCTION.  

(a) SrUDY.-The Secretary of the Treasury or his delegate shall conduct a study of 
the eligibility for, and operation of, the deduction provided under section 833 of the 
Internal Revenue Code of 1986. The study shall include an examination of whether 
organizations in existence on August 16, 1986, which are similar to Blue Cross and 
Blue Shield organizations should also be eligible for the section 888 deduction.  

(b) Rwoa.-Not later than March 15, 1990, the Secretary shall submit to the Fi
nance Committee of the Senate and the Committee on Ways and Means of the 
House of Representatives a report on the study conducted under this section, togeth
er with such recommendations as he may deem advisable.  
SEC. 6Sis. RESERVES ON MINIMUM PREMIUM PLANS.  

(a) IN GEmn.-For purposes of section 882(b)(4) of the Internal Revenue Code of 
1986 (or any corresponding provision of prior law), the term "unearned premiums" 
shall include any reserve maintained pursuant to State law (or any rules or regula
tions thereunder) by such insurance company for future claims payments upon the 
termination of any minimum premium plan to the extent a premium or other con
sideration corresponding to such reserve has been included in the gross income of 
such company.  

(b) Ewraorva DAT.-The provisions of subsection (a) shall apply to taxable years 
beginning before, on, or after the date of the enactment of this Act.
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PART VII-COMPLIANCE 

SEC. 6661. NOTICE OF UNDERREPORTING OF AMOUNTS WITHHELD.  
(a) IN GENmA.-Chapter 77 (relating to miscellaneous provisions) is amended by 

adding at the end thereof the following new section: 
"SEC. 75=. NOTICE OF UNDERREPORTING OF AMOUNTS WITHHELD.  

"(a) IN GENERAL.-If, in connection with 1 or more information return matching 
programs, the Secretary determines that with respect to information returns exam
ined under such programs

"(1) the amount shown on information returns as deducted and withheld as 
tax for any taxable year, exceeds by $5 or more, 

"(2) the amount shown on the return of tax for such taxable year as deducted 
and withheld as tax, 

the Secretary shall notify the taxpayer of such excess.  
"(b) ImORmATioN RaruaN.-For purposes of subsection (a), the term 'information 

return' has the meaning given such term by section 6724(dX1). The Secretary may 
prescribe other returns which are to be treated as information returns for purposes 
of this section.".  

(b) CLERICAL AMENDMENT.-The table of sections for chapter 77 of such Code is 
,amended by adding at the end thereof the following new item: 

"Sec. 7523. Notice of underreporting of amounts withheld.".  
(c) EFFECTIVE DATE.-The amendments made by this section shall apply to infor

mation return matching occurring after the date of the enactment of this Act.  
SEC. 6662. STATUTE OF LIMITATIONS FOR CERTAIN REFUND CLAIMS.  

Notwithstanding section 6511 of the Internal Revenue Code of 1986, if a claim for 
credit or refund of overpayment of the tax imposed under chapter 1 of such Code 
relates to an overpayment of tax attributable to the taxpayer's failure to take 
proper credit for amounts of tax withheld by the payor of any income included in 
such taxpayer's gross income for the taxable year ending December 31, 1985, such 
credit or refund may be allowed if claim therefor is filed on or before April 15, 1990.  
SEC. 4663. INCREASE IN THRESHOLD FOR JOINT COMMITTEE REFUND REVIEW.  

(a) GENERAL Rn.-Subsections (a) and (b) of section 6405 (relating to reports of 
refunds and credits) are each amended by striking "$200,000" and inserting 
"$1,000,000"y.  

(b) EFFET DATE.-The amendment made by subsection (a) shall take effect on 
the date of the enactment of this Act, except that such amendment shall not apply 
with respect to any refund or credit with respect to which a report has been made 
before the date of the enactment of this Act under subsection (a) or (b) of section 
6405 of the Internal Revenue Code of 1986.  

PART VIII-EXEMPT ORGANIZATIONS 

.SEC. 6671. COOPERATIVE SERVICE ORGANIZATIONS FOR CERTAIN FOUNDATIONS.  

(a) IN GENmAL.-Section 501 (relating to exemption from tax on corporations, cer
tain trusts, etc.) is amended by redesignating subsection (n) as subsection (o) and by 
inserting after subsection (m) the following new subsection: 

"(-COOPERATIVE SWRVIca ORGANIzATIONS FOR CERTAIN FOUNDATIONS.
"(1) IN GENERAL.-For purposes of this title, if an organization

"(A) is organized and operated solely for purposes referred to in subsec
tion (f)(1), 

"(B) is comprised exclusively of members which are exempt from taxation 
under subsection (a) and are

"(i) private foundations, or 
"(ii) community foundations as to which section 170(bX1XAXvi) ap

"( has at least 20 members, 
"(D) does not have a member which holds more than 10 percent (by 

value) of the interests in the organization, 
"(E) is not controlled by any 1 member and does not have a member 

which controls another member of the organization, and
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"(F) permits members of the organization to dismiss the organization's in
vestment advisor, following reas unable notice, upon a vote of the members 
holding a majority of interest in the organization, 

then such organization shall be treated as an organization organized and oper
ated exclusively for charitable purposes.  

"(2) TREATMENT OF INCOME OF mMBERs.-If any member of an organization 
described in paragraph (1) is a private foundation (other than an exempt operat
ing foundation, as defined in section 4940(d)), such private foundation s propor
tionate share of the net income of the organization (including capital gains) for 
any taxable year of the organization shall be treated, for purposes of section 
4940, as net investment income of such private foundation (whether or not dis
tributed to such foundation) for the taxable year of such private foundation in 
which the taxable year of the organization described in paragraph (1) ends.  

"(3) AppucABLz xcISB TAXs.-Subchapter A of chapter 42 (other than sec
tions 4940 and 4942) shall apply to any organization described in paragraph (1)." 

(b) EmrrrV DATr.-The amendment made by subsection (a) shall apply to tax
able years beginning after December 31, 1989.  
SEC. 667. CERTAIN EXISTING ARRANGEMENTS EXEMPT FROM EXCISE TAX ON SELF-DEALING IN

VOLVING PRIVATE FOUNDATIONS.  
(a) IN GzNERAL.-Section 4941(d) (defining self-dealing) is amended by adding at 

the end thereof the following new paragraph: 
"(3) EXCEPTION FOR EXISTING ARRANGEMENTS OF ORGANIZATIONS BECOMING PRI

VATE FOUNDATIONS.
"(A) GENERAL RULL-If

"(i) an organization becomes a private foundation with respect to any 
taxable year, and 

"(ii) such organization is an organization described in section 501(cX3) 
which met the requirements of section 509(aX2) during at least 3 tax
able years preceding the taxable year described in clause (i) (herein
after referred to as the 'qualification period'), 

then any act pursuant to a qualified existing arrangement shall not be treated 
as an act of self-dealing for purposes of this section for the period provided by 
an existing binding contract entered into more than 2 years before the begin
ning of the taxable year described in clause (i) or a 5-year period beginning with 
such year, whichever is longer.  

"(B) QUAUMFE EKISTNG ARRANGEMENT.-For purposes of subparagraph 
(A), the term 'qualified existing arrangement' means any of the following 
arrangements if such arrangements are the result of arm's-length transac
tions: 

"(i) The leasing by a disqualified person to the private foundation of 
office space in a building with other tenants who are not disqualified 
persons if the leasing is pursuant to a binding lease in effect during the 
qualification period, or pursuant to a renewal of such lease.  

"(ii) The furnishing of goods, services (including banking services), or 
facilities by a disqualified person to the private foundation pursuant to 
an arrangement in effect during the qualification period (or any renew
al thereof).  

"(iii) The sale of property from the private foundation to a disquali
fied person pursuant to a binding contract in effect during the qualifi
cation period.  

"(iv) To the extent provided by regulation, any other arrangement 
which was in effect between a private foundation and a disqualified 
person during the qualification period.  

"(C) RENEWAIB OR MODIFICATIONs.-Any renewal or modification of a 
qualified existing arrangement may not substantially modify such arrange
ment.  

"(D) ExcarrioN von suerAimAL coNReuToRs.-Subparagraph (A) shall 
not apply to any qualified existing arrangement between a private founda
tion and a disqualified person who is a substantial contributor to the foun
dation." 

(b) EvrrrV DArs.-The amendments made by this section shall apply to taxable 
years beginning after the date of the enactment of this Act.
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PART IX-OTHER PROVISIONS 

SEC. 6681. ADOPTION EXPENSES.  
(a) IN GENERAL-Part VII of subchapter B of chapter 1 is amended by redesignat

ing section 221 as section 222 and by inserting after section 221 the following new 
section: 
"SEC. 221. SPECIAL NEEDS ADOPTION EXPENSES DEDUCTION.  

"(a) ALwwANcE OF DEDUCHON.-In the case of an individual, there shall be al
lowed as a deduction for the taxable year the amount of the qualified adoption ex
penses paid or incurred by the individual for such taxable year.  

"(b) LImATIoNs.
"(1) MAXIMUM DOLAR AMOUNT.-The te amount of adoption expenses 

which may be taken into account under abcon (a) with respect to the adop
tion of a child shall not exceed $8,000.  

"(2) DENIAL Or DOUBLE BENEFIT.
"(A) IN GENERAI.-No deduction shall be allowable under subsection (a) 

for any expense for which a deduction or credit is allowable under any 
other provision of this chapter.  

"(B) Rausrassumm.-If a taxpayer is reimbursed for any qualified 
adoption expenses for which a deduction was allowed under subsection (a), 
the amount of such reimbursement shall be includible in the gross income 
of the taxpayer in the taxable year in which such reimbursement was re
ceived.  

"(c) DEFINmoNs.-For purposes of this section
"(1) QUALIFIED ADOPTION zxPENs.-The term 'qualified adoption expenses' 

means reasonable and necessary adoption fees, court costs, attorneys fees, and 
other expenses which

"(A) are directly related to the legal adoption of a child with special 
needs by the taxpayer, 

"(B) are not incurred in violation of State or Federal law, and 
"(C) are of a type eligible for reimbursement under the adoption assist

ance program under part E of title IV of the Social Security Act.  
"(2) Cam wri secwL Nza.--The term 'child with special needs' means 

any child determined by the State to be a child described in paragraphs (1) and 
(2) of section 473(c) of the Social Security Act." 

(b) DEDUCTION ALLOWED WHETHER OR Nor TAXPAYER ITEMIZIe DaDUcrONS.-Sub
section (a) of section 62 is amended by inserting after paragraph (13) the following 
new paragraph: 

"(14) ADOPTION EXPENs.-The deduction allowed by section 221 (relating to 
deduction for expenses of adopting a child with special needs)." 

(c) CLERICAL AmNDMENT.-The table of sections for part VII of subchapter B of 
chapter 1 is amended by striking the item relating to section 221 and by inserting 
the following new items: 

"Sec. 221. Special needs adoption expenses deduction.  
"Sec. 222. cross reference." 

(d) EFFECTIVE DATE.-The amendments made by this section shall apply to taxable 
years beginning after December 31, 1989.  
SEC. 6682. TREATMENT OF DISTRIBUTIONS BY PARTNERSHIPS OF CONTRIBUTED PROPERTY.  

(a) GENERAL Ruu..-Subsection (c) of section 704 (relating to contributed property) 
is amended to read as follows: 

"(c) CONTRIBUTED PROPERTY.
"(1) IN GENERAL.-Under regulations prescribed by the Secretary

"(A) income, gain, loss, and deduction with respect to property contribut
ed to the partnership by a partner shall be shared among the partners so as 
to take account of the variation between the basis of the property to the 
partnership and its fair market value at the time of contribution, and 

"(B) if any property so contributed is distributed by the partnership 
(other than to the contributing partner) within 3 years of being contribut
ed

"(i) the contributing partner shall be treated as recognizing gain or 
loss (as the case may be) from the sale of such property in an amount 
equal to the gai or los which would have been allocated to such part
ner under subparagraph (A) by reason of the variation described in sub-
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paraph ( if te ry had been sold at its fair market value at 
th tme of the dstribution 
"(ii) the character of such gain or loss shall be determined by refer

ence to the character of the gain or loss which would have resulted if 
such property had been sold by the partnership to the distributee, and 

"(iii) appropriate adjustments shall be made to the adjusted basis of 
the contributing partner's interest in the partnership and to the adjust
ed basis of the property distributed to reflect any gain or loss recog
nized under this subparagraph.  

"(2) SPECIAL RULE FOR DISTRIBUTIONS WHERE GAIN OR LOS8 WOULD NOT BE REC
OGNIZED ouTIu PARTNERSips.-Under regulations prescribed by the Secretary, 
if

"(A) property contributed by a partner (hereinafter referred to as tl* 
'contributing partner') is distributed by the partnership to another partner., 
and 

"(B) other property of a like kind (within the meaning of section 1031) is 
distributed by the partnership to the contributing partner not later than 
the earlier of

"(i) the 180th day after the date of the distribution described in sub

due date (determined with regard to extensions) for the con
tributing partner's return of the tax im b this chapter for the 
taxable year in which the distribution d bed in subparagraph (A) 
occurs, 

then to the extent of the value of the property described in subparagraph (B), 
paragraph (1XB) shall be applied as if the contributing partner had contributed 
to the pp the property described in subh (B).  

"(3) RULB.-Under regulations pe Secretary, rules simi
lar to the rules of arph (1) shall a t con ' utions by a partner (using 
the cash receipts and disbursements od of accounting) of accounts payable 
and other accrued but unpaid items. Any reference in paragraph (1) or (2) to the 
contributing partner shall be treated as including a reference to any successor 
of such partner." 

(b) Emrnova DATs.-The amendipent made by subsection (a) shall apply in the 
case of property contributed to the partnership after October 3, 1989, in taxable 
years ending after such date.  
SEC. UO8. REPEAL NET INCOME LIMITATION FOR PERCENTAGE DEPLETION ON MARGINAL OIL 

AND GAS PRODUCTION.  
(a) IN GENERAL.-Subsection (c) of section 613A (relating to limitations on percent

age depletion in the case of oil and gas wells) is amended by adding at the end 
thereof the following new paragraph: 

"(14) MARGINAL PRODUCnTON.
"(A) IN GENERAL.-In the case of marginal production the second sen

tence of section 618(a) shall not apply.  
"(B) MARGINAL PRODUriON.-For purposes of this paragraph

"(i) IN GENERAL.-The term 'marginal production" means
"(I) crude oil and natural gas which is from a stripper well, or 
"(II) crude oil which is heavy oil.  

"(ii) Sranwsa wa.i.-The term 'stripper well' means any oil or gas 
well which produced at its maximum efficient rate of flow (as deter
mined in accordance with recognized conservation ractices designed to 
maximize the ultimate recovery of petroleum pr ) an average of 
15 or less equivalent barrels per reduction day during any 6-month 
period beginning after December 8, 1985.  

"(iii) EquivALzr BARR.-The term 'equivalent barrels' means the 
sum of

"(I) the number of barrels of crude oil produced, and 
"(II) the number of cubic feet of natural gas produced divided by 

6,000.  
"(iv) HAvy oI.-The term 'heavy oil' means domestic crude oil pro

duced from any prerty if such crude oil had a weighted average grav
ity of 20 degrees or less (corrected to 60 degrees Fahrenheit).  

"(v) SPECIAL RUL.
"(I) UnrzA'rlous OR PooLINe.-In the case of unitizations or 

pooling involving multiple wells, production shall be allocated to 
all umtized wells (including injection wells) on the basis of sound 
engineering principles.
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"(II) PRODUClON IN CEB OF STRIPPER AMOUNT8.-If an oil or 
gas well is classified as a stripper well under this paragraph for 
any period, such well shall continue to be treated as a stripper well 
even if production exceeds the limit under clause (ii), except that 
this paragraph shall only apply to production not in excess of such 
limit." 

(b) Ermirva DAT.-The amendments made by this section shall apply to taxable 
years beginning after December 81, 1990.  
SEC. 6684. TREATMENT OF TUXEDOS HELD FOR RENTAL 

(a) Tuxmos TREATED A8 8-YEAR Paoprry.-Section 168(eX3XA) (relating to 3-year 
property) is amended

(1) by striking "and" at the end of clause (i), 
(2) by striking the period at the end of clause (ii) and inserting a comma and 

"and", and 
(3) by adding at the end the followif new clause: 

(iii) any tuxedo held for rental.  
(b) RuLES FOR DETERMnNG CI.Ass LdPB-The table in subparagraph (B) of section 

168(gX8) of such Code is amended by inserting above the item relating to subpara
graph (BXii) the following new item: 

" A Xiii) .............................................................................................................................. 2".  
(c) Errorrv DATB.-The amendments made by this section shall apply to rental 

tuxedos placed in service after December 31, 1989.  
SEC. 6688 EXPENSING OF CERTAIN CAPITAL EXPENDITURES TO ASSIST DISABLED.  

(a) ADDITIONAL ITEMs ELIGIBLE FOR ExPENSIN.-Section 190(b) (relating to defini
tions) is amended by adding at the end thereof the following new paragraph: 

"(4) CzRTAN rrMS INCLUDED.
"(A) IN oaNaInk.-The term 'qualified architectural and transportation 

barrier removal expense' shall include any of the following expenses in con
nection with a trde or business which are chargeable to capital account: 

"(i) Expenses for auxiliary e9ds and services.  
"(ii) Expenses in connectic vith providing reasonable accommoda

tions to individuals with disabilities.  
"(B) AUXILIARY Am AND sERvICs.-The term 'auxiliary aids and serv

ices' includes
"(i) qualified interpreters or otFer effective methods of making aural

ly delivered materials available to individuals with hearing impair
ments; 

"(ii) qualified readers, taped texts, or other effective methods of 
making visually delivered materials available to individuals with visual 
impairments; 

:(iii) acquisition or modification of equipment or devices; and 
"(iv) other similar services and actions.  

"(C) REASONABLE ACCOMMODATION.-The term 'reasonable accommoda
tion' includes

"(i) making existing facilities used by employees readily accessible to 
and usable by individuals with disabilities; and 

"(ii) job restructuring, part-time or modified work schedules, reas
signment to a vacant position, acquisition or modification of equipment 
or devices, appropriate adjustment or modifications of examinations, 
training materials or policies, the provision of qualified readers or in
terpreters, and other similar accommodations for individuals with dis
aX' 'es. " 

(b) DECREAsE I MAxImUM Amouwr WmcH MAY BE ExPENDED.-Section 190(c) is 
amended by striking "$85,000" and inserting "$25,000".  

(c) ErracrvE DAT.-The amendments made by this section shall apply to taxable 
years beginning after December 81, 1989.  
SEC. 888 TAX EXEMPTION FOR OVERSEAS PRIVATE INVESTMENT CORPORATION.  

(a) GaNsAW. Ruxa.-Subeection (1) of section 501 (relating to government corpora
tions exempt under subsection (cl)) is amended by adding at the end thereof the 
foong new paragraph: 

"(4) The Overseas Private Investment Corporation established under the For
eign Assistance Act of 1961." 

(b) EmctvEDATs.-The amendment made by subsection (a) shall take effect on 
the date of the enactment of this Act.
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SEC. 4687. ELIMINATION OF RETROACTIVE CERTIFICATION OF EMPLOYEES FOR WORK INCEN
TIVE JOBS CREDIT.  

(a) IN GENERAL.-So much of subparagraph (A) of section 50B(hX1) of the Internal 
Revenue Code of 1954 (as in effect for taxable years beginning before January 1, 
1982) as precedes clause (i) thereof is amended to read as follows: 

"(A) who has been certified (or for whom a writt-n request for certifica
tion has been made) on or before the day the individual began work for the 
taxpayer by the Secretary of Labor or by the appropriate agency of State or 
loca) government as-".  

(b) ErFmTfIVE DATE.- The amendment made by subsection (a) shall apply for pur
poses of credits first claimed after March 11, 1987.  
SEC. 8688. UNEARNED INCOME ATTRIBUTABLE TO PERSONAL INJURY AWARDS.  

(a) IN GENERAL.-Paragraph (4) of section 1(i) (defining net unearned income) is 
amended by redesignating subparagraph (B) as subparagraph (C) and by inserting 
after subparagraph (A) the following new subparagraph: 

"(B) EXCEPTION FOR UNEARNED INCOME ATRIBrUTABLE TO PERSONAL INJURY 
AWARDS.

"(i) IN GENERAL.-There shall not be taken into account under clause 
(i) of subparagraph (A) any qualified injury award income.  

"(ii) QUALIIED INJURY AWARD iNCOME.-For purposes of clause (i), the 
term 'qualified injury award income' means income attributable to an 
amount excluded from the gross income of the child by reason of sec
tion 104(aX2) if

"(I) such excluded ameant is received by the child in a lump 
sum, and 

"(II) such income accrues on such excluded amount while in a 
custodial account (other than a trust) the amounts in which are 
prohibited under State law from being used to satisfy any person's 
obligation to support or maintain such child." 

(b) EFFEmHE DATE.-The amendments made by this section shall apply to taxable 
years beginning after December 31, 1986.  

PART X-ESTATE AND GIFT TAX PROVISIONS 

SEC. 691. REPEAL OF SECTION 2036(c).  
(a) GENERAL RuLE.-Section 2036 (relating to transfers with retained life estate) is 

amended by striking subsection (c) and by redesignating subsection (d) as subsection 
(c).  

(b) CONFORdlNG AMENDMENTS.
(1) Section 2207B is hereby repealed.  
(2) The table of sections for subchapter C of chapter 11 is amended by striking 

the item relating to section 2207B.  
(c) Eracrv DAT.-The amendments made by this section shall apply in the 

case of property transferred after December 17, 1987.  
SEC. 6692. EXEMPTION FROM GENERATION-SKIPPING TAX FOR CERTAIN TRANSFERS TO GRAND

CHILDREN.  
(a) GENERAL RuLE.-Subsection (c) of section 2612 (defining direct skip) is amend

ed by adding at the end thereof the following new paragraph: 
"(4) TwATmE Or CERTAIN TRANSFERS TO GRANDCHILDREN.

"(A) IN oNAL.-The term 'direct skip' shall not include any transfer 
from a transferor to a grandchild of the transferor to the extent the aggre
gate transfers from such transferor to such grandchild do not exceed 
$2,000,000. Paragraph (2) shall not apply in determining whether an indi
vidual is a grandchild of the transferor.  

"(B) TRBATMENT o TRANSERs IN TRusT.-For purposes of subparagraph 
(A), a transfer in trust for the benefit of a grandchild shall be treated as a 
transfer to such grandchild if (and only if)

"(i) during the life of the grandchild, no portion of the corpus or 
income of the trust may be distributed to (or for the benefit of) any 
person other than such grandchild, and 

"(ii) the assets of the trust will be includible in the gross estate of the 
grandchild if the grandchild dies before the trust is terminated.  

"(C) COORDINATION wrr sacowN 263(a).-In the case of any transfer 
which would be a generating-skipping transfer but for subparagraph (A),
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the rules of section 2653(a) shall apply as if such transfer were a genera

"(D) oRD(AIoN WITH TAX AuLE TERMINATIONS AND TAXABLE DISTRIBU
TIoNs.-The terms 'taxable termination' and 'taxable distribution' shall not 
include any transfer which would be a direct skip but for subparagraph 
(A)." 

(b) EFFcIvE DAT.
(1) IN GENERA.-The amendment made by subsection (a) shall apply to trans

fers after October 3, 1989.  
(2) PRIOR TRANSFERS TAKEN INTO ACODUNT.-In determining whether any 

transfer is not a direct skip by reason of the amendment made by subsection (a), 
transfers by the transferor which were not treated as direct skips by reason ot 
section 1433(bX3) of the Tax Reform Act of 1986 shall be taken into account.  

SEC. 69. DISALLOWANCE OF DEPRECIATION FOR CERTAIN TERM INTERESTS.  
(a) GENERAL RuLz-Section 167 (as amended by section 6622) is amended by in

serting after subsection (q) the following new subsection: 
"(r) CarrAm TERM INTERs NOr DEPREcIABLE.

"(1) IN GENE&AL.-No depreciation deduction shall be allowed under this sec
tion (and no depreciation or amortization deduction shall be allowed under any 
other provision of this subtitle) to the taxpayer for any term interest in proper
ty for any period during which the remainder interest in such property is held 
(directly or indirectly) by a related person.  

"(2) Los WHEN TERM NTEREfT TERMiNATE.-If any term interest to which 
paragraph (1) applied terminates, for the taxable year in which such termina
tion occurs, the taxpayer shall be treated as having a loss from the sale or ex
change of such interest in an amount no greater than the aggregate amount 
disallowed to the taxpayer under paragraph (1) with respect to such interest.  

"(3) COORDINATION WrH SECTION 278.-This subsection shall not apply to any 
interest to which section 278 applies.  

"(4) Dztrmou.-For purposes of this subsection
"(A) TERM InERT IN PROPRTY.-The term 'term interest in property' 

has the meaning given such term by section 1001(eX2).  
"(B) RELATED PERSON.-The term 'related person' means any person bear

ing a relationship to the taxpayer described in subsection (b) or (e) of sec
tion 267.  

"(5) ReauLATIoNs.-The Secretary shall prescribe such reguations as may be 
necessary to carry out the purposes of this subsection, including regu.tions pre
venting avoidance of this subsection through cross-ownership arrangements or 
otherwise." 

(b) EnucrPv DATr.-The amendment made by subsection (a) shall apply to inter
ests acquired after July 27, 1989, in taxable years ending after such date.  
SEC. 6694. CLARIFICATION OF WAIVER OF RIGHT OF RECOVERY IN CASE OF CERTAIN MARITAL 

DEDUCTION PROPERTY.  
(a) GENERAL RuLa.-Paragraph (2) of section 2207A(a) (relating to right of recov

ery with respect to estate tax) is amended to read as follows: 
"(2) DECEDENT MAY OTHERWISE DIRECT BY WILL.-Paragraph (1) shall not apply 

if the decedent otherwise directs in a provision of his will (or a revocable trust) 
specifically referring to this section." 

(b) Erivu DAT.-The amendment made by subsection (a) shall apply to the 
estates of decedents dying after the date of the enactment of this Act.  
SEC. 65 ADIUSTMENTS FOR GIFTS WITHIN 3 YEARS OF DECEDENT'S DEATIL 

(a) GaNsaL Ruta.-Section 2035 is amended to read as follows: 
"SEC. 285 ADJUSTMENTS FOR GITS MADE WITHIN 3 YEARS OF DECEDENT'S DEATH.  

"(a) INcLusIoN OF CERTAIN PRoPRTy IN GRoss ETAT.-If
"(1) the decedent made a transfer (by trust or otherwise) of an interest in any 

pro rty during the 3-year period ending on the date of the decedent's death, 

"(2) the value of such property (or an interest therein) would have been in
cluded in the decedent's gross estate under section 2086, 2037, 2038, or 2042 if 
such transferred interest had been retained by the decedent on the date of his 
death, 

the value of the gross estate shall include the value of any property (or interest 
therein) which would have been so included. The preceding sentence shall not apply 
to any transfer from a trust with respect to which the decedent retained the right to
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revoke unless such sentence would apply to such transfer if made directly by the 
decedent.  

"(b) INCLUSION oF GIrr TAx ON GIrrS MADa Duamo 8 YEARs Burons DCEDWFNis 
DAT.-The amount of the groes estate (determined without regard to this subsec 
tion) shall be increased by the amount of any tax paid under chapter 12 by the dece
dent or his estate on any gift made by the decedent or his spouse during the 3-year 
period ending on the date of the decedent's death.  

"(c) OrHER Rusua RELATING To TRamrus Wrrmm 3 YnAs oF DArn.
"(1) IN exNa.&.-For purposes of

"(A) section 303(b) (relating to distributions in redemption of stock to pay 
death taxes), 

"(B) section 2032A (relating to special valuation of certain farms, etc., 
real property), and 

"(C) subehapter C of chapter 64 (relating to lien for taxes), 
the value of the gross estate shall include the value of all property to the extent 
of any interest therein of which the decedent has at any time made a transfer, 
by trust or otherwise, during the 3-year period ending on the date of the dece
dent's death.  

"(2) COORDINATION WITH SECTION 6166.-An estate shall be treated as meeting 
the 35 percent of adjusted gross estate requirement of section 6166(aX1) only if 
the estate meets such requirement both with and without the application of 

I d(3 SAITRANFERs.-Paragraphs (1) and (2) shall not a plT to any transfer 
(other than a transfer with respect to a life insurance po made during a 
calendar year to any donee if the decedent was not required by section 6019 
(other than by reason of section 6019(aX2)) to file any gift tax return for such 
year with respect to transfers to such donee.  

"(d) ExcarrIoN.-Subsection (a) shall not apply to any bona fide sale for an ade
quate and full consideration in money or money's worth." 

(b) TRaTmENT OF CwRAm REINQUISHMENTS UNDER SECTION 2038.-Paragraph 
(1) of section 2038(a), and the first sentence of section 2038(aX2), are each amended 
by inserting before the period at the end thereof the following* "(except that such a 
relinquishment shall not be treated as occurring merely by reason of a transfer 
from a trust with respect to which the decedent had reserved the right to revoke)".  

(c) Ecrarva DATr.-The amendments made by this section shall apply to the es
tates of decedents dying after the date of the enactment of this Act.  
SEC. UK8. CLARIFICATION OF QUALIFIED TERMINABLE INTEREST RULES.  

(a) GzNAL Rux.
(1) ESTATE TAx.-Subparagraph (B) of section 2056(bX7) (defining qualified ter

minable interest property) is amended by adding at the end thereof the follow
ing new clause: 

"(vi) TnRATMrNT OF CERTAIN mCOME DISTRIBUTIONs.-An income in
terest shall not fail to qualify as a qualified income interest for life 
solely because income for the period after the last distribution date and 
on or before the date of the surviving spouse's death is not required to 
be distributed to the surviving spouse or the estate of the surviving 
spouse.  

(2) GIF TA.-Pararph (3) of section 2523(f) is amended by striking "and 
(iv)" and inserting ", (iv), and (vi)".  

(b) CLARFIcATIoN OF SUBSEQUENT INCWSION.-Section 2044 is amended by adding 
at the end thereof the following new subsection: 

"(d) CLARIFICATION OF CERTAIN INCoME.-The amount included in the gross estate 
under subsection (a) shall include the amount of any income from the property to 
which this section applies for the period after the last distribution date and on or 
before the date of the decedent's death if such income is not otherwise included in 
the decedent's gross estate." 

(c) EFFECTIVE DAT.
(1) IN GENEAI..-The amendments made by this section shall apply with re

spect to the estates of decedents dying, and gifts made, after October 3, 1989, 
(2) APPLICATION OF SECTION 2044 TO TRANSFER BEFORE OcrIoER 4, 1989.-In the 

case of the estate of any decedent dying after October 3, 1989, if there was a 
transfer of property before October 4, 1989

(A) such property shall not be included in the gross estate of the decedent 
under section 2044 of the Internal Revenue Code of 1986 if no prior martial 
deduction was claimed by a spouse of the decedent, but 

(B) such property shall be so included if such a deduction was allowed.
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Subtitle G-Revision of Civil Penalties 

PART I-DOCUMENT AND INFORMATION RETURN 
PENALTIES 

SEC 6711. UNIFORM PENALTIES FOR FAILURES TO COMPLY WITH CERTAIN INFORMATION RE
PORTING REQUIREMENTS.  

(a) GENERAL RuL.-Part II of subchapter B of chapter 68 (relatmg to failure to 
flie certain information returns or statements) is amended to read as follows: 

"PART II-FAILURE TO COMPLY WITH CERTAIN 
INFORMATION REPORTING REQUIREMENTS 

"Sec. 6721. Failure to file correct information returns.  
"Sec. 6722. Failure to furnish correct payee statements.  
"Sec. 6723. Failure to comply with other information reporting re

quirements.  
'Sec. 6724. Waiver; definitions and special rules.  

"SEC. 6721. FAILURE TO FILE CORRECT INFORMATION RETURN& 
"(a) IMPOsIION OF PENALTY.

"(1) IN GENERAL.-In the case of a failure described in paragraph (2) by any 
person with respect to an information return, such person shall pay a penalty 
of $50 for -each return with respect to which such a failure occurs, but the total 
amount imposed on such person for all such failures during any calendar year 
shall not exceed $250,000.  

"(2) FAILURE suB.r TO PENALTY.-For purposes of paragraph (1), the fail
ures described in this paragraph are

"(A) any failure to file an information return with the Secretary on or 
before the required filing date, and 

"(B) any failure to include all of the information required to be shown on 
the return or the inclusion of incorrect information.  

"(b REDUCTION WHERE CORRECTION IN SPECIFIED PERIOD.
"(1) CORRECTION WrmIN 30 DAYS.-If any failure described in subsection (aX2) 

is corrected on or before the day 30 days after the required filing date
"(A) the penalty imposed by subsection (a) shall be $15 in lieu of $50, and 
"(B) the total -amount imposed on the person for all such failures during 

any calendar year which are so corrected shall not exceed $75,000.  
"(2) FAILUREs CORRECTED ON OR BEFORE AUGUST 1.-If any failure described in 

subsection (aX2) is corrected after the 30th day referred to in paragraph (1) but 
on or before August 1 of the calendar year in which. the required fihng date 
occurs

"(A) the penalty imposed by subsection (a) shall be $80 in lieu of $50, and 
"(B) the total amount imposed on the .person for all'such failures during 

the calendar year which are so corrected shall not exceed $150,000.  
"(c) EXCEPTION FOR Da MInis FAiLUREB 7o INCLUDE ALL REQUIRED INFORMA

TION.
"(1) IN GanA.-If

"(A) an information return is filed with the Secretary, 
"(B) there is a failure described in subsection (aX2XB) (determined after 

application of section 6724(a)) with respect to such return, and 
(C) such failure is corrected on or before August 1 of the calendar year 

in which the required filing date occurs, 
for purposes of this section, such return shall be treated as having been filed 
with all of the correct required information.  

"(2) LIMTATIoN.-The number of information returns to which paragraph (1) 
applies for any calendar year shall not exceed the greater of

"(A) 10, or 
"(B) one-half of 1 percent of the total number of information returns re

quired to be filed by the person during the calendar year.  
"(d) LOWER LI1TATIONS FOR PRONs WrI Gaces Racaprs OF NoT Mons TuN 

$5,000,000.
(1) IN GENERAL.-If any person meets the gross receipts test of paragraph (2) 

with respect to any calendar year, with respect to failures during such taxable 
year-
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"(A) subsection (aX1) shall be applied by substituting '$100,000' for 
'$250,000', 

"(B) subsection (bX1XB) shall be applied by substituting '$25,000' for 
'$75,000', and 

"(C) subsection (bX2XB) shall be applied by substituting '$50,000' for 
'$150,000.  

"(2) GRoSs nacarra Ter.
"(A) IN GENmna.-A person meets the gross receipts test of this para

graph for any calendar year if the average annual gross receipts of such 
person for the most recent 3 taxable years ending before such calendar year 
do not exceed $5,000,000.  

"(B) CzaTAm RULES MADE APPUcABLE.-For purposes of subparagraph (A), 
the rules of paragraphs (2) and (3) of section 448(c) shall apply.  

"(e) PENALTY IN CASE OF INTENB ONAL DisREGARD.-If 1 or more failures described 
in subsection (aX2) are due to intentional disregard of the filing requirement (or the 
correct information reporting requirement), then, with respect to each such fail
ure

"(1) subsections (b), (c), and (d) shall not apply, 
"(2) the penalty imposed under subsection (a) shall be $100, or, if greater

"(A) in the case of a return other than a return required under section 
6045(a), 6041A(b), 6050H, 6050J, 6050K, or 6050L, 10 percent of the aggre
gate amount of the items required to be reported correctly, or 

"(B) in the case of a return required to be filed by section 6045(a), 6050K, 
or 6050L, 5 percent of the aggregate amount of the items required to be re
ported correctly, and 

"(3) in the case of any penalty determined under paragraph (2)
"(A) the $250,0 limitation under subsection (a) sall not apply, and 
"(B) such peNalty shall not be taken into account in applying such limita

tion (or any similar limitation under subsection (b)) to penalties not deter
mined under paragraph (2).  

"SEC. 6722. FAILURE TO PURNISH CORRECTr PAYEE STATEMENTS.  
"(a) GENERAL RuL.-In the case of each failure described in subsection (b) by any 

person with respect to a payee statement, such person shall pay a penalty of $50 for 
each statement with respect to which such a failure occurs, but the total amount 
imposed on such person for all such failures during any calendar year shall not 
exceed $100,000.  

"(b) FAILURES SuBjncT To PENALTY.-For purposes of subsection (a), the failures 
described in this subsection are

"(1) any failure to furnish a payee statement on or before the date prescribed 
therefor to the person to whom such statement is required to be furnished, and 

"(2) any failure to include all of the information required to be shown on a 
payee statement or the inclusion of incorrect information.  

"(c) PENALTY IN CASE OF INTENTIONAL DIEGARD.-If 1 or more failures to which 
subsection (a) applies are due to intentional disregard of the requirement to furnish 
a payee statement (or the correct information reporting requirement), then, with re
spect to each failure

"(1) the penalty imposed under subsection (a) shall be $100, or, if greater
"(A) in the case of a payee statement other than a statement required 

under section 6045(b), 6041A(e) (in respect of a return required under, sec
tion 6041A(b)), 6050H(d), 6050J(e), 6050K(b), or 6050L(c), 10 percent of the 
agregate amount of the items required to be reported correctly, or 

(B) in the case of a payee statement required under section 6045(b), 
6050K(b), or 6050L(c), 5 percent of the aggregate amount of the items re
qo(uired to bereported Correctly, ad 

"(2in the car o an penalty termied under paraah (1)
"(A) the $100, limitation under subsection (a) hnot apply, and 
"(B) such penalty shall not be taken into account in applying such limita

tion to penalties not determined under paragraph (1).  
"SEC. 6723. FAILURE TO COMPLY WITH OTHER INFORMATION REPORING REQUIREMENTS.  

"In the case of a failure by any person to comply with a specified information 
reporting requ nt on or bore the time prescribed therefor, such person shall 
pay a penalty of $50 for each such failure, but the total amount imposed on such 
person for all such failures during any calendar year shall not exceed $100,000.  
"SEC. 6724. WAIVEU4 DEFINITIONS AND SPECIAL RULES.  

"(a) REAsoNAAa CAusE WAwm.-

-61 0-80---14
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"(1) IN GENERAL-No penalty shall be imposed under this part with respect to 
any failure if it is shown that such failure is due to reasonable cause and not to 
willful neglect.  

"(2) APPUCATiON To PROVISION OF INCORRwT INFORMATION TO REPORT.-Any 
person who is required to include on an information return information given 
to such person by another shall not be treated as providing incorrect informa
tion if such person provides the information given to such person and had no 
reason to beheve such information was incorrect.  

"(b) PAYMET oF PzNanrY.-Any penalty imposed by this part shall be paid on 
notice and demand by the Secretary and in the same manner as tax.  

"(c) SPECIAL RuLE PoR FAmURE TO MBzr MAGNETIC MEDIA RzQuImREMwrs.-No 
penalty shall be imposed under section 6721 solely by reason of any failure to 
comply with the requirements of the regulations prescribed under section 6011(e), 
except to the extent that such a failure occurs with respect to more than 250 infor
mation returns.  

"(d) DarImoNs.-For purposes of this part
"(1) ImoRMATION Rrru.-The term 'information return' means

"(A) any statement of the amount of payments to another person re
quired by

"() section 408(i) (relating to individual retirement account reports), 
"(ii) section 6041(a) or (b) (relating to certain information at source), 
"(ii) section 6042(aXl) (relating to payments of dividends), 
"(iv) section 6044(aX1) (relating to payments of patronage dividends), 
"(v) section 6047(d) (relating to reports by employers, plan adminis

trators, etc.), 
"(vi) section 6049(a) (relating to payments of interest), 
"(vii) section 6050A(a) (relating to reporting requirements of certain 

fishing boat operators), 
"(viii) section 6050N(a) (relating to payments of royalties), or 
"(ix) section 6051(d) (relating to information returns with respect to 

income tax withheld), and 
"(B) any return required by

"(i) section 6041A(a) or (b) (relating to returns of direct sellers), 
"(ii) section 6045(a) or (d) (relating to returns of brokers), 
"(iii) section 6050H(a) (relating to mortgage interest received in trade 

or business from individuals), 
"(iv) section 60501(a) (relating to cash received in trade or business), 
"(v) section 6050J(a) (relating to foreclosures and abandonments of se

curity), 
"(vi) section 6050K(a) (relating to exchanges of certain partnership in

terests), 
"(vii) section 6050L(a) (relating to returns relating to certain disposi

tions of donated property), 
"(viii) section 6052(a) (relating to reporting payment of wages in the 

form of group-life insurance), 
"(ix) section 6058(cX1) (relating to reporting with respect to certain 

tips), 
"(x) section 1060(b) (relating to reporting requirements of transferors 

and transferees in certain asset acquisitions), or 
"(xi) supb tph (A) or (C) of subsection (cX4), or subsection (e), of 

section 4093 (relating to information reporting with respect to tax on 
diesel and aviation fuels).  

Such term also includes any form, statement, or schedule required to be 
filed with the Secre with respect to any amount from which tax was 
required to be deducted and withheld under chapter 3 (or from which tax 
would be required to be so deducted and withheld but for an exemption 
under this title or any treaty obligation of the United States). For purposes 
of clauses (i) and (v) of subparagraph (A), references to such sections are 
only with respect to reports filed with the Secretary, with respect to infor
mation required to be supplied to both the Secretary and the beneficiary.  

"(2) PAYEE vrATEMEr.-The term 'payee statement' means any statement re
quired to be furnished under

"(A) section 408(i) (relating to individual retirement account reports), 
"(B) section 6031(b) or (c), 6034A, or 6037(b) (relating to statements fur

nished by certain pass-thru entities), 
"(C) section 661&a) (relating to information required in connection with 

certain options),
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"(D) section 6041(d) (relating to information at source), 
"(E) section 6041A(e) (relating to returns regarding payments of remu

neration for services and direct sales), 
"(F) section 6042(c) (relating to returns regarding payments of dividends 

and corporate earnings and profits), 
"(G) section 6044(e) (relating to returns regarding payments of patronage 

dividends), 
"(H) section 6045(b) or (d) (relating to returns of brokers), 
"(I) section 6047(d) (relating to reports by employers, plan administrators, 

etc.), 
"(J) section 6049(c) relatingq to returns regarding payments of interest), 
"(K) section 6050A(b) (relating to reporting requirements of certain fish

in boat operators), 
'(L) section 6050H(d) relating to returns relating to mortgage interest re

ceived in trade or business from individuals), 
"(M) section 60501(e) (relating to returns relating to cash received in trade 

or business), 
"(N) section 6050J(e) (relating to returns relating to foreclosures and 

abandonments of security), 
"(0) section 6050K(b) (relating to returns relating to exchanges of certain 

partnership interests), 
"(P) section 6050L(c) (relating to returns relating to certain dispositions of 

donated property), 
"(Q) section 6050N(b) (relating to returns regarding payments of royal

ties), 
"(R) section 6051 (relating to receipts for employees), 
"(S) section 6052(b) (relating to returns regarding payment of wages in 

the form of group-term life insurance), 
"(T) section 6053 (b) or (c) (relating to reports of tips), or 
"(U) section 4093(cK4XB) (relating to certain purchasers of diesel and avia

tion fuels).  
Such term also includes any form, statement, or schedule required to be fur
nished to the recipient of any amount from which tax was required to be de
ducted and withheld under chapter 3 (or from which tax would be required to 
be so deducted and withheld but for an exemption under this title or any treaty 
obligation of the United States). For purposes of subparagraphs (A) and (I), ref
erences to such sections are only with respect to reports furnished to the benefi
ciary, with respect to information required to be supplied to both the Secretary 
and the beneficiary.  

"(3) SPUcImED HORMATION REPOWNG REQUnum orr.-The term 'specified in
formation reporting requirement' means

"A) the notice required by section 6050K(cXl) (relating to requirement 
that transferor notify partnership of exchange), 

"(B) any requirement contained in the regulations prescribed under sec
tion 6109 that a person

"(i) include his TIN on any return, statement, or other document 
(other than an information return or payee statement), 

"(ii) furnish his TIN to another person, or 
"(iii) include on any return, statement, or other document (other 

than an information return or payee statement) made with respect to 
another person the TIN of such person, 

"(C) any requirement contained in the regulations prescribed under sec
tion 215 that a person

"(i) fturnish his TIN to another person, or 
"(ii) include on his return the TIN of another person, and 

"(D) the requirement of section 6109(e) that a person include the TIN of 
any dependent on his return.  

"(4) RaqummD rlING DATa.-The term 'required filing date' means the date 
prescribed for filing an information return with the Secretary (determined with 
regrdto any extension of time for filing)." 

(b) MoIcATIoN or REporTABt DEIGNATED DIrnnunoNs.
(1) SunoN 408.-Subsection (i) of section 408 (relating to individual retire

ment account reports) is amended by inserting "aggregrating $10 or more" after 
"distributions".  

(2) SamoN 6047.-Subsection (dX1) of section 6047 (relating to reports by em
ployers, plan administrators, etc.) is amended-
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(A) by inserting "aggregating $10 or more" after "designated distribu
tions" in subparagraph (A), and 

(B) by inserting "such" before "designated distributions" in subparagraph 
(B).  

(c) TECHmcAL AMENDmENS.
(1) Sections 6017A, 6676, and 6687 are hereby repealed.  
(2) Paragraph (1) of section 6047(e) is amended by striking "section 6652(e)" 

and inserting "sections 6652(e), 6721, and 6722".  
(3) Section 6652(e) is amended by inserting "(other than reports described in 

section 6724(dX1XAXv) and (2X1))" after "6047'.  
(4) Section 6693(a) is amended by inserting "(other than reports described in 

section 6724(d) (1XAXi) and (2XA)" after "annuity".  
(5) Subsection (b) of section 7205 is amended to read as follows: 

"(b) BAcup WrrBRoLDWG ON INTERm AND DrvmzND.-If any individual willful
ly makes a false certification under paragraph (1) or (2XC) of section 3406(d), then 
such individual shall, in addition to any other penalty provided by law, upon convic
tion thereof, be fined not more than $1,000, or imprisoned not more than 1 year, or 
both." 

(6) The table of sections for subpart B of part II of subchapter A of chapter 61 
is amended by striking the item relating to section 6017A.  

(7) The table of sections for part I of subchapter B of chapter 68 is amended 
by striking the items relating to sections 6676 and 6687.  

(8) The table of parts for subchapter B of chapter 68 is amended by striking 
the item relating to part II and inserting the following

"Part II. Failure to comply with certain information reporting 
requirements." 

(c) EPPcTI DATE.-The amendments made by this section shall apply to returns 
and statements the due date for which (determined without regard to extensions) is 
after December 31, 1989.  
SEC. 671. INFORMATION REQUIRED WITH RESPECT TO CERTAIN FOREIGN CORPORATIONS.  

(a) CLARIFICATION OF REPORTING REQUIREMENTS UNDER SECTION 6038.
(1) Subsection (a) of section 6038 (relating to information with respect to cer

tain foreign corporations) is amended by adding at the end thereof the following 
new paragraph: 

"(4) INfORMATION REQUIRED FROM CERTAIN SHAREHOLDERS IN CERTAIN CASES.
If any foreign corporation is treated as a controlled foreign corporation for any 
purpose under subpart F of part I of subchapter N of chapter 1, the Secretary 
may require any United States person treated as a United States shareholder of 
such corporation for any purp under subpart F to furnish the information 
required under paragraph (1).  

(2) Paragraph (1) of section 6038(a) is amended by inserting before the period 
at the end of the second sentence the followiy "or which the Secretary deter
mines to be appropriate to carry out the provisions of this title." 

(b) EFCTIw DATs.-The amendents made by subsection (a) shall apply to re
turns and statements the due date for which (determined without regard to exten
sions) is after December 31, 1989.  
SEC. 6712. UNIFORM REQUIREMENTS FOR RETURNS ON MAGNETIC MEDIA.  

(a) GENERAL RuLa.-Subsection (e) of section 6011 (relating to regulations requir
in returns on magnetic tape, etc.) is amended to read as follows: 

'(e) REGULATIONS REQUIRING RETURNS ON MAGNETIC MEDIA, EmC.
"(1) IN GENERAL-The Secretary shall prescribe regulations providing stand

ards for determining which returns must be filed on magnetic media or in other 
machine-readable form. The Secretary may not require returns of any tax umn

poe by subtitle A on individuals, estates, and trusts to be other than on paper 
fom supplied by the Secretary.  

"(2) REqumMENTS OF REGULATION.-In prescribing regulations under para
graph (1), the Secretary

"(A) shall not require any person to file returns on magnetic media 
unless such person is required to file at least 250 returns during the calen
dar year, and 

"(B) shall take into account (among other relevant factors) the ability of 
the taxpayer to comply at reasonable cost with the requirements of such
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(b) Ervaorava DAT.-The amendment made by subsection (a) shall apply to re
turns the due date for which (determined without regard to extensions) is after De
comber 81, 1989.  
SEC. 6714. STUDY OF PROCEDURES TO PREVENT MISMATCING.  

(a) GaNsAn Rus.L-The Comptroller General (in consultation with the Secretary 
of the Treasury or his delegate) shall conduct a study on procedures to resolve, with 
the least disclosure of return information possible, discrepancies between taxpayer
identity information shown on information returns and such information in the 
records of the Internal Revenue Service.  

(b) Rapoar.-Not later than June 1, 1990, the Comptroller General shall submit to 
the Committee on Ways and Means of the House of Representatives and the Com
mittee on Finance of the Senate a report on the study conducted under subsection 
(a), together with such recommendations as he may deem advisable.  
SEC. 6715. STUDY OF SERVICE BUREAUS.  

(a) GinNA RuLz.-The Comptroller General (in consultation with the Secretary 
of the Treasury or his delegate) shall conduct a study of whether persons engaged in 
the business of transmitting information returns or other documents to the Internal 
Revenue Service on behalf of other persons should be subject to registration or other 
regulation.  

(b) REPoRT.-Not later than July 1, 1990, the Comptroller General shall submit to 
the Committee on Ways and Means of the House of Representatives and the Com
mittee on Finance of the Senate a report on the study conducted under subsection 
(a), together with such recommendations as he may deem advisable.  

PART II-REVISION OF ACCURACY-RELATED PENALTIES 

SEC. 6721. REVISION OF ACCURACY-RELATED PENALTIES.  
(a) GENERAL RuIz.-Subchapter A of chapter 68 (relating to additions to the tax 

and additional amounts) is amended by striking section 6662 and inserting the fol
lowing

"PART II-ACCURACY-RELATED AND FRAUD PENALTIES 

"Sec. 6662. Imposition of accuracy-related penalty.  
"Sec. 6668. Imposition of fraud penalty.  
"Sec. 6664. Definitions and special rules.  

"SEC. 862. IMPOSITION OF ACCURACY-RELATED PENALTY.  
"(a) IMPOBIION OF PENALTY.-If this section applies to any portion of an under

payment of tax required to be shown on a return, there shall be added to the tax an 
amount equal to 20 percent of the portion of the underpayment to which this sec
tion app lies

"(b) PORTION OF UNDERPAYMENT TO WHICH SucrroN APPLE.-This section shall 
apply to the portion of any underpayment which is attributable to 1 or more of the 

vowing' 
"(1) Negligence or disregard of rules or regulations.  
"(2) Any substantial understatement of income tax.  
"(3) Any substantial valuation overstatement under chapter 1.  
"(4) Any substantial overstatement of pension liabilities.  
"(5) Any substantial estate or gift tax valuation understatement.  

This section shall not apply to any portion of an underpayment on which a penalty 
is imposed under section 6668.  

"(c) NEGLIGENCE.-For purposes of this section, the term 'negligence' includes any 
failure to make a reasonable attempt to comply with the provisions of this title, and 
the term 'disregard' includes any careless, reckless, or intentional disregard.  

"(d) SuueANTIAL UNDMSATsuNT OF INCOME TAx.
"(1) SUBwrANTIAL UNDERSTATEMNT.

"(A) IN GENERA.-For purposes of this section, there is a substantial un
derstatement of income taxor any taxable year if the amount of the un
derstatement for the taxable year exceeds the greater of

"(i) 10 percent of the tax required to be shown on the return for the 
taxable year, or 

"(ii) $5,000.
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"(B) SpacAl. RuLE oR coRoRAno.-In the case of a corporation other 
than an S corporation or a personal holding company (as defined in section 
542), paragraph (1) shall be applied by substituting "$10,000" for "$5,000".  

"(2) UNDE&rATzMNT.
"(A) IN GENEAL.-For purposes of paragraph (1), the term 'understate

ment' means the excess of
"(i) the amount of the tax required to be shown on the return for the 

taxable year, over 
"(ii) the amount of the tax imposed which is shown on the return, 

reduced by any rebate (within the meaning of section 6211(bX2)).  
"(B) REDUCTON FOR UNDERSTATEMENT DUE TO POSITION OF TAXPAYER OR 

DISCLOSED nFEM.-The amount of the understatement under subparagraph 
(A) shall be reduced by that portion of the understatement which is attrib
utable to

"(i) the tax treatment of any item by the taxpayer if there is or was 
substantial authority for such treatment, or 

"(ii) any item with respect to which the relevant facts affecting the 
item's tax treatment are adequately disclosed in the return or in a 
statement attached to the return.  

"(C) SPECIAL RULEB IN CA8 INVOLVING TAX SHELTERS.
i IN GENEAL.-In the case of any item attributable to a tax shel

ter
"(I) subparagraph (BXii) shall not apply, and 
"(II) subparagraph (BXi) shall not apply unless (in addition to 

meeting the requirements of such subparagraph) the taxpayer rea
sonably believed that the tax treatment of such item by the tax
payer was more likely than not the proper treatment.  

"(ii) TAx anmm.-For purposes of clause (i), the term 'tax shelter' 
means

"(I) a partnership or other entity, 
"(II) any investment plan or arrangement, or 
"(III) any other plan or arrangement, 

if the principal purpose of such partnership, entity, plan, or arrange
ment is the avoidance or evasion of Federal income tax.  

"(D) Sacr--AnAL L.-The Secretar shall prescribe (and revise not less 
frequently than annually) a list of positions

"(i) for which the Secretary believes there is not substantial author
ity, and 

'(ii) which affect a significant number of taxpayers.  
Such list (and any revision thereof) shall be published in the Federal Regis
ter.  

"(e) SueWANTIL VALuAnoN OVERSrATEMENT UNDER CHAFER 1.
"(1) IN GENERAL.-For purposes of this section, there is a substantial valu

ation overstatement under chapter 1 if the value of any property (or the adjust
ed basis of any property) claimed on any return of tax imposed by chapter 1 is 
200 percent or more of the amount determined to be the correct amount of such 
valuation or adjusted basis (as the case may be).  

"(2) LIMTATION.-No penalty shall be imposed reason of subsection (bX8) 
unless the portion of the underpayment for the le year attributable to sub
stantil valuation overstatements under chapter 1 exceeds $5,000 ($10,000 in the 
case of a corporation other than an S corporation or a personal holding compa
ny (as defined in section 542)).  

"(f) SuarANTIAL OVERSTATEMENT OF PNaON LlAnris.
"(1) IN GNaAL.-For purposes of this section, there is a substantial over

statement of pension liabilities if the actuarial determination of the liabilities 
taken into account for purposes of computing the deduction under paragraph (1) 
or (2) of section 404(a) is 200 percent or more of the amount determined to be 
the correct amount of such liabilities.  

"(2) LuTATo.-No penalty shall be imposed by reason of subsection (bX4) 
unless the portion of the underfor the taxable year attributable to sub
stantial overstatements ofpnon liabilities exceeds $1,000.  

"(g) SuarAwnAL ErrAT oR Grr TAx VAWATioN UNDERSTATEMENT.
"(1) IN GaNEA.-For purposes of this section, there is a substantial estate or 

gift tax valuation understatement if the value of any property claimed on any 
return of tax imposed by subtitle B is 50 percent or less of the amount deter
mined to be the correct amount of such valuation.
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"(2) Lm Ano.-No penalty shall be imposed by reason of subsection (bX5) 
unless the portion of the underpayment attributable to substantial estate or gift 
tax valuation understatements for the taxable period (or, in the case of the tax 
imed by chapter 11, with respect to the estate of the decedent) exceeds 

"(h) INCREASE IN PENALTY IN CASE OF Gaoes VALUATION MIsrATEWBmr.
"(1) IN GENERAL.-To the extent that a portion of the underpayment to which 

this section applies is attributable to one or more gross valuation misstate
ments, subsection (a) shall be applied with respect to such portion by substitut
inf '40 percent' for '20 percent'.  

'(2) URoss VALUATION maTATMENT.-The term 'gross valuation misstate
ments' means

"(A) any substantial valuation overstatement under chapter 1 as deter
mined under subsection (e) by substituting '400 percent' for '200 percent', 

"(B) any substantial overstatement of pension liabilities as determined 
under subsection (f) by substituting '400 percent' for '200 percent', and 

"(C) any substan' estate or gift tax valuation understatement as deter
mined under subsection (g) by substituting '25 percent' for '50 percent'.  

"SEC. 663. IMPOSITION OF FRAUD PENALTY.  
"(a) IMPOsrION OF PENALTV.-If any part of any underpayment of tax required to 

be shown on a return is due to fraud, there shall be added to the tax an amount 
equal to 75 percent of the portion of the underpayment which is attributable to 
fraud.  

"(b) DETRwrNATIoN or POarION ATrRIBuTAaLE To FRAUD.-If the Secretary estab
lishes that any portion of an underpayment is attributable to fraud, the entire un
derpayment shall be treated as attributable to fraud, except with respect to any por
tion of the underpayment which the taxpayer establishes (by a preponderance of the 
evidence) is not attributable to fraud.  

"(c) SPECIAL RULE FoR JOIT RarunNs.-In the case of a joint return, this section 
shall not apply with respect to a spouse unless some part of the underpayment is 
due to the fraud of such spouse.  
"SEC. 6664. DEFINITIONS AND SPECIAL RULES.  

"(a) UNmnRPAYMENT.-For purposes of this part, the term 'underpayment' means 
the amount by which any tax imposed by this title exceeds the excess of

"(1) the sum of
"(A) the amount shown as the tax by the tax yer on his return, plus 
"(B) amounts not so shown previously (or collected without as

sessment), over 
"(2) the amount of rebates made.  

For purposes of paragraph (2), the term 'rebate' means so much of an abatement, 
credit, refund, or other repayment, as was made on the ground that the tax imposed 
was less than the excess of the amount specified in paragraph (1) over the rebates 
previously made.  

"(b) PzALna APPucABLE ONLY WHERE RETURN FumI.-The penalties provided 
in this part shall apply only in cases where a return of tax is filed (other than a 
returnprepared by the Secretary under the authority of section 6020(b)).  

"() RASONABLE CAUSE ExCEPTION.
"(1) IN GNERA.-No penalty shall be imposed under this part with respect to 

any portion of an underpayment if it is shown that there was a reasonable 
cause for such portion and tht the taxpayer acted in good faith with respect to 
such portion.  

"(2) SPECIAL RULE FOR CERTAIN VALUATION OVERsTATEMENTS.-In the case of 
any underpayment attributable to a substantial or gross valuation overstate
ment under cha ter 1 with respect to charitable deduction property, paragraph 
(1) shall not apply unless

"(A) the claimed value of the property was based on a qualified appraisal 
made by aqualifled app raiser, and 

40)bm addition to obtaining such appraisal, the taxpayer made a good 
faith investigation of the value of the contrib .ted property.  

"(8) DalNrINoNS.-For purposes of this subsection
"(A) CHARITABLE DEDUCTION PROPURTY.-The term 'charitable deduction 

property' means any property contributed by the taxpayer in a contribution 
for which a deduction was claimed under section 170. For purposes of para
graph (2), such term shall not include any securities for which (as of the 
date of the contribution) market quotations are readily available on an es
tablished securities market.
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"(B) QUALuFD APPRABER.-The term 'qualified appraiser' means any ap
praiser meeting the requirements of the regulations prescribed under sec
tion 170(aXl).  

"(C) QUAmImED APPRMAL.-The term 'qualified appraisal' means any ap
praisal meeting the requirements of the regulations prescribed under sec
tion 170(aXl).  

"PART III-APPLICABLE RULES 

"Sec. 6665. Applicable rules.  
"SEC. "8. APPUCABLE RULES.  

"(a) ADDITIONS TREATED AS TAx.-Except as otherwise providtJ in this title
"(1) the additions to the tax, additional amounts, and penalties provided by 

this chapter shall be paid upon notice and demand and shall be assessed, col
lected, and paid in the same manner as taxes; and 

"(2) any reference in this title to 'tax' imposed by this title shall be deemed 
also to refer to the additions to the tax, additional amounts, and penalties pro
vided by this chapter.  

"(b) PROCEDURE 1OR ASKING CERTAIN ADDITION 'IO TAx.-For purposes of sub
chapter B of chapter 68 relatingq to deficiency procedures for income, estate, gift, 
and certain excise taxes), subsection (a) shall not apply to any addition to ta. under 
section 6651, 6654, or 6655; except that it shall apply

"(1) in the case of an addition described in section 6651, to that portion of 
such addition which is attributable to a deficiency in tax described in section 
6211; or 

"(2) to an addition described in section 6654 or 6655, if no return is filed for 
the taxable year." 

(b) RPEAL or INcREASE IN IN ErT oN CERTAIN SUBANTIAL UNDERPAYMxT.
Subsection (c) of section 6621 (relating to interest on substantial underpayments at
tributable to tax motivated transactions) is hereby repealed.  

(c) TEcmcrAL AND CONFORMING AMENDMENTS.
(1) Section 6653 is amended to read as follows: 

"SEC. 0883. FAILURE TO PAY STAMP TAX.  
"Any person (as defined in section 6671(b)) who

"(1) willfully fails to pay any tax imposed by this title which is payable by 
stamp, coupons, tickets, books, or other devices or methods prescribed by this 
title or by regulations under the authority of this title, or 

"(2) willfully attempts in any manner to evade or defeat any such tax or the 
payment thereof, 

shalljn addition to other penalties rovided by law, be liable for a penalty of 50 
percent of the total amount of the nd ant of the tax." 

(2) Sections 6659, 6659A, 6660, and 6661 are hereby repealed.  
(3) Subsection (b) of section 5684 is amended

(A) by striking "6662(a)" and inserting "6665(a)", and 
(B) by striking "6662" in the subsection heading and inserting "6665".  

(4) Subsection (a) of section 5761 is amended by striking "or 6658' and insert
ing "or 6658 or part H of subchapter A of chapter 68".  

(5) Subsection (c) of section 5761 is amended
(A) by striking "6662(a)" and inserting "6665(aY, and 
(B) by striking "6662" in the subsection heading and inserting "6665".  

(6) Subparagraph (A) of section 6018(bX5) is amended
(A) by stikn actionn 6658" and inserting "part II of subchapter A of 

chapter 68' an 
(B) by striking " in the subparagraph heading and inserting ""'i 

ifbt abeopaw a of 6ae4. alp 

(7) Subsection (d) of section 6222 is amended by striking "section 6658(a)" and 
inserting "part I of subchapter A of chapter 68".  

(8) Paragraph (2) of section 6601(e) is amended by striking "section 6651(aX1), 
6658, 6659, 6660, or 6661" each place it appears and inserting actionn 6651(aXl) 
or 6658 or under part H of subchapter Aof cha 68".  

(9) Subsection (a) of section 6672 is amended striking "under section 6653" 
and inserting "under section 6653 or part H of subchapter A of chapter 68".  

(10) ph (C) of section 461(iX8) is amended by striking "section 
6662(bX2X)( li' and inserting "section 6662(dX2XCXii)".
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(11) Clause (i) of section 1274(bX8XB) is amended by striking "section 
6661(bX2XCXiiY' and inserting "section 6662dX2XCXii)".  

(12) Suparaaph(B) of section 7519(04) is amended by striking "section 
6658" and in g "part I of subchapter A of chapter 68" 

(13) Subchapter of chapter 68 is amended by inserting after the subchapter 
heading the following

"Part I. General provisions.  
"Part II. -related and fraud penalties.  
"Part W. Appli le rules.  

"PART I-GENERAL PROVISIONS".  

(14) The table of sections for part I of subchapter A of chapter 68 (as amended 
by paragraph (1)) is amended

(A) by striking out the items relating to sections 6659, 6659A, 6660, and 
6661, and 

(B) by striking the item relating to section 6653 and inserting* 

"Sec. 6658. Failure to pay stamp ax." 
(d) ErcrlVE DATa.-The amendments made by this section shall apply to returns 

the due date for which (determined without regard to extensions) is after December 
31, 1989.  

PART III-PREPARER, PROMOTER, AND PROTESTER 
PENALTIES 

SEC. 6781. PENALTY FOR INSTITUTING PROCEEDINGS BEFORE TAX COURT PRIMARILY FOR 
DELAY, BTC.  

(a) GENERAL RuLz.-Section 6678 (relating to damages asse1able for instituting 
poceedings before the Tax Court primarily for delay, etc.) is amended to read as 

"SEC. 667. SANCTIONS AND COSTB AWARDED BY COURTS.  
"(a) TAx CouaT PRocEEDWNGB.

"(1) PROCEDURES InrrrUTED PRIMARILY FOR DELAY, c.-Whenever it appears 
to the Tax Court that

"(A) proceeds before it have been instituted or maintained by the tax
payer primarily for delay, 

B) the taxpayer's position in such proceeding is frivolous or groundless, 
or 

"(C) the taxpayer unreasonably failed to pursue available administrative 
remedies, 

the Tax Court, in its decision, may require the taxpayer to pay to the United 
States a penalty not in excess of $25,000.  

"(2) COUNsEL's LIABILITY FOR ziCEB8IVB comr8.-Whenever it appears to the 
Tax Court that any attorney or other person admitted to practice before the 
Tax Court has multiplied the proceedings in any case unreasonably and vexa
tiously, the Tax Court may require

(A) that such attorney or other person pay personally the excess costs, 
expenses, and attorneys' fees reasonably incurred because of such conduct, 
or 

"(B) if such attorney is appearing on behalf of the Commissioner of Inter
nal Revenue, that the United States pay such excess costs, expenses, and 
attorneys' fees in the same manner as such an award by a district court.  

"(b) PRocEuiDa n Orm CouRT,.
"(1) CLAIMB UNDER 88WION 7488.-Whenever it appears to the court that the 

taxpayer's position in the p r dins before the court instituted or maintained 
by such taxpayer under section 7143 is frivolous or groundless, the court may 

uire the taxpayer to pay to the United States a penalty not in excess of 

"(2) CoLucanoN or 8ANCTIONs AND Com.-In a civil proceeding before any 
court (other than the Tax Court) which is brou t by or against the United 
States in connection with the determination, colction, or refund of any tax, 
interest, or penalty under this title, any monetary sanctions, penalties, or costs
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awarded by the court to the United States may be assessed by the Secretary 
and, upon notice and demand, may be collected in the same manner as a tax.  

"(3) SANCTIONS AND COTS AWARDED BY A COURF OF APPEAL.-IR connection 
with any appeal from a proceeding in the Tax Court or a civil proceeding de
scribed m a ph (2), an order of a United States Court of Appeals or the 
Supreme urt awarding monetary sanctions, penalties or court costs to the 
United States may be registered in a district court upon filing a certified copy 
of such order and shall be enforceable as other district court judgments." 

(b) CLARIFICATION OF AUonrry To luross PENALTIES BY APPELLATE COURTS.
Paragraph (4) of section 7482(c) (relating to power to impose damages) is amended to 
read as follows: 

"(4) To IMPOSE PENATI.-The United States Court of Appeals and the Su
preme Court shall have the power to require the taxpayer to pay to the United 
States a penalty in any case where the decision of the Tax Court is affirmed 
and it appears that the appeal was instituted or maintained primarily for delay 
or that the taxpayer's position in the appeal is frivolous or groundless." 

(c) CLEcAL AMENDmNT.-The table of sections for part I of subchapter B of 
chapter 68 is amended by striking the item relating to section 6673 and inserting 
the following

"Sec. 6673. Sanctions and costs awarded by courts." 
(d) EFFECIVE DATz.-The amendments made by this section shall apply to posi

tions taken after December 31, 1989, in proceedings which are pending on, or com
menced after such date.  
SEC. 6732. MODIFICATIONS TO OTHER ASSESSABLE PENALTIES WITH RESPECT TO RETURN PRE

PARERS.  

(a) FAILURE To FuRNISH Copy TO TAXPAYER.-Subsection (a) of section 6695 is 
amended

(1) by striking "$25" and inserting "$50", and 
(2) by adding at the end thereof the following new sentence: "The maximum 

penalty imposed under this subsection on any person with respect to documents 
filed during any calendar year shall not exceed $25,000." 

(b) FAILuR To SIGN Rwrua.-Subection (b) of section 6695 is amended
(1) by striking "$25" and inserting "$50", and 
(2) by adding at the end thereof the following new sentence: "The maximum 

penalty imposed under this subsection on any person with respect to documents 
filed during any calendar year shall not exceed $25,000." 

(c) FAR.uRE To FuRNIH IDzNTrFYNG NuMBER.-Subsection (c) of section 6695 is 
amended

(1) by striking "$25" and inserting "$50", and 
(2) by adding at the end thereof the following new sentence: "The maximum 

penalty imposed under this subsection on any person with respect to documents 
filed during any calendar year shall not exceed $25,000." 

(d) FAHLURE To FLE CORREcT INFORMATION Raruaws.-Subsection (e) of section 
6695 is amended to read as follows: 

"(e) FAIuRE To FLE CORRECT INFORMATION RrrURs.-Any person required to 
make a return under section 6060 who fails to comply with the requirements of such 
section shall pay a penalty of $50 for

"(1) each failure to file a return as required under such section, and 
"(2) each failure to set forth an item in the return as required under section, 

unless it is shown that such failure is due to reasonable cause and not due to willful 
neglect. The maximum penalty imposed under this subsection on any person with 
respect to any return period shall not exceed $25,000." 

(e) ErcrlVE DAT.-The amendments made by this section shall apply to docu
ments prepared after December 31, 1989.  
SEC. 6733. MODIFICATIONS TO PENALTY FOR PROMOTING ABUSIVE TAX SHELTERS, ETC.  

(a) GENERA RuLE.-Subsection (a) of section 6700 is amended
(1) by inserting "(directly or indirectly)" after "participates" in paragraph 

(1)B), 
(2) by inserting "or causes another person to make or furnish" after "makes 

or furnishes" in paragraph (2), and 
(3) by striking the material following paragraph (2) and inserting the follow

ing 
"shall pay, with respect to each activity described in paragraph (1), a penalty equal 
to the $1,000 or, if the person establishes that it is lesser, 100 percent of the gross 
income derived (or to be derived) by such person from such activity. For purposes of
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the preceding sentence, activities described in paragraph (1XA) with respect to each 
entity or arrangement shall be treated as a separate activity and participation in 
each sale described in paragraph (1XB) shall be so treated." 

(b) STATUTE OF LWMTATIONs.-Section 6700 is amended by adding at the end there
of the following new subsection: 

"(d) SrATUTE OF LIMITATIONS.-The period for assessing any penalty imposed by 
this section shall not expire before the date 6 years after the occurrence of the activ
ity described in subsection (a)." 

(c) EFFEorIvE DATE.-The amendment made by this section shall apply to activi
ties after December 31, 1989.  
SEC. 6734. MODIFICATIONS TO PENALTIES FOR AIDING AND ABETTING UNDERSTATEMENT OF TAX 

LIABILrTY.  
(a) GENERAL RuLa.-Subsection (a) of section 6701 (relating to penalties for aiding 

and abetting understatement of tax liability) is amended
(1) by striking "in connection with any matter arising under the internal rev

enue laws" in paragraph (1), 
(2) by striking "who knows" in paragraph (2) and inserting "who knows (or 

has reason to believe)", and 
(3) by striking "will result" in paragraph (3) and inserting "would result".  

(b) COORDINATION WITH PENALTY UNDER SECTION 6700.
(1) IN GENRAL.-Subsection (f of section 6701 is amended by adding at the 

end thereof the following new paragraph: 
"(3) COORDINATION WrrH SECTION 6700.-No penalty shall be assessed under 

section 6700 on any person with respect to any document for which i penalty is 
assessed on such person under subsection (a)." 

(2) TECNICAL AMEDmmT.-Paragraph (1) of section 6701(f) is amended by 
striking "paragraph (2)" and inserting "paragraphs (2) and (8)".  

(c) STATUTE OF LwTATIONs.-Section 6701 is amended by adding at the end there
of the following new subsection: 

"(g) STATUTE OF LmrTATIos.-The period for assessing any penalty imposed by 
this section shall not expire before the date 6 years after the occurrence of the activ
ity described in subsection (a)." 

(d) Erwarrv DATr.-The amendments made by this section shall take effect on 
December 31, 1989.  
SEC. 6785. MODIFICATION TO PENALTY FOR FRIVOLOUS INCOME TAX RETURN.  

(a) RuqumMENT OF FULL PAYMENT OF PENAIT.-Subsection (c) of section 6703 is 
amended by striking "section 6700, 6701, or 6702" each place it appears and insert
ing "section 6700 or 6701".  

(b) EPPECrwTI DATs.-The amendment made by subsection (a) shall apply to re
turns filed after December 81, 1989.  
SEC. 78. AUTHORITY TO COUNTERCLAIM FOR BALANCE OF PENALTY IN PARTIAL REFUND 

SUITs.  
(a) GzNsaAL RuLa.-Sections 6672(bX1), 6694(cXl), and 6703(cXl) are each amended 

by adding at the end thereof the following new sentence: "Nothing in this para
graph shall be construed to prohibit any counterclaim for the remainder of such 
penalty a proceeding begun as provided in paragraph (2)." 

(b) Emrwu DAT.-The amendment made by subsection (a) shall take effect on 
the date of the enactment of this Act.  
SEC. 6787. REPEAL OF BONDING REQUIREMENT UNDER SECTION 7407.  

(a) GaUAL Ruxz.-Subsection (c) of section 7407 (relating to bond to stay riunc
tion) is hereby repealed.  

(b) CoNFoRmiNG AMEDurr.-Subection (a) of section 7407 is amended by strik
ing "Except as provided in subsection (c), a civil" and inserting "A civil".  

(c) Er rva DATs.-The amendments made by this section shall apply to actions 
commenced after December 81, 1989.  
SBC. 6738. CERTAIN DISCLOSURES OF INFORMATION BY PREPARERS PERMITTED.  

(a) GENERAL RumL-Paragraph (8) of section 7216(b) (relating to exceptions) is 
amended by adding at the end thereof the following new sentence: "Such regula
tions shall permit (subject to such conditions as such regulations shall provide) the 
disclosure or use of information for quality or peer reviews." 

(b) Errorva DAT.-The amendment made by subsection (a) shall take effect on 
the date of the enactment of this Act.
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PART IV-FAILURES TO FILE OR PAY 

SEC. 6741. INCREASE IN PENALTY FOR FRAUDULENT FAILURE TO PILE 

(a) GaNAL RuLi.-Section 6651 (relating to frilure to file tax return or pay tax) 
is amended by adding at the end thereof the following new ubsection: 

"(f) J qcezau IN PaNAry Fon FRAUDULRNT FAILURE TO F ..- If any failure to file 
any return is fraudulent, paragraph (1) of subsection (a) shalI be applied

"(1) by substituting '15 percent' for '5 percent' each place it appears, and 
"(2) by substituting '75 percent' for '25 recent. " 

(b) ErryT DAT.-The amendment by subsection (a) shall apply in the 
case of failures to file returns the due date for which (determined without regard to 
extensions) is after December 31, 1989.  
SEC. 674. FAILURE TO MAKE DEPOSIT OF TAXES.  

(a) GENERAL Ruxz.-Section 6656 (relating to failure to make depcAit of taxes or 
overstatement of deposits) is amended to read as follows: 
"SEC. 885. FAILURE TO MAKE DEPOSIT OF TAXES.  

"(a) UNDERPAYMENT OF DEPosrra.-In the case of any failure by any person to de
posit (as required by this title or by regulations of the Secretary under this title) on 
the date prescribed therefor any amount of tax imposed by this title in such govern
ment depository as is authorized under section 6302(c) to receive such deposit, unless 
it is shorn that such failure is due to reasonable cause and not due to willful ne
glect, there shall be imposed upon such person a penalty equal to the applicable per
centage of the amount of the underpayment.  

"(b) DarINroNs.-For purposes of subsection (a)
"(1) APPUCABLE PERCENTAGE

"(A) IN GENERAL.-Except as provided in subparagraph (B), the term 'ap
plicable percentage' means

"(i) 2 percent if the failure is for not more than 5 days, 
"(ii) 5 recent if the failure is for more than 5 days but not more 

than 15 dy, and 
"(iii) 10 percent if the failure is for more than 15 days.  

"(B) SPECIAL RULE.-In any case where the tax is not deposited on or 
before the earlier of

"(i) the day 10 days after the date of the first delinquency notice to 
the taxpayer under section 6803, or 

"(ii) the day on which notice and demand for immediate payment is 
given under section 6861 or 6862 or the last sentence of section 6331(a), 

the applicable percentage shall be 15 percent.  
"(2) UNDERPAYMENT.-The term 'underpayment' means the excess of the 

amount of the tax required to be deposited over the amount, if any, thereof de
posited on or before the date prescribed therefor." 

(b) CLERCAL AMENDMENT.-The table of sections for part I of subchapter A of 
chapter 68 (as amended by title II) is amended by striking the item relating to sec
tion 6656 and inserting the following

"Sec. 6656. Failure to make deposit of taxes." 
(c) EFFcrIvE DAra.-The amendments made by this section shall apply to depos

its required to be made after December 31, 1989.  
SEC. 6743. EFFECT OF PAYMENT OF TAX BY RECIPIENT ON CERTAIN PENALTIES.  

(a) GENERAL RuLz.-Section 1463 (relating to tax paid by recipient of income) is 
amended to read as follows: 
"SEC. 1463. TAX PAID BY RECIPIENT OF INCOME.  

"If
"(1) any person, in violation of the provisions of this chapter, fails to deduct 

and withhold any tax under this chapter, and 
"(2) thereafter the tax against which such tax may be credited is paid, 

the tax so required to be deducted and withheld shall not be collected from such 
person; but this subsection shall in no case relieve such person from liability for in
terest or any penalties or additions to the tax otherwise applicable in respect of 
such failure to deduct and withhold." 

(b) Errscnrva DAT.-The amendment made by subsection (a) shall apply to fail
ures after December 81, 1989.



421

Subtitle H-Technical Corrections 

SEC. 6801. DEFINITIONS: COORDINATION WITH OTHEk SUBTITLES.  
(a) DEFNmnoNs.-For purposes of this subtitle

(1) 1988 ACT.-The term "1988 Act" means the Technical and Miscellaneous 
Revenue Act of 1988.  

(2) 1987 ACT.-The term "1987 Act" means the Revenue Act of 1987.  
(b) COORDINATION WIm OTHER SurrLs.-For pu of applying the amend

ments made by any subtitle of this title other than this subtitle, the provisions of 
this subtitle shall be treated as having been enacted immediately before the provi
sions of such other subtitles.  

PART I-AMENDMENTS RELATED TO TECHNICAL AND 
MISCELLANEOUS REVENUE ACT OF 1988 

SEC. 6811. AMENDMENTS RELATED TO TITLE I OF THE 1988 ACT.  
(a) AMENDMENTS REmTzD To SECTIoN 1003 OF THE 1988 ACT.

(1) Subparagraph (C) of section 643(aX6) is amended by striking "(i)" and by 
striking " , and (ii)" and all that follows and inserting a period.  

(2) Paragraph (6) of section 643(a) is amended by striking subparagraph (D).  
(b) AMENDMENT RELATED TO SECTION 1006 OF THE 1988 ACT.

(1) Subparagraphs (C) and (D) of section 26(bX2) are amended to read as fol
lows: 

"(C) subsection (mX5XB), (q), (t), or (v) of section 72 (relating to additional 
taxes on certain distributions), 

"(D) section 143(m) (relating to recapture of proration of Federal subsidy 
from use of mortgage bonds and mortgage credit certificates),".  

(2) Paragraph (2) of section 26(b) is amended by striking subparagraph (K) and 
all that follows and inserting the following new subparagraphs: 

"(K) sections 871(a) and 881 (relating to certain income of nonresident 
aliens and foreign corporations), 

"(L) section 860E(e) (relating to taxes with respect to certain residual in
terests), and 

"(M) section 884 (relating to branch profits tax).".  
(3) Subparagraph (B) of section 6724(dXl) is amended by striking clause (viii) 

and all that follows and inserting the following
"(viii) section 6052(a) (relating to reporting payment of wages in the 

form of group-term life insurance), 
"(ix) section 6053(cXl) (relating to reporting with respect to certain 

tips), 
"(x) section 1060(b) (relating to reporting requirements of transferors 

and transferees in certain asset acquisitions), or 
"(xi) subparagraph (A) or (C) of subsection (cX4), or subsection (e), of 

section 4093 (relating to information reporting with respect to tax on 
diesel and aviation fuel).".  

(4) Clause (i) of section 1374(dX2XA) is amended by striking "(except as provid
ed in subsection (bX2))".  

(5XA) Paragraph (6) of section 382(h) is amended
(i) by striking "during the recognition period" in subparagraph (B) and 

inserting "during the recognition period (determined without regard to any 
carryover)", an d 

(ii)by striking "treated as recognized built-in gains or lsses under this 
paragraph" in subparagraph (C) and inserting "which would be treated as 
recognized built-in gains or losses under this paragraph if such amounts 
were properly taken into account (or allowable as a deduction) during the 
recognition period".  

(B) Paragraph (5) of section 1374(d) is amended
(i) by striking "during the recognition period" in subparagraph (B) and 

inserting "during the recognition period (determined without regard to any 
carryover)", and 

(i by striking "treated as recognized built-in gains or losses under this 
paragraph" in subparagraph (C) and inserting "which would be treated as 
recognized built-in gains or losses under this paragraph if such amounts 
were properly taken into account (or allowable as a deduction) during the 
recognition period".
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(6) Sub ph (B) of section 1361(bX2) is amended to read as follows: 
") a cial institution to which section 585 applies (or would apply 

but for subsection (c) thereof) or to which section 598 applies,".  
(7) Paragraph (2) of section 1866(f) is amended to read as follows: 
"(2) TREATMENT o TAX IMPOSED ON BUILT-IN GAINS.-If any tax is imposed 

under section 1374 for any taxable on an 8 corporation, for purposes of 
subsection (a), the amount so im shall be treated as a lose sustained by the 
S corporation during such taxable year. The character of such loss shall be de
termined by allocating the loss proportionately among the recognized built-in 
gains ving rise to such tax." 

(8) Subraaph (B) of section 1874(bX8) is amended by adding at the end 
thereof the following new sentence: "A similar rule shall apply in the case of 
the minimum tax credit under section 58 to the extent attributable to taxable 
years for which the corporation was a C corporation.".  

(c) AMENDMENTS RELATED T SucTioN 1007 or THE 1988 ACT.
(IXA) Subsection ) of section 59 is amended by striking "for any taxable 

year" and inserting 'for the taxable year for which the item is taken into ac
count or for any other taxable year".  

(B) The provisions of section 58(h) of the Internal Revenue Code of 1954 (as in 
effect on the day before the date of the enactment of the Tax Reform Act of 
1986) shall apply to the determination of tax liability for taxable years begin
ning after December 31, 1986, with respect to items of tax preferences arising in 
taxable years beginning before January 1, 1987.  

(2) Subelause (II) of section 53(dX1XBXi) is amended by inserting before the 
period at the end thereof the following- "and if section 59(aX2) did not apply".  

(3) Paragraph (3) of section 56(b) is amended
(A) by inserting after the first sentence the following new sentence: "Sec

tion 422A(cK2) shall apply in any case where the disposition and the inclu
sion for purposes of this part are within the same taxable year and such 
section shall not apply in an other case.", and 

(B) by striking thte r ng sentence" and inserting "this paragraph".  
(d) AMENDMENTs RELATED ON 1008 OF THE 1988 AcT.

(1) Paragraph (2) of section 460(a) is amended by inserting "(or, with respect 
to any amount properly taken into account after completion of the contract, 
when such amount is so properly taken into account)" after "any long-term con
tract".  

(2) Subparagraph (B) of section 460(bX2) is amended
(A) by striking "any amount received or accrued" and inserting "any 

amount properly taken into account", and 
(B) by striking "is so received or accrued" and inserting "is so properly 

taken into account".  
(3) Paragraph (3) of section 460(b) is amended

(A) by striking "any amount received or accrued" in the second sentence 
and insert "any amount properly taken into account", and 

(B) by ' ig 'such amount was received or accrued" in the second sen
tence and inserting "such amount was properly taken into account".  

(4) Paragraph (2) of section 460(b) is amend by adding at the end thereof the 
following new sentence: 
"In the case of any long-term contract with respect to which the percentage of 
completion method is used, except for purposes of applying the look-back 
method of I ph (3), any income under the contract (to the extent not pre
viously includibe in gross income) shall be included in gross income for the tax
able year followia the taxable year in which the contract was completed.".  

(5) Paragraph (2) of section 460(e) is amended by striking "and" at the end of 
subparagraph (A), by inserting "and" at the end of subparagraph (B), and by 
insertmg after subparagraph (B) the following new subparagraph: 

"(C) any predecessor of the taxpayer or a person described in subpara
graph (A) or (B),".  

(6) Paragraph (2) of section 460(b) is amended by adding at the end thereof the 
following new sentence: 
"For purposes of subtitle F (other than sections 6654 and 6655), any interest re
quired to be paid by the tyer under subparagraph (B) shall be treated as an 
increase in the tax imposed by this chapter for the taxable year in which the 

-contract is completed or, in the case of interest payable with respect to any 
amount properly taken into account after completion of the contract, for the 
taxable year in which the amount is so properly taken into account).".  

(e) AMENDMENTS RELATED To SaMoN 1009 OF THE 1988 Amr.-
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(1) Subparagraph (A) of section 643(aX6) is amended by striking "section 
265(1)' and inserting "section 265(aX1y'.  

(2) r h (B) of section 1009(bX3) of the 1988 Act is amended by striking "section bX3)(BXii) and inserting "section 265(bX3XBXiXIII)".  
(f) AMNnMENT RATED To SECION 1011 or TM 1988 Acr.

(1) Subsection (a) of section 401 is amended by moving paragraph (30) from 
the end thereof and inserting it after paragraph (29).  

(2) The last sentence of section 402(pX8) is amended by inserting "involving a 
one-time irrevocable election" after "similar arrangement".  

(g) AMENDMENT RELATED To SECTION 1011B oF Tu 1988 Acr.-Paragrph (5) of section 409(1) is amended by striking "the last sentence" and inserting 'the second sentence.  
(h) AMENDMENTS REIAMD o SECTON 1012 OF THE 1988 ACT.

(1) Subparagraph (H) of section 904(dX1) is amended b striking "qualified interest and carrying charges (as defined in section 245(c)T" and inserting "interest or carrying charges (as defined in section 927(dXl)) derived from a transaction which results in foreign trade income (as defined in section 923(b))".  (2) Sections 861(aX6), 86(aX6), 863(bX2), and 863(bX3) are each amended by striking "865(hXlY' and inserting "865(iXl)".  
(3) Subparagraph (A) of section 954(cX3) is amended

(A) br sakmg "is created" in clause (i) and inserting "is a corporation 
created', and 

(B) by striking "from a related person" in clause (ii) and inserting "from a corporation which is a related person".  
(4) Paragraph (5) of section 1297(b) is amended

(A) by inserting "srocK" after "wHEm" in the paragraph heading, (B) by striking "any disposition of" in subparagraph (AXii) and inserting any distribution of", and 
(C by striking "treated as a disposition to" in subparagraph (A) and inserting "treated as a disposition by, or distribution to'.  

(5) Sub p h (B) of section 1012(qX1) of the 1988 Act is amended
(A) by strikmg "1021(eX2XC)" and inserting "1021(cX2XCY, and 
(B) by striking "823(bX4XC)" and inserting "832(bX4XC)".  

(6XA)Sub paragraph (B) of section 1446(bX2) is amended by striking "section 11(b)" and inserting "section 11(bXl)".  
(B) Paragraph (2) of section 1446(d) is amended to read as follows: 
"(2) CREDrr TREATED AS DISTRIBUTED To PARTNER.-Except as provided in regulations, a foreign partner's share of any withholding tax paid by the partnership under this section shall be treated as distributed to such partner by such partnership on the earlier of

(A) the day on which such tax was paid by the partnership, or 
"(B) the last day of the partnership's taxable year for which such tax was paid.".  

(C) Subsection (f) of section 1446 is amended to read as follows: 
f() REGULATIoNs.-The Secretary shall prescribe such regulations as may be nec

essary to carry out the purposes of this section, including(1) regulations providing for the application of this section in the case of publicly traded partnerships, and 
'(2) regulations providing

"(A) that, for purposes of section 6655, the withholding tax imposed under this section shall be treated as a tax imposed by section 11 and any partner
ship required to pay such tax shall be treated as a corporation, and suc a roite austments in applying section 6655 with respect to such witholdin tax.  

(7) Subsection (a) of section 988 is amended by inserting after the subsection heading the following- "Notwithstanding any other provision of this chapter-".  
(8XA) Subsection (b) of section 887 is amended by redesignating paragraph (3) 

as paragraph (4) and by inserting after paragraph (2) the following new para

r3 EXCEPON POR CERTAIN INCOME TAXABLE WN POSSEBION.-The term 'United States source gross transportation income' does not include any income taxable in a possession of the United States under the provisions of th title as made applicable in such possession.".  
(B) Parapaph (1) of section 887(b) is amended by striking "paragraph (2)" and sertig ' g hs (2) and (3)".  
(C) Su on of section 872 is amended by adding at the end thereof the following new paragraph:
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"(7) TREATMENT OF PossESIoNs.-To the extent provided in regulations, a poe
session of the United States shall be treated as a foreign country for purposes of 
this subsection.".  

(D) Paragraph (4) of section 888(a) is amended by striking "(5) and (6)" and 
inserting "(5), (6), and (7)".  

(9) Pa ph (4) of section 887(b) (as redeeignated by paragraph (8) is amend
ed by striking "transportation income" the first two places it appears and in
serting "United States source gross transportation income".  

(10) Subsection (a) of section 888 is amended by adding at the end thereof the 
following new paragraph: 

"(5) SPaCIAL RULE FOR COUNTRIES WHICH TAX ON REBIDENCE BASIS.-For pur
poses of this subsection, there shall not be taken into account any failure of a 
foreign country to grant an exemption to a corporation organized in the United 
States if such corporation is subject to tax by such foreign country on a resi
dence basis pursuant to provisions of foreign law which meets such standards (if 
any) as the Secretary may prescribe.".  

(11) Paragraph (2) of section 4371 is amended by striking ", unless the insurer 
is subject to tax under section 842(b)".  

(12) Subsection (g) of section 995 is amended by striking "section 511" and in
serting "section 511 (or any other person otherwise subject to tax under section 
511)".  

(i) A mNDMwS RELATED To SarioN 1014 OF THE 1988 AcT.
(1) The sub h (C) of section 1(iX3) added by section 1014(eX7) of the 

1988 Act is red'esign as subparagraph (D).  
(2) Paragraph (1) of section 2654(a) is amended by addmg' at the end thereof 

the following new sentence: '"The preceding shall be applied after any basis ad
justment under section 1015 with respect to the transfer.".  

(3) Subsection (g) of section 642 is amended by inserting after the first sen
tence the following new sentence: "Rules similar to the rules of the preceding 
sentence shall appl to amounts which may be taken into account under 
2621(aX2) or 2622(b).  

(4) Paragraphs (1) and (3) of section 2642(b) are each amended by striking "a 
timely filed gift tax return required by section 6019" and inserting "a gift tax 
return filed on or before the date prescribed by section 6075(b)".  

(5) Paragraph (1) of section 6654(1) is amended by striking "this subsection 
shall" and inserting "this section shall".  

(6) Clause (ii) of section 6654(lX2XB) is amended by inserting before the pe--iod 
at the end thereof the following: "(or, if no will is admitted to probate, which is 
the trust primarily responsible for paying debts, taxes, and expenses of adminis
tration)".  

(j) AMENDMENTS RELATED To SCON 1015 OF THE 1988 AcT.
(1) Paragraph (3) of section 1015(r) of the 1988 Act is amended by striking 

"section 6211' and inserting "section 6213".  
(2) The last sentence of section 6502(a) is amended by striking "enforceable" 

and inserting "unenforceable".  
(k) AMENDMENf REAmTED TO SEcHON 1016 OF THE 1988 Aar.-The subparagraph 

(E) of section 514(cX9) added by section 1016 of the 1988 Act is redesignated as sub
paragraph (F).  

(1) AMENDMNrs RELAn To SWCON 1018 OF THE 1988 Acr.
(1) The subsection (f) of section 2503 added by section 1018 of the 1988 Act is 

redesign ated as subsection (g).  
(2) Paragraph (4) of section 1018(d) of the 1988 Act is amended by inserting 

"the first place it appears" before "and inserting".  
(3) Pa ph (20) of section 1018(u) of the 1988 Act is amended by striking 

"section 97()" and inserting "section 9509(b)".  
SEC. 681. AMENDMENT RELATED To TITLE H OF THE 1988 ACT.  

Section 2005(e) of the 1988 Act is amended by inserting ", except that the amend
ment made by subsection (aX1) shall take effect as if included in the amendment 
made by section 1131(c) of the Tax Reform Act of 1986".  
SEC. 6813. AMENDMENTS RELATED TO TITLE III OF THE 1988 ACT.  

(a) AMENDMENT RLATaD T SECToN 300101 o u 1988 Acr.-Paragraph (2) of sec
tion 6724(d) is amended by redesignatmg. subparagraph (U) as subparagraph (S), by 
striking "or" at the end of subparagraph (Q), and by striking the period at the end 
of subparagraph (R) and inserting , or.  

(b) AmNDmzN7) R eLATE To S oN. 011 OF M 1988 Acr.-Paragraphs (4) and 
(5) of section 8011(b) of the 1988 Act are each amended-
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(1) by striking "111B(aY' and inserting "1011B(a)", and 
(2) by striking "162(kX2Y' and inserting "162(k)".  

(c) AMENDMT RLATED To SrlON 3021 or mna 1988 Acr.-Clause (ii) of section 
89(gX3XD) is amended

(1) by striking "suusscrloN (d) (1) (a) ii) " in the heading and inserting "sus
sECeON (d) (1) (A) (ii) ", and 

(2) by striking "shall treated as" in the material preceding subclause (1) and 
inserting "shall be treated as".  

SEC. 6814. AMENDMENTS RELATED TO TITLE IV OF THE 1988 ACT.  

(a) AMENDmer RELATED no SECTON 4001 OF THE 1988 ACT.-Subsection (c) of sec
tion-127 is amended by striking paragrph (8).  

(b) AmaNDUarrs Rmr to SaTO on 4005 OF THE 1988 ACT.
(1) The paragraph (3) of section 6045(e) added by section 4005 of the 1988 Act 

is redesignated as paragraph (4).  
(2) Clause (ii) of section 148(dXXE) is amended by striking "a qualified mort

gage bond or".  
(c) AmNmmeT RELATED TO SamsoN 4006 OF THE 1988 Acr.-Section 4006 of the 

1988 Act is amended
(1) by striking "December 31, 1988" and inserting "Dec. 31, 1988", and 
(2) by striking "December 31, 1989" and inserting "Dec. 31, 1989".  

(d) AMENDMDms R ATED TO SamnoN 4008 OF THE 1988 ACT.
(1) Subsection (d) of section 196 is amended by striking "substituting" and all 

that follows through "in the case of-" and inserting "substituting 'an amount 
equal to 50 percent of for 'an amount equal to' in the case of-" 

(2XA) Subsection (c) of section 280C is amended by redesignating paragraph 
(3) as paragraph (4) and by inserting after paragraph (2) the following new para
graph.~ 

"(3) EcrioN OF REDUCED CREDiF.
"(A) IN OGxxRAL.-In the case of any taxable year for which an election 

is made under this paragraph
"(i) paragraphs (1) and (2) shall not apply, and 
"(ii) the amount of the credit under section 41(a) shall be the amount 

determined under-subparagraph (B).  
"(B) AMouNT OF REDUCED CREDrr.-The amount of credit determined 

under this subparagraph for any taxable yee shall -be the amount equal to 
the excess of

"(i) the amount of credit determined under section 41(a) without 
read to this a ph, over 

"(ii) the act 
"(I) rr percent of the amount described in clause (i), and 
"(II) the maximum rate of tax under section 11(bX1).  

"(C) ELECTION.-An election under this a ph for any taxable year 
shall be made not later than the time for f the return of tax for such 
year (including extensions), shall be made on such return, and shall be 
made in such manner as the Secretary may prescribe. Such an election, 
once made, shall be irrevocable.".  

(B) In the case of a taxable year for which the last date for making the elec
tion under section 2800(cX3) of the Internal Revenue Code of 1986 (as added by 
subparagraph (A)) is on or before the date which is 75 days after the date of the 
enactment of this Act, such an election for such year may be made

(i) at any time before the date which is 75 days after such date of enact,
ment, and 

(ii) in such form and manner as the Secretary of the Treasury or his dele
gate may prescribe.  

(C) Section. 1 is amended by striking subsection (h) and by redesignating sub
section (i) as subsection (h).  

(D) Paragraph (4) of section 196(c) is amended by inserting "(other than such 
credit.determined under section 280C(cX8))" after "section 41(a)".  

(E) Subection (n) ofsection 6501'is amended by striking ", 41(h),".  
SEC. 681L AMENDMENTS RELATED TO TITLE V OF THE 1988 ACT.  

(a) AMENDMDwm8 RELATED TO SECTION 5012 or THE 1988 Acr.
(1) Subparagraph (B) of section 7702A(ox8) is amended to read as follows: 

"() TRATMNT OF CMTAIN mnrrr rcnAs.-For purposes of sub
p ph (A), the term 'material change' includes any increase in the 

ea benefit under the contract or any increase in, or addition of, a quali
fied additional benefit under the contract. Such term shall not include-

S-0I 0-8--15
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"(i) any increase which is attributable to the payment of premiums 
ne ' to fond the lowest level of the death benefit and qualified ad
ditiona~l efite payable in the 1st 7 contract years (determined after 
taking into account death benefit increases described in subparagraph 
(A) or (B) of section 7702(eX2)) or to crediting of interest or other earn
ings (including policyholder dividends) in respect of such premiums, 
and 

"(ii) to the extent provided in regulations, any cost-ofliving increase 
based on an established broad-based index if such increase is ftnded 
ratably over the remaining period during which premiums are required 
to be paid under the contract.".  

(2) Paragraph (2) of section 5012(e) of the 1988 Act is amended by striking 
"continues to make level annual premium payments over the life of the con
tract" and inserting "makes at least 7 level annual premium te".  

(8) Subparagraph (A) of section 72(eX11) is amended by ' at the end 
thereof the following new sentence: 
"The preceding sentence shall not apply to any contract deeeribed in paragraph 
(50X)..  

(4) Pa ph (4) of section 7702A(c) is amended
(A) by striking "UNDER $10,000" in the paragraph heading and inserting 

"or sio,ooo OR Les", and 
(B) by striking "the same insurer" and inserting "the same policyholder".  

(5) Section 72(eX11XA) is amended by striking "12-month period" and insert
ing "calendar ye'.  

(b) AmNDMEw RLATED m SUCTON 5021 or nu 1988 Acr.-Subsection (e) of sec
tion 5021 of the 1988 Act is amended by striking "no provision in any law (whether 
enacted before, on, or after the date of the enactment of this ActY' and inserting "no 
provision in any law enacted after the date of the enactment of this Act" 

(c) AMENDMmT RELATED To SUCION 5032 oF TH 1988 Acr.-Subsection (b) of seco
tion 2101 is amended by adding at the end thereof the following new sentence: 
"For purposes of the preceding sentence, there shall be appropriate adjustments in 
the application of section 2001(cX3) to reflect the difference between the amount of 
the credit provided under section 2102(c) and the amount of the credit provided 
under section 2010.".  

(d) AMENDMEwrs REMATD To SECHON 5033 OF TM 1988 Acr.
(1XA) Paragraph (2) of section 2523(i) is amended by striking "made by the 

donor to such spouse" and inserting "which are made by the donor to such 
spouse and with respect to which a deduction would be allowable under this sec
tion but for paragraph (1)".  

(B) The amendment made by subparagraph (A) shall apply with respect to 
gifts made after June 29, 1989.  

(2) Subsection (a) of section 2523 is amended by striking "who is a citizen or 
resident".  

(3) Paragraph (3) of section 2106(a) is amended by striking "ALLWED WHERE 
SPOUSE IS CrIZEN".  

(4XA) Subparagraph (B) of section 2056(dX2) is amended to read as follows: 
"(B) SPCaIAL RULE.-If any property passes from the decedent to the sur

viving spouse of the decedent, for purposes of subparagraph (A), such prop
erty shall be treated as passing to such spouse in a quahfied domestic trust 
if

"(i) such property is transferred to such a trust before the date on 
which the return of the tax imposed by this chapter is made, or 

"(ii) such property is irrevocably assigned to such a trust under an 
irrevocable assignment made on or before such date which is enforcea
ble under local law.".  

(B) In the case of the estate of a decedent dying before the date of the enact
ment of this Act, the period during which the transfer (or irrevocable a 
ment) referred to in section 2056(dX2XB) of the Internal Revenue Code of 19 
(as amended by subpar ph (A)) may be made shall not expire before the date 
1 year after such date of enactment.  

(5) Subsection (d) of section 2056 is amended by adding at the end thereof the 
following new paragraph: 

"(4) SPECIAL RULE WHERE R88IDET SPOUSE BOMEs ClZERN.-Paragraph (1) 
shall not apply if

"(A) the surviving spouse of the decedent becomes a citizen of the United 
States before the day on which the return of the tax imposed by this chap
ter is made, and
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"(B) such spouse was a resident of the United States at all times after the 
date of the death of the decedent and before becoming a citizen of the 
United States.".  

(6) Para ph (8) of section 2056(d) is amended
(A) striking "section 2001" and inserting "this cha r", and 
(B) by inserting before the period at the end thereof the following- "and 

without regard to subsection (dX8) of such section".  
(7XA) Subsection (a) of section 2056A is amended

(i) by amending paragraph (1) to read as follows: 
"(1) the trust instrument requires that at least 1 trustee of the trust be an 

individual citizen of the United States or a domestic corporation and that no 
distribution from the trust may be made without the approval of such a trust
ee,", and 

(ii) by striking r ph (2) and redesignating paragraphs (3) and (4) as 
laaraps (2) and (3), respectively.  

(B Sustn (b) of section 2056A is amended by redesignating paragraphs (8) 
through (8) as paragraphs (4) through (9), respectively, and by inserting after 
paragraph (2) the following new paragraph.  

"(3) CERTAIN LIFETIME DISTRIBUTIONS EXEMPT FROM TAX.
"(A) INCOME DISTRIBUTION.-No tax shall be imposed by paragraph (1XA) 

on any distribution of income to the surviving spouse.  
"(B) HARDmP EXEMPON.-No tax shall be imposed by paragraph (1XA) on 

any distribution to the surviving spouse on account of hardship." 
(C) Subparagraph (A) of section 2056A(bX1) is amended by striking "other 

than a distribution of income required under subsection (aX2)".  
(D) Paragraph (4) of section 2056A(b) (as redesignated by subparagraph (B)) is 

amended to read as follows: 
"(4) TAx wHERE TRusT cEAss To QuALiy.-If any qualified domestic trust 

ceases to meet the requirements of paragraphs (1) and (2) of subsection (a), the 
tax imposed by paragraph (1) shall apply as if the surviving spouse died on the 
date ofsuch cessation.".  

(8) Subsection (d) of section 2056 is amended by adding at the end thereof the 
following new paragraph: 

"(4) RwoRMATIoNs PERMTTED.
"(A) IN GZNRAL.-In the case of any property with respect to which a 

deduction would be allowable under subsection (a) but for this subsection, 
the determination of whether a trust is a qualified domestic trust shall be 
made

"i as of the date on which the return of the tax imposed this chap
ter is made, or 

"(ii) if a judicial proceeding is commenced on or before the due date 
(determined with regard to extensions) for filing such return to change 
such trust into a trust which is a qualified domestic trust, as of the 
time when the changes pursuant to such proceeding are made.  

"(B) Smrurs or unrrATioN.-If a judicial proceeding described in sub
paragraph (AXii) is commenced with respect to any trust, the period for as

n any deficiency of tax attributable to any failure of such trust to be a 
qualified domestic trust shall not expire before the date 1 year after the 

on which the Secretary is notified that the trust has been changed 
pursuant to such judicial proceeding or that such proceeding has been ter
minated.".  

(9) Subsection (b) of section 2056A is amended by adding at the end thereof 
the following new paragraphs: 

"(10) CERAm aEssarrr ALWWED.
"(A) IN GENERAL.-If any irperty remaining in the qualified domestic 

trust on the date of the death of the surviving spouse is includible in the 
gross estate of such spouse for purposes of this chapter (or would be includ
ible if such spouse were a citizen or resident of the United States), any ben
efit which is allowable (or would be allowable if such spouse were a citizen 
or resident of the United States) with respect to such property to the estate 
of such spouse under section 202 2082A, 2055, 205, or 6166 shall be al
lowed for purposes of the tax imposed by paragraph (1)(B).  

"(B) SacTION soa.-If the estate of the surviving spouse meets the require
ments of section 803 with respect to any property described in subara
graph (A), for purposes of section 03, the tax unposed by paragraph(B) 
with ree to sucroperty shall be treated as a Federal estate tax pay
able with respecttothe estate of the surviving spouse.
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"(C) SaToN 6181 (a) (2).-The p o on of section 6161(aX2) shall apply 
with respect to the tax imposed paragraph (1XB), and the reference in 
such section to the executor shall treated as a reference to the trustees 
of the trust.  

"(11) SPECIAL RULE WHERE DIUIRIBUTION TAX PAm OUT OF TRUST.-For purposes 
of this subsection, if any portion of the tax imposed by paragraph (1XA) with 
respect to any distribution is paid out of the trust, an amount equal to the por
tion so paid shall be treated as a distribution described in ph (1XA).  

"(12) SPECIAL RuLz wHE sPous RucOME CFEN.-If surviving spouse of 
the decedent becomes a citizen of the United States and if

"(A) such spouse was a resident of the United States at all times after the 
date of the death of the decedent and before such spouse becomes a citizen 
of the United States, 

"(B) no tax was imposed by paragraph (1XA) with respect to any distribu
tion before such spouse becomes such a citizen, or 

"(C) such spouse elects
"(i) to treat any distribution on which tax was imposed by paragraph 

(1XA) as a taxable gift made by such spouse for purposes of
"(I) section 2001, and 
"(II) determining the amount of the tax imposed by section 2501 

on actual taxable gifts made by such spouse during the year in 
which the spouse becomes a citizen or any subsequent year, and 

"(ii) to treat any reduction in the tax imposed by paragraph (1XA) by 
reason of the credit allowable under section 2010 with respect to the 
decedent as a credit allowable to such surviving spouse under section 
2505 for purposes of determining the amount of the credit allowable 
under section 2505 with respect to taxable gifts made by the surviving 
spouse during the year in which the spouse becomes a citizen or any 
subsequent year, 

paragraph (iXA) shall not apply to any distributions after such spouse be
comes such a citizen (and paragraph (1XB) shall not apply).  

"(13) CooRDINATIoN wrrH SECHON 1015.-For purposes of section 1015, any dis
tribution on which, tax is imposed by paragraph (1XA) shall be treated as a 
transfer by gift, and any tax paid under paragraph (1XA) shall be treated as a 
gift tax.".  

(10) Paragaph (2) of section 2056A(c) is amended by striking "The term" and 
inserting "Except as provided in regulations, the term".  

(11) Clause (ii) of section 2056A(bX2XB) is amended by striking "as a credit or 
refund" and inserting "as a credit or refund (with interest)".  

(12) Paragraph (2) of section 2056A(b) is amended by adding at the end thereof 
the following new subparagraph: 

"(C) SPECIAL RULE WHERE DECEDENT HAS MORE THAN 1 QUALIFIED DOMEBIC 
TRU.-If there is more than 1 qualified domestic trust with respect to any 
decedent, the amount of the tax imposed by paragraph (1) with respect to 
such trusts shall be determined by using the highest rate of tax in effect 
under section 2001 as of the date the decedent's death (and the provisions 
of paragraph (8XB) shall not apply) unless, pursuant to a designation made 
by the decedent's executor, there is 1 person

"(i) who is an individual citizen of the United States or a domestic 
corporation and is responsible for filing all returns of tax imposed 
under paragraph (1) with respect to such trusts and for paying all tax 
so imposed, and 

"(ii) who meets such requirements as the Secretary may by regula
tions prescribe.".  

(13) Section 2056A is amended by adding at the end thereof the following new 
subsection: 

"(e) RGuLATIoNs.-The Secretary shall prescribe such regulations as may be nec
essary or appropriate to carry out the purposes of this section, including regulations 
under which an annuity includible in the decedent's gross estate under section 2089 
may be treated as a qualified domestic trust.".  

(14) In the case of the estate of, or gift by, an individual who was not a citizen 
or resident of the United States but was a resident of a foreign country with 
which the United States has a tax treaty with respect to estate, inheritance, or 
gift taxes, the amendments made by section 503 of the 1988 Act shall not apply 
to the extent such amendments would be inconsistent with the provisions of 
such treaty relating to estate, inheritance, or gift tax marital deductions.
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(15) Paragraph (5) of section 2056A(b) (as redesignated by paragraph (7XB) of 
this subsection) is amended to read as follows: 

"(5) DUE DATB.
"(A) TAx ON DwramunoNs.-The estate tax imposed by paragraph (1XA) 

shall be due and payable on the 15th day of the 4th month following the 
calendar year in which the taxable event occurs; except that the estate tax 
imposed by ph (1XA) on distributions during the calendar 
which the survi spouse dies shall be due and payable not later t= the 
date on which the estate tax imposed by paragraph (1XB) is due and pay
able.  

"(B) TAX AT DEATH oF sPuOU.-The estate tax imposed by paragraph 
(1XB) shall be due and payable on the date 9 months after the date of such 
death.".  

(16) For purposes of applying section 2040(a) of the Internal Revenue Code of 
1986 with respect to any joint interest to which section 2040(b) of such Code 
does not apply solely by reason of section 2056(dX1XB) of such Code, any consid
eration furnished before July 14, 1988, by the decedent for such interest to the 
extent treated as a gift to the spouse of the decedent for proposes of chapter 12 
of such Code shall be treated as consideration oriinly belonging to such 
spouse and never acquired by such spouse from the decedent.  

(e) AMNDmEm RELATED 'lo SrioN 041 OF THE 1988 Acr.
(1) Subparagraph (A) of section 460(eX6) is amended

(A) by striking "the building, construction, reconstruction, or rehabilita
tion of' and inserting "activities referred to in paragraph (4) with respect 
to", and 

(B) by striking clause (i) and inserting the following: 
"(i) dwelling units (as defined in section 167(k)) contained in buildings 

containing 4 or fewer dwelling units (as so defined), and".  
(2XA) P ph (4) of section 5041(b) of the 1988 Act is amended by inserting 
as amended by title I of this Act," after "1986 Code".  
(B) Paragraph (3) of section 56(a) is amended by striking "The preceding sen

tence shall not" and inserting "The first sentence of this paragraph shall not".  
(3) Subparagraph (C) of section 5041(eXl) of 1988 Act is amended by striking 

"subsections (a), (b), and (c)" and inserting "subsections (a) and (b)".  
(4) Clause (i) of section 56(gX4XD) is amended by adding "and" at the end of 

subclause (III) and by striking subclauses (IV) and (V) and inserting the follow
ing new subclause: 

"(IV) paragraphs (6), (7), and (8) shall not apply.".  
(f) AmNDMNT REmTE To SECHiON 5058 OF THE 1988 Ac.-Subsection (d) of sec

tion 145 is amended by redesignating paragraph (3) as paragraph (4) and by insert
ing after paragraph (2) the following new paragraph: 

"(3) CERTAIN PROPERTY TRATED AS NEW PROPERTY.-Solely for purposes of de
termining under paragraph (2XA) whether the let use of property is pursuant to 
tax-exempt financing

"(A) IN GENERAL-If
"(i) the lt use of property is pursuant to taxable financing, 
"(ii) there was a reasonable expectation (at the time such taxable fi

nancing was provided) that such financing would be replaced by tax
exempt financing, and 

"(iii) the taxable financing is in fact so replaced within a reasonable 
period after the taxable financing was provided, 

then the lst use of such property shall be treated as being pursuant to the 
tax-exempt financing.  

"(B) SPECIAL RULE WHERE STATE LAW INITIALLY PROHIBITED TAX-EXEMPT FI
NANCING.-If, at the time of the 1st use of property, State law prohibited 
tax-exempt financing of the property, the let use of the property shall be 
treated as pursuant to the let tax-exempt financing of the property.  

"(C) DEFINIONS.-For purposes of this paragraph
"(i) TAx-RXEMPT FINANCIN.-The term tax-exempt financing' means 

financing provided by tax-exempt bonds.  
"(ii) TAXABLE FINANCING-The term 'taxable financing' means fi

nancing which is not tax-exempt financmg." 
(g) AMENDMENT REATED TO SECTION 5076 OF THE 1988 Aar.-Paragraph (3) of sec

tion 453A(b) is amended to read as follows: 
"(3) ExcEPTON FOR PERSONAL USE AND FARM PROPERTY.-An installment obli

gtion shall not be treated as described in paragraph (1) if it arises from the 
disposition-
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"(A) by an individual of personal use property (within the meaning of sec
tion 127bXS)), or 

"(B) of any property used or roduced in the trade or business of farming 
(within the meaning of section 2082A(e) (4) or (5)).".  

(h) AMENDMENT REATED TO SBCTION 5077 or ms 1988 Acr.-Clause (ii) of section 
382(lX3XC) is amended by striking "for purposes of subclause (III)," and inserting 
'Tor purposes of subclause (III),".  
SEC 6818. AMENDMENT RELATED TO TILE VI OF THE 18 ACT.  

(a) AmNDmNT REmATED To SECHON 6006 or mx 1988 Aer.-Subparagraph (A) of 
section 1(iX7) is amended by inserting "(other than for purposes of this paragraph)" 
after "shall be treated".  

(b) AMENDMENTS RATED To SECTION 6026 OF THE 1988 Acr.
(1) Sub rph (D) of section 263A(hX3) is amended to read as follows: 

") TRauTMErT OF CERTAIN CORPORATIONS.
"(i) IN GENRAL.-If

"(I) substantially all of the stock of a corporation is owned by a 
qualified employee-owner and members of his family (as defined in 
section 267(cX4) and 

"(II) the principal activity of such corporation is performance of 
personal services directly related to the activities of the qualified 
employee-owner and such services are substantially performed by 
the qualified employee-owner, 

this subsection shall apply to any expense of such corporation which 
directly relates to the activities of such employee-owner in the same 
manner as if such expense were incurred by such employee-owner.  

"(ii) QUALIFIED EMPwYx-owNER.-For purposes of this subpara
graph, the term 'qualified employee-owner means any individual who 
is an employee-owner of the corporation (as defined in section 
269A(bX2)) and who is a writer, photographer, or artist.".  

(2) Subparagraph (B) of section 6026(dX2) of the 1988 Act is amended by strik
ing "the taxpayer made" and inserting "a taxpayer en g in a farmmg busi
ness involving the production of animals having a preprod active period of more 
than 2 years made'.  

(c) AMENDMENTs RATED To SETION 6028 OF mx 1988 AcT.
(1) Paragraph (5) of section 168(b) is amended by striking "paragraph (2XB)" 

and inserting "paragraph (2XC)".  
(2) Paraqraph (2) of section 168(c) is amended by striking "subsection (bX2XB)" 

and inserting "subsection (bX2XC)".  
(d) AMENDMENT REATED To SECON 6029 OF Tm 1988 AcT.-The subparagraph 

(D) of section 168(bX8) added by section 6029 of the 1988 Act is redesignated as sub
paragraph (E).  

(e) AMENDMENT RELATE To SECToN 6061 OF THa 1988 Acr.-Section 6061 of the 
1988 Act is amended

(1) by striking "section 111B(hX5XA)" and inserting "section 1011B(hX5XA)", 
and 

(2) by striking "section 111B(h)" and inserting "section 1011B(h)".  
(f AMENDMENT RETED To SECTION 6064 OF TM 1988 Ac.-Paragraph (13) of sec

tion 457(e) is amended to read as follows: 
"(18) SPcA. RULE FOR cauacu.-The term 'eligible employer' shall not in

clude a church (as defined in section 3121(wX3XA)) or qualified church-con
trolled organization (as defined in section 3121(wX3XB)).".  

(g) AMEmEwuzr REATED TW SEBION 6067 or ms 1988 AcT.-Subsection (c) of sec
tion 6067 of the 1988 Act is amended by striking "section 205(c)" and inserting "sec
tion 2005(c)".  

(h) PRovIsoN RELATE To SamoN 6076 or mn 1988 Ac.-If, for the let taxable 
year beginning on or after January 1, 1987, a qualified group self-insurers' fund 
changes its treatment of policyholder dividends to take into account such dividends 
no earlier than the date that the State regulatory authority determines the amount 
of the policyholder dividend that may be paid, then such change shall be treated as 
a change in a method of accoun n and no adustment under section 481(a) of the 
Internal Revenue Code of 1986 shall be made with respect to such change in method 
of accounting.  

(i) AMENDMEwT RELATED To SImoN 6077 or na 1988 ACT.
(1) Praph (1) of section 847 is amended

(A) by striking "separate estimated tax" and inserting "special estimated 
tax", and



(B) by s "after December 31, 1986" and inserting "in taxable years 
begmnig after Deebr 31, 1986".  

(2) The first sentence of section 847(2) is amended to read as follows: "The 
deduction under paragraph (1) shall be allowed only to the extent that such de
duction would result in a tax benefit for the taxable year for which such deduc
tion is allowed or any carryback year and only to the extent that special esti
mated tax payments are made in an amount equal to the tax benefit attributa
ble to such deduction on or before the due date (determined without regard to 
extensions) for filing the return for the taxable year for which the deduction is 
allowed.".  

(3) Paragraph (5) of section 847 is amended by adding at the end thereof the 
following new sentence: 
"To the extent that any amount added to the special loss discount account is 
not subtracted from such account before the 15th year after the year for which 
the amount was so adoed, such amount shall be subtracted from such account 
for such 15th year and included in ross income for such 15th year.".  

(4) Paragraph (9) of section 847 is amended by striking "and" at the end of 
subpa aph (A), by striking the period at the end of sub ph (B) and in
serting , and", and by adding at the end thereof the following new subpara
graph: 

"(C) p for the application of this section in cases where the deduc
tion under paragraph (1) for any taxable year is less than the 
excess referred to in paragraph (1) for such year.".  

(5) Section 847 (as amended by n ph (4)) is amended by redesignating 
paragraph (9) as p ph (10) an by inserting after paragraph (8) the follow
inf new paragraph: 

'(9) Errar ON zARNINGS ND PROrrre.-In determining the earnings and prof
its.

"(A) any special estimated tax payment made for any taxable year shall 
be treated as a payment of income tax imposed by this title for such taxable 
year, and 

"(B) any deduction or inclusion under this section shall not be taken into 
account.  

Nothing in the preceding sentence shall be construed to affect the application of sec
tion 50(g) (relating to adjustments based on adjusted current earnings)." 

(6) Paragraph (8) of section 847 is amended by adding at the end thereof the 
follow new sentence: "The limitations on consolidation contained in section 
1508(c) shall not apply to the deduction allowed under paragraph (1)." 

(j) AMENDMENT RELATD To SECTION 6105 OF TH 1988 Ac.
(1) The subsection (c) of section 5276 added by section 6105 of the 1988 Act is 

amended
(A) by striking "(c) ExzMPoN" and inserting "(d) ExcEPTION", 
(B) by striking "section 5271(aX2)" in paragraph (1) and inserting "section 

5271", and 
(C) by striking "specially denatured distilled spirits" in paragraph (2) and 

inserting "distiled spirits free of tax".  
(2) Subsection (a) of section 5276 is amended by striking "Except as provided 

in subsection (c)," and inserting "Except as otherwise provided in this section,".  
(k) AMENDMENT RELATED To SECTION 6135 OF TM 1988 Acr.-Paragraph (3) of sec

tion 953(d) is amended by strnkg "(as defined in section 1508(d))" and inserting 
"for purposes of section 1508(d) without regard to paragraph (2XB) thereof".  

(1) AMENDMwmr RELATED To SECTION 6152 OF TM 1988 Acr.-Subparagraph (C) of 
section 2056(bX7) is amended by striking "an annuity" and inserting 'an annuity 
included in the gross estate of the decedent under section 2039".  

(m) AMENDmEwrs RELATED To SECTION 6180 or m 1988 Ac.
(1) Paragraph (1) of section 142(i) is amended by inserting "IN GENZRAL.-" 

after "(1)'.  
(2) The paragraph (3) of section 146(g) added by section 6180 of the 1988 Act is 

redesgnted as paragraph (4).  
8 ragraph (8) of section 147(c) is amended by inserting a comma after 

"mass commutn facility" each place it appears.  
(n) AmwME NTs Rz TED TO SECTION 6183 OF Tm 1988 Act.-Subclause (II) of 

section 148(fX4XCXii) is amended by striking "on behalf of" and inserting "to make 
loans to".  

(o) AmwDMwr RELATED To SECTION 6228 OF ME 1988 Acr.
(1) The section 7520 added by section 6228 of the 1988 Act is redesignated as 

section 7521.
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(2) The table of sections for chapter 77 is amended by striking the item added 
by section 6228 of the 1988 Act and inserting the following* 

"Sec. 7521. Procedures involving taxpayer interviews.".  
(p) AmNMoNIs RELATED To SECTION 6242 or TuE 1988 Ac.

(1) The section 6712 added by section 6242 of the 1988 Act is redesignated as 
section 6713.  

(2) The table of sections for part I of subchapter B of chapter 68 is amended 
by striking the item added by section 6242 of the 1988 Act and inserting the 
following: 

"Sec. 6713. Disclosure or use of information by preparers of re
turns.".  

(q) AMENDMET REATED To SECION 6253 oF THE 1988 Ac.-Section 6253 of the 
1988 Act is amended by inserting ", as amended by title I of this Act," after "1986 
Code".  
SEC. 6817. EFFECTIVE DATE.  

Except as otherwise provided in this part, any amendment made by this part 
shall take effect as if included in the provision of the 1988 Act to which such 
amendment relates.  

PART II-AMENDMENTS RELATED TO REVENUE ACT OF 
1987 

SEC. 821. AMENDMENTS RATED TO SUBTIlE B.  

(a) AMENDMENTS R=ATD TO SECHON 10202 oF THE 1987 Acr.
(1) Subparagraph (B) of section 453A(bX2) is amended by striking "all obliga

tions of the taxpayer described in paragraph (1)" and inserting "all such obliga
tions held by the taxpayer".  

(2) Subparagraph (B) of section 458A(dX2) is amended by striking "before such 
secured indebtedness was incurred" and inserting "before the later of the times 
referred to in sub aph (A) or (B) of paragraph (1)".  

(3) Subparagraph (B of section 453A(dXl) is amended by inserting "the time" 
before the "the proceeds".  

(4XA) Paragraph (2) of section 26(b) (as amended by section 11811) is amended 
by striking "and" at the end of subparagraph (L), by striking the period at the 
end of subparagraph (M) and inserting ", and", and by adding at the end there
of the following new subparagraph: 

"(N) sections 453(lX3) and 453A(c) (relating to interest on certain deferred 
tax liabilities).".  

(B) Subsection (c) of section 453A is amended by redesignating paragraph (5) 
as paragraph (6) and by inserting after paragraph (4) the following new para
graph: 

"(5) TazATNIT As huarr .- Any amount payable under this subsection 
shall be taken into account in computing the amount of any deduction allow
able to the taxpayer for interest pai or accrued during the taxable year.".  

(5) In the case of taxable yeara e in 1987, the reference to section 453 
contained in section 56(aX6) of the Inte Revenue Code of 1986 shall be treat
ed as including a reference to section 453A.  

(b) AMENDMENT8 REIATED TO SECON 10206 oF TH 1987 Acr.-Effective with re
spect to taxable years beginning after 1988, the last sentence of section 7519(dX4) is 
amended

(1) by striking "for taxable years beginning after 1987,", 
(2) by striking "if more than 50 percent" and inserting "unless more than 50 

percent", and 
(3) by striking "who would not have been entitled" and inserting "who would 

have been entitled".  
(c) AMmNDuNr REZATED TO SUTION 10222 or ms 1987 Acr.-Clause (ii) of section 

1508(eX2XA) is amended by at "another member" and inserting "another cor
poration which is or was a member'.  

(d) AMENDMNrr RATED TO SECTION 10242 or nu 1987 Aar.
(1) The item relating to section 842 in the table of sections for part Ell of sub

chapter L of chapter 1 is amended by striking "corporations" and inserting 
companies".
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(2) The heading for paragraph (4) of section 842(c) is amended by striking 
"YEH.D" and inserting YIELDS .  

SEC. 6822. AMENDMENT RELATED TO SUBTITLE C AND FOLLOWING SUBTITLES.  

(a) AMENDMENT RELATED TO SECTION 10301 OF THE 1987 Acr.-Paragraph (1) of 
section 6655(e) is amended by striking "section (dX1)" and inserting "subsection 
(dX1)".  

(b) AMENDMENTS RELATED o SECTION 10502 OF THE 1987 Ac.
(1) Paragraph (1) of section 6427(i) is amended by striking "subsection (a)" and 

all that follows through "by any Rerson" and inserting "subsection (a), (b), (d), 
(e), (g), (h), (1), or (p) by anyreon a 

(2) Clause (i) of section (iX2XA) is amended to read as follows: 
"(i) $1,000 or more is payable under subsections (a), (b), (d), (e), (g), (h), 

and (p), or".  
(3) Subparagraph (B) of section 6427(iX2) is amended to read as follows: 

"(B) SPEcIAL RuI.-If the requirements of subparagraph (AXii) are met 
by any person for any quarter but the requirements of subparagraph (A)i) 
are not met by such person for such quarter, such person may file a claim 
under subparagraph (A) for such quarter only with respect to amounts re
ferred to in subparagraph (AXii).".  

(4) The subsection of section 6427 relating to payments for taxes imposed by 
section 4041(d) is redesignated as subsection (p).  

(5) Pararaph (3) of section 9502(b) is amended by striking ", and" and insert

(6) Subparagraph (A) of section 9503(bX4) is amended by striking "sections 
4041(d)" and inserting "section 4041(d)".  

(7) Subsections (bX3) and (cX2XA) of section 9508 are each amended by striking 
"Storage Trust Fund" and inserting "Storage Tank Trust Fund".  

(c) AMENDMENT RELATED TO SECTION 10611 OF THE 1987 Acr.-The table of sec
tions for part II of subchapter B of chapter 1 is amended by inserting "Illegal" 
before "Federal" in the item relating to section 90.  

(d) AMENDMENTS RELATED To SECTIoN 10713 or Tas 1987 AcT.
(1) Subparagraph (G) of section 10713(bX2) of the 1987 Act is amended to read 

as follows: 
"(G) Paragraph (3) of section 7611(i) is amended by striking all that fol

lows 'income tax)' and inserting ', section 6852 (relating to termination as
sessments in case of flagrant political expenditures of section 501(cX3) orga
nizations), or section 6861 (relating to jeopardy assessments of income taxes, 
etc.),' .".  

(2) Clause (iii) of section 10713(bX2XE) of the 1987 Act is amended to read as 
follows: 

"(iii) by striking '6851(a) nor 6861(a)' in subsection (bX3XAXiii) and in
serting'6851(a), 6852(a), nor 6861(a)'.".  

SEC. 823. EFFECTIVE DATE.  

Except as otherwise provided ir this part, any amendment made by this part 
shall take effect as if included in the provision of the 1987 Act to which such 
amendment relates.  

PART III-AMENDMENTS RELATED TO TAX REFORM ACT 
OF 1986 

SEC. 6831. AMENDMENTS RELATED TO TAX REFORM ACT OF 1986.  

(a) AMENDMENT RELATED TO SWcrON 201 OF THu 1986 AcT.--Paragraph (5) of sec
tion 1250(b) is amended

(1) by striking "in the case of recovery propert 'in subparagraph (A) and in
serting "in the case of property to which section 168 applies", and 

(2) by strskmg "in the case of any property which is not recovery property" in 
subparagraph (B) and inserting "in the case any property to which section 168 
does not apply".  

(b) AuNDuzwsr RELATED To SUTION 252 OF THE 1986 Acr.
(1) Sub ph (B) of section 42(iX8) (defining low-income unit) is amended 

by insertin'(as determined under regulations prescribed by the Secretary 
taking into account local health, safety, and building codes)" after "suitable for 
occupancy.  

(2) Paragraph (3) of section 42(i) is amended by adding at the end thereof the 
following new subparagraph:
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"(D) STUDENrr JN GOVERNMENTUPPORTED JOB TRAINING PROGRAMS NOT TO 
DISQUAUFY UNrr.-A unit shall not fail to be treated as a low-income unit 
merely because it is occupied by an individual who is enrolled in ajob 
training program receiving assistance under the Job Training Partnership 
Act or under other similar Federal, State, or local laws." 

(3) Subsection (i) of section 42 (relating to special rules) is amended by adding 
at the end thereof the following new paragraph: 

"(6) APPUCATION TO ESrATES AND TRUST.-In the case of an estate or trust, 
the amount of the credit determined under subsection (a) and any increase in 
tax under subsection (j) shall be apportioned between the estate or trust and the 
beneficiaries on the basis of the income of the estate or trust allocable to each." 

(4) Subsection (f of section 42 is amended by adding at the end thereof the 
following new paragraph: 

"(4) DISPOIMONS OF PROPERTY.-If a building (or an interest therein) is dis
posed of during any year for which credit is allowable under subsection (a), such 
credit shall be allocated between the parties on the basis of the number of days 
durmg such year the building (or interest) was held by each." 

(5) Subsection (m) of section 42 (relating to regulations) is amended by strik
ing "and" at the end of paragraph (2), by striking the period at the end of para
graph (3) and inserting ", and", and by adding at the end thereof the following 
new paragraph: 

"(4) providing the opportunity for housing credit agencies to correct adminis
trative errors and omissions with respect to allocations and record keeping 
within a reasonable period after their discovery, taking into account the avail
ability of regulations and other administrative guidance from the Secretary." 

(6) Subparagraph (A) of section 42(dX7) is amended by inserting "(or interest 
therein)" after "a building described in subparagraph (B)".  

(c) AMENDMENTS RELATED IO SECTION 803 OF THE 1986 Acr.
(1) Subparagraph (A) of section 803(dX4) of the Tax Reform Act of 1986 is 

amended by sOriking so much of such subparagraph as precedes clause (i) there
of and inserting the following.  

"(A) TRANSmON PROPERTY EXEMPTED FROM INTEREST CAPITAIJZATION.
Section 263A of the Internal Revenue Code of 1986 (as added by this sec
tion) and the amendment made by subsection (bX1) shall not apply to inter
est costs which are allocable to any property-".  

(2) If any interest costs incurred after December 31, 1986, are attributable to 
costs incurred before January 1, 1987, the amendments made by section 803 of 
the Tax Reform Act of 1986 shall apply to such interest costs only to the extent 
such interest costs are attributable to costs which were required to be capital
ized under section 263 of the Internal Revenue Code of 1954 and which would 
hate been taken into account in applying section 189 of the Internal Revenue 
Code of 1954 (as in effect before its repeal by section 803 of the Tax Reform Act 
of 19386) or, if applicable, section 266 of such Code.  

(d) APPucATIoN OF FUTURE LEGISLATION TO TRANSmONED BOND.-Section 1318 of 
the Tax Reform Act of 1986 is amended by adding at the end thereof the following 
new paragraph: 

"(8) APPLICATION OF FUTURE LEGISLATION TO TRANSITIONED BONDe.-In the case 
of any bond to which the amendments made by section 1301 do not apply by 
reason of a provision of this Act, any amendment of the 1986 Code (and any 
other provision applicable to such Code) included in any law enacted after Octo
ber 22, 1986, shall be treated as included in section 103 and section 103A (as 
appropriate) of the 1954 Code with respect to such bond unless

"(A) such law expressly provides that such amendment (or other provi
sion) shall not apply to such bond, or 

"(B) such amendment (or other provision) applies to a provision of the 
1986 Code

"(i) for which there is no corresponding provision in section 103 and 
section 103A (as appropriate) of the 1954 Code, and 

"(ii) which is not otherwise treated as included in such sections 103 
and 108A with respect to such bond.".  

(e) Errnrlva DATE.-Any amendment made by this section shall take effect as if 
included in the provision of the Tax Reform Act of 1986 to which such amendment 
relates.
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PART IV-MISCELLANEOUS CHANGES 

SEC. 6841. MISCELLANEOUS CHANGES.  
(a) AMENDMENT RELATED To TRANSFERS INCIDENT To DIVORCE OR SEPARATION.

(1) Paragraph (6) of section 408(d) is amended by striking "his former spouse 
under a divorce decree or under a written instrument incident to such divorce" 
and inserting "his spouse or former spouse under a divorce or separation instru
ment described in subparagraph (A) of section 71(bW2)".  

(2) Subsection (p) of section 414 is amended by redesignating paragraph (11) as 
paragraph (12) and by inserting after paragraph (10) the following new para

"(11) APPLICATION OF RULES TO GOVERNMENTAL AND CHURCH PLANS.-For pur
poses of this title, a distribution or payment from a governmental plan (as de
fined in subsection (d)) or a church plan (as described in subsection (e)) shall be 
treated as made pursuant to a qualified domestic relations order if it is made 
pursuant to a domestic relations order which meets the requirement of clause 
(i) of paragraph (A)." 

(3) The amendments made by this subsection shall apply to transfers after the 
date of the enactment of this Act in taxable years ending after such date.  

(b) AMENDMENT RELATED TO SINGLE-EMPLoYER PENSION PLAN AMENDMENTs AcT 
OF 1986.

(1) Section 404(gXl) is amended by inserting "4041(b)," before "4062".  
(2) The amendment made by paragraph (1) shall apply to payments made 

after January 1, 1986, in taxable years ending after such date.  
(c) DEFINITION OF COMPENSATION.

(1) Paragraph (1) of section 219(f) (defining compensation) is amended by 
adding at the end thereof the following new sentence: "For purposes of this 
paragraph, section 401(cX2) shall be applied as if the term trade or business for 
purposes of section 1402 included service described in subsection (cX6).  

(2) The amendment made by paragraph (1) shall apply to contributions after 
the date of the enactment of this Act in taxable years ending after such date.  

(d) MISCELLANEOUS CLERICAL CHANGES.
(1) Paragraph (1) of section 6103(d) is amended by striking "45,".  
(2) Section 6871 is amended by striking "44, or 45" each place it appears and 

inserting "or 44".  
(3) Paragraph (5) of section 691(c) is amended by striking "paragraph (1XD)" 

and inserting "paragraph (1XC)".  
(4) The table of chapters for subtitle D is amended by striking the comma in 

the item relating to chapter 42 and inserting a semicolon.  
(5) Section 6652 is amended

(A) by redesignating the subsection relating to information with respect 
to includible employee benefits as subsection (k), and 

(B) by redesignating the subsection relating to alcohol and tobacco taxes 
as subsection (1).  

(6) Paragraph (2) of section 410(a) is amended by striking the comma before 
the period.  

(7) The heading of paragraph (1) of section 132(h) is amended by striking "OF
FICERs, ME.," and inserting "HIGHLY COMPENSATED EMPLOYEES".  

(8) Paragraph (1) of section 66(d) is amended by striking "section 911(b)" and 
inserting 'section 911(dX2)".  

(9) Subeection (e) of section 861 is amended by striking "section 826(a)" and 
inserting "section 862(a)".  

(10) Paragraph (27) of section 381(a) (relating to credit under section 53) is re
designated as paragraph (26).  

(11) Subclause (III) of section 382(lX3XBXi) is amended by striking "divorce," 
and inserting "divorce),".  

(12) The last sentence of section 6157(a) is amended by striking "subsections 
(c) and (d)" and insertg' "subsection (c)".  

(13) Clause (i) of section 42(dX6XA) is amended by striking "Farmers' Home 
Administration" and inserting "Farmers Home Administration".  

(14) Clause (ii) of section 42(dX7XA) is amended by striking "sebsection (a)" 
and inserting "subsection (a)".  

(15) Subpragraph (A) of section 42(eX2) is amended by striking "captial ac
count" and inee "capital account".  

(16) Paragraph (2) of section 844(a) is amended by striking "for the taxable 
year" and inserting "for a prior taxable year".
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(17) Subsection (c) of section 4221 is amended by striking "or 4088".  
(18) Clause (i) of section 274(nX2XF) is amended by inserting "any" before 

"Federal".  

PART V-AMENDMENTS RELATED TO PENSION 
PROVISIONS 

SEC. 6851. DEFINITIONS.  

For purposes of this part
(1) anWoRM ACT-Except where incompatible with the intent, the term 

"Reform Act" means the Tax Reform Act of 1986.  
(2) ERISA.-The term "ERISA" means the Employee Retirement Income Se

curity Act of 1974.  

Subpart A-Amendments Related To Tax Reform Act of 1986 

SEC 6861. AMENDMENTS RELATED TO TITLE XI OF THE REFORM ACT.  

(a) AMENDMENTe RELATED TO SECTIoN 1113 OF THE REFORM ACT.
(1) Section 203(aX2) of ERISA is amended

(A) by striking "following" the first place it appears, and 
(B) by striking "414(fX1XB)" in subparagraph (CXiiXI) and inserting 

"3(37XAXiiY.  
(2) Section 1113(eX3) of the Reform Act is amended by striking "Section 

202(BXi)" and inserting "Section 202(aX1XBXi)".  
(3) The second subsection (e) of section 1113 of the Reform Act is redesignated 

as subsection (f).  
(4) Section 1118(f) of the Reform Act, as redesignated by paragraph (3), is 

amended by adding at the end thereof the following new paragraph: 
"(4) REPEAL OF CLASS YEAR VETING.-If a plan amendment repealing class 

year A is adopted after October 22, 1986, such amendment shall not apply 
to any em o for the 1st plan year to which the amendments made by sub
sections (b and (eX2) apply (and any subsequent plan year) if

"(A) such plan amendment would reduce the nonforfeitable right of such 
employee for such year, and 

'(B) such employee has at least I hour of service before the adoption of 
such plan amendment and after the beginning of such let plan year.  

This paragraph shall not apply to an em ployee who has 5 consecutive 1-year 
breaks in service (as defined in section 411(aX6XA) of the Internal Revenue Code 
of 1986) which include the let day of the 1st plan year to which the amend
ments made by subsection (b) and (eX2) apply. A plan shall not be treated as 
failing to meet the requirements of section 401(aX26) of such Code by reason of 
comply y' with the provisions of this paragraph." 

(5Xion 411(aX3) is amended by adding at the end thereof the following 
new sub~ph: "( ) s TupM OF MATCluNG CONTRlBUTIONS FORFEITED BY REASON OF 

EXCSS DEFERRAL OR CONTRIBuTION.-A matching contribution (within the 
meaning of section 401(m)) shall not be treated as forfeitable merely be
cause such contribution is forfeitable if the contribution to which the 
matching contribution relates is treated as an excess contribution under 
section 401(kX8XB), an excess deferral under section 402(gX2XA), or an 
excess aggregate contribution under section 401(mX6XB).".  

(B) Paragraph (3) of section 203(a) of ERISA is amended by adding at the end 
thereof the following new subparagraph: 

"(F) A matching contribution (within the meaning of section 401(m) of the In
ternal Revenue Code of 1986) shall not be treated as forfeitable merely because 
such contribution is forfeitable if the contribution to which the matching contri
bution relates is treated as an excess contribution under section 401(kX8XB) of 
such Code, an excess deferral under section 402(gX2XA) of such Code, or an 
excess te contribution under section 401(mX6XB) of such Code.".  

(6XA) on 411(aX4XA) is amended to read as follows: 
"(A) years of service before age 18,".  

(B) Subparagraph (A) of section 203(bXl) of ERISA is amended to read as fol
lows: 

"(A) years of service before age 18,".  
(b) AMENDMENTs RELATED To SWION 1140 OF THE REFORM ACT.-
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(1XA) Subsection (a) of section 1140 of the Reform Act is amended by striking 
"January 1, 1989" each place it appears and inserting "January 1, 1990".  

(B) Section 1140(c) of the Reform Act is amended by striking all after "the 
first plan year beginning" and inserting "after the later of

"(1) December 31, 1989, or 
"(2) the earlier of

"(A) December 31, 1990, or 
"(B) the date on which the last of such collective bargaining agreements 

terminate (without regard to any extension after February 28, 1986)." 
(2) Subsection (a) of section 1140 of the Reform Act is amended by striking "or 

subtitle C" and inserting ", subtitle C, or title XVIII of this Act".  
(3) Section 1140(c) of the Reform Act is amended by inserting "on or" after 

"beginning" the second place it appears.  
(4) Section 1140(c) is amended by adding at the end thereof the following new 

flush sentence: 
"For purposes of paragraph (1XB) and any other provision of this title, an agree
ment shall not be treated as terminated merely because the plan is amended pursu
ant to such agreement to meet the requirements of any amendment made by this 
title or title XVIII of this Act.".  

(c) AMENDMENTS CREATE TO SacrioN 1145 OF THE REFORM Acr.
(1) Subsection (f) of section 303 of the Retirement Equity Act of 1984 is 

amended by striking "Ju!y 24, 1984" and inserting "July 17, 1984".  
(2) Paragraph (3) of section 205(b) of ERISA, as added by section 1145(b) of the 

Reform Act, is redesignated as paragraph (4).  
SEC. 686. AMENDMENTS RELATED TO TITLE XVIII OF THE REFORM ACT.  

(a) AMENDMENT REmTED To SacrroN 1852 OF THE REFORM Acr.-Paragraph (1) of 
section 4402(h) of ERISA is amended by striking "January 12, 1982" the second 
place it appears and inserting "January 16, 1982".  

(b) AMEuDMENT RELATED TO SsCHoN 1879 OF THE REFORM Acr.-Subsection (u) of 
section 1879 of the Reform Act is amended

(1) by striking "206(h)" each place it appears in paragraphs (1) and (4XB) and 
inserting "204(h)", 

(2) by redesipnating paragraph (4) as paragraph (5), and 
(3) by inserting after paragraph (3) the following: 
"(4) CORREToON OF CROSS REFERENcE.-Section 4218(1XA) of the Employee Re

tirement Income Security Act of 1974 (29 U.S.C. 1398(1XA)) is amended by strik
ing 'section 4062(d)' and inserting 'section 4069(b)'." 

(c) AMENDMENTS RELATED TO SECrION 1895 OF TH REFORM Acr.
(1XA) Section 106(bX2) (relating to exception to certain plans) is amended by 

striking the last sentence thereof.  
(B) Sections 601(b) of ERISA and 2201(b) of the Public Health Service Act are 

each amended by striking the last sentence thereof.  
(C) The amendments made by this paragraph shall apply to years beginning 

after December 31, 1986.  
(2XA) Sections 607(2) of ERISA and 2208(2) of the Public Health Service Act 

are each amended by striking "the individual's employment or previous employ
ment with an employer" and inserting "the performance of services by the indi
vidual for 1 or more persons maintaining the plan (including as an employee 
defined in section 401(cXl) of the Internal Revenue Code of 1986)".  

(B) Section 4980B(fX7), as added by the Technical and Miscellaneous Revenue 
Act of 1988, is amended by striking "the individual's employment or previous 
employment with an employer" and inserting "the performance of services by 
the individual for 1 or more persons maintaining the plan (including as an em
ployee defined in section 401(cX1))".  

(C) The amendments made by this paragraph shall apply to plan years begin
ning after December 31, 1989.  

(3XA) Clause (iv) of section 162(kX2XB) of the 1986 Code (as in effect before the 
amendments made by the Technical and Miscellaneous Revenue Act of 1988) is 
amended to read as follows: 

"(iv) MEDICARE ENTTlEMErNT.-In the case of a qualified beneficiary 
other than a qualified beneficiary described in paragraph (7XBXiv), the 
date on which the qualified beneficiary first becomes, after the date of 
the election, entitled to benefits under title XVIII of the Social Security 
Act." 

(B) Section 602(2XD) of ERISA is amended to read as follows:
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"(D) MDicAa zimoNTr.-In the case of a qualified beneficiary other 
than a qualified beneficiary described in section 607(3D), the date on which the 
qualified benefica first becomes, after the date of the election, entitled to 
benefits under title of the Social Security Act." 

(C) Clause (iv) of section 4980B(fX2XB) of the 1986 Code, as added by the Tech
nical and Miscellaneous Revenue Act of 1988, is amended to read as follows: 

"(iv) MEDICARE ENTITLEMK.-In the case of a qualified beneficiary 
other than a qualified beneficiary described in subsection (gX1XD), the 
date on which the qualified beneficiary first becomes, after the date of 
the election, entitled to benefits under title XVIII of the Social Security 
Act." 

(D) Section 2202(2XD) of the Public Health Service Act is amended to read as 
follows: 

"(D) MEDIcmA ENTruZMEr.-In the case of a qualified beneficiary other 
than a qualified beneficiary described in section 2207(3XD), the date on which 
the qualified beneficiary first becomes, after the date of the election, entitled to 
benefit. under title XVI of the Social Security Act." 

(E) The amendments made by this paragraph shall apply to
(i) events occurring after December 3 , 1989, in plan years ending after 

such date, and 
(ii) with respect to qualified beneficiaries

(1) who elected continuation coverage during 1989, but 
(I) only with respect to periods for which timely payment of the pre

mium was made.  
(4XA) The last sentence of sections 602(3) of ERISA and 2202(3) of the Public 

Health Service Act are each amended to read as follows: 
"In no event may the plan require the payment of any premium before the 
day which is 45 days after the day on which the qualified beneficiary made 
the initial election for continuation coverage.".  

(B) The last sentence of section 4980B(fX2XC), as added by the Technical and 
Miscellaneous Revenue Act of 1988, is amended to read as follows: 

"In no event may the plan require the payment of any premium before the 
day which is 45 days after the day on which the qualified beneficiary made 
the initial election for continuation coverage.".  

(C) The amendments made by this paragraph shall apply to plan years begin
ning after December 31, 1989.  

(XA) Subclause (I) of section 4980B(fX2XBXi) of the 1986 Code is amended b 
striking out "paragraph (3XF)" and inserting in lieu thereof "paragraph (3X) 
or (3XF)".  

(B) Clause (ii) of section 602(2XA) of ERISA is amended by striking out "sec
tion 603(6)" and inserting in lieu thereof "section 603(2) or 603(6)".  

(C) Clause (ii) of section 2202(2XA) of the Public Health Service Act is amend
ed by striking out "section 2303(6)" and inserting in lieu thereof "section 2303(2) 
or 2803(6)".  

(D) The amendments made by this paragraph shall apply to plan years begin
ning after December 31, 1989.  

(6XA) Clause (i) of section 4980B(fX2XB) is amended by adding at the end 
thereof the following new subclause: 

"(V) uALYING EVENT FOLLOWING MEDICARE ENTITLEMENT.-If a 
qualifying event described in ph (3XB) occurs within 18 
months after an event descri d in paragraph (3XD) which did not 
result in a loss of coverage, with respect to qualified beneficiaries 
other than the covered employee, the date which is 36 months 
after the date of the qualifying event." 

(B) Section 602(2XA) of ERISA is amended by adding at the end thereof the 
following new clause: 

"(v) QUALuFYING EVENT FOLLOWING MEDICARE Eru mEwr.-If a 
qualifying event described in section 603(2) occurs within 18 months 
after an event described in section 603(4) which did not result in a loss 
of coverage, with respect to qualified beneficiaries other than the cov
ered employee, the date which is 36 months after the date of the quali
fying event." 

(C) Section 2202(2XA) of the Public Health Service Act is amended by adding 
at the end thereof the following new clause: 

"(v) QUALIFYING EVENT FOLLOWING MEDICARE ENTITLBMENT.-If a 
qualifying event described in section 2203(2) occurs within 18 months 
after an event described in section 2203(4) which did not result in a lose



439

of coverage, with respect to qualified beneficiaries other than the cov
ered employee, the date which is 36 months after the date of the quali
fying event." 

(D) The amendments made by this paragraph shall apply to plan years begin
ning after December 31, 1989.  

(d) AMENDMNs RATED TO SECoN 1898 OF Tm REFORM Acr.
(1XA) Clause (ii) of section 417(aX)(3XB) (defining applicable period) is amended 

by striking subclause (V) and inserting at the end thereof the following new 
flush sentence: 

"In the case of a icipant who separates from service before attaining 
age 35, the applic le period shall be a reasonable period after separation.'.  

(B) Clause (ii) of section 205(cX3XB) of ERISA is amended by striking sub
clause (V) and inserting at the end thereof the following new flush sentence: 

"In the case of a participant who separates from service before att .  
age 35, the applicle period shall be a reasonable period after separation.'.  

(2) Section 1898(bX8) of the Reform Act is amended by adding at the end 
thereof the following new subparagraph: 

"(C) EFECTIVE DATE.-The amendments made by this paragraph shall 
apply to distributions after the date of the enactment of this Act.".  

(3) Paragraph (12) of section 1898(b) of the Reform Act is amended by striking 
all of sub ph (B) from "(B) AjNDMENT" through "follows:" and insert
ing the following

"(B) AMENDMENT TO ERISA.-Section 205(h) of the Employee Retirement 
Income Security Act of 1974 is amended

"(i) by striking 'the term' in paragraphs (1) and (3) and inserting 'The 
term', 

"(ii) by striking the comma in paragraph (1) and inserting a period, 
and 

"(iii) by strikmg paragraph (2) and inserting the following:".  
(4) Subparagraph (B) of section 1898(dXl) of the Reform Act is amended by 

striking ' Paragraph (1)" and inserting "Subsection (eX1)".  
(5) Subsection (eX1) of section 203 of ERISA is amended

(A) by inserting "(e)" before "(1)", and 
(B) by striking "vested" and inserting "nonforfeitable".  

(6) Subclause (IV) of section 205(cX3XBXii) of ERISA is amended by striking 
"401(aX11)" and inserting "205".  

(7) Subpar graph (B) of section 1898(bX7) of the Reform Act is amended by 
striking 'Subparagraph (C) of section 205(bX1)" and inserting "Clause (i) of sec
tion 205(bX1XC)"..  

(8) Section 205(eX2) of ERISA is amended by striking "nonforfeitable accrued 
benefit" and inserting "nonforfeitable right (within the meaning of section 
203)".  

SEC. 6863. EFFECTIVE DATE.  

Except as otherwise provided in this subpart, any amendment made by this sub
part shall take effect as if included in the provision of the Reform Act to which such 
amendment relates.  

Subpart B-Amendments Related to Omnibus Budget 
Reconciliation Act of 1986 

SEC. 6871. AMENDMENTS RELATED TO OMNIBUS BUDGET RECONCILIATION ACT OF 1986.  
(a) AMENDMENTS RELATED TO SECTION 9202 OF THE Acr.

(1XA) Section 411(bX2) of the Internal Revenue Code of 1986 is amended by 
striking subparagraph (B) and by redesignating subparagraphs (C) and (D) as 
supragraphs (B) and (C), respectively.  

B)b Section 20(BX of ERISA is amended by striking subparagraph (C) and by 
redesignating sub ph (D) as subparagraph (C).  

(2) Section 411(bX2XC), as redesignated by paragraph (1), is amended by strik
ing "sub ph" and insert 'A aph".  

(3) Section (bX2XC) of ER A,as reesigna by paragraph (1), is amended 
by st -iking "(C) and (D)" and inserting "(B) and (C)'.  

(4) The amendments made by this subsection shall take effect as if included in 
the amendments made by section 9202 of the Omnibus Budget Reconciliation 
Act of 1986.  

(b) AMENDMENTS RELATED To SECTION 9203 OF THE ACT.-
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(1) Sections 411(aX8XB) of the Internal Revenue Code of 1986 and 3(24XB) of 
ERISA are each amended to read as followed* 

"(B) the later of
"(i) the time a plan participant attains age 65, or 
"(ii) the 5th anniversarof the time a plan participant commenced 

participation in the pa.  
(2) The amendments made this subsection shall take effect as if included in 

the amendments made by section 9203 of the Omnibus Budget Reconciliation 
Act of 1986.  

Subpart C-Amendments Related to Pension Protection Act 

SEC. 81. AMENDMENTS RELATED TO PENSION PROTECTION ACT.  

(a) AMENDMENES RELATED To SwCWON 9803.
(1XA) Subclause (II) of section 412(lX8XCXii) is amended by inserting "(but not 

below zero)" after "reducing".  
(B) Subclause (II) of section 802(dX8XCXii) of ERISA is amended by inserting 

"(but not below zero)" after reducingr" 
(2XA) Clause (i) of section 412(lX4)(B) is amended by ineremy'"and the una

mortized portion of the unfunded existing benefit increase liability" after "li
ability".  

(B) Clause (i) of section 802(dX4XB) of ERISA is amended by inserting "and 
the unamortized portion of the unfunded existing benefit increase liabity" 
after "liability".  

(8XA) Section 412(lXXC) is amended by sk "October 17, 1987" and in
the uutln yer ba after Decembr31, ,1988".  

on dX5XC) of amended striking "October 17, 1987" 
and inserting "the first plan year beginning after r 31, 1988".  

(4XA) Section 412( X) is amended
(i) by striking "and" at the end of clause (iiiXI), by striking the period at 

the end of clause (iiiXII) and inserting ", and", and by adding at the end of 
clause (iii) the following new subclause: 

"(III) has years of service greater than the minimum years of 
service necessary for eligibility to participate in the plan.", and 

(ii) by adding at the end thereof the following new clause: 
"(iv) ELarro.-An employer may elect not to have this subpara

graph apply. Such an election, once made, may be revoked only with 
the consent of the Secretary.".  

(B) Section 302(dX7XD) of ERISA is amended
(i) by striking "and" at the end of clause (iiiXI), b striking the period at 

the end of clause (iiiXII) and inserting ", and", and by adding at the end of 
clause (iii) the following new subclaine: 

"(III) has years of service greater than the minimum years of 
service necessary for eligibility to participate in the plan.", and 

(ii) b7 adding at the end thereof the following new clause: 
'(iv) ELcrzoN-An employer may elect not to have this subpara

graph apply. Such an election, once made, may be revoked only with 
the consent of the Secretary of the Treasury.".  

(5XA) Section 412(lX8) is amended
(i) by striking "reduced by any credit balance in the funding standard ac

count' in subparagraph (AXii), and 
(ii) by adding at the end thereof the following new subparagraph: 

'(E) DEDUCHON FOR crr BALANces.-For purposes of this subsec
tion, the amount determined under subparagraph (AXii) shall be re
duced by any credit balance in the funding standard account. The Sec
retary may provide for such reduction for purposes of any other provi
sion which references this subsection.".  

(B) Section 802(dX8) of ERISA is amended
(i) by striking "reduced by any credit balance in the funding standard ac

count' in subparagraph (AXii), and 
(ii) b7 adding at the end thereof the following new subparagraph: 

'(E) DEDUcTION FOR CREDIr BALANC.-For pur of this subsec
tion, the amount determined under subpar g (AXii) shall be re
duced by any credit balance in the funding stan account. The Sec
retary of the Treasury may provide for such reduction for purposes of 
any other provision which references this subsection.".



(6XA) Section 412(cX9) is amended
(i) by striking "8 years" and inserting "year", and 
(ii) by striking "s-m" in the heading and meertmg AU 

(B) Section 802(cX9) of ERISA is amended by striking "3 years" and inserting 
year.  
(7) Subclause (II) of section 9308(eX3XCXii) of the Pension Protection Act is 

amended by inserting "(and any income allocable to such amount)" after 
"clause (i)".  

(b) AmuDmErr RELATED To SCIoN 9304.
(1XA) Subparagraph (A) of section 412(cX10) is amended

(i) by inserting "defined benefit" before "plan other", and 
(ii)b striking "PLAs" in the heading and inserting "DwmED BENEFFr 

PLANS".  
(B) Subpa rah (A) of section 802cX10) of ERISA is amended by inserting 

"defined bent" ore "plan other".  
(2XA) Subparagraph (B) of section 412(cXlO) is amended

(i) by striking "multiemployer plan" and inserting "plan not described in 
subparagraph (AY', and 

(ii) by striking 'MuTIuMOYER" in the heading and inserting "Orm".  
(B) Subparagraph (B) of section 302(cX10) of ERISA is am ended by Atriki".  

"muemployer p"and inserting "plan not described in sub aph (A)'.  
(8XA) Section 412(mXl) is amended by inserting "defined benefit" before "plan 

(other".  
(B) Section 302(eXl) is amended by inserting "defined benefit" before "plan 

(other".  
(4XA) Sub aph (D) of section 412(mX4) is amended to read as follows: 

"(D) =z R UILU FOR UNPREDICTABLE CONTIGENT EVENT BENEFITS.-I 
the case of a plan to which subsection (1) applies for any calendar year and 
which has any unpredictable contingent event benefit liabilities

"(i) LIAaIlE NOT TAKEN DI ACCOUNT.-Such liabilities shall not 
be taken into account in computing the required annual payment 
under subparagraph (B).  

"(ii) INCREAsE iN WIAM.MEN.-Each required installment shall be 
increased by the greater of

"(I) the unfunded percentage of the amount of benefits described 
in subsection (dX5XAXi) paid during the 3-month pod preceding 
the month in which the due date for such s ant occurs, or 

"(II) 25 percent of the amount determined under subsection 
(lX5XAXii) for the plan year.  

"(i) UNFUNDED PERCENTAGB.-For purposes of clause (iiXI), the term 
'unfunded percentage' means the percentage determined under subsec
tion (lX5XAXiXI) for the plan year.  

"(iv) LaurrATioN oN INCeA-In no event shall the increases under 
clause (ii) exceed the amount necessary to increase the funded current 
liability percentage (within the meaning of subsection (QX8XB)) for the 
p lan year to 100 percent.".  

(B) Subparagraph (D) of section 302(eX4) of ERISA is amended to read as fol
lows: 

"(D) SPacIAL RULE FOR UNPREDICrABLE CONTINGENT EVENT BENEFrI.-In 
the case of a plan to which subsection (d) applies for any calendar year and 
which has any unpredictable contingent event benefit liabilities

"(i) LaBUTss NoT TAKEN IO AcCOuNT.-Such liabilities shall not 
be taken into account in computing the required annual payment 
under subparagraph (B).  

"(ii) INCRAsE IN ImTALLMENTS.-Each required installment shall be 
increased by the greater of

"(I) the unfunded percentage of the amount of benefits described 
in subsection (dX5XAXi) paid during the 3-month period preceding 
the month in which the due date for such installment occurs, or 

"(II) 25 percent of the amount determined under subsection 
(dX5XAXii) for the plan year.  

"(iii) UNruNDEn PaRcNTAG.-For purposes of clause (iiXI), the term 
'unfunded percentage' means the percentage determined under subsec
tion (dX5XAXiXI) for the plan year.  

"(iv) LIMTATION oN mcms.-In no event shall the increases under 
clause (ii) exceed the amount necessary to increase the funded current
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liability percentage (within the meaning of subsection (dX8XB)) for the 
plan year to 100 percent.".  

(5XA) Section 101(dXl) of ERISA is amended by striking "an employer of a 
plan" and inserting "an employer maintaining an".  

(B) Section 502(c) of ERISA is amended by a at the end thereof the fol
lowing new paragraph: 

"(3) Any employer maintaining a plan who fails to meet the notice re
quirement of section 101(d) with respect to any participant or beneficiary 
may in the court's discretion be liable to such participant or beneficiary in 
the amount of up to $100 a day from the date of such failure, and the court 
may in its discretion order such other relief as it deems proper.".  

(C) Section 9304(d) of the Pension Protection Act is amended by striking "Sec
tion" and inserting "Effective with respect to plan years beginning after Decem
ber 31, 1987, section".  

(6XAXi) Subparagraph (B) of section 412(mXl) is amended to read as follows: 
"(B) the rate of interest used under the plan in determining costs (including 

adjustments under subsection (bX5XB)).".  
(ii) Clause (ii) of section 412(dXXA) is amended by inserting "(including ad

justments under subsection (bX5XB))" after "costs".  
(BXi) Subparagraph (B) of section 302(eXl) of ERISA is amended to read as 

follows: 
"(B) the rate of interest used under the plan in determining costs (including 

adjustments under subsection (bX5XB)).".  
(ii) Section 303(a) of ERISA is amended

(I) by redesignating subparagraphs (A) and (B) as paragraphs (1) and (2), 
(II) by redesignating clauses (i) and (ii) of paragraph (1) (as so redesignat

ed) as subparagraphs (A) and (B), and 
(III) by inserting "(including adjustments under section 302(bX5XB))" after 

"costs" in e ph (1XB) (as so redesignated).  
(c) AMENDED R8 ATED To SECTION 9306.

(1) The last sentence of section 412(fX4XA) is amended by striking "the benefit 
liabilities" and inserting "for benefit liabilities".  

(2) The last sentence of section 303(eX1) of ERISA is amended by striking "the 
benefit liabilities" and inserting "for benefit liabilities".  

(3) Section 9306(fX3) of the Pension Protection Act is amended to read as fol
lows: 

"(3) SusaucrzoN (b).-The amendments made by subsection (b) shall apply to 
waivers for plan years beginning after December 31, 1987. For purposes of ap
plying such amendments, the number of waivers which may be granted for plan 
years after December 31, 1987, shall be determined without regard to any waiv
ers granted for plan years beginning before January 1, 1988.".  

(d) AMENDME8 REmLATM TO SECHON 9307.
(1XA) Clause (iii) of section 412(bX5XB) is amended by striking "for purposes of 

this section and for purposes of determining current liability,".  
(B) Clause (iii) of section 302(bX5XB) of ERISA is amended by striking "for 

purposes of this section and for purposes of determining current liabili 
(2XA) Section 302(bX5XB) of ERISA is amended by insertmg' the following 

matter after the heading and before clause (i): "For purposes of determining a 
plan's current liability and for purposes of determining a plan's required contri
bution under section 302(d) for any plan year-" 

(B) Section 302(bX5) of ERISA is amen ded by striking the matter following the 
heading thereof and preceding subph (A).  

(C) Subclause (I) of section 30 )(5 Xi) of ERISA is amended by striking 
"average rate" and inserting "the weighted average of the rates".  

(3) Section 9307(f) of the Pension Protection Act is amended to read as follows: 
"(f EmcrrrV DAT.

"(1) IN GENERAL.-Except as provided in aph (2), the amendments made 
by this section shall apply to years beginning after December 31, 1987.  

"(2) AmonIzATION OF GAINS AND I6o8em.-Sections 412(bX2XBXiv) and 
412(bX3XBXii) of the Internal Revenue Code of 1986 and sections 302(bX2XBXiv) 
and 302(bX3XBXii) of the Employee Retirement Income Security Act of 1974 (as 
amended by paragraphs (1XA) and (2XA) of subsection (a)) sh aply to gains 
and losses established in years beginning after December 31, 1987. For purposes 
of the preceding sentence, any gain or loss determined by a valuation occurring 
as of January 1, 1988, shall be treated as established in years beginning before 
1988 or, at the election of the employer, shall be amortized in accordance with 
Internal Revenue Service Notice 89-52.".
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(e) AMENDMENTS RATED To SWrION 9311.
(1) Section 9311(aX2) of the Pension Protection Act is amended by striking 

"plan assets to the employer for purposes of section 4044(dX1XC) of the Employ
ee Retirement Income Security Act of 1974" and inserting "residual plan assets 
upon termination".  

(2) Section 9811(d) of the Pension Protection Act is amended
(A) by striking "section 4041(c)" and inserting "section 4041" in para

graph (1), and 
(B) by adding at the end thereof the following new flush sentence: 

"Except as provided in subsection (aX2), the amendments made by subsection (a) 
shall apply to any provision of the plan or plan amendment adopted after December 
17, 1987." 

(3) Section 9811(aX2) of the Pension Protection Act is amended by striking the 
last sentence.  

(f) AMENDmENrs REATED To SacroN 9812.
(1) Section 9312(bX3XBXi) of the Pension Protection Act is amended

(A) by striking "section 4022(cXl)" in subclause (I) and inserting "section 
4022(cX3Y', and 

(B) by striking "subparagraph (B) of section 4022(cXl)" and inserting 
"subp h (C) of section 4022(cX3)".  

(2) Section 406a) of ERISA is amended
(A) by striking paragraph (2) and by redesignating paragraph (3) as para

graph (2), and 
(B) by striking '"subsection (d)" in paragraph (2) (as so redesignated) and 

by inserting "subsecti on (c)".  
(3XA) Section 4064(b) of ERISA is amended by striking "and clauses (iXII) and 

(ii) of section 4062(bX1XA)" and inserting "and section 4068(a)".  
(B) Section 4068(a) of ERIS amended by striking the last sentence.  
(4) Section 4022(cXl) of ERISA is amended by striking "(or in the case of a 

deceased participant)".  
(5) Section 4022(cX8XBXii) of ERISA is amended by insert ", and during the 

5-Federal fiscal year period ending with the fiscal year p in the fiscal year 
in which occurs the date of the notice of intent to terminate wit respect to the 
plan termination for which the recovery ratio is being determined" after 
'1987".  
(6) Section 9312(bX3XB) of the Pension Protection Act is amended by striking 

clause (ii).  
(7) Section 4041(c) of ERISA is amended

(A) by striking "(or its designee under section 4049(b))" in paragraph 
(2XAXiiiXII), 

(B) by striking "section 4049" in paragraph (2XAXiiiXII) and inserting 
"section 4022(c)", and 

(C) by striking the last sentence of paragraph (3XCXi).  
(8) Section 4070(a) of ERISA is amended by stri "4049,".  
(9) Section 9312(dXl) of the Pension Reform Act is amended by striking "sec

tion 4041(c)" and inserting "section 4041".  
(g) AMENDMENTS RELATED TO SWION 9313.

(1) Section 4041(dXl) of ERISA is amended by striking "sufficient for benefit 
commitments" and inserting "sufficient for benefit liabilities".  

(2) Section 4041(cX2XB) of ERISA is amended by inserting "proposed" before 
"termination" in the parenthetical in the second sentence.  

(8) Clause (ii) of section 4041(cX2XA) of ERISA is amended
(A) by inserting "unless the corporation determines the information is 

not necessary for purposes of paragraph (8XA) or section 4062," before "cer
tification", 

(B) by inserting "and, if applicable, the proposed distribution date" after 
"termination date" in subclause (I), and 

(C) by striking "date" and inserting "dates" in subclauses (II) through (V).  
(h) AMENDMENT REmATED TO SECTON 9381. -Subph (E) of section 4006(aX8) 

of ERISA is amended by adding at the end thereof the following new clause: 
"(v) No premium shall be determined under tis subparagraph for 

any plan year if, as of the close of the preceding plan year, contribu
tions to the plan for the . plan year were not less than the full 
funding limitation for the plan year under section 412(c)7) of 
the Internal Revenue Code of 1986.".  

(i) AMmwmir RELATED TO SwrION 9 41.-
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(1XA) Section 401(ax29XCXiXII) is amended by inserting "and any other plan 
amendments adopted after December 22, 1987, and before such plan amend
ment" after "amendment".  

(B) Section 307(cX1XB) of ERISA is amended by inserting "and any other plan 
amendments adopted after December 22, 1987, and before such plan amend
ment".  

(2) Section 807(d) of ERISA is amended by inserting "of the Treasury" after 

(8XA) Section 807 of ERISA is amended by ting subsection (e) as sub
section (f) and by inserting after subsection (d) the vowing new subsection: 

"(e) Nomc.-A contributing sponsor which is required to provide security under 
subsection (a) shall notify the Corporation within 80 days after the amendment re
quiring such security takes effect. Such notice shall contain such information as the 
Corporation may require." 

(B) Section 4071 of ERISA is amended
(i) by striking "or subtitle A, B, or C" and inserting ", subtitle A, B, or C, 

as section 302(1X4) or 307(e)", and 
(ii) by inserting "or such section" after "such subtitle".  

(4XA) Clause (i) of section 401(aX29XA) is amended by inserting "to which the 
requirements of section 412 a pply" after "multiemployer plan)".  

(B) Section 307(aXl) of E A is amended by insert "to which the require
ments of section 302 apply" after "multiemployer plan)'.  

(5) Section 9341(c) o the Pension Protection Act is amended by inserting 
"(without regard to any extension, amendment, or modification of such agree
ments on or after such date of enactment)" after "ratified before the date of 
enactment".  

(j) AMENDMENT RATz To SECTION 9342.
(1) Paragraph (11) of section 103(d) of ERISA is amended

(A) by striking "60 percent" and inserting "70 percent", and 
(B) by striking "such percentage" and inserting "the percentage which 

such value is of such liability".  
(2) Section 502(aX6) of ERISA is amended by striking "subsection (i)" and in

serting "subsection (cX2) or (i)".  
(3) Section 502(cX2) of ERISA is amended

(A) by inserting "against any plan administrator" after "civil penalty", 
and 

(B) by striking "a plan administrator's" and inserting "such plan admin
istrator's".  

(k) AMENDMNT RELATED TO SECTION 9343.-Section 403(c) of ERISA is amended 
by striking paragraph (3) and by redesignating paragraph (4) as paragraph (3).  

(1) AMENDMrrs RATED TO SECTION 9345.
(1) Section 407(dX9) of ERISA is amended by striking "such arrangement" and 

inserting "such individual account plan".  
(2) Section 407(f) of ERISA is amended by striking paragraph (3).  

(m) AMENDMEwrs RwATED To SECION 9346.
(1XA) Clause (iii) of section 411(cX2XC) is amended to read as follows: 

"(iii) interest on the sum of the amounts determined under clauses (i) 
and (ii) compounded annually

"(I) at the rate of 120 percent of the Federal mid-term rate (as in 
effect under section 1274 for the let month of a plan year) for the 
period beginning with the let plan year to which subsection (aX2) 
applies (by reason of the applicable effective date) and ending with 
the date on which the determination is being made, and 

"(II) at the interest rate which would be used under the plan 
under section 417(eX3) (as of the determination date) for the period 
beginning with the determination date and ending on the date on 
which the employee attains normal retirement age.".  

(B) Subparagraph (B) of section 411(cX2) is amended to read as follows: 
"(B) DEmNED BENm PLANs.-In the case of a defined benefit plan, the 

accrued benefit derived from contributions made by an employee as of any 
applicable date is the amount equal to the employee's accumulated contri
butions expressed as an annual benefit commencing at normal retirement 
ae, using an interest rate which would be used under the plan under sec
tion 417(eX8) (as of the determination date).".  

(C) Section 411(cX2) is amended by striking subparagraph (E).  
(D) Section 411(aX7) is amended by adding at the end thereof the following 

new subparagraph:
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"(D) AccRuED BENEFIT ATrRIBUTABLE To EMPwYEE oONTEmuONs.-The 
accrued benefit of an employee shall not be less than the amount deter
mined under subsection (cX2XB) with respect to the employee's accumulated 
contributions.".  

(2XA) Clause (iii) of section 204(cX2XC) of ERISA is amended to read as fol
lows: 

"(iii) interest on the sum of the amounts determined under clauses (i) 
and (ii) compounded annually

"(I) at the rate of 120 percent of the Federal mid-term rate (as in 
effect under section 1274 of the Internal Revenue Code of 1986 for 
the let month of a plan year for the period beginning with the let 
plan year to which subsection (aX2) applies by reason of the appli
cable effective date) and ending with the date on which the deter
mination is being made, and 

"(II) at the interest rate which would be used under the plan 
under section 205(gX3) (as of the determination date) for the period 
beginning with the determination date and ending on the date on 
which the employee attains normal retirement age.".  

(B) Subparagraph (B) of section 204(cX2) of ERISA is amended to read as fol
lows: 

"(B) DwD BENwwrr PLAN8.-In the case of a defined benefit plan, the 
accrued benefit derived from contributions made by an employee as of any 
applicable date is the amount equal to the employee's accumulated contri
butions expressed as an annual benefit commencing at normal retirement 
age, using an interest rate which would be used under the plan under sec
tion 205(gX) (as of the determination date).".  

(C) Section 204(cX2) of ERISA is amended by striking subparagraph (E).  
(D) Paragraph (2) of section 3 of ERISA is amended by adding at the end 

thereof the following new flush sentence: "The accrued benefit of an employee 
shall not be less than the amount determined under section 204(cX2XB) with re
spect to the employee's accumulated contribution." 

(3) If
(A) during the period beginning December 22, 1987, and ending June 21, 

1988, a plan was amended to reflect the amendments made by section 9346 
of the Pension Protection Act, and 

(B) such plan is amended to reflect the amendments made by this subsec
tion, 

any plan amendment described in subparagraph (B) shall not be treated as re
ducing accrued benefits for purposes of section 411(dX6) of the Internal Revenue 
Code of 1986 or section 204(g) of ERISA.  

SEC. 6882. EFFECTIVE DATE.  
Except as otherwise provided in this subpart, any amendment made by this sub

part shall take effect as if included in the provision of the Pension Protection Act to 
which such amendment relates.  

Subtitle I-Tax Credit for Certain Health Insurance 
Premiums and Child Care and Supplemental Earned 
Income Credit for Families With Young Children 

SEC. 68901. CREDIT FOR HEALTH INSURANCE PREMIUM COSTS.  
(a) ALWWANCa OF CREDrr.-Paragraph (1) of section 21(a) (relating to credit for 

expenses for household and dependent care services necessary for gainful employ
ment) is amended to read as follows: 

"(1) IN GENERAL.-In the case of an individual who maintains a household 
which includes as a member 1 or more quali individuals, there shall be al
lowed as a credit against the tax imposed by this chapter for the taxable year 
an amount equal to the sum of

"(A) the applicable percentage of the employment-related expenses paid 
by such individual during the taxable year, plus 

"(B) the credit percentage of the qualified health insurance expenses paid 
by such individual during the taxable year." 

(b) CREDrr PsRcaNrAG.-Section 21(a) is amended by adding at the end thereof 
the following new paragraph:
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"(8) CRDIT PERCENTAGBL-For purposes of paragraph (1), the term 'credit per
centage' means 50 percent reduced (but not below zero) by 5 percentage points 
for each $1,000 (or fraction thereof) by which the taxpayer's adjusted gross 
income for the taxable year exceeds $12,000." 

(c) LIMITATIoNs.
(1) DoLLAR LIMITATION.-Section 21(c) is amended to read as follows: 

"(c) LIMITATIONS.
"(1) DoLLAR LuT ON EMPWYMENT-RELATED EXPENSB.-The amount of the 

employment-related expenses paid during any taxable year which may be taken 
into account under subsection (aX1XA) shall not exceed

"(A) $2,400 if there is 1 qualifying individual with respect to the taxpayer 
for such taxable year, or 

"(B) $4,800 if there are 2 or more such qualifying individuals.  
The amount determined under subparagraph (A) or (B) (whichever is applicable) 
shall be reduced by the aggregate amount excludable from gross income under 
section 129 for the taxable year.  

"(2) QuAPIED HEALTH DIsURANCE EXPENs.-The amount of the qualified 
health insurance expenses paid during any taxable year which may be taken 
into account under subsection (aX1XB) shall not exceed $1,000." 

(2) EARNED INCOME LMITATION.
(A) IN GENERAL-Section 21(d) is amended by adding at the end thereof 

the following new paragraph: 
"(3) SPECIAL RULE FOR QUALIFIED HEALTH INSURANCE ExPENSEs.-The amount 

of the qualified health insurance expenses paid during any taxable year which 
may be taken into account under subsection (aXl XB) shall not exceed the excess 
(if any) of

"(A) the earned income of the taxpayer for the taxable year, over 
"(B) the amount of employment-related expenses taken into account 

under subsection (aX1XA)." 
(B) CONFORMING AMENDMENT.-Paragraph (1) of section 21(d) is amended 

by striking "subsection (a)" and inserting 'subsection (aXIXA)".  
(d) DEFINIONS AND RuLE.

(1) QUALFIED HEALTH msURANCE REPENSEs.-Section 21(b) is amended by 
adding at the end thereof the following new paragraph: 

"(3) QuAurIED HEALTH INSURANCE ExPENSES.
"(A) IN GENERAL.-The term 'qualified health insurance expenses' means 

amounts paid during the taxable year for insurance
"(i) which constitutes medical care (within the meaning of section 

213(dX1XC)), and 
"(ii) under which coverage includes at least 1 qualifying individual.  

For purposes of this subparagraph, the rules of section 213(dX6) shall apply.  
"(B) QUALIFYING INDIVIDUAL-For purposes of this paragraph and subsec

tion (aX1XB), the term 'qualifying individual' means an individual described 
in paragraph (1XA), except that such paragraph shall be applied by substi
tuting 'age of 19' for 'age of 13'.  

"(C) ELECTON Nor TO TAKE CREDrr.-A taxpayer may elect for any taxable 
year to have amounts described In subparagraph (A) not treated as quali
fied health insurance expenses." 

(2) IDENTIFYMG INFORMATION REQUIRED.-Section 21(eX9) is amended by 
adding at the end thereof the following new sentence: "In the case of the credit 
allowable under subsection (aX1XB) for qualified health insurance expenses, the 
Secretary may require an insurance policy number in addition to (or in lieu of) 
the taxpayer identification number." 

(e) CooRDINATIoN WrrH DEDUCTION FOR SELF-EMPIoYED INDIVIDUALw.-Section 
162(1) (relating to special rules for health insurance costs of self-employed individ
uals) is amended by redesignating paragraph (5) as paragraph (6) and by inserting 
after paragraph (4) the following new paragraph: 

"(5) COORDINATION WIrH HEALTH INSURANCE PREMIUM CREDrr.-Paragraph (1) 
shall not apply to any amount taken into account in computing the amount of 
the credit allowed under section 21." 

(f) CoNroRwM AMENDMENTS.
(1) The heading for section 21 is amended by inserting "; he*th "nfflu eflUIMO 

after "m pW M *" 
(2) The item relating to section 21 in the table of sections for subp A of 

part IV of subchapter A of chapter 1 is amended by inserting "; health insur
ance expenses" after "employment".
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(g) Ermcrv DATs.-The amendments made by this section shall apply to taxable 
years beginning after December 31, 1990.  
SEC. OMl. DEPENDENT CARE AND HEALTH INSURANCE PREMIUM CREDIT MADE REFUNDABLE.  

(a) CREDIT MADE REFuNDABL.-Section 21 (relating to credit for household and 
dependent care services) is amended by redesignating subsection (f) as subsection (g) 
and by inserting after subsection (e) the following new subsection: 

"(f) CREDIT REFUNDABLE FOR Low AN MODERATE INCOME TAXPAYERS.
"(1) IN ozNaAL-Except as rided in section 6401(bXl), for purposes of this 

title, in the case of an applicle taxpayer, the credit allowable under subsec
tion (a) for any taxable year shall be treated as a credit allowable under subpart 
C of this part.  

"(2) APPuCABLE TAXPAYER.-For purposes of this subsection, the term 'appli
cable taxpayer' means a taxpayer whose adjusted gross income for the taxable 
year does not exceed $28,000.  

"(3) COORDINATION wITH ADVANCE PAYMENTS AND MINIMUM TAx.-Rulee simi
lar to the rules of subsections (g) and (h) of section 32 shall apply with respect 
to the portion of any credit to which this subsection applies." 

(b) LIMITATION ON REFUNDABz DEPENDENT CARE PORTION OF CREDrr.-Subsection 
(b) of section 6401 (relating to excessive credits) is amended by adding at the end 
thereof the following new paragraph: 

"(3) SPECIAL RULE FOR SECTION 21(f).
"(A) IN GNERAL.-The amount of the overpayment determined under 

paragraph (1) shall be reduced by 10 percent of the portion of such overpay
ment attributable to the credit allowed under section 21(aX1XA) and treated 
as allowable under subpart C of part IV of subchapter A of chapter 1 by 
reason of section 21(f).  

"(B) ORDERING RUL-For purposes of subparagraph (A), paragraph (1) 
shall be treated as having been applied as if the amount of tax described in 
such paragraph (if any) was first reduced by the portion of the credit al
lowed under section 21(aXlXA) and treated as allowable under subpart C of 
part IV of subchapter A of chapter 1 by reason of section 21(f)." 

(c) CERTAIN Suaezezn EXPENSES Nor EUGILE FOR CREDr.-Section 21(e) is 
amended by adding at the end thereof the following new paragraph: 

"(10) SuBIIZED EXP'ENSs.-No expense shall be treated as an employment
related expense or qualified health insurance expense to the extent

"(A) such expense is paid, reimbursed, or subsidized (whether by being 
disregarded for purposes of another program or otherwise) by the Federal 
Government, a State or local government, or any agency or instrumentality 
thereof, and 

"(B) the payment, reimbursement, or subsidy of such expense is not in
cludible in the gross income of the recipient." 

(d) ADVANCE PAYMENT OF CREDIT.
(1) IN GENERAL-Chapter 25 is amended by inserting after section 3507 the 

following new section: 
"SEC. 3507A. ADVANCE PAYMENT OF DEPENDENT CARE CREDIT.  

"(a) GENERAL RuLE.-Except as otherwise provided in this section, every employer 
making payment of wages with respect to whom a dependent care eligibility certifi
cate is in effect shall, at the time of paying such wages, make an additional pay
ment equal to such employee's dependent care advance amount.  

"(b) DEPENDENT CARE ELIGIBILITY CERTIFICATE.-For purposes of this title, a de
pendent care eligibility certificate is a statement furnished by an employee to the 
employer which

"(1) certifies that the employee will be eligible to receive the credit provided 
by section 21 for the taxable year, 

"(2) certifies that the employee reasonably expects to be an applicable taxpay
er for the taxable year, 

"(3) certifies that the employee does not have a dependent care eligibility cer
tificate in effect for the calendar year with respect to the payment of wages by 
another employer, 

"(4) states whether or not the employee's spouse has a dependent care eligibil
ity certificate in effect, 

"(5) states the number of qualifying individuals in the household maintained 
by the employee, and 

"(6) estimates the amount of employment-related expenses and qualified 
health insurance expenses for the calendar year.
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For purposes of this section, a certificate shall be treated as being in effect with re
spect to a spouse if such a certificate will be in effect on the first status determina
tion date following the date on which the employee furnishes the statement in ques
tion.  

"(c) DEPENDWFT CARE ADvANcE Amour.
"(1) IN GENERAI..-For purposes of this title, the term 'dependent care ad

vance amount' means, with respect to any payroll period, the amount deter
mined

"(A) on the basis of the employee's wages from the employer for such 
period, 

"(B) on the basis of the number of qualifying individuals in the household 
maintained by the employee, 

"(C) on the basis of the employee's estimated employment-related ex
penses and qualified health insurance expenses included in the dependent 
care eligibility certificate, and 

"(D) in accordance with tables provided by the Secretary.  
"(2) ADvANcE AMOUNT TABLe.--The tables referred to in paragraph (1)(D) 

shall be similar in form to the tables prescribed under section 3402 and, to the 
maximum extent feasible, shall be coordinated with such tables and the tables 
pebed under section 8507(c).  

"(d)DarmrrioNs.-For purposes of this section, any term which is used in this sec
tion and in section 21, where appropriate, shall have the meaning given to such 
term by section 21.  

"(-) Ormm RUI.s.- For purposes of this section, rules similar to the rules of sub
sectieons (d) and (e) of section 3507 shall apply.  

"(f) RbUL~ATIoNs.-The Secretary shall prescribe such regulations as may be nec
essary to carry out the purposes of this section." 

(2) CONFORMING AMENDmNr.-The table of sections for chapter 25 is amend
ed by adding after the item relating to section 3507 the following new item: 

"Sec. 3507A. Advance payment of dependent care credit." 
(e) ErarxVE DATES.

(1) IN GNERAI.-Except as provided in this subsection, the amendments made 
by tnis section shall apply to taxable years beginning after December 31, 1990.  

(2) ADVANCE PAYMENT or CREDrr.-The amendments made by subsection (d) 
shall apply to taxable years beginning after December 31, 1991.  

SEC. af. SUPPLEMENTAL EARNED INCOME CREDIF FOR FAMILIES WITH YOUNG CHILDREN.  
(a) IN GaNA..-Subsections (a) and (b) of section 32 (relating to earned income 

credit) are amended to read as follows: 
"(a) ALLWANCE OF CREDrT.-There is allowed as a credit against the tax imposed 

by this subtitle for the taxable year an amount equal to the sum of the following 
amounts: 

"(1) GENRAL cREDrr.-In the case of an eligible individual, an amount equal 
to 14 percent of so much of the earned income for the taxable year as does not 
exceed $5,714.  

"(2) SUPPLEMEwNT FOR YOUNG CHHnDREN.
"(A) IN oaXaNuA.-hI the case of an eligible individual with 1 or more 

qualifying children, an amount equal to the lesser of
"(i) the applicable percentage of so much of the earned income for 

the taxable year as does not exceed $5,714, or 
"(ii) $750 ($500 for an eligible individual with only 1 quali child).  

"(B) APPUCABLE PERCXNTAGa.-The term 'applicable percentage means 
10 percent (7 percent for an eligible individual with only 1 qualifying child).  

"(b) LIurTATIONS.
"(1) GENERAL cmrr.-The amount of the credit allowable to a taxpayer 

under subsection (aX1) for any taxable shall be reduced 'but not below 
zero) by 10 percent of so much of the ousted gross income (or, if greater, the 
earned income) of the taxpayer for the taxable year as exceeds $9,000.  

"(2) SUPPLEMENT FO YOUNG cHRw.-The amount of the credit allowable 
to a taxpayer under subsection (aX2) for any taxable yar shall be reduced (but 
not below zero) by 15 percent (10 percent for an eliile individual with only 1 
qualifying child) of so much of the adjusted gross income (or, if greater, the 
earned income) of the taxpayer for the taxable year as exceeds the lesser of

"(i) $10,000, as adjusted under subsection (i), or 
"(ii) $12,000."
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(b) QuALIYING CHLD DERNED.-Subsection (c) of section 32 is amended by adding 
at the end thereof the following new paragraph: 

"(3) QUALIFYING cm.-The term 'qualifying child' means, for the taxable 
year, an individual

"(A) with respect to whom the taxpayer qualifies as an eligible individual, 
and 

"(B) who, as of the end of such taxable year, has not attained the age of 
4.", 

(c) CtaRDINATION wrrH HOUSING PROGRAs.-Section 32 is amended by adding at 
the end the following new subsection: 

'(j) DETERMINATION OF INCOME FOR PURPOSE OF HOUSING PROGRAM.-For pur
poses of

"(1) the United Ste tes Housing Act of 1937, 
"(2) section 101 of the Housing and Urban Development Act of 1965, and 
"(3) sections 235 and 236 of the National Housing e.ct, 

the term 'income' does not include the amount of any individual's earned income 
tax credit under this section." 

(d) CONFORMING AMENDMENT.
(1) Subsection (fX1) of section 32 is amended by inserting "(including separate 

tables for individuals with qualifying children)" after "Secretary".  
(2) Subsection (i) of section 32 is amended

(A) by inserting "('calendar year 1990' for 'calendar year 1987' in the case 
of the dollar amount referred to in clause (iii) of paragraph (2XB))" before 
the period at the end of paragraph (1XB), and 

(B) by strdung' p ph (2) and inserting the following new paragraph: 
"(2) DEFINIONs, P.-For purposes of paragraph (1)

"(A) APPLICABLE CALENDAR YEAR.-The term 'applicable calendar year' 
means

"(i) 1986 in the case of the dollar amount referred to in clause (i) of 
subparagraph (B), 

"(ii) 1987 in the case of the dollar amount referred to in clause (ii) of 
subparagraph (B), and 

"(iii) 1991 in the case of the dollar amount referred to in clause (iii) 
of subparagraph (B).  

"(B) DoLLAR AmouT.-The dollar amounts referred to in this subpara
graph are

"(i) the $5,714 amount contained in paragraphs (1) and (2XAXi) of sub
section (a), 

"(ii) the $9,000 amount contained in subsection (bXl), and 
"(iii) the $10,000 amount contained in subsection (bX2XA)." 

(3) Subsection (b) of section 3507 (relating to advance payment of earned 
income credit) is amended by striking "and" at the end of paragraph (2), by 
striking the period at the end of paragraph (3) and inserting ", and', and by 
inserting after paragraph (3) the following new p ph: 

"(4) states the number of qualfg children (as defined in section 32(cX3)) of 
the employee for the taxable year.  

(4) Paragraph (1) of section 3507(c) is amended
(A) by striking "and" at the end of sub ph (A), 
(B) by redesignating subparagraph (B) as subparagraph (C), and 
(C) by inserting after subparagraph (A) the following new subparagraph: 
"(B) on the basis of the number of qualifying children (as defined in sec

tion 32(cX3)) of the employee for such period, and".  
(5) Paragraph (2) of section 3507(c) of such Code is amended

(A) by striking 'ph (1XB)" and insertmng "pragraph (1XC)", 
(B) by strikmg section 32" in subparagraphs (B) and (C) and inserting 

"by section 32(aX 1, 
(C) by striking "under section 32" in subparagraph (BXii) and inserting 

"under section 32(aXl)", 
(D) by striking "section 32(a)" in subparagraphs (BXi) and (CXi) and in

serting "section 32(aXl)", 
(E) by striking "subsection (b)" in subparagraph (BXii) and inserting "sub

section (bX1)", and 
(F) by adding at the end thereof the following new flush sentence: 

"A separate advance amount table shall be prescribed for the credit under sec
tion 32(aX2) in the same manner as provided under the preceding sentence, 
except that the applicable percentage under section 32(aX2(B) shall be substi
tuted for 14 percent."
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(6) Section 3507 is amended by adding at the end thereof the following new 
subsection: 

"(f) REGULATIONS.-The Secretary shall prescribe such regulations as may be nec
osary t carry out the purposes of this section." 
(e mcriVE DATz.

(1) IN GENERAL.-Except as provided in paragraph (2), the amendments made 
by this section shall apply to taxable years beginning after December 31, 1990.  

(2) INCOME DETERMINATION.-The amendment made by subsection (c) shall 
apply to determinations made after December 31, 1989.  

SEC. 6904. STUDY OF ADVANCE PAYMENTS.  

(a) IN GENEA.-The Comptroller General of the United States shall, in consulta
tion with the Secretary of the Treasury, conduct a study of advance payments re
quired by section 3507A of the Internal Revenue Code of 1986 (as added by section 
6(bX)) to determine

(1) the effectiveness of the advance payment system, and 
(2) the manner in which such system can be implemented to alleviate admin

istrative complexity, if any, for small business.  
(b) REPORT.-Not later than 1 year after the date of the enactment of this title, 

the Comptroller shall report the results of the study conducted under subsection (a), 
together with any recommendations, to the Committee on Finance of the United 
States Senate and the Committee on Ways and Means of the House of Representa
tives.  
SEC. 6905. PROGRAM TO INCREASE PUBLIC AWARENESS.  

Not later than the first day of the first calendar year following the date of the 
enactment of this title, the Secretary of the Treasury, or the Secretary's delegate, 
shall establish a taxpayer awareness program to inform the taxpaying public of the 
availability of the credit for dependent care and health insurance premiums allowed 
under section 21 of the Internal Revenue Code of 1986 (as amended by this subtitle).  
Such public awareness program shall be designed to assure that individuals who 
may be eligible are informed of the availability of such credit and filing procedures.  
The Secretary shall use public service and paid commercial advertising, direct-mail 
contact, and any other appropriate means of communication to carry out the provi
sions of this section.  
SEC. 6906. DEMONSTRATION PROJECTS TO EXTEND HEALTH INSURANCE TO CHILDREN NOT COV

ERED BY PUBLIC OR PRIVATE HEALTH PROGRAMS.  

Section 1115 of the Social Security Act (42 U.S.C. 1315) is amended by adding at 
the end thereof the following new sub ion: 

"(dX1XA) The Secretary shall conduct demonstration projects to evaluate and 
extend the provision of health insurance to

"(i) children under the age of 19 who are not covered by other public or pri
vate health programs, and 

"(ii) at the option of the organization described in subparagraph (B), the par
ents of such children who are not so covered.  

"(B) Subject to the provisions of paragraph (2), the Secretary may enter into 
agreements to provide coverage described in subparagraph (A) through public and 
private cooperative arrangeme s sponsored by organizations, including (but not 
limited to)

"(i) school based programs; 
"(ii) programs operated under the auspices of nonprofit entities offering 

health insurance; and 
"(iii) programs operated by nonprofit hospitals.  

"(2) Any agreement entered into between the Secretary and any organization 
under paragraph (1XBXii) shall provide

'(A) that such agreement will be in effect for a period of 5 years, except that 
such agreement shall be terminated for failure to meet the requirements of this 
paragraph; 

"(B) that the portion of the costs of any coverage program under the agree
ment to be funded from amounts provided by non-Federal sources shall not be 
less than the greater of

"(i) the percentage (not less than 50 percent) specified by the Secretary, 
or 

"(ii) if, at the time the agreement is entered into, such organization is 
conducting a program similar to the program covered by the agreement, 
tihe portion of such similar program funded by such non-Federal sources; 
and
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"(C) that the coverage program provided by such organization shall not
"(i) restrict enrollment in such program on the basis of a child's medical 

condition, or 
"(ii) impose waiting periods or exclusions for preexisting conditions.  

"(3) The Secretary in conducting demonstration projects under this subsection 
shall provide in any agreement that any organization described in paragraph (1)(B) 
may charge a premium to individuals enrolling in the coverage program provided 
by such organization.  

"(4) The demonstration projects conducted under this subsection shall evaluate 
the effects of program coverage under any agreement on

"(A) access to health services, 
"(B) availability of insurance coverage to participating children and their 

families, 
"(C) characteristics of participating children and their families, and 
"(D) health care costs.  

"(5) The Secretary shall publish no later than January 1, 1990, criteria governing 
the eligibility and participation of organizations in the demonstration projects con
ducted under this subsection.  

"(6) For purposes of carrying out the demonstration projects described in this sub
section there are authorized to be apropriated $25,000,000 for each of the fiscal 
years 1990, 1991, 1992, 1993, and 1994. ' 

Subtitle J-Individual Retirement Accounts 

SEC. 6921. SHORT TITLE.  

This subtitle may be cited as the "Savings and Investment Incentive Act of 1989".  
SEC. 6922. DISTRIBUTIONS FROM INDIVIDUAL RETIREMENT PLANS MAY BE USED WITHOUT PEN.  

ALTY TO PURCHASE FIRST HOMES OR TO PAY HIGHER EDUCATION EXPENSES.  

(a) IN GENERAL.-Paragraph (2) of section 72(t) (relating to exceptions to 10-per
cent additional tax on early distributions from qualified retirement plans) is amend
ed by adding at the end thereof the following new subparagraph: 

"(E) DITRmUTIONS FROM INDIVIDUAL RETIREMENT PLANS FOR FIRST HOME PUR
CHASE OR EDUCATIONAL EXPENs.-The following distributions to an individual 
from an individual retirement plan: 

"(i) FmawrlME HOMEBUYEns.-Qualified first-time homebuyer distribu
tions (as defined in paragraph (6)).  

"(ii) HIGHER EDUCATION EXPENs.-Distributions to the extent such dis
tributions do not exceed the qualified higher education expenses (as defined 
in paragraph (7)) of the taxpayer for the taxable year." 

(b) DEFINmoNs.--Section 72(t) is amended by adding at the end thereof the follow
ing r w paragraphe: 

i (6) QUALIFIED FIRST-TIME HOMEBUYER DISTRIBUTION.-For purposes of para
graph (2XEXi)

"(A) IN GENERAL.-The term 'qualified first-time homebuyer distribution' 
means any payment or distribution received by a first-time homebuyer 
from an individual retirement plan to the extent such payment or distribu
tion is used by the individual before the close of the 60th day after the day 
on which such payment or distribution is received to pay qualified acquisi
tion costs with respect to a principal residence for such individual.  

"(B) QUALIFIED ACQUISITION core.-For purposes of this paragraph, the 
term 'qualified acquisition costs' means the costs of acquiring, constructing, 
or reconstructing a residence. Such term includes any usual or reasonable 
settlement, financing, or other closing costs.  

"(C) FIRST-TIME HOMEBUTER; OTHER DEFINITIONS.-For purposes of this 
paragraph

"(i) FInst-riME HOMEBUYER.-The term 'first-time homebuyer' means 
any individual if such individual (and if married, such individual's 
spouse) had no present ownership interest in a principal residence 
during the 2-year period ending on the date of acquisition of the princi
pal residence to which this paragraph applies.  

"(ii) PRINcIPAL RBIDENC.-The term 'principal residence' has the 
same meaning as when used in section 1034.  

"(iii) DATE OF ACQUISITION.-The term 'date of acquisition' means the 
date-
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"(I) on which a binding contract to acquire the principal resi
dence to which subparagraph (A) applies is entered into, or 

"(II) on which construction or reconstruction of such a principal 
residence is commenced.  

"(D) SPECIAL RULE WHERE DELAY IN AOQUIITION.-If
"(i) any amount is paid or distributed from an individual retirement 

plan to an individual for purposes of being used as provided in subpara
graph (A), and 

"(ii) by reason of a delay in the acquisition of the residence, the re
quirements of subp (A) cannot be met, 

the amount so paid or distributed may be paid into an individual retire
ment plan as provided in section 408(dX3XAXi) without regard to section 
408(dX3XB), and, if so paid into such other plan, such amount shall not be 
taken into account in determining whether section 408(dX3XAXi) applies to 
any other amount.  

"(7) QUALIFIED mGHER EDUCATION EXPENSEB.-For purposes of paragraph 
(2XEXii)

"(A) IN GENERAL-The term 'qualified higher education expenses' means 
tuition, fees, books, supplies, and equipment required for the enrollment or 
attendance of

"(i) the taxpayer, 
"(ii) the taxpayer's spouse, or 
"(iii) the taxpayer's child (as defined in section 151(cX3)) or grand

child, 
at an eligible educational institution (as defined in section 135(cX3)).  

"(B) COORDINATION WITH SAVINGS BOND PROVISIONs.-The amount of quali
fled higher education expenses for any taxable year shall be reduced by any 
amount excludable from gross income under section 135." 

(c) EFFECTIVE DATE.-The amendments made by this section shall apply to pay
ments and distributions after December 31, 1989, m taxable years ending after such 
date.  
SEC. 6923. ACTIVE PARTICIPANTS ALLOWED DEDUCTION FOR 50 PERCENT OF CONTRIBUTIONS TO 

INDIVIDUAL RETIREMENT PLAN& 
(a) GENERAL RuLE.-Paragraph (1) of section 219(g) (relating to limitation on de

duction of active participants m certain pension plans) is amended to read as fol
lows: 

"(1) IN GENERAL-If (for any part of any plan year ending with or within a 
taxable year) an individual or the individual's spouse is an active participant, 
the amount allowed as a deduction under subsection (a) for such taxable year 
shall be the sum of

"(A) 100 percent of the amount which would have been allowable for such 
taxable year if each of the dollar limitations contained in subsections 
(bX1XA) and (cX2) were reduced (but not below zero) by the amount deter
mined under paragraph (2), plus 

"(B) 50 percent of the excess of
"(i) the amount which would have been allowable for such taxable 

year without regard to this subsection, over 
"(ii) the amount determined under subp aph (A)." 

(b) DISALLOwANCE OF DEDUCTION FOR INTEREST ON LOAN INCURRED To MAKE IRA 
CoraBurON.-Subsection (h) of section 163 (relating to disallowance of deduction 
for personal interest) is amended by adding at the end thereof the following new 
paragraph: 

"(6) INTEREST ON LOAN INCURRED TO MAKE IRA CONTRIBION.-In the case of 
any interest which is paid or accrued on indebtedness incurred for purposes of 
making* a contribution on an individual retirement plan

'(A) for purposes of this subsection, such interest shall be treated as per
sonal interest (and the provisions of paragraphs (3) and (5) shall not apply), 
and 

"(B) such interest shall not be treated as investment interest for purposes 
of subsection (d)." 

(c) CONFORMING AMENDMENTS.
(1) Subsection (o) of section 408 is amended by striking paragraphs (1), (2), and 

(3) and inserting the following 
"(1) IN GENERAL-Qualified nondeductible contributions may be made on 

behalf of an individual to an individual retirement plan.  
"() QUALIFIED NONDEDUCTIBLE CONTRIBUTIONs.-For purposes of this subsec

tion-
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"(A) IN GENERAL.-The term 'qualified nondeductible contribution' means 
the portion of any contribution for a taxable year beginning after December 
31, 1990, to an individual retirement plan which is not allowable as a de
duction under section 219 solely by reason of subsection (gX]) thereof.  

"(B) YEARS BEFORE 1991.-The term 'qualified nondeductible contribution' 
includes any contribution to an individual retirement plan for any taxable 
year beginning before January 1, 1991, which was a designated nondeduct
ible contribution (as defined in this subsection as in effect on the day before 
the date of the enactment of the Savings and Investment Incentive Act of 
1989).  

"(C) TAXPAYER MAY ELECT TO TREAT DEDUCTIBLE CONTRIBUTIONS AS NONDE
DUcTlBLE.-If a taxpayer elects not to deduct any contribution which (with
out regard to this subparagraph) is allowable as a deduction under section 
219, such contribution shall be treated as a qualified nondeductible contri
bution.  

"(3) TIM wHEN coNTmuTIoN MADE.-In determining for which taxable year 
a contribution is made, the rules of section 219(f(3) shall apply." 

(2) Paragraph (7) of section 219(f) is amended by striking "408(oX2XBXii)" and 
inserting '408(oX2XC)".  

(3) Sections 408(ox4) and 6693(b) are each amended by striking "designated 
nondeductible" each place it appears (including in any heading) and inserting 
"qualified nondeductible".  

(4XA) The section heading for section 6693 is amended by striking " " 
and inserting "="1ed".  

(B) The item relating to section 6693 in the table of sections for part I of sub
chapter B of chapter 68 is amended by striking "designated" and inserting 

(d) FvurIve DATE.
(1) IN GENERAL-Except as provided in paragraph (2), the amendments made 

by this section shall apply to contributions for taxable years beginning after De
cember 31, 1990.  

(2) DENIAL OF INTEREST DEDUCTION.-The amendment made by subsection (b) 
shall apply to indebtedness incurred after the date of the enactment of this Act, 
in taxable years ending after such date.  

Subtitle K-Amendments Related to Financial Institu
tions Reform, Recovery, and Enforcement Act of 
1989 

SEC. 6931. TREATMENT OF TRANSACTIONS IN WHICH FEDERAL FINANCIAL ASSISTANCE PROVID
ED.  

(a) IN GENERAL.-Section 597(bX2) is amended by striking "to reflect such treat
ment" and inserting "in connection with such assistance".  

(b) EFFECIVE DAT.-The amendment made by subsection (a) shall apply as if in
cluded in the amendments made by section 1401 of the Financial Institutions 
Reform, Recovery, and Enforcement Act of 1989.  
SEC. 6932. .UALIFIED STATE HOUSING AGENCY BONDS.  

(a) IN GENERAL-Section 141(f) (defining qualified bond), as redesignated and 
amended by section 6641, is further amended

(1) by striking "or" at the end of subparagraph (E), 
(2) by striking the period at the end of subparagraph (F) and insert ", or", and 
(3) by adding at the end thereof the following new subparagraph: 

'(G) a qualified State housing agency bond." 
(b) QUAuFIED STATE HousING AGENCY HOND DEPNED.-Subpart A of part IV of 

subchapter B of chapter 1, as amended by section 6641, is further amended by in
serting after section 144 the following new section: 
"SEC. 145. QUALIFIED STATE HOUSING AGENCY BONDS.  

"(a) IN GENERAL.-For purposes of this part, the term 'qualified State housing 
agency bond' means any bond issued by a State housing agency as part of an issue, 
but onlv if

'(1) 95 percent or more of the net proceeds of such issue are to be used
"(A) to acquire single-family residences or residential rental projects 

from-
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"(i) the Resolution Trust Corporation, 
"(ii) the Federal Deposit Insurance Corporation, 
"(iii) the Federal Housing Authority, 
"(iv) the Department of Veterans Affairs, or 
"(v) any other agency of the Federal Government, or 

"(B) to finance the disposition of single-family residence or residential 
rental projects owned by any entity described in paragraph (1), and 

"(2) Euch issue meets the requirements of
"(A) subsection (b), and 
"(B) subsection (c) or (d), whichever is applicable.  

"(b) LocATIoN ReQunuxRmmrs.-An issue meets the requirements of this subsec
tion only if the single-family residence or residential rental project, the acquisition 
or disposition of which is provided by such issue, is located within the jurisdiction of 
the State housing agency issuing the bond.  

"(c) RESIDENCE Requnwmmes.-An issue meets the requirements of this subsec
tion only if the disposition of a single-family residence provided by such issue meets 
the requirements of subsections (d), (e), and (f) of section 143.  

"(d) PRoJEcT REQuHm zwr.-An issue meets the requirements of this subsection 
only if the disposition of a residential rental project provided by such issue is to a 
purchaser with respect to whom the project is a qualified residential rental project 
as defined in section 142(d).  

"(e) STATE HouSING AGENcY.-The term 'State housing agency' means any agency 
authorized to carry out this subsection." 

(b) CLEcAL AmNmMr.-The table of sections for subpart A of part IV of sub
chapter B of chapter 1, as amended by section 6641, is further amended by inserting 
after the item relating to section 144 the following new item: 

"Sec. 145. Qualified State housing agency bond." 
(c) EFFEcrlVE DATE.-The amendments made by this section shall apply to bonds 

issued after the date of the enactment of this Act.  

Subtitle L-Coordination With Budget Act 

SEC. 6941. COORDINATION WITH BUDGET ACT.  

Any transfer of outlays, receipts, or revenues pursuant to this title (including sec
tion 6209, 6504, 6509, 6631, or 6632) is a necessary (but secondary) result of a signifi
cant policy change for purposes of section 202 of the joint resolution entitled "In
creasing the statutory limit on the public debt" (Public Law 100-119), approved Sep
tember 29, 1987.
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